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Article 1. School District Property Tax Relief 
Sections 1.01 and 1.02 amend Tax Code to require school districts, through rollback tax rate calculations, to reduce their property tax rate for maintenance and operations (M&O) from $1.50 to $1 per $100 of valuation by the 2007 tax year.  The reduction is phased in at 17 cents in the 2006 tax year and an additional 33 cents in the 2007 tax year.  There is no additional state funding for property tax reductions below $1.  
Districts would be allowed to add up to 6 cents each year without having to hold a rollback election, the same as current law.  The commissioner of education would adopt rules specifying the method for computing rollback tax rates.
Section 1.04 amends Education Code to reduce the school district M&O property tax rate cap from $1.50 per $100 of valuation to $1.30 in the tax year 2007 and thereafter.  Section 1.03 amends the Education Code to reduce the limitation on the Tier 2 enrichment tax rate accordingly, from 64 cents to 44 cents effective 9-1-07.  
Section 1.05:  Article 1 effective date is 2006 tax year unless otherwise specified.  
Section 1.06 requires the Secretary of State to prepare a letter including a brief explanation of the property tax reductions provided and distribute it to the tax assessor for each school district. On 10-1-06, the tax assessor would be required to mail the letter to each owner of taxable property and include it with the tax bill, if possible.
Article 2. Franchise Tax

This article amends Chapter 171, Tax Code, to reform the franchise tax by broadening the base, lowering the rate, and extending coverage to all active businesses receiving state law liability protection.  
Section 2.01
Definitions:  This section defines new key terms such as affiliated group, combined group, controlling interest, retail and wholesale trade, and unitary business.  
An affiliated group is a group of companies where a controlling interest is owned by a common owner.  A combined group is a group of companies engaged in a unitary business and required to file a combined group report.  A controlling interest is 80 percent or more common ownership.  Retail and wholesale trade are defined as activities described in the 1987 Standard Industrial Classification Manual published by the federal Office of Management and Budget.  Under this definition, retail trade includes restaurants.  Unitary business is a single economic enterprise made up of separate parts of a single business entity or of a commonly controlled group of entities whose activities are sufficiently interdependent, integrated, and interrelated.  Guidelines for determining whether a unitary business exists include whether the activities of group members are in the same general line of business or steps in a vertically-integrated business process, and if the members have strong centralized management.  
The Internal Revenue Code definition is updated to reflect the 1986 code in effect for the federal tax year beginning 1-1-06.  Current law refers to the 1986 code in effect for the federal tax year beginning on or after 1-1-96 and before 1-1-97.    
Definition of taxable entity:  Businesses subject to reformed franchise tax are those with state law liability protection.  This includes corporations and limited liability companies currently subject to the tax, and partnerships, limited partnerships, limited-liability partnerships, professional and business associations, joint ventures, joint stock companies, and holding companies.  The term includes a combined group.    
Taxable entity does not include:  

1. sole proprietorships; 
2. general partnerships owned entirely by natural persons; 
3. certain unincorporated passive entities; and 

