TEXAS COURT OF APPEALS, THIRD DISTRICT, AT AUSTIN

NO. 03-01-00224-CV

Carole Keeton Rylander, Successor-I n-Interest to John Sharp, Comptroller of Public
Accounts of the State of Texas, and John Cornyn, Successor-I n-Interest to
Dan Morales, Attorney General of the State of Texas, Appellants

V.

Palais Royal, Inc. and 3 Beall Brothers 3, Inc., Appellees

FROM THE DISTRICT COURT OF TRAVIS COUNTY, 98TH JUDICIAL DISTRICT
NO. 96-03719, HONORABLE PAUL DAVIS, JUDGE PRES DING

Appdlants Carole Keeton Rylander, Comptroller of Public Accountsof the State of Texas,
and John Cornyn, Attorney General of the State of Texas," apped from asummary judgment in favor of
appelleesPaaisRoya, Inc. and 3 Bedll Brothers 3, Inc. (together ABedlls(), arising from atax- protest suit.
See Tex. Tax Code Ann. * 112.052 (West 2001).? The district court found the implementation of the

earned- surplusamendmentsto the franchise tax act unconstitutional and ordered the Comptroller to refund

! The comptroller and attorney genera are statutory defendants in tax-protest suits.  See Tex.
Tax Code Ann. * 112.151(b) (West 2001). Their interestsdo not diverge. Wewill thereforerefer tothem
jointly asthe AComptroller.f

2 The paties rdy on the 1992 code for this provision as it was the version in effect during the audit
period a issue. Theamendmentsto thisprovision do not materidly affect our case; therefore, wecitetothe
current code for convenience.



franchise taxes paid by Bedlls. Seeid. * 171.002, .110, .152, .1532. The Comptroller appeals. Wewill

reverse and render.

THE CONTROVERSY

This dispute arises out of Bedls August 2, 1993 cessation of business in Texas for

franchise-tax purposes dueto itsmerger with PdaisRoya, Inc. Following the merger, Bedllshas continued
to operate in Texas under the ABedlls) name but is owned and operated by Palais Roya. This Court has
previoudy considered the application of the portion of the 1991 franchise tax act amendments providing for
anAadditional taxi® to the BeallgPaaisRoya merger. See Rylander v. 3 Beall Brothers3, Inc., 2 SW.3d
562 (Tex. App.CAustin 1999, pet. denied) (ABeall Brothers1§). The 1991 amendments also added a
corporatiorrs earned surplusto the tax base from which to ca cul ate the corporatiores franchise- tax lidility.
SeeAct of Aug. 13,1991, 72d Leg., 1st C.S,, ch. 5, * 8.03, 1991 Tex. Gen. Laws 153, amended by Ad

of May 30, 1999, 76th Leg., R.S., ch. 394, " 10, 1999 Tex. Gen. Laws 2454, 2454-55 (current verson at
Tex. Tax Code Ann. "171.002 (West 2001)). In Beall Brothers|, we described the Texas franchise-tax
scheme gppropriate to the circumstances of the current controversy, with citations to gpplicable authority.
See 2 SW.3d at 564-65. Intheinterest of brevity, we will generdly describe here that scheme without

citation.

® See Act of Aug. 13, 1991, 72d Leg., 1st C.S,, ch. 5, * 8.02, 1991 Tex. Gen. Laws 152, amended
by Act of May 27, 1993, 73d Leg., R.S,, ch. 546, * 1, 1993 Tex. Gen. Laws 2043 (current version at
Tex. Tax Code Ann. * 171.011 (West 2001)).



The Texasfranchisetax isimposed on the vaue of the privilege of doing businessin Texas.
Thetax isimposed annualy on each corporation that isincorporated in Texas or that conducts busnessin
Texas. A corporatiorrsfranchise-tax liability isbased on the busness done by the corporation during itslast
accounting period ending in the year before the year in which the corporatiorss tax report is due (the
Aprivilege periodi). Thetax iscaculated by multiplying the franchise-tax base by the franchise-tax rate.

