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Introduction 
The Texas franchise tax, perhaps a capital idea 100 
years ago, has degenerated to a capital problem for 
Texas taxpayers. The franchise tax is so easily cir-
cumvented by Texas businesses that it has become an 
oxymoron an optional tax. Try as they might, the 
Legislature has failed to reform the franchise tax dur-
ing the last several sessions. While that failure is 
largely attributable to an inability to close the existing 
loopholes in a politically palatable way, the recent 
focus on property tax relief and the Texas tax sys-
tem s over-reliance on capital-intensive industries has 
brought to light another defect in the franchise tax, a 
capital defect.  

The franchise tax has two components taxable capi-
tal and taxable earned surplus. Taxable earned surplus 
is the company s1 federal taxable income, with a few 
adjustments. Taxable capital is a company s net as-
sets. Although the franchise tax is said to be the 
greater of .25 percent of taxable capital or 4.5 percent 
of taxable earned surplus, it really is a 4.5 percent 
surtax on taxable earned surplus for very profitable 

companies with a .25 percent of taxable capital mini-
mum tax for all companies.2 The capital component 
of the franchise tax is a minimum tax that all compa-
nies pay. However, the capital component has defects 
that call into question its fairness and usefulness as 
part of the franchise tax calculation.  

Capital Tax as a Minimum Tax 
Understanding the calculation of the tax on capital 
and its role as a minimum tax requires a knowledge 
of some complex statutes. The Texas Tax Code de-
fines taxable capital as the sum of a company s stated 
capital and its surplus.3 For a corporation, stated capi-
tal is the par value of all issued shares of stock, plus 
the consideration paid by shareholders for issued 
shares without par value, plus any other amounts 
transferred to stated capital.4 Surplus is the net assets 
of the corporation minus its stated capital.5 For a lim-
ited liability company, stated capital is the total of the 
members actual and pledged contributions of cash 
and the agreed value of property and services.6 Sur-
plus means net assets of the limited liability company 
minus its members contributions.7  
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1The term company will be used throughout as a collective reference to entities subject franchise tax.  The franchise tax is imposed on 
corporations and limited liability companies that do business or are chartered or authorized to do business in Texas.  Tex. Tax. Code § 
171.001(a). 
2The franchise tax calculation is actually based upon net taxable capital and net taxable earned surplus.  Tex. Tax Code § 171.002.  Tax-
able capital and taxable earned surplus are apportioned to Texas to determine net taxable capital and net taxable earned surplus.  Tex. 
Tax. Code §§ 171.101, 171.110.  Because apportionment does not change the analysis, this paper will continue to refer to taxable capital 
and taxable earned surplus, or capital and earned surplus, as if those items were the basis of the franchise tax calculation. 
3Tex. Tax Code § 171.101(a)(1). 
4Id., Tex. Bus. Corp. Act art. 1.02(24), 2.15.  
5Tex. Tax Code § 171.109(a)(1). 
6Tex. Tax Code § 171.101(b)(1); 34 Tex. Admin. Code § 3.562(c). 
7Tex. Tax Code § 171.109(a)(1).  

http://www.TexasPolicy.com


A Capital Defect in the Texas Franchise Tax March 2006 

 TEXAS PUBLIC POLICY FOUNDATION 

       
From these complicated definitions, the calculation of 
taxable capital boils down to this:  

Stated Capital + Net Assets  Stated Capital = Taxable Capital  

Simply put, for either a corporation or a limited liabil-
ity company (LLC), taxable capital is equivalent to a 
company s net assets.  

The computation of a company s franchise tax liabil-
ity involves both taxable capital and taxable earned 
surplus, and more statutory gymnastics. Technically, 
a company s franchise tax liability is .25 percent of 
capital, plus the excess of 4.5 percent of earned sur-
plus over .25 percent of capital.8 Any negative 
amount, which could be negative assets on the capital 
side or a loss on the earned surplus side, is treated as 
zero.9 The treatment of negative amounts as zero 
causes all companies to pay franchise tax based on 
taxable capital, but causes only companies that make 
a healthy profit to pay an additional tax on earned 
surplus.10 However, because the result of the fran-
chise tax computation is always the greater of .25 per-
cent of taxable capital or 4.5 percent of earned sur-
plus, taxpayers think of the franchise tax as a tax on 
either capital or earned surplus.  