4. non-profit and other organizations currently exempt from the franchise tax.  
Taxable entity also does not include grantor trusts, estates of natural persons, escrows, passive investment partnerships, family limited partnerships where at least 80% of the interests are held by members of the same family and that are passive investment partnerships, certain non-business passive entity trusts, real estate investment trusts (REITs) but only if the REIT does not own real estate directly (other than real estate occupied for business purposes), and  real estate mortgage investment conduits (REMICs.)
Definition of passive entity:  Passive entity is a general or limited partnership or trust, other than a business trust, where at least 90% of federal gross income is from investments such as dividends, interest, distributive shares of partnership income, capital gains, and royalties.  A passive entity also cannot receive more than 10% of its income from conducting an active trade or business.  There is also an active business test to determine whether a family limited partnership and a passive entity is a taxable entity.  Rent income would not be considered passive income.      
Rate and Computation of Tax:  In addition to increasing the number of businesses subject to the tax, the underlying base is changed to “total revenues minus certain deductions” rather than net income or net worth (capital.)  As a result, the primary tax rate is lowered from 4.5% to 1%.   However, taxable entities primarily engaged in retail or wholesale trade would pay a reduced rate of 0.5%, in recognition of the low profit margins basic to the industry.  A taxable entity is primarily engaged in retail or wholesale trade if the total revenue from these activities is greater than the total revenue from other activities.  As second test, a taxable entity that predominantly sells or resells products it or a member of the affiliated group produces does not qualify for the reduced rate.  Retail or wholesale utilities, including telecommunications services, electricity, or gas also do not qualify for the reduced rate.   
Small business exemption:  Small businesses with $300,000 or less in total revenue would be exempt from paying tax.  This doubles the current small business exemption of $150,000.  The exemption would be indexed to inflation every two years beginning in 2009 on January 1 of each odd-numbered year.  The index is the biennial change in the Consumer Price Index for all Urban Consumers, U.S City Average, published monthly by the U.S. Bureau of Labor Statistics.  The exemption amount would be rounded to the nearest $10,000.  
Section 2.02.  Extends current franchise tax exemptions (e.g., insurance companies, non profits) in Subchapter B, Chapter 171, Tax Code for corporations to other non-corporate taxable entities.  This section provides that if the entity would qualify for a specific exemption under current law as if it were a corporation, then the entity qualifies for the exemption and is exempt from the tax in the same manner and under the same conditions as a corporation.  
Section 2.03
Tax base:  To calculate the new tax base, a taxable entity would start with its total revenue and choose to deduct either employee compensation (including health, retirement, and workers’ compensation benefits) or cost of goods sold, computed in a manner similar to that used for federal income tax purposes.  An entity’s taxable margin could not be greater than 70% of its total revenue.  Multi-state businesses would determine their Texas portion of the tax base using the same apportionment calculation (based on gross receipts) currently used for franchise tax.  Receipts excluded from total revenue may not be included in gross receipts (both for entire business and Texas) used for apportionment.   
Determination of total revenue:  For a corporation, total revenue equals line 1c plus lines 4-10 on Internal Revenue Service (IRS) Form 1120.  For partnerships, total revenue equals line 1c plus lines 4-7 on IRS Form 1065, plus lines 2-11 on IRS Form 1065, Schedule K.  Any reference to an IRS form includes a variant of the form.  Additionally, a reference to an amount entered on a line number on an IRS form would include the corresponding amount entered on a variant of the form.  The Comptroller’s office would be required to adopt the necessary rules to accomplish this intent.

Certain exclusions from total revenue would be allowed such as for bad debt, foreign royalties and dividends, and net distributive income from certain entities treated as partnerships for federal income tax purposes.  Additionally, certain types of “flow-through” funds that are mandated to be distributed to other entities may be excluded.  
Lending institutions must exclude from total revenue the proceeds from the principal repayment of loans.  Staff leasing services companies must exclude from total revenue payments received from a client company for wages, payroll taxes on those wages, employee benefits, and workers’ compensation benefits for the employees assigned to the client company.
Determination of cost of goods sold:  This section details what is included in cost of goods sold, a special deduction for taxable entities that produce and sell goods.  It is generally computed in a manner similar to that used for federal income tax purposes.  The term “goods” is defined as real or tangible personal property sold in the ordinary course of business and does not include services sold.  In addition, the taxable entity would be required to own the goods.