Before 1992, the franchise-tax base was comprised solely of a corporatiorrs Ataxable
capitd.( Taxablecapita included the corporatiorrsAstated capitald andAsurplusi Stated capitd isthesum
of the par vaue of dl shares of the corporation having a par vaue that have been issued plus the
congderation fixed by the corporation for dl shareswithout par value that have beenissued. Surplusisthe
corporatiorrs net assetslessits stated capital. Under this plan, capital-intensveindustries bore the brunt of
the tax, even in unprofitable years. In 1991 the legidature amended the franchise-tax act to establish
Aearned surplus{ asthe tax base from which to calcul ate the major portion of acorporatiorrs franchise tax.
Earned surplus is the corporatiores reportable federa netincome, lesscertain foreign-source income, plus
officer and director compensation. Asapplicable here, A[t]heratesof thefranchisetax are. . . 0.25 percent
per year of privilege period of net taxable capitd; and . . . 4.5 percent of net taxable earned surplus.i Tex.
Tax Code Ann. " 171.002(a) (West 2001).

The amendments were effective January 1, 1992 and Agppl[y] to reportsoriginaly dueon
or after that date.l Act of Aug. 13, 1991, 72d Leg., 1t C.S,, ch. 5, art. 8, * 8.27(a), 1991 Tex. Gen.
Laws 134, 167. By itsown dection, Bedls operated as afiscal-year taxpayer, as opposed to acaendar-

year taxpayer, and utilized a fiscal year ending on the Saturday nearest January 31. Thus, the privilege



period for the franchise-tax report required to be filed by Beallsin 1992 wasthe period from February 4,
1990 to February 2, 1991, the accounting period that ended in the year before the tax report was due.
Because the earned surplus to be included in Bedlls 1992 report was based on federd taxable income
earned in the fiscal or calendar year ending on or before December 31, 1991, Bedlls 1992 franchise tax
was based on the income reported for the fiscad year ending February 2, 1991, the Saturday nearest
January 31, 1991. Thisresulted in Bedlls owing a franchise tax computed on income earned beginning in
February 1990, in contrast to calendar-year taxpayers who owed the tax computed on income earned
beginning in January 1991.

Smply put, because of itsfiscd year, Bedls: firg tax report following the 1991 amendments
was due May 15, 1992, the report date in the yearC1992Cfollowing the year inwhich Bedls: accounting
period endedCFebruary 2, 1991. Bedlsisthusobligated to baseitsfranchisetax duein 1992, in part, on
income earned in 1990, since a portion of its fiscal year ending February 2, 1991CFebruary 4, 1990
through December 31, 1990Cprecedes calendar year 1991. A calendar-year taxpayer isonly obligated to
indude 1991 income in its 1992 report because its accounting year ends December 31, 1991.

Bedlls paid the tax under protest and filed suit for arefund.” See Tex. Tax Code Ann.

112.052. Both partiesfiled motions for summary judgment. Thedigtrict court granted Bedllss motion and

* Theamendmentsto thefranchisetax also induded an Aadditiond tax,d whichislevied on acorporation
that is subject to the franchise tax but isno longer subject to the taxing jurisdiction of the Statein relation to
the tax on net taxable earned surplus. See Tex. Tax Code Ann. * 171.011. Theseadditional taxeswere
paid by Bedlswhen it merged with Pdais Roya and ceased doing businessin Texas. Thetax-protest suit
that arose from that tax was previoudy resolved by this Court and isnot beforeushere. See Rylander v. 3
Beall Bros. 3, Inc., 2 SW.3d 562 (Tex. App.CAustin 1999, pet. denied); see also Universal Frozen
Foodsv. Rylander, No. 03-01-646-CV, dip op., 2002 WL 990702 (Tex. App.CAustin May 16, 2002,
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denied the Comptroller=s, finding that the earned- surplus amendments were uncongtitutiond as gpplied to
Bedlls, and ordered the Comptroller to refund atota of $480,383.80 in tax plus interest assessed on that
amount by the Comptroller and statutory interest provided by the tax code. See id. * 112.060.
Additiondly, thedidtrict court found that Bed s wasAentitled to abusiness-losscarryover of $4,345,079 for

the Report Y ear 1992.6° The Comptroller now appedls by three issues.

STANDARD OF REVIEW
The parties ether Sipulate to or do not dispute the materid factsinthiscase. Therefore,
whether the district court properly granted summary judgment is a question of law, and we will review the
digtrict courts decison de novo. See Natividad v. Alexsis, Inc., 875 SW.2d 695, 699 (Tex. 1994);
Nixonv. Mr. Prop. Mgnmt. Co., 690 S.W.2d 546, 548-49 (Tex. 1985). When the partiesfile competing
motions for summary judgment and oneis granted and the other denied, the reviewing court should review
the summary-judgment evidence presented by both sdes and determine dl questions presented.