The reality is that all companies pay the tax on capital 
and only very profitable companies pay a surtax on 
earned surplus. The next step, then, is to determine 
what it means to be very profitable. The answer is 
revealed by the relationship between taxable capital and 
earned surplus. Taxable capital, actually net assets, 
represents the amount of capital employed in a business. 
Earned surplus, approximately net income, represents 
the profit earned on that capital. At .25 percent and 4.5 
percent respectively, the tax on capital and the tax on 
earned surplus are equivalent when a company earns a 
5.56 percent annual return on investment.    

For example, if Company A has $100,000 in taxable 
capital and $5,555.65 in earned surplus, that repre-
sents a 5.56 percent return on investment.  

Profit 

 

Investment

 

Return on Investment 

 

$5,555.65  ÷ $100,000 = 5.56% 

For Company A, the capital and earned surplus com-
ponents of the franchise tax would be equivalent.   

$100,000 in capital x .25% = $250.00 
$5,555.65 in earned surplus  x     4.5%  = $250.00  

Following the machinations of the franchise tax cal-
culation, Company A would pay only the capital 
component of the franchise tax, and its franchise tax 
liability would be $250.   

Tax on capital  $250.00   

Excess of tax on earned   
surplus over tax on capital + 0.00 

 

Franchise tax  $250.00  

If a company s annual return on investment is greater 
than 5.56 percent, then the company must pay a sur-
tax on earned surplus. For example, if Company B 
has $100,000 in capital and $5,570.00 in earned sur-
plus, that represents a 5.57 percent return on invest-
ment.  

Profit 

 

Investment

 

Return on Investment 

 

$5,570.00  ÷ $100,000 = 5.57%  

For Company B, the earned surplus component of the 
franchise tax is greater than the capital component.  

$100,000 in capital x .25% = $250.00 
$5,570.00 in earned surplus  x     4.5%  = $250.65  

Applying the franchise tax calculation, Company B 
would pay a surtax on earned surplus, and its fran-
chise tax liability would be $250.65.   

Tax on capital  $250.00   

Excess of tax on earned   
surplus over tax on capital + 0.65 

 

Franchise tax  $250.65  

2  

8Tex. Tax Code § 171.002(a)-(b). 
9Tex. Tax Code § 171.002(c)  
10The exception is companies that have negative taxable capital, or negative assets. Such companies would pay franchise tax on the first 
dollar of earned surplus. 
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However, if a company s annual return on investment 
is less than 5.56 percent, it pays the same amount of 
franchise tax that it would if it had realized that level 
of return. For example, Company C has $100,000 in 
capital and $5,550.00 in earned surplus, which repre-
sents a 5.55 percent return on investment.  

Profit 

 
Investment

 
Return on Investment 

 

$5,555.00  ÷ $100,000 = 5.55%  

For Company C, the earned surplus component of the 
franchise tax is less than the capital component.  

$100,000 in capital x .25% = $250.00 
$5,555.00 in earned surplus  x     4.5%  = $249.75  

Applying the franchise tax calculation, Company C 
would pay no surtax on earned surplus, and its fran-
chise tax liability would be $250.00, the same as the 
tax on capital.   

Tax on capital  $250.00   

Excess of tax on earned   
surplus over tax on capital + 0.00 

 

Franchise tax  $250.00  

Even if a company s return on investment is zero, it 
pays the same amount of franchise tax that it would if 
it had realized a 5.56 percent return. For example, 
Company D has $100,000 in capital and zero earned 
surplus. Its return on investment is zero.  

Profit 

 

Investment

 

Return on Investment 

 

$0  ÷ $100,000 = 0%  

For Company D, the tax on capital is still $250, and 
its tax on earned surplus is zero.  

$100,000 in capital x .25% = $250.00 
$0 in earned surplus  x     4.5%  = $0   

Applying the franchise tax calculation, Company D s 
franchise tax liability would be $250.   

Tax on capital  $250.00   

Excess of tax on earned   
surplus over tax on capital + 0.00 

 

Franchise tax  $250.00  

The franchise tax liability of Company A, Company 
C, and Company D is the same, even though C was 
less profitable than A, and D was not profitable at all.  
This is because the peculiar calculation of the fran-
chise tax, coupled with the relative rates of the capital 
tax and the earned surplus tax, cause all companies to 
pay a minimum franchise tax at the level of a company 
that realized a 5.56 percent return on investment. Each 
of Company A, Company C, and Company D had a 
return on investment of 5.56 percent or less. Only 
Company B s franchise tax liability differed. Company 
B s annual return on investment was greater than 5.56 
percent, and it paid a surtax on its additional profit in 
the form of the tax on earned surplus.  

