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Sefting precedent.

March 18, 2010
Warning: Trusts in Texas May Be Subject To Texas Franchise Tax!

The Texas franchise tax (also known as the “margin tax”) is so expansive that it can apply to private trusts
administered in Texas. Every taxable entity is subject to the franchise tax, and the term “taxable entity” generally
includes trusts, partnerships, limited liability companies, and corporations. If the franchise tax applies to a trust, the
amount of franchise tax will typically be 0.7% of the trust's federal gross income that is apportioned to Texas (i.e.,
generally attributable to transactions occurring and business done in Texas).

Two common exemptions from the franchise tax apply to certain trusts: trusts that qualify as “passive entities,” and
trusts that are qualified grantor trusts (each of which is discussed below). In addition, the following trusts are excluded
from the definition of taxable entity: certain real estate investment trusts (REITS), nonprofit self-insurance trusts
created under Chapter 2212 of the Texas Insurance Code, trusts qualified under Section 401(a) of the Internal
Revenue Code (the “Code”), and trusts exempt under Code Section 501(c)(9). A trust also may be exempt from the
franchise tax if it satisfies the requirements of an applicable franchise tax exemption (for example, a trust exempt from
federal income tax under Code Section 501(c)(3), which has submitted an exemption application to the Texas
Comptroller).

When is a Trust a Passive Entity? To qualify as a passive entity, the trust must (i) not be a business trust, (ii) have
90% or more of its federal gross income attributable to certain passive sources (for example, dividends, interest,
distributive shares of partnership income, gains from the sales of securities, capital gains from the sale of real property,
and royalties, bonuses, or delay rental income from mineral properties), and (iii) have no more than 10% of its federal
gross income attributable to conducting an active trade or business, which includes real estate rental income.

For example, assume Trust X owns stocks, bonds, and real estate rental properties, and it receives
89% of its federal gross income from dividends and interest and 11% of its income from real estate
rental income. Because less than 90% of Trust X's federal gross income is from eligible passive
sources, Trust X will not qualify as a passive entity.

However, if Trust X's rental income is in the form of distributions from a partnership (i.e., a partnership
in which the trust holds an interest owns the real estate), 100% of Trust X's federal gross income will
be attributable to passive sources, and Trust X will qualify as a passive entity.l Thus, none of Trust
X’s income will be subject to Texas franchise tax.

A trust’'s income is tested each year to determine whether the trust qualifies as a passive entity for that year, so
depending on the trust’s annual income, it is possible a trust could be a passive entity one year but be subject to the
franchise tax the following year.

Which Grantor Trusts Are Excluded from the Texas Franchise Tax? Even if a trust is not a passive entity, it may
nevertheless be excluded from the Texas franchise tax if (i) it is a grantor trust for federal income tax purposes, (ii) all
of the grantors and beneficiaries are natural persons (i.e., individuals) or charitable organizations described in Code
Section 501(c)(3), and (iii) the trust is not a business trust.

" In October 2009, the Texas Comptroller proposed a rule amendment to look through such a partnership so the distributions from a partnership with
rental income would be treated as income from an active trade or business; however, the Comptroller withdrew the rule before the final amendments
were published in December 2009.
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If you have any questions, please contact one of the attorneys listed below.

Rice M. Tilley, Jr.* John M. Collins Kenneth K. Bezozo
817.347.6611 214.651.5564 212.659.4999
rice.tilley@haynesboone.com 713.547.2002 kenneth.bezozo@haynesboone.com
john.collins@haynesboone.com
Jeff W. Dorrill William D. Ratliff* J. Mitchell Miller
214.651.5781 817.347.6608 214.651.5363
jeff.dorrill@haynesboone.com william.ratliff@haynesboone.com mitch.miller@haynesboone.com
Jeffrey E. Raley Danika H. Mendrygal Jeffrey M. Slade
713.547.2088 214.651.5757 214.651.5899
jeff.raley@haynesboone.com danika.mendrygal@haynesboone.com jeff.slade@haynesboone.com
Jamie L. Harris Rebecca E. Whitacre
214.651.5301 214.651.5112
jamie.harris@haynesboone.com rebecca.whitacre@haynesboone.com

*Board Certified — Estate Planning and Probate Law and Tax Law by the Texas Board of Legal Specialization.

To ensure compliance with requirements imposed by U.S. Treasury Regulations, Haynes and Boone, LLP
informs you that any U.S. tax advice contained in this communication (including any attachments) was not
intended or written to be used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal

Revenue Code or (ii) promoting, marketing or recommending to another party any transaction or matter
addressed herein.
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