CommissionersCourt v. Agan, 940 SW.2d 77, 81 (Tex. 1997). Thedistrict court-sfind judgment dates

no pet. h.).

> Thejudgment also provided that Ajw]ith regard to [Bedlls:] condtitutional dlaimsconoerning officer and
director compensation, the Court grants [the Comptroller=s] Maotion for Summary Judgment and denies
[Bedls] Mation for Summary Judgment.i Neither party has appeded this portion of the district-court
judgment.



that Bedllss motion for summary judgment was granted on its Aconditutiond clamsf However, Bedls
rased severd condtitutional claims and the judgment does not specify which the digtrict court found
persuasve. Therefore, the Comptroller must attack each claim raised by Bedllsin its maotion for summary

judgment. See State Farm Fire & Cas. Co. v. SS & G.W.,, 858 SW.2d 374, 381 (Tex. 1993).

DISCUSSION

Equal Taxation and Equal Protection Claims

By itsfirgt issue, the Comptroller assertsthat the digtrict court erred in finding the earned-
surplusamendments uncongtitutiona under equa-taxation and equal- protection-of-law standards because
the amendments disproportionately impact fisca-year taxpayers. We agree. The Texas Condtitution
requires that taxation be equal and uniform. Tex. Cong. art. VIII, * 1(a). More generdly, the United
States Condtitution requires equa protection of thelawsfor al personswithinastate. U.S. Congt. amend.
XIV, * 1. However, tax legidation receives specia deference. SeeVinsonv. Burgess, 773 S.W.2d 263,
266 (Tex. 1989). In chalenging the condtitutiondlity of the earned- surplus amendments, Bedlls bears the
burden of establishing the failure of the statute to meet condtitutional requirements. See Enron Corp. v.
Soring 19D, 922 SW.2d 931, 934 (Tex. 1996). Additionally, because no fundamenta right has been
affected, the Compitroller need only show that thereisarationd, legitimate bassfor the amendments. See
Barshop v. Medina County Underground Water Conservation Dist., 925 SW.2d 618, 631 (Tex.
1996).

BedIsarguesthat theamendmentsfail to meet condtitutiond requirementsinthat they havea
disproportionate impact on fisca-year taxpayers. The federal congtitution does not require equality of
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impact among taxpayers. See Rinaldi v. Yeager, 384 U.S. 305, 309 (1966) (holding that Equa Protection
Clause does not demand statutes be applied equdly to dl persons). Similarly, the Texas Condtitution hasno
such requirement. We have previoudy held that atax that has a disproportionate impact is not Ainherently
unconditutiond o long as the legidation is rationdly reated to a legitimate governmental goa and the
system operates equaly within each classi Beall Brothers|, 2 SW.3d at 567 (citing Tandy Corp. v.
Sharp, 872 S.W.2d 814, 818 (Tex. App.CAustin 1994, writ denied)). The Comptroller arguesthat the
tax serves|egitimate governmentd godsof convenience, rdiability, efficiency, and conformity to federd tax
periods. Furthermore, the earned- surplus amendments have a uniform starting date, reporting date, tax
base, and tax rates. See Tex. Tax Code Ann. * 171.152(c), .1532(b), .110(a), .002(a). All taxpayers
were required to pay taxes based on a twelve-month period ending on or before December 31, 1991.
Therefore, dl taxpayersfdling within the class have been treated equdly. See Sharpv. Caterpillar, Inc.,
932 SW.2d 230, 240 (Tex. App.CAustin 1996, writ denied) (citing Hurt v. Cooper, 110 S.W.2d 896,
901 (Tex. 1937)). Becausewe must give specid deferenceto tax statutes and because the god s set forth
by the Comptroller advance rationd, legitimate governmentd interests, we hold that there is no denid of
equal taxation or equd protection in the Comptroller=s gpplication of the earned- surplus amendments to

Bedls and sustain the Comptroller=sfirst issue.

