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Offshore Financial Account Reporting:
Risks & Penalties for Noncompliance
and Other International Enforcement
Initiatives
State Bar of Texas, Tax Law Section
San Antonio, Texas
June 24, 2011

IRS Circular 230 Disclosure
To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax
advice contained in this communication (including any attachments) is not intended or written to be used,
and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii)
promoting, marketing or recommending to another party any transaction or tax-related matter[s].

----Notice: We are providing this presentation as a commentary on current legal issues, and it should not be
considered legal advice, which depends on the facts of each situation. Receipt of the this presentation does
not establish an attorney-client relationship. The listed attorneys and/or other attorneys may provide
services in connection with a particular matter.

1

Bradley Birkenfeld:
Victim or Villain?

2

Birkenfeld’s Story
2001 Begins work at UBS in Geneva
2005 Claims discovery of conspiracy files
whistleblower claim
2007 Approaches DOJ disclosing
-

UBS offices involved
Key UBS bankers with their US clients and contact information
Total number of US accounts maintained in Switzerland
UBS strategy using encrypted laptops

Immunity requested

3

Birkenfeld’s Story (cont’d)
2008 Pleads guilty to conspiracy
2009 Sentenced to 40 months – 10 months larger than DOJ
requested
2010 Files Complaint with DOJ office of Professional
Responsibility
Begins serving sentence in Schuylkill, Pennsylvania
Petitions President Obama for pardon or clemency
4

Tax Whistleblower Claims

5

Whistleblower Concerns
 Law Firms are targeting employees of corporations to come
forward with whistleblower claims
 The Ferraro Law Firm publishes the “Ferraro 500” – a
reorganization of the Fortune 500 by the size of the
companies’ tax reserves
 The Fortune 500 ranks corporations based on their gross
revenue
 Workpapers and work product generated in assessing
Schedule UTP disclosure requirements create an additional
incentive for whistleblowers to reveal potentially devastating
information to the IRS
6

Whistleblower Concerns (cont’d)

Company

Ferraro 500
Rank

Fortune 500
Rank

Revenue
(in millions)

Profits
(in millions)

Tax Reserve
(in millions)

General Electric

1

4

156,779

11,025

8,719

Pfizer

2

40

50,009

8,365

7,657

AT&T

3

7

123,018

12,535

7,523

J.P. Morgan Chase & Co.

4

9

115,728

11,728

6,608

General Motors

5

15

104,589

n/a

5,410

Microsoft

6

36

58,437

14,569

5,403

Bank of America

7

5

150,450

6,276

5,253

Wells Fargo

8

19

98,636

12,275

4,921

AIG

9

16

103,189

-10,949

4,844

IBM

10

20

95,758

13,425

4,790

7

Whistleblower Concerns (cont’d)

8

Whistleblower Concerns (cont’d)

9

Whistleblower Concerns (cont’d)

10

IRS Pays First Award to
Whistleblower
 On April 7, 2011, the IRS paid a CPA $4.5 million
for disclosing a Fortune 500 company’s failure to
pay $20 million in taxes
 The CPA was working in the company’s accounting
department when he discovered the information that
he ultimately disclosed to the IRS

11

Internal Revenue Code § 7623
 Relevant Provisions
● Applies to disclosure of tax, penalties, interest, and other
additions in dispute exceeding $2,000,000
● Substantially contributes to administrative or judicial
actions resulting in collections
● Award between 15% and 30% of collections in typical
situations
● Whistleblower can file in Tax Court if dissatisfied with
the award
12

Increased Incentives for
Whistleblowers
 Proposed Treas. Reg. § 301.7623-1(a) expands the
circumstances in which a whistleblower can recover an award
 In addition to receiving awards for information that results in
the IRS collecting additional taxes, Whistleblowers can now
receive awards for revealing information that results in the
denial of a claim for refund and/or a reduction of an
overpayment credit balance used to satisfy a tax liability

13

Schedule “B”