Defects in the Capital Tax 
The taxable capital component of the franchise tax 
thus operates as a minimum tax that all companies 
pay, while the earned surplus component operates as 
an excess profits tax. However, the capital component 
has several undesirable characteristics that call into 
question its fairness and efficiency as a minimum tax 
applicable to all companies. First, to the extent a com-
pany s property is not debt-financed, the capital com-
ponent is duplicative of the property tax. Second, by 
taxing only assets that are not acquired by borrowing, 
the capital component distorts the financing decisions 
of taxpayers. Third, the capital component pyramids 
capital within affiliated groups because it taxes capi-
tal invested through subsidiaries multiple times. 
Fourth, as a minimum tax, the capital component is 
not rational.  

Duplicative of Property Tax. Real property and per-
sonal property owned by a business are subject to 
property tax in Texas. Property subject to the property 
tax also generates taxable capital for the company and 

3 

11The rate on taxable capital is 5.555% of the rate on taxable earned surplus. A change in either rate would cause the minimum tax to shift 
of a different level of annual return on investment. 
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increases its minimum franchise tax liability. For ex-
ample, if a business purchases a new piece of equip-
ment for cash, the book value of that equipment ap-
pears as an asset on its balance sheet. The equipment 
increases the company s net assets, which increases 
its taxable capital, which increases its minimum fran-
chise tax liability. That piece of equipment is also 
subject to property tax. The property tax already falls 
more heavily on industries that use property instead of 
people, and the taxable capital component of the fran-
chise tax exacerbates that effect. A distaste for the prop-
erty tax, as a penalty on capital investment in Texas, 
should yield a similar distaste for the capital tax. 

Distorts Purchasing Decisions. The capital tax, as a 
tax on net assets, also distorts investment decisions. If 
the company in the illustration above does not use 
available cash to buy the new equipment but borrows 
the purchase money instead, then the book value of 
the equipment still appears as an asset on its balance 
sheet, but the associated debt appears as a liability. 
The value of the asset and the purchase-money loan 
offset one another on the company s balance sheet. 
Net assets are not increased by the acquisition of the 
new equipment, the company s taxable capital is not 
increased, and its minimum franchise tax liability is 
not increased. Consequently, the capital component 
of the franchise tax encourages borrowing, even when 
otherwise unnecessary, because it reduces a com-
pany s minimum franchise tax liability and thus dis-
torts the decision-making between acquiring new as-
sets with debt or with equity.  

Pyramids Capital. The capital component of the fran-
chise tax pyramids taxable capital within groups of 
affiliated companies. Diagram A illustrates the pyra-
miding problem within an affiliated group.      

In Diagram A, the shareholders invested $100,000 in 
Texas Parent Corporation. Texas Parent Corporation 
invested that $100,000 in Texas Sub A, and Texas 
Sub A invested that $100,000 in Texas Sub B. Texas 
Sub B uses the $100,000 originally invested by the 
shareholders of Texas Parent Corporation to start and 
operate a business in Texas.  

While the entire Texas affiliated group represents a 
single investment of $100,000 in financial capital in 
Texas, each Texas Parent Corporation, Texas Sub A, 
and Texas Sub B has net assets of $100,000 and, 
therefore, $100,000 in capital for franchise tax pur-
poses. The result is that the minimum franchise tax 
associated with the Texas business is $750.00.    

Parent Corporation $100,000 in capital x .25% = $250.00 
Sub A $100,000 in capital x .25% = $250.00 
Sub B $100,000 in capital x .25% = $250.00

  

Minimum Franchise Tax Liability $750.00  

4 

A distaste for the property tax, 
as a penalty on capital investment 
in Texas, should yield a similar 
distaste for the capital tax. 

Diagram A 

Shareholders invest $100,000 of financial capital  
in Texas Parent Corporation   

Texas Parent Corporation 
Capital=$100,000 

Texas Sub A 
Capital=$100,000 

Texas Sub B 
Capital=$100,000 

Parent Corp. 
invests its 

shareholders 
contributions in 

Texas Sub A 

Texas Sub A 
invests Parent 
Corp s contri-

bution in  
Texas Sub B 

Texas Sub B uses the 
financial capital to start 

a business in Texas. 
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Contrast the tax liability associated with that 
$100,000 investment if Texas Parent Corporation op-
erates the Texas business directly, rather than through 
subsidiaries.   