Cost of goods sold includes all direct costs of acquiring or producing goods, including the cost of labor and materials.  It also includes indirect overhead costs related to the goods, but not to exceed 4% of the taxable entity’s total indirect overhead costs.  Cost of goods sold does not include selling, distribution, outbound transportation and advertising costs, to name a few, nor does it include interest, income taxes and officers’ compensation.  If the taxable entity is a lending institution, the cost of goods sold is equal to interest expense.  
Determination of compensation:  This section details what is included in the compensation deduction.  The deduction for wages and cash compensation (excluding benefits) is capped at $300,000 per employee (including officers, directors, owners and partners) and includes wages, salaries, stock options and net distributive income from entities treated as partnerships for federal income tax purposes, but only if the person receiving the distribution is a natural person.  The $300,000 cap would be indexed to inflation every two years in the same manner used for the small business exemption.  The compensation deduction also includes the actual cost of health, retirement, and workers’ compensation benefits, which is not capped. 
A staff leasing services company may only deduct compensation (cost of goods sold is not allowed) for their own employees not assigned to client companies.  Compensation for employees assigned to client companies would be included in the client company’s compensation or cost of goods sold amount. 
Combined reporting; affiliated group: To minimize double taxation and potential tax planning opportunities, taxable entities that are part of an affiliated group of businesses with 80% common ownership and engaged in a unitary business must file a water’s edge combined group report (affiliated group and unitary business defined in Section 2.01.)  Water’s edge refers primarily to entities with U.S. operations, as entities with 80% or more of property and payroll assigned to locations outside the U.S. would not be included in the combined report.  The combined group would be considered a single taxable entity and must elect the same deduction from total revenue.
A combined group would determine its total revenue by determining the total revenue of each of the members of the combined group as if the member were an individual taxable entity, summing the total revenue of the members and subtracting items of total revenue received from a member of the combined group.  A combined group electing to deduct cost of goods sold would determine its cost of goods sold for each of its members as if the member were an individual taxable entity, summing the cost of goods sold of the members and subtracting any cost of goods sold amounts that relate to a corresponding item of total revenue that was subtracted in determining total revenue.  Similarly, a combined group electing compensation as a deduction would determine its compensation for each of its members as if the member were an individual taxable entity, sum the compensation of the members and subtract any compensation amounts relating to a corresponding item of total revenue that was subtracted in determining total revenue.

Texas apportionment:  Multi-state businesses would determine their Texas portion of the tax base using the same apportionment calculation currently used for franchise tax.  The apportionment calculation is the ratio of Texas gross receipts (the numerator) to total gross receipts from the entire business (the denominator.)  Receipts excluded from total revenue may not be included in gross receipts used for apportionment.

A combined group would include in its Texas gross receipts, the gross receipts of each of its members that has nexus with this state.  Additionally, the combined group would include in its gross receipts from the entire business, the gross receipts of each of its members without regard to whether the member has nexus with this state.

The “throwback” rule in current law is eliminated by striking language requiring businesses to include in Texas gross receipts the sale of tangible personal property shipped from Texas to a purchaser in another state in which the seller is not subject to any tax on, or measured by, net income.  In addition, receipts derived from servicing loans secured by real property are considered Texas receipts if the real property is located in this state.
Sections 2.04 through 2.13.  These sections make conforming changes needed to Chapter 171, Tax Code, to replace the current franchise tax with the reformed tax.  For example, the term “corporation” is changed to “taxable entity” throughout the bill, references to the current tax on either earned surplus (net income) or taxable capital are deleted, and certain provisions such as forfeiture of the right to transact business in the state that currently only apply to corporations are extended to all taxable entities.  
Section 2.14.  Allows a corporation that has any unused tax credits accrued under Section 171.111, Tax Code (temporary credit on net taxable earned surplus) before the effective date of this article to claim those unused credits as if the former law were continued in effect.  Section 171.111 is deleted in Section 2.03 as a conforming change.
Section 2.15.  This section repeals all existing franchise tax credits:  Subchapter L (wages paid to Texas Department of Criminal Justice work program participants); Subchapter M (wages paid to certain children committed to Texas Youth Commission); Subchapter N (establishing day-care center or purchasing child-care services); Subchapter O (certain research and development activities); Subchapter P (certain job creation activities); Subchapter Q (certain capital investments); Subchapter R (contributions to before and after school programs); Subchapter S (credits limitation); Subchapter T (wages paid to persons with certain disabilities); Subchapter U (title insurance holding companies.)
Taxable entities with unused prior credits that have already been earned may continue to apply those credits for a certain period of time depending on the type of credit, as if the former law were continued in effect.

