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« Description of the current
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Texas Franchise Tax

« Tax currently in effect through 2006 accounting period
+ Tax is for the privilege of doing business in Texas

* Itis imposed on corporations and LLCs chartered in
Texas

* Tax due is the greater of 4.5% of earned surplus
(taxable income) or .25% of stated capital

» Only entities with gross Texas receipts greater than
$150,000 are subject to the tax

« Entities with less than $150,000 are exempt, but must
still file the return

“‘New Texas Margin Tax”
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New Texas Margin Tax

New tax is in effect beginning in 2008, based on
2007 accounting period

Tax is for the privilege of doing business in Texas
Tax is imposed on Corporations, LLCs, Professional
Associations, Partnerships, Limited Partnerships
and others

+ Certain passive entities may be exempt from the tax

» The tax is 1% of taxable margin computed by a
specific formula

« Entities with gross Texas receipts of $300,000 or
less are exempt from this tax but must still file the
return

New Texas Margin Tax

* Taxable Margin:

— Gross Receipts less either Cost of Good Sold or
Compensation Expense (but not both)

Definitions:

* Gross Receipts: revenues, dividends, interest, rents &
royalties, capital gains in Texas. Subtract returns &
allowances and bad debt expense

* Cost of Goods Sold: Only available to an entity who owns
the goods it sells. Deduction is not available to the service
industry.

+ Compensation Expense: Gross wages and cash
compensation to employees, officers, owners, partners and
directors (up to $300,000 per individual)




New Texas Margin Tax

Items included in Cost of Goods Sold:

— All direct costs of acquiring or producing the goods
(includes direct labor)

Acquisition costs Production costs Facilities & equipment costs
Inbound transportation Labor Rental expenses
Component materials Handling costs Depreciation, depletion &

- . amortization
Electricity acquisition Storage costs

. Repair & maintenance
Consumed materials

Other costs

Research & development
Pollution control, IDC & dry holes
G&G costs
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New Texas Margin Tax

Items included in Cost of Goods Sold:
— Indirect or administrative costs allocable to acquiring or producing

goods (4% of indirect or administrative overhead costs)
Security services

Data processing services

General financial planning costs
Personnel operations

Legal services

Accounting services
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New Texas Margin Tax

Items included in Cost of Goods Sold:

Other costs

Production costs:
- quality control
- spoilage & abandonment,
deterioration, obsolescence
- pre & post-production direct costs
- utilities

Administrative costs:
- insurance
- licensing & franchise costs
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New Texas Margin Tax
Items NOT included in Cost of Goods Sold:

Pre-production costs
Bidding costs
Advertising costs
Rehandling costs
Selling costs
Distribution costs

Non-production costs

Rental costs (renting or leasing
equipment, facilities or real property)
Idle facility expenses

Strike expenses

Administrative costs
Interest
Income taxes

Officer’s compensation

Government facilities
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Undocumented workers




New Texas Margin Tax

Other items included in Compensation
Expense:

— Taxable Fringe Benefits such as Workers’
Compensation, Health and Retirement Benefits

— Leased Staff

Items not included in Compensation Expense:
— Temporary Workers
— Independent Contractors
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New Margin Tax Calculation

1. Start with Gross Revenues
2. Less the greater of:

»  Cost of Goods Sold (for retailers/wholesalers only), or
*  Compensation Expense
*the greater of these two deductions yields a lower margin

»  Compare outcome in step 2 with 70% of gross revenues
margin

»  The lesser of the margins equals Taxable Margin (can not
exceed 70% of gross revenues)

*  Margin Tax liability is 1% of Taxable Margin




Comparison

Federal Taxable Income/Loss

Revenues: 350,000
Expenses:

Independent Contractors 300,000
Salaries 225,000
Rents 60,000
R&M 10,000
Employee Benefits 25,000
Total Expenses: 620,000
Net Loss: <270,000>

* For illustration purposes assume all revenues are Texas Gross
Receipts

Comparison
Franchise Tax Computation

Revenues: 350,000
Expenses:
Independent Contractors 300,000
Salaries 225,000
Rents 60,000
R&M 10,000
Employee Benefits 25,000
Total Expenses: 620,000
Net Loss: <270,000>

Franchise Tax = $0.00 (no tax due on loss)




Comparison

Margin Tax Computation

» Compensation Expense

Revenues: 350,000
Deductions:

Salaries 225,000
Employee Benefits 25,000
Total Deduction: 250,000

Compensation Margin: 100,000

* 70% of Total Revenue Test

Revenues: 350,000
Deductions:

30% of revenue 105,000
(350,000 x 30%)

70% Revenues Margin: 245,000

The taxable margin is the lesser of the
two margins.

Comparison

Margin Tax Computation

» Compensation Margin

Revenues: 350,000
Deductions:

Salaries 225,000
Employee Benefits 25,000
Total Deductions: 250,000

Compensation Margin: 100,000

Tax due

1% $ 1,000

Margin tax is calculated using the
compensation deduction since it

yields a lower taxable margin

For illustration purposes assume all revenues are Texas Gross Receipts




Effects

* No Cost of Goods Sold deduction allowed

* No deduction allowed for independent
contractors

* No deductions for other expense items

Healthcare

M.D.P.A.s
 M.D.P.A.s are not exempt.

» Tax is 1% on Gross Revenues less
Compensation paid to the employees of the
MDPA. Compensation is limited to $300,000 per
employee. Additionally, the tax cannot be
applied to more than 70% of Gross Revenues.




M.D.P.A.s

Fees for services rendered under the following programs are EXEMPT:
Medicaid and Medicare programs

Indigent Health Care and Treatment Act

Children's Health Insurance Program
Worker's Compensation

Services to beneficiaries under
the TRICARE military health systems
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Combined Reporting

» Taxable entities which are part of an affiliated group and engaged in a
unitary business must file a combined report.

» Affiliated group are entities of which a controlling interest 80% (soon
to be 50%) is directly or indirectly owned by common owners.

Unitary business

» Are the activities of the entities in
the same general line of business?
* Are the activities steps in
vertically structured enterprise?
Sol Schwartz & Associates, P.C. * Are the members of the
Coatliz LI ~espuriili group functionally integrated through
Business Advisors 5
strong centralized management?




Future Considerations

» Election Date
» Changes in definition of Compensation Expense

* Lobbying Efforts
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QUESTIONS
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As required by United States Treasury Regulations, you should be aware that
any tax advice contained in the body of this presentation was not intended or
written to be used, and cannot be used, by the recipient for the purpose of
avoiding penalties that may be imposed under the Internal Revenue Code or
applicable state or local tax law provisions.
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