In Diagram B, the total amount invested in a Texas 
business is $100,000, the same as Diagram A. How-
ever, the minimum franchise tax liability associated 
with the Texas business in Diagram B is only 
$250.00, one-third of that in Diagram B.  

Parent Corporation $100,000 in capital x .25% = $250.00

  

Minimum Franchise Tax Liability $250.00  

The pyramiding illustrated in Diagram A results from 
the duplication of Texas Sub B s capital in that of 
Texas Sub A, and the duplication of Texas Sub A s 
capital in that of Texas Parent Corporation. In this 
way, the capital component of the franchise tax artifi-
cially triples the group s actual capital investment in 
Texas. Its minimum franchise tax liability is also tri-
pled, even though the profit-making effort of the 
group is the same as that in Diagram B. 

Pyramiding of taxable capital in the franchise tax sys-
tem is inefficient because it treats the same financial 
investment differently, depending on the number of 
entities through which the capital is employed. Busi-
nesses operate in multi-entity, multi-layered struc-
tures for many different reasons. Government regula-
tions, such as those that govern common carriers, re-
quire certain activities to be conducted in single-
purpose entities. Financial reasons, such as the ability 
of one entity within an affiliated group to guarantee 
the debt of another entity, or the ability for a company 
to self-insure, require the creation of separate entities. 
The issuance of bonds, which requires a high level of 
financial stability, may necessitate the formation of a 
separate entity in order to protect bond investors. Fol-
lowing a merger, separate entities may be necessary 
to retain brand identity or to carry out the terms of the 
merger. In each case, the decision to form and operate 
an additional entity is motivated by business needs or 
government regulation, and the capital component of 
the franchise tax penalizes these efficient and neces-
sary decisions.  

Pyramiding of capital is poor economic policy be-
cause it fails to recognize the need of modern busi-
ness to operate through more than one entity. The 
capital component of the franchise tax was first en-
acted in 1907,12 and the intervening 99 years have 
seen dramatic changes in business and government. 
Specifically, an increase in government regulation, 
the globalization and increased complexity of our 
economy, and the maturation of our financial markets 
have given rise to multi-entity, multi-layered business 
structures. The taxable capital component of the fran-
chise tax is antiquated and, because it does not ac-
commodate the modern business norm, it penalizes 
sophisticated enterprises.  

Not Rational. As a minimum tax, the capital compo-
nent is not rational. Recall that a business must pay 
the capital tax whether or not it is profitable and that a 
business with zero (or even negative) earned surplus 
(net income) will have a franchise tax liability under 
the taxable capital component.13 The justification for 
a minimum tax is that the State s obligation to build 
roads, to educate children, and to provide other ser-

5 

Diagram B 

Shareholders invest $100,000 of financial capital  
in Texas Parent Corporation   

Texas Parent Corporation 
Taxable Capital=$100,000 

Texas Parent Corporation uses 
the financial capital to start 

a business in Texas.  

12Act of May 16, 1907, 30th Legislature, 1st C.S., chapter 23, 1907 Tex. Gen. Laws 502. 
13Again, the exception is a company with negative net assets and no earned surplus.  
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vices that support the business climate continues 
whether a business is profitable or not. By that justifi-
cation, the capital component is an assessment in ex-
change for the provision of the services. However, as 
a minimum tax in exchange for state services, the tax-
able capital component is not rational because it bears 
no relationship to the quantity or value of government 
services utilized by a business.  

The capital component fails to relate to a business s 
consumption of government services in two ways at 
least. First, the capital component does not take into 
account the industry in which any particular business 
operates, and the amount of government resources 
devoted to supporting that industry. Second, while the 
size of a business operation might be an indicator of 
government services used, taxable capital does not 
necessarily relate to the size of a business operation. 
For any single business operation, taxable capital is 
reduced by borrowing and is increased through pyra-
miding. It is not rational to impose a minimum tax in 
exchange for government services when the measure 
of that tax has no relationship to the value of govern-
ment services utilized.  