Retroactivity, Takings and Due Process Claims

By its second issue, the Compitroller contends that the earned-surplus amendments do not
conflict with state or federd retroactivity, takings, or due process provisons. Article |, section 16 of the
Texas Condtitution provides that A[n]o . . . retroactive law . . . shdl be madei Tex. Congt. art. |, * 16.
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Retroactive gpplication of alaw isuncondtitutiond if it destroysor impairsavested right. Grocers Supply
Co.v. Sharp, 978 SW.2d 638, 643 (Tex. App.CAustin 1998, pet. denied). Bedlsbasesitsretroactivity
claim on the fact that the taxes due for 1992 were based on income earned in 1990, before the effective
date of the tax. This is because the earned- surplus computation is tied to adjusted taxable income for
federa-income-tax purposesfor ease of computation and efficiency. Our decisonin General Dynamicsv.
Sharp controlstheissue of retroactivity. See 919 SW.2d 861 (Tex. App.CAustin 1996, pet. denied). In
that case, the franchise tax was imposed on seven years of income, which was dl reported in 1991. We
held that Aaslong as atax islevied after its effective date and islevied a least in part for the privilege of
doing business during the current yeear, then it isnot aretroactive tax.f] 1d. at 866. Because the franchise
tax in our case was levied againgt BedlIsfor the privilege of doing businessin 1992, we hold that it was not
retroactively gpplied. Even if we congrued the earned-surplus tax to goply retroactively, General
Dynamics holds that Ano Texastaxpayer hasavested right in the continuation of aparticular measurement
method for the franchise tax.f 1d. a 867 (citing Smith v. Davis, 426 SW.2d 827, 834 (Tex. 1968)).
Bedls argues that the earned-surplus amendments act as an uncongtitutiond taking as
goplied toit. Articlel, section 17 of the Texas Condtitution provides thet A[n] o persorrs property shal be
taken . . . for or gpplied to public use without adequate compensation.;| Tex. Const. art. I, * 17. This
provison has generdly been confined to eminent domain proceedings. See Friedman v. American Sur.
Co., 151 SW.2d 570, 577 (Tex. 1941). Although we recently held that takings-clause clams are not
absolutely limited to eminent domain, we do not extend that holding to the facts of this case. See Texas

Workforce Comnen v. MidFirst Bank, 40 SW.3d 690, 697 (Tex. App.CAustin 2001, pet. denied).



MidFirst considered the issue of whether a state agency-swithholding of funds subject to aprivate party:s
perfected security interest condtituted ataking. 1d. at 695-98; see also County of Burleson v. General
Elec Capital Corp., 831 SW.2d 54 (Tex. App.CHouston [14th Dist.] 1992, writ denied) (illegd taking
occurred where taxing authority did not follow statutory procedure for foreclosure of tax lien). The State
has the authority to levy and collect taxesin arationa and legitimate manner. Theexercise of that authority
here does not amount to a taking.

Bedls next assartsthat impogition of thetax isanillega taking under the Fifth Amendment
to the United States Condtitution, which provides. Aprivate property [shdl not] be taken for public use,
without just compensation.ff U.S. Const. amend. V. Bedlsrdieson Eastern Enterprisesv. Apfel, 524
U.S. 498 (1998). In Eastern Enterprises, the United States Supreme Court held that a provision of the
Coal Act,® Awhich establishe[d] a mechanism for funding hedlth care benefits for retirees from the cod
industry and their dependantsil was an uncondgtitutiond taking, primarily because of the Cod ActsAsevere
retroactiveliability onalimited class of partiesthat could not have anticipated theliability.( 1d. at 504, 529.

We do not agree that such reasoning appliesto the case before us, which involves atax, not an economic
regulation. The Supreme Court was careful in limiting its decison, obsarving thet the Aextent of Easterrs
retroactive liability is substantia and far reaching,@ and went on to note that the case was distinguishable
from retroactive tax provisonsthat are restricted toAshort and limited periods.( 1d. at 534 (quoting United
Sates v. Darusmont, 449 U.S. 292, 296-97 (1981)). Additiondly, the tax before us is levied

prospectively for the privilege of doing businessin the sate. Eastern was subjected to aregulation that