14

Offshore Financial Account Reporting:
Risks & Penalties for Noncompliance
and Other International Enforcement
Initiatives
State Bar of Texas, Tax Law Section
San Antonio, Texas
June 24, 2011
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I. Disclaimer
The information and views presented in this
paper are those prepared by and of the authors.
This paper provides information on general tax
issues and is not intended to provide advice on
any specific legal matter or factual situation. It
highlights certain changes made during the 82nd
Regular Session and Special Called Session of
the Texas Legislature and is not designed to be a
comprehensive analysis of all pertinent changes.
This information is not intended to create, and
receipt of it does not constitute, a lawyer-client
relationship or an accountant-client relationship.
Readers should not act upon this information
without seeking professional counsel.1
II. Introduction – 82nd Texas Legislature
This paper addresses select Texas state tax
updates from the 82nd Texas legislature and
recent court cases.
The 82nd Session of the Texas Legislature
convened on Jan. 11, 2011 for what they hoped
would be 140 days of productive legislative
activity ending on May 30th. You can argue
about whether or not the session was productive,
but it was not over by May 30. May 30th came
with the legislature failing to pass a budget for
the next biennium. That’s the only bill the
legislators must pass and they didn’t. So on
May 31st they started the first special session of
the 82nd Texas Legislature.

During the special session, the primary tax
bill was the budget bill, Senate Bill 1, which was
signed by the governor on July 19, 2011. That
bill contained several state tax provisions, both
substantive and procedural, that may have
significant impact on taxpayers and tax
professionals.
III. Texas Franchise Tax
A. SB 1, Article 37 – Extension of $1
million (indexed) exemption
In 2008 and 2009, the Texas franchise tax
exemption, under which a taxpayer could file a
no tax due report, was $300,000 of total gross
revenues. For 2010 and 2011, the exemption
was raised to $1 million of total gross revenues.
The 2011 legislature has extended this limit to
apply to the 2012 and 2013 reports as well.2 The
amount is indexed biennially for inflation. A
taxpayer filing a short period return must
evaluate its revenue pro-rata for the portion of
the year its report covers.
In 2008 and 2009, small business credits
applied to businesses with revenues between
$300,000 and $900,000. Under the revised
legislation, these small business credits restart,
to the extent they apply, in January 2004, when
the exemption decreases to $600,000.

1

In accordance with IRS Circular 230, this
communication does not reach a conclusion at a
confidence level of at least more likely than not
with respect to one or more significant Federal
tax issues discussed herein, and with respect to
such tax issues, this communication was not
written, and cannot be used by you, for the
purpose of avoiding Federal tax penalties that
could be asserted against you.

77224356.1
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The exemption limit had been scheduled to go
down to $600,000 in 2012 and subsequent
periods.
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B. SB 1, Article 31 – Qualified Live Event
Promotion Companies (effective 1/1/2012)
This revision to the franchise (margin) tax
allows for qualified live event promotion
companies to exclude from total revenue
payments made to artists in connection with the
provision of a live entertainment event or live
event promotion services.3 The exclusion does
not apply to movie theaters, weddings, or
carnivals. The live event promotion company
must meet various requirements including:
Receiving at least 50% of its total revenue
from live event promotion services;
Maintaining a permanent nonresidential
office from which the live event promotion
services are provided or arranged; and
Employing 10 or more full-time employees;
etc.
C. SB 1, Article 31 – Qualified Courier
and Logistics Companies (effective 1/1/2012)
This revision allows for qualified courier
and logistics companies to exclude from total
revenue payments made to nonemployee agents
for the performance of delivery services on
behalf of the taxable entity.4 The companies
must meet various requirements, including:
Receiving at least 80% of its total
revenue from two or more of a list of
courier
and
logistics
services
enumerated in the statute;

Being registered as a motor carrier;
Maintaining various types of minimum
insurance;
Maintaining a permanent nonresidential
office;
Employing at
employees; etc.

least

5

full-time

Livery services,5 floral delivery services,
motor coach services, taxicab services, building
supply delivery services, water supply services,
fuel or energy supply services, restaurant supply
services, commercial moving and storage
companies and overnight delivery services are
specifically excluded from this treatment.
Also, in order to qualify for this treatment,
the courier and logistics companies must not be
delivering items the taxable entity or its affiliates
sold.
D. SB 1, Article 51.01 – Apparel Rental
Companies (effective 1/1/2012)
This revision allows for apparel rental
companies, such as tuxedo rental businesses, to
qualify as retailers or wholesales in order to
obtain a reduced 0.5% tax rate. In order to
qualify for the reduced rate the apparel rental
companies’ activities must be classified as
Industry 5999 or 7299 of the 1987 Standard
Industrial Classification Manual published by
the federal Office of Management and Budget.6