Conclusion 
The review of the state and local tax system currently 
underway in Texas represents an opportune time to 
examine, in general, the rationale for a minimum tax 
on business and, in particular, the efficacy of the capi-
tal component of the franchise tax as that minimum 

tax. The problem of pyramiding taxable capital can be 
resolved simply by allowing a business to deduct its 
investment in other entities or by allowing affiliated 
entities to calculate their minimum franchise tax on a 
combined basis. However, the capital component s 
duplication of property tax, distortion of purchasing 
decisions, and irrationality cannot be resolved so eas-
ily. Those problems can likely be solved only by re-
pealing the capital component.  

Even if the capital component of the franchise tax 
could be repaired, which the author believes it cannot, 
a fundamental question remains. Is it desirable to im-
pose a minimum tax on business at all? While it is 
true that state obligations to build roads and to edu-
cate children continue whether a business is profitable 
or not, a minimum tax on all business misses an im-
portant distinction between profitable and unprofit-
able businesses. All businesses do use some state ser-
vices, even if minimal, to operate. However, a profit-
able business uses state services to its pecuniary ad-
vantage, while an unprofitable business does not. The 
Legislature can reasonably draw this important dis-
tinction within the framework of the franchise tax by 
repealing the capital component. The remaining 
earned surplus component will effectively require 
only those businesses that profit from the use of state 
services to pay for them. The ability of businesses to 
zero-out their earned surplus liability through artifi-

cial means is generally a concern about the earned 
surplus component of the franchise tax. However, it 
would be better to address that concern directly
through mechanisms such as the existing add-back for 
officer and director compensation than to rely on 
the duplicative, distortive, pyramiding, and irrational 
tax on capital for that purpose. 

6 

It is not rational to impose a 
minimum tax in exchange for gov-
ernment services when the meas-
ure of that tax has no relationship 
to the value of government ser-
vices utilized. 

14The ability of businesses to zero-out their earned surplus liability through artificial means is generally a concern about the earned 
surplus component of the franchise tax. However, it would be better to address that concern directly through mechanisms such as the 
existing add-back for officer and director compensation than to rely on the duplicative, distortive, pyramiding, and irrational tax on 
capital for that purpose.  

If the Legislature seeks to foster a 
healthy business climate in Texas...it 
should begin by eliminating the tax on 
the fundamental driver of business
capital.  
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Sidebar 
Business taxes are undesirable for several 
reasons:  

They pyramid i.e., build upon 
themselves through different stages of 
production thereby distorting final 
product prices; 

They hide the true cost of government 
from taxpayers since only people pay 
taxes through lost income from fewer 
jobs and lower wages, lower profits, 
and higher product prices; 

They grow government when its cost is 
hidden; 

They encourage rent seeking the 
pursuit of special privileges from gov-
ernment by creating another opportu-
nity for lobbying for special interests; 

They directly tax work, innovation, 
investment, and job creation, meaning 
that business taxes directly reduce job 
availability; and 

Their complexity distorts the economy 
by requiring more resources be used 
merely in tax compliance.  

Byron Schlomach, chief economist at  
    the Texas Public Policy Foundation 

7 

If a business tax is a desirable or necessary means for 
funding state government a point the author does 
not concede, but instead refers the reader to the ac-
companying side-bar by Byron Schlomach that 
business tax should, fundamentally, distinguish be-
tween profitable and unprofitable businesses. Engag-
ing in business carries financial and personal risks 
that return rewards not only to the entrepreneur but 
also to the employees and customers of that business 
Public policy ought to support those who are willing 
to undertake those risks in exchange for the greater 
reward, and not pile on the risk of owing a tax in un-
profitable years. In doing so, the minimum tax dis-
courages entrepreneurship, the bedrock of our econ-
omy. The minimum tax is also poor economic policy 
because that additional risk necessarily raises the cost 
of capital. If the Legislature seeks to foster a healthy 
business climate in Texas, which will return jobs and 
profits to Texans, it should begin by eliminating the 
tax on the fundamental driver of business capital.   
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firm McGinnis, Lochridge & Kilgore LLP, where she con-
centrates her practice in state and local tax and govern-
ment relations. She holds a B.A in Government and a J.D. 
from The University of Texas at Austin and a Master of 
Laws in Taxation from Southern Methodist University 
School of Law.  Ms. Patterson has practiced state and local 
tax law since 1997 and served as Tax Policy Director for 
the Texas Comptroller of Public Accounts in 2000. 
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