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Thisapped involvesachalengeto the additiona tax component of the Texasfranchisetax.
See Tex. Tax Code Ann. * 171.0011 (West 2002). Universal Frozen Foods Company (AUniversald), its
successors-in-interest, ConAgra, Inc. and Lamb Weston, Inc., and Universal Foods Corporation,
chdlenged the validity of the additiond tax and asserted, in the dternative, that the amount on which
Universa was taxed was improper. After the parties filed competing motions for summary judgment, the
trid court denied Universa-s motion and granted summary judgment in favor of Carole Keeton Rylander,
successor-in-interest to John Sharp, Comptroller of Public Accounts of the State of Texas and John
Cornyn, successor-in-interest to Dan Moraes, Attorney Generd of the State of Texas (collectively the

AComptroller@). We will affirm the district courts judgment.



BACKGROUND

In 1991, the Legidature amended the franchise tax statute primarily to add the earned
surplus component to the franchise tax caculation. As part of the same amendment, the Legidature
congtructed the additiond tax which formsthe basisof thisdigpute. Thefranchisetax isan excisetax levied
for the privilege of doing business in Texas during the year for which the tax is paid. See General
Dynamics Corp. v. Sharp, 919 SW.2d 861, 866 (Tex. App.CAustin 1996, writ denied). After the 1991
amendment, the Comptroller may assess a corporatiorrs franchise tax ligbility based either on that
corporatiorrs capitaization or its earned surplus generated in the previous accounting year. See Tex. Tax
Code Ann. " " 171.110, .1532 (West 2002). Although theamount acorporation owesfor thefranchisetax
is measured by that taxpayer=s financid circumstances during the previous accounting year, the earned
surplus component of thefranchisetax isnot considered acorporateincometax. See General Dynamics,
919 SW.2d at 866. The corporationistaxed for the privilege of doing busness for the upcoming year
based on its performance in the previous year. 1d.

Like the franchise tax, the additiona tax is a privilege tax. See Rylander v. 3 Beall
Brothers 3, Inc., 2 SW.3d 562, 571 n.9 (Tex. App.CAustin 1999, pet. denied). The additiond tax is
imposed on a corporation that is no longer subject to the taxing jurisdiction of the Sate in relation to the
earned surplus component of the franchise tax. 1d. at 565; Tex. Tax Code Ann. " 171.0011(a). The
additional tax equals 4.5% of the corporatiors net taxable earned surplus computed for the period
beginning on the day after the last day for which the franchise tax on net taxable earned surplus was

assessed and ending on the date the corporation is no longer subject to the taxing jurisdiction of this state.



Tex. Tax Code Ann. " 171.0011(b). Theadditiond tax isdesigned to reducetax revenuelosses caused by
corporate reorganizations and mergers. Beall Brothers, 2 SW.3d at 565.

Universal raises two issues in this gpped. Initidly, Universa atacks the vdidity of the
additiond tax, claming that it taxes fiscd year taxpayers differently than calendar year taxpayers. If we
overruleitsfirgt issue and find that the additional tax is valid, Universa assarts, in the dternative, thet the
Compitroller erred in assessing itsadditiond tax liability based on an earned surplusthat was not attributable
to Universd, but rather to Universal:s parent corporation.

In order to understand Universal-scomplaints, abrief description of Universa:s corporate
dructureis necessary. Universd was awholly owned subsidiary of Universa Holdings, Inc., which itsalf
was a wholly owned subsidiary of Universa Foods Corporation. O these three corporations, only
Universal conducted businessin Texas. Universal ceased to do businessin Texason August 1, 1994, after
it was s0ld to an unrelated corporation and then merged into one of the purchasing corporatiorss
subsidiaries After the merger, Universal was no longer subject to the earned surplus component of the
franchisetax. Accordingly, Universal became lidble for the additiond tax on its earned surplus, measured
from the day after the last day of its previous accounting year until August 1, 1994. See Tex. Tax Code

Ann. * 171.0011(b).

! The purchasing corporation that then merged Universal with its own subsidiary is ConAgra, Inc., a
party to thislawsuit. The company with which Universa mergedisLamb Weston, Inc., dso aparty tothis
lawsuit.



