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In brief
What happened?

The Texas Comptroller of Public Accounts on February 20 adopted final rule amendments impacting the
calculation of total revenue subject to the franchise (margin) tax.

[Texas Register, 34 TAC Sec. 3.587, Vol. 51, No. 8, 2/20/2026, effective 3/1/2026]

Why is it relevant?

The amended rule reflects statutory changes, judicial decisions, and the Comptroller’s policy positions
potentially impacting a broad range of businesses. In particular, the amended rule formally adopts the
Comptroller’s interpretation regarding the state’s application of the Internal Revenue Code (IRC)
announced in December (see PwC’s Insight for details here).

Actions to consider

Taxpayers should re-evaluate their Texas franchise tax calculations for the 2026 franchise tax report,
which is based on the accounting period ending date in 2025. Taxpayers particularly should focus on
items of total revenue and related subtractions or deductions that previously were not considered due to
the general understanding that Texas conformed to the 2007 IRC for all components of the franchise tax.
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Further, because it is the Comptroller’s statutory interpretation, and the statute has not been amended in
this respect, there could be refund opportunities based on applying the IRC then in effect for open years.

In detail

IRC adoption interpretation

The amended rule prospectively revises Sec. 3.587 subsection (d), relating to computing total revenue.
Tex. Tax Code Sec. 171.0001(9) defines the term “Internal Revenue Code” by reference to the code in
effect for the federal tax year beginning January 1, 2007. The IRC definition is now included in the
amended rule. The pre-amended language of subsection (d) applies that definition to the federal tax
form line items referenced in Tex. Tax Code Sec. 171.1011, so that the line items must be recomputed to
reflect the 2007 version of the Internal Revenue Code.

In the rulemaking preamble, the Comptroller states that “[a]fter reexamining the language, the
comptroller concludes that the statutory definition of “Internal Revenue Code” only applies to computing
the franchise tax where specifically stated in the statute. Because the Internal Revenue Code is not
referenced in relation to the line items on the mentioned IRS forms when determining total revenue
under Tax Code Sec. 171.1011, the amendments use the line items as they are reported under the then-
current federal income tax laws. The former rule...is retained for prior report years.”

Conforming to this interpretation, the amended rule states that for reports originally due on or after
January 1, 2026, total revenue is based on the equivalent line numbers from the corresponding federal
return.

Observation: This change conforms to the policy memo published by the Tax Policy Division on
December 19. This policy provides that starting with the 2026 franchise tax report, taxable entities will
determine amounts taken from their federal tax returns under the federal tax law in effect for that tax
year unless the Texas statutes or rules specifically reference the IRC. Where the Texas statutes and rules
specifically reference the IRC, taxable entities must continue to compute those amounts using the IRC as
of January 1, 2007.

For the purpose of computing taxable margin, the amended rule retains the subtraction under IRC
Sections 951 through 964 (Controlled Foreign Corporations, or CFCs). However, that subtraction
explicitly does not include foreign-derived intangible income (FDII) or global intangible low-taxed
income (GILTTI), as defined by the Tax Cuts and Jobs Act of 2017, or foreign-derived deduction eligible
income (FDDEI) or net controlled foreign corporation tested income (NCTI), as defined by the One Big
Beautiful Bill Act of 2025. Further, the amended rule specifies that the subtraction for allowable
deductions from IRS Form 1120, Schedule C, relating to dividend income does not include deductions for
FDII, GILTI, FDDEI, or NCTI.

Observation: The Comptroller’s preamble states: “The fact that these amounts are mentioned in the
same clause as foreign royalties and dividends does not convert the nature of the income associated with
these amounts. Therefore, the exclusion for amounts determined under Internal Revenue Code Sec. 78
or Secs. 951- 964 remain tied to the 2007 Internal Revenue Code. This is consistent with the
comptroller's conclusion that the 2007 Internal Revenue Code applies to computing the franchise tax
where specifically stated and referenced in the statute.”

The Comptroller’s preamble also states: “Schedule C deductions are allowed to the extent the relating
dividend income is included in total revenue. Neither GILTI nor FDII is dividend income. This
is evidenced by the changes to the description for Line 4 of Internal Revenue Service Form 1120 from
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"Dividends" to "Dividends and Inclusions" when GILTI and FDII were added to the Internal Revenue
Code. Line 4 is determined on Schedule C, which does not use the term "dividend" in the line for GILTI.
FDII is neither a dividend nor an inclusion and is not reported on Schedule C. Therefore, GILTI and FDII
deductions, as well as their successors NCTI and FDDEI deductions, are not allowable deductions under
Tax Code, §171.1011(c)(1)(B)(iv).”

Revised provisions regarding DREs

The amended rule adds subsection (c)(10), titled “federal disregarded entity,” to include the information
related to a federal disregarded entity the comptroller removed from subsection (c)(3). The amendment
requires an entity that is disregarded for federal tax purposes to compute revenue for franchise tax as if it
reported as a corporation for federal tax purposes unless it elects to combine its revenue, cost of goods
sold, compensation, and gross revenue with its parent as provided by Sec. 3.590(d)(6). The Comptroller’s
preamble states: “Under Treasury Regulation Sec. 301.7701-3 (Classification of certain business

entities), if an entity is disregarded for federal tax purposes, the only other option available for that
entity's federal reporting is to report as an association, and therefore as a corporation.”

Treatment as “flow-through” funds

The amended rule provides that payments of monetary awards in judgments and administrative orders
are treated as flow-through funds mandated by law if the judgments or orders are based on a statutory
directive to distribute revenue to another entity or person. An example of a flow-through fund mandated
by law is the public performance royalty based on a percentage of licensee gross revenues. Examples of
flow-through funds that are not mandated by law are payments of judgments awarding contract or tort
damages, agreed payments pursuant to antitrust consent decrees, and agreed payments to

obtain permit approvals.

The amended rule also provides that for purposes of determining whether flow-through funds are
mandated by a contract or subcontract, a payment is a subcontracting payment when:

o the payment is made for services, labor, or material that the taxpayer is obligated and
compensated by its customer to provide,

o the taxpayer has a contractual obligation to compensate its subcontractor, and

o the connection between the payment and the actual or proposed design, construction,
remodeling, or repair of improvements on real property or the location of the boundaries of real
property is more than tangential. However, the taxpayer's subcontractor is not required to effect a
material or physical change to the real property.

Definitions and updates for statutory changes

b 13

The amended rule provides definitions for “landman services,” “professional employer organization,”
“qualified courier and logistics company,” “qualified destination management company,” and “qualified
live event promotion company,” and updates the rule for various margin tax exclusions and exemptions
that have been enacted since the last Texas margin tax Total Revenue rule revision.
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Let’s talk

To discuss the potential impact of the Texas margin tax rule amendments on your business, please
contact:

State and Local Tax Services

Scott Fischer Christopher Hanley
+1 214-763-0504 +1 516-637-0372
scott.w.fischer@pwc.com christopher.hanley@pwc.com
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