WINSTEAD

MEMORANDUM

Summary of the Revised Texas Franchise Tax—The Texas "Margin Tax"

Overview

The State of Texas has been imposing a state franchise tax which applies to for-profit
corporations and to limited liability companies (LLCs) chartered or organized in Texas, as
well as to foreign corporations and LLCs doing business in the state. Franchise taxpayers also
have included professional corporations, banks and savings-and-loan associations, but not
general or limited partnerships, sole proprietorships, or non-corporate associations. {However,
a recently enacted Texas law has replaced the franchise tax with a revised business franchise
tax—the so called "margin" tax. The margin tax applies much more broadly than the previous
franchise tax because the base of entities subject to the tax has been expanded and there is a
new mechanism for calculating the tax. The margin tax takes effect on January 1, 2008 and
for calendar year taxpayers the margin tax will apply to entity income commencing
January 1, 2007, and will be payable annually commencing May 1, 2008. The May 2007
franchise tax payment which is calculated on 2006 income or equity will be based on the
franchise tax as it existed prior to enactment of the new margin tax. For fiscal year taxpayers,
the margin tax computations will not apply to business activity before June 1, 2006.

Tax Base and Determination of Total Revenue

The "margin tax" has been dubbed as such because it is based on the "margin" between
total revenue and either employee compensation costs or the cost of goods sold (whichever is
greater). The election between costs of goods sold and the compensation deduction may be
changed on an annual basis, or after the election is made in a given year by filing an amended
return. A few deductions (e.g., bad debts and interest from the federal government) further
reduce revenue. }The margin tax for most businesses will be equal to 1% of the margin.
However, taxable entities engaged primarily (generally more than 50% of revenues) in retail
or wholesale trade will pay a reduced rate of 0.5%. The previous franchise tax was based on
4.5% of net income or 0.25% of capital. There is a cap on the amount that is taxable — if the
entity's margn after making 1ts deduction is greater than 70% of its total revenue, the business
will be taxed only on 70% of its total revenue. Upon determining its margin, multi-state

businesses will apportion to Texas the amount of margin taxable in Texas based on the source -
of revenues (see below).
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