Section 2.16.  This section would allow written agreements between the state and taxpayers effective before 6-1-06 concerning franchise tax credits to continue. Taxpayers would be allowed to accrue and claim the credits in the manner provided by the agreement for the specified duration.  The former law under which the agreement was made would continue in effect for the purposes of determining the credit amount and the manner in which the taxpayer may claim the credits.
Section 2.17.  This section specifies that the reformed franchise tax is not an income tax.   
 
Section 2.18.  The first annual return and payment under the reformed franchise tax would be due on 5-15-08 for the reporting period beginning on 1-1-07 and ending on 12-31-07.  As a result, the first revenue the state will collect under the reformed franchise tax will be in fiscal 2008.  Certain exceptions for reporting periods are allowed for taxpayers that have accounting periods that do not correspond to the calendar year.  
Section 2.19.  This section requires certain large taxable entities to file an information report with the Comptroller by 2-15-07 including the amount of revenue the reformed franchise tax would have generated in fiscal 2006 if the new law had been in effect.  The Comptroller would be required to report the revenue information to the governor, lieutenant governor, and members of the legislature by 4-1-07.  

The reporting requirement would apply to the top 1,000 taxpayers in fiscal 2006 (for the annual reporting period ending 12-31-05) as measured by actual franchise tax paid, gross receipts, and numbers of employees.  The Comptroller would be required to identify these entities and prepare forms and instructions.  The report would be confidential and exempt from disclosure requirements.  This report would be required to provide, in a timely manner, updated information to the legislature about the revenue impact of the new tax.

Section 2.20.  This section requires that a suit brought by a taxable entity contended that the reformed franchise tax is unconstitutional must be brought in a district court in Travis County.  The judgment of the district court may be reviewed only by direct appeal to the Supreme Court.

Section 2.21.  The reformed franchise tax would take effect 1-1-08.  
Article 3. Motor Vehicle Sales and Use Taxes

Sections 3.01 through 3.06 would reduce sales tax fraud related to used motor vehicles. This article provides that total consideration of a used motor vehicle is the amount on which the tax is computed as provided by its “standard presumptive value” as determined by the Texas Department of Transportation.  It requires a county tax assessor-collector to compute the tax based on the average retail value of a motor vehicle if certain conditions exist. It also requires a motor vehicle dealer to provide a certified appraisal of the retail value of a motor vehicle (liar’s affidavit). Dealers would be allowed to charge a fee, set by the Comptroller, for providing the certified appraisal.  This new requirement would take effect on 10-1-06.     
Article 4. Tax on Tobacco Products and Alcohol 
Part A.  Cigarettes and Tobacco Products 

Section 4A.01 raises the cigarette tax by a $1.00 per pack, from 41 cents to $1.41 per pack. Section 4A.02 raises the tax rate on certain tobacco products by 13.6 percent, from 35.213 to 40 percent of manufacturer’s list price.  This part would take effect on 9-1-06 (Section 4A.03).  
Part B. Statement of Mixed Beverage Tax Allowed
Section 4B.01 allows a mixed beverage tax permittee to include the tax amount on each invoice, billing, sales slip, and ticket for the purchase of an item.  The purpose of the separately-stated line item is only to inform customers of the tax, and may not be added to the amount due from the customer.  For purposes of the mixed beverage tax, the gross receipts of a permittee do not include the separately-stated amounts.  This part would take effect on 9-1-06 (Section 4B.02).
Article 5.  Appropriation
Section 5.01 appropriates $1.9 billion out of the general revenue fund to the Texas Education Agency for the biennium ending 8-31-07, to reimburse school districts for the revenue loss from reducing M&O taxes by 17 cents in tax year 2007.  Section 5.02 appropriates $2 million out of the general revenue fund to the Comptroller of Public Accounts for the biennium ending 8-31-07, to implement the tax changes made by the bill and for audit and enforcement activities. 
Article 6.  Effective Date
Unless a different effective date is provided in another section, the changes made by the bill would take effect on 6-1-06 if it receives a two-thirds vote in both houses; otherwise it would take effect on 9-1-06. 
VERSION 79S30236

PAGE 1