6 See 26 U.S.C. " 9701-9722 (1994 & Supp. |1 1996).
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required it to pay lifetime hedlth benefitsfor employeesfrom decadespast. Unlikethetax at issue here, the
regulaion in Eastern Enter prises wasnot tied to any current businessactivity. Nor will wehold, asBedls
urges, that

dthough there was a seeming exercise of the taxing power, the act complained of was so

arbitrary as to congrain to the concluson that it was not the exertion of taxation, but a

confiscation of property; that is, ataking of the samein violation of the 5th Amendment; or,

what is equivdent thereto, was so wanting in basis for classification as to produce such a

gross and patent inequdity asto inevitably lead to the same conclusion.
Brushaber v. Union Pac. RR., 240 U.S. 1, 24-25(1916). We hold that, in enacting the earned- surplus
amendments, thelegidature acted within the congtitutiona confinesof the Fifth Amendment, and Bedlsmay
not prevail on its federd-takings-clause clam.

Bedllsalsoraised state and federal due process claimsinitsmation for summary judgment.

The due-course-of-law provisoninaticlel, section 19 of the Texas Congtitution contains both procedura
and substantive components. Tex. Cong. art. I, * 19; Barshop, 925 S.W.2d at 632. There hasbeen no
complaint of lack of notice and opportunity to be heard. Therefore, the requirements of procedura due
process have been met. Because we hold there was no violation of equa taxation, equal protection,
retroactivity, or takingsprovisions, we hold that the requirements of substantive due processweremet. We
hold that these same principles apply to Bedls: clam under the Due Process Clause of the Fourteenth
Amendment to the United States Congtitution. U.S. Const. amend. X1V, * 1; see Norrisv State, 788

SW.2d 65, 72 (Tex. App.CDadllas 1990, pet. ref-d.) (dating that courts have historicaly equated due-

course-of-law provison of Texas Congtitution with due-processclause of United States Congtitution). We
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hold that theimplementation of the earned- surplus amendments does not offend the condtitutional principles

of retroactivity, takings, or due process. We therefore sustain the Comptroller=s second issue.

Business-Loss Carryovers

By itsthird issue, the Comptroller contendsthat thedigtrict court erred in dlowing Bedlsan
gpportioned business-loss carryover for report year 1992 asif it were acalendar-year taxpayer, whenitisa
fiscd-year taxpayer. Business|osses are any negative amounts after gpportionment and alocation. Tex.
Tax Code Ann. " 171.110(e). They are carried forward to the year succeeding the year they accrue and
are offset againg that year=s earned surplus. 1d. They may be carried forward for up to four years or until
they are exhausted. 1d.

Thedigtrict court apparently determined that cal culating Bedlls: franchise-tax lighility based
on earned surplus before January 1, 1991 was uncongtitutional because the scheme rendered fiscal-year
taxpayers subject to the tax earlier than calendar-year taxpayers would be subject to the sametax. Thus
the tax should be caculated beginning at the same time for both cdendar- and fiscal- year taxpayers. For
caendar-year taxpayers, the initia tax period would be from January 1, 1991 to December 31, 1991. For
fisca-year taxpayers, such asBedls, theinitia tax period would be from January 1, 1991 until the end of
thetaxpayer=sfisca year that ended in 1992. It gppearsthat thedistrict court recal culated Bedll s tax basad
on aperiod from January 1, 1991 to February 2, 1991 and determined that, during such period, Beallshad
an earned surplus of zero and anet operating loss. Therefore, Bedllswas entitled to carry thelossover to

the following report period.
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We have held that the earned- surplusamendmentsare congtitutiond. Thereisnothinginthe
tax code indicating that a business-loss carryover should be cadculated for a period different from that for
which theearned surplusiscaculated. See Tex. Tax Code Ann. * 171.110. Just asthefranchisetax owed
by Bedllsfor report year 1992 wasto be calculated using its February 4, 1990 to February 2, 1991 fiscal-
year accounting period, seeid. * 171.1532(b), so should the business-loss carryover be cdculated usng
that same period. Bedlsdoesnot dlegeanet operating lossfor such period. We hold that the didtrict court
erred in determining Bealls was entitled to a busness-loss carryover for report year 1992 and sustain the

Comptroller=s third issue.

CONCLUSION
Having sustained dl of the Comptroller-sissues, wereversethe digtrict court=sjudgmentad

render judgment that Bedlls take nothing by its suit for arefund.

Lee Yeakd, Justice
Before Justices Kidd, Y eskel and Petterson
Reversed and Rendered
Fled: July 26, 2002

Publish
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