2008 Texas Franchise Tax
! Hot Issues & Problems

Audits & Legal Challenges

e Audit & Training
= No Lawsuits (yet)
« Net Income Tax Challenge

Bullock Amendment

“ . ..ataxon the net incomes of natural
persons, including a person's share of
partnership and unincorporated association
income . . .” requires majority vote by
citizens.

Public Law 86-272

e Enacted in 1959

e Only Affects Net Income Taxes
» Protects Solicitation

» Orders for Sale of Goods




Passive Entities

Passive Entity Rules

Requirements:
= Qualifying Entity
* 90% Passive Income
* 10% Active Income

90% Passive Income

e |[nterest & Dividends

e Flow-Through Income

» Net Capital Gains from Real Estate
» Net Gains from Securities

e Oil & Gas Income

e Other

Passive Entity Issues

Flow-Through Rental Income:
e Comptroller Policy
= Effect on Classification
= Statutory Basis?
« No Applied to Other Items




Passive Entity Issues

Non-Controlling Interests:
e Comptroller Policy
» Effect on Classification
e Statutory Basis?

Passive Entity - “Non-Controlling Interest”

o .

51% Int: Software Co. Stock: $100,000,000 Gain
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Passive Income Issues

Federal Gross Income Issue:
* |IRC § 61 & Treas. Regs.
» Partnership Gross Income
e Unintended Results
« Corrected by Proposed Rule

Gross Income from Partnerships




Gross Income from Partnerships Passive Income Issues

Trust Share: S Corps & QSSTs:
e Flow-Through Income
Gross Income $5,000,000 » Active, Not Passive
e Compare Similar Categories

Ordi | 1,000,000 :
(SHEYENEONE E « Unintended Consequences

Gross Income from Partnerships Passive Rules - QSSTs and S Corps

QSST — $1M Interest
$1M Flow-Through

$2M Gross Income

@ —> $2M Gain - Real Prop.
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1,000,000
5,000,000

Fails 90% Test




Passive Rules - QSSTs and S Corps

QSST — > $1M Interest
$2M Gross Income
50% = FAIL

— 5 $2M Gain - Real Prop.
Not Qualified = FAIL

ames F. Martens

Passive Income Issues

Depreciation Recapture:
= Source of Issue
e Ordinary Income
» Capital Gains — Higher Rate

Passive Entity - Depreciation Recapture

ABC LLP

008 James F. Martens

Passive Entity - Depreciation Recapture

Generates $12 MM Gain




Passive Entity - Depreciation Recapture Anti-Abuse Rule

Gross Rents $1,000,000
Gain on Sale of Real Property
Long-Term 81231 Gain:
Taxed at 15% 9,500,000
Taxed at 25% 500,000
Ordinary Income Recapture:
Taxed at Ordinary Rates 0
Short-Term Gain 2,000,000
Total Gross Receipts $13,000,000

ames F. Martens

e Intangibles Used by Affiliate
- Automatically Active Affiliate
e Geoffrey v. South Carolina

Active Income Anti-Abuse Rule Example

$100 Million in CDs (1111
1azz

- Active Business .
e Rental Income

= Operator Working Interests

= Not Serving on Board of Directors




Tiered Partnerships Revenue - Federal Forms

Corp. 1 Corp. 2

(upper) (upper)

50% ‘ ' )

« Partners Report Revenue Share
e GP Files Information Report
e Limited Usefulness

Reportedv. Reportable

Typical Clinic Structure Form 1120

U.S. Corporation Income Tax Return O bee 15E 00T
oo | For catandar yese 2007 oe tax year bege 207, wediog ] 2007

beginning i
»_Ses separats instructions
B Empioyer identiesnon numbe

& e mcoporaten

.'J
{ | | |
\ J : I. = I I :
m[] L |.'.a. Jrewerton @) [ N crange (&) [ ] Aacrews change
Adam PC Bob PC Chuck PC GO e st s
~ / 5 C 3

Interst

~—_ Cros renty
S / | Gooss roynies
~__ Cagpeaal gan ned incoma (attach Schedule O (Form 11201
~ » el gain of (lossom Form ATOT, Port i e 17 (amach Foem 4797)
Ot income (soe inuructions—altach schodun)
Tedsl incon. 433 bnes 3 teough 10

ABC LLP




Federal Gross Revenue Reductions & Exclusions

Gross or Net? Bad Debt Expense:
« Reimbursed Client Expenses e Claimed on Federal Return

= Agent Expenses « Correspond to Gross Receipts
= Travel Agent Ruling — Current Reporting Period

— Past Reporting Period

Travel Agent Ruling Reductions & Exclusions

Certain Flow-Through Payments:

» Collected Taxes

= Real Estate Subcontractors

» Sales Commissions

e Claimant Damages Paid to Attorney
e Co-counsel Payments




COGS Issues Temporary Employment Services

. . P Wi s
= Officer/Manager Salary Allocations Benaeyf?ts,a?aefes,

e Qil & Gas Drillers
» Retail Stores - Rent & Utilities

.
Y 4
\\ /,
Pays Wages, ,»° Performs

N
Benefits, Taxes Duties
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Compensation Issues Temporary Staffing Report

e O0S Temporary Staffing Cos.
» Negative NDI




Compensation components

= Wages, Bonuses & Tips

e Fringe Benefits

» Education Expenses

e Employee’s Share of Taxes
« Net Distributive Income

Net Distributive Income

» Must be Allocated to Natural Person
e Federal Tax Partnerships

« S Corporations

» Sole Member LLCs

Net Distributive Income - 2008

REVEIIES $ 1,000,000
Rent & Supplies 700,000
Net Distr. Income $ 300,000
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Net Distributive Income - 2008

Revenues $ 1,000,000
Compensation Ded. 300,000
Margin $ 700,000

2008 James F. Martens



Net Distributive Income - 2009

Revenues $ 1,000,000
Rent & Supplies 100,000
Net Distr. Income $ 900,000

Net Distributive Income - 2009

Revenues $ 1,000,000
Compensation Ded. 900,000
Margin $ 100,000
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Negative NDI Issue

e Policy: Reduce Compensation

» Lack of Statutory Basis

e Inconsistent with Deduction Concept
« TSCPA/State Bar Letter

» Cures Potential Abuse Problem

Net Distributive Income - No Planning

Revenues $ 1,000,000
Partner Salary
Rent & Supplies 500,000

Net Distr. Income $ 0]

2008 James F. Marte
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Net Distributive Income - No Planning Deduction Without Reduction

T & 1 @D 0

Revenues $ 1,000,000

Revenues $ 1,000,000
Partner Salary (1,500,000)

Partner Salary (500,000)
0 Net Distr. Income

500,000

Net Distr. Income
Margin

Margin $

Net Distributive Income - With Planning Deduction With Reduction
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$ 1,000,000 REVEIES $ 1,000,000
(1,500,000) Partner Salary (1,500,000)
500,000 Net Distr. Income 1,000,000.

$ (1,000,000) Margin $ 500,000

Revenues
Partner Salary
Rent & Supplies
Net Distr. Income




When to File Combined Unitary Audit Considerations

» Affiliated Group e Accounting

= Unitary Business » Customers & Suppliers
» Research
= Advertising
 Employment Practices

Combined Reporting Issues Unitary Evidence

e Common Owner(s) = Business Plans
e Water’s Edge Reporting e Organizational Charts
e Unitary Audits = Public Filings
» Board Minutes
« Licensing Agreements
e Company Manuals & Newsletters
* Website