DISCUSSION

Universa:sfirst issue gppearsto be controlled by Rylander v. 3 Beall Brothers3, Inc., 2
S.W.3d 562 (Tex. App.CAustin 1999, pet. denied). That case required usto examine the newly amended
franchise tax statute and determine whether the additional tax was condtitutional. Bedll Brothersraised the
exact issues now asserted by UniversaCthat the operation of the additiona tax requiring fiscal year
taxpayersto pay more than calendar year taxpayers rendered the additional tax unconditutiond. In Beall
Brothers, we carefully examined the condtitutiona principles of equa protection and equa and uniform
taxation. We concluded that because the additiona tax wasrationdly related to alegitimate governmental
purpose and it applied equaly and uniformly to dl taxpayers, it withstood Bedll Brothers: equa protection
and equa and uniform gpplication chalenges. Wearrived at this conclusion primarily because dl taxpayers
aretreated equally, asaclass, regardless of whether they arefiscal or caendar year taxpayers. Regardless
of the e ection acorporation makes concerning its accounting period, every taxpayer-s additiond tax period
begins on the day that the franchisetax no longer appliesto thetaxpayer and endsontheday thetaxpayer is
no longer subject to the taxing jurisdiction of this state in relaion to the tax on net taxable earned surplus.

We dso concluded in Beall Brothersthat the fact thet fisca year taxpayers may pay more
tax than cdendar year taxpayers does not create an equd protection problem. This concluson was
premised in large measure on the assumption that the taxpayer could voluntarily eect to be a fiscd or
caendar year taxpayer. InBeall Brothers, werdied on anumber of caseswhich hold that ataxpayer who
makes an election relating to accounting practices that affects the corporatiorrstax satusbindsitsdlf toits
prior election for future tax purposes. See General Dynamics Corp. v. Sharp, 919 SW.2d 861 (Tex.
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App.CAugtin 1996, writ denied); Sunoco Terminals, Inc. v. Bullock, 756 SW.2d 418 (Tex.
App.CAugtin 1988, no writ); Southern Clay Prods., Inc. v. Bullock, 753 SW.2d 781 (Tex.
App.CAustin 1988, no writ). Universal eected to operate on afisca year rather than acalendar year for
accounting and tax purposes. Although this dection resultsin a higher burden for additiond tax purposes,
Universa:-s voluntary eection remains binding.

Universal argues that Beall Brothers does not control this case becauseUniversd did not
actudly make the eection to operate on afisca year; rather, Universa:s parent corporation elected to
operate on a fisca year bass. But because Universa was a wholly owned subsidiary, its parent then
required Universa to adopt the fiscdl year eection. Thus, Universal contends that its case more closaly
resembles Bullock v. Sage Energy Co., 728 SW.2d 465 (Tex. App.CAustin 1987, writref-d n.r.e.). In
Sage Energy, the taxpayer was required to capitaize some of its costs because it was a publicly traded
corporation and subject to Securities and Exchange Commission (ASEC() regulations. Other privately-hdd
corporations, which were not subject to SEC regulations, were alowed to report the same costs as
expenses. Thisreporting difference resulted in unequd franchisetax liahility, thereby denying the taxpayer
the right to equa and uniform taxation. Sage Ener gy differsfrom Beall Brother s becausethetaxpayer in
Sage Energy did not elect areporting method that resulted in a higher tax burden; the reporting method
was required by SEC regulations.

Universal andogizes its Stuation to that found in Sage Energy. However, Universa:s

argument overlooks the fact that Universal:s parent has voluntarily made an dection and that election was



not the result of any action by the Compitroller or any other governmentd authority. Therefore, we conclude
that Beall Brothers, not Sage Energy, controlsthis case, and we overrule Universa-sfirst issue.

Having overruled Universa:s chdlengeto the vaidity of the additiond tax, we now turnto
itssecond issue. Universd contendsthat the Comptroller improperly ca culated Universa:=stax lidality usng
an earned surplusthat was reported by its parent corporation. Federa law permits parent and subsidiary
corporations to file consolidated tax returns for income tax purposes. [.R.C. " 1502. Throughout
Universa:s exisence, it joined in a consolidated tax return filed by its parent. 1n 1994, dl of Universa:s
stock was sold, resulting in an earned surplusfor Universa in excess of $83 million. Universd and itsparent
corporation treated that sale as an asset sale, pursuant to section 338 of the internal revenue code. See
I.R.C. " 338. Section 338 permitsasdling corporation that isamember of aconsolidated groupto sdl dl
of its stock and treeat the transaction as a sde of assets that are owned by and attributable to the parent
corporation. 1d. By making the eection for a deemed asset sde, the slling subsidiary corporation can
receive favorable income tax treatment. Therefore, as a result of the section 338 dection, Universa
contends that any income generated by the sde of the assets did not result in any net taxable income to
Universd, but only to its parent corporation.

Universal-s bagsfor this argument liesin the fact that Universal belongs to a consolidated
incometax return group. Thegroup filesaconsolidated incometax return in which the parent anditswhally
owned subsdiaries may combine earnings and losses for the group to determine the group-s income tax
asessment. Ultimatdy, however, the parent owns al of the subsidiaries assetsand, thus, reportsthefinal

tax assessment for the group. Accordingly, Universal arguesthat any sale of those assets becomestaxable



income only to the parent. We rgect this argument because it contravenes specific Comptroller rules
dedling with franchise tax trestment of subsidiary corporations that are part of consolidated income tax
groups.

The Comptroller=srulesrequirethat Universd, in computing itsearned surplus, usethe same
methods used in filing its federal income tax return as a separate corporation. 34 Tex. Admin. Code ™ *
3.555(c), (e) (2001). Universal chose to report its sale as a deemed asset sale and make a section 338
filing. Section 33&sfiling rulesidentify Universd asthetarget corporation for purposes of adeemed asset
sde. 1.R.C. " 338(d)(2). Attrid, Universa admitted that under section 338(h)(10) thetarget corporation
recognizesagan or lossafter asde. Accordingly, the $83 million gain from Universa:s sale was properly
atributed to Universal in computing its earned surplus. Seeid. * 338(h)(10); 34 Tex. Admin. Code *
3.555(c).

Universd maintainsthat dthough it did recognizeagain from the sde, thegain was ultimately
reported by itsparent because of the consolidated tax return. Thisargument, however, contradictstheplain
meaning of the tax code and the Comptroller-srule 3.555(e). See Tex. Tax Code Ann. * 171.110(h); 34
Tex. Admin. Code " 3.555(e). The tax code requires that a corporatiorss net taxable earned surplus be
caculated solely on that corporatiorss own financia condition; consolidated reporting is prohibited. Tex.
Tax Code Ann. " 171.110(h). The Comptroller-srule provides the following indruction for caculating a
corporatiorrs earned surplus filed pursuant to a consolidated return:

() Consolidated income tax returns. For the purposes of this section, if a corporation
joinsinfiling aconsolidated federal income tax return, the corporation must compute
its earned surplus as though no consolidated federd income tax return were filed.
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Therefore, taxable income, compensation, and other items must be computed as

though a separate federa income tax return had been filed by the corporation.
34 Tex. Admin. Code " 3.555(¢e). Further emphasizing thispoint isthe Comptroller=srulewhich explains
the gpportionment of a corporatiors earned surplus. Rule 3.557 requires a corporation to Areport gross
receipts based solely on its own earned surplus because consolidated reporting of related corporationsis
prohibited.il 34 Tex. Admin. Code " 3.557(d)(3) (2001). Thetax codeand the Comptroller-srulesmake
it clear that filing a consolidated income tax return does not ater Universa-sadditiond tax liability because
Universd must cdculateits net taxable earned surplus asif Universal were not part of aconsolidated income
tax return group. Accordingly, the Comptroller=srulesrequirethat welook past thefiction that Universa:-s
deemed asset sale does not congtitute income attributable to Universa, but only to its parent.

Therecord reflectsthat Universa conceded that each member of the consolidated federal
incometax return group had separate taxableincome. Universa further conceded that each member of the
group prepared a pro forma income tax calculation based solely on its own financid condition. That
cdculation was later combined with the pro formaca culations from the other members of the consolidated
group and adjusted for Universal:s parent-sfina incometax report. However, because the Comptroller=s
rules clearly do not dlow consolidated filing, Universa:s additiona tax assessment must be derived soldly
fromits own pro formacaculaion. That pro forma caculation shows Universa as having recognized the
gan fromthe deemed asset sdein question. Applying the Comptroller=srules, we conclude that Universd

may not shift its earned surplus to its parent by filing a consolidated income tax return. Accordingly, the



Comptroller-sassessment of Universa-sadditiond tax liability was proper. We overrule Universa-ssscond

issue,

CONCLUSION

Beall Brothers controls Universa:sfirgt issue chdlenging the vdidity of the additiond tax.
Thedisparateimpact of the additiond tax on fiscd year taxpayersresultsfrom avoluntary eection made by
the taxpayer. Therefore, the additiona tax complies with the principles of equa protection and equa and
uniform taxation. Alternatively, Universal may not rely on its status as amember of a consolidated income
tax reporting group to dter its additiona tax assessment. Thetax code and the Compitroller-srulesdo not
dlow suchrdiance. Accordingly, thetria court properly denied Universal-s motion for summary judgment
and properly granted the Comptroller=s motion. We overrule Universak:s points of error and affirm the

judgment of thetrid court.

Mack Kidd, Justice
Before Justices Kidd, Y eakel and Petterson
Affirmed
Filed: May 16, 2002
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