5

3

SB 1, Section 31, 82nd Legislature, First
Special Session (sent to the governor
6/29/2011).
4
SB 1, Section 31, 82nd Legislature, First
Special Session (sent to the governor
6/29/2011).
77224356.1
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A livery service is a business that offers
vehicles, such as automobiles or boats, for hire.
(see, e.g.,
http://www.thefreedictionary.com/livery,
definition 5).
6

The statute defines retail and wholesale
trade by referring to the federal Office of

Texas State Tax Update
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In addition, the apparel rental company must
meet the other requirements for the reduced
retail/wholesale rate:
A taxable entity’s total revenues from
retail and wholesale activities must
exceed the total revenues from its other
activities.7 Generally, if the business
activity has an SIC code numbered in
the 5000’s (Division F or Division G),
it’s a wholesaling or retailing activity.
This bill expands that definition to
include Industry 7299.
Less than half of the taxable entity’s
revenue from activities in retail or
wholesale trade must come from the sale
of products produced by the taxable
entity or by an entity that is part of the
same affiliated group.8 This means a
retailer or wholesaler must sell more
goods produced by others than it does of
its own goods or those produced by its
affiliates. The manufacturer exclusion
doesn’t apply to restaurants and bars
(specifically, activities classified in
Major Group 58 of the SIC Manual
“Eating and Drinking Places”).9

Management and Budget’s Standard
Industrial Classification Manual. If the
business activity has an SIC code numbered
in the 5000’s (Division F or Division G), it’s
a wholesaling or retailing activity. The U.S.
Department of Labor offers a Standard
Industrial Classification (SIC) search online
at
http://www.osha.gov/pls/imis/sicsearch.html
.
7

Texas Tax Code § 171.002(c)(1).
8
Texas Tax Code § 171.002(c)(2).
9
Texas Tax Code § 171.002(c-1). The Comptroller
amended Rule 3.584 in 2010 to state that the
Comptroller won’t consider a product to be
“produced” if modifications made to the acquired
product do not increase the sales price of the product
77224356.1
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The taxable entity cannot sell retail or
wholesale utilities and qualify for the
half-percent
rate.
This
includes
telecommunications, electricity, and
gas.10
E. SB 1, Article 31.01 – Franchise Tax Job
Creation Credit Extension (effective 9/1/2011;
expires 9/1/2017)
This revision extends franchise tax credits
for certain job creation activities to December
31, 2016. The prior extension had been through
December 31, 2012. A corporation with unused
credits may claim them on or with the tax report
for the period in which the credit was
established.
If the corporation was allowed to carry
forward unused credits, the corporation may
continue to apply those credits on or with each
consecutive report until the earlier of the date
the credit would have expired under the terms of
Tax Code Chapter 171, Subchapter P, Tax Code,
had it continued in existence, or December 31,
2016, and the former law under which the
corporation established the credits is continued
in effect for purposes of determining the amount
of the credits the corporation may claim and the
manner in which the corporation may claim the
credits.

by more than 10%. This determination of whether a
product is “produced” is relevant for determining if
the retail tax rate applies. The reduced rate of 0.5%
applies only if a taxable entity derives its
predominate revenues from retail or wholesale trade
of goods not manufactured by the entity or its
affiliates.
10
Texas Tax Code § 171.002(c)(3).
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F. SB 1, Article 45 – Exemption for
Unincorporated Political Committees
The 2011 legislation adds a franchise tax
exemption
for
unincorporated
political
committees. The exemption applies to “an
unincorporated entity organized as a political
committee under the Election Code or the
provisions of the Federal Election Campaign Act
of 1971 (2 U.S.C. Section 431 et seq.).”
G.
Combs11

TGS-NOPEC Geophysical Co. v.

The Texas Supreme Court recently held that
a taxpayer’s receipts from licensing seismic data
were receipts from a sale of an intangible asset
and therefore should be apportioned based upon
the location of the payor. The franchise tax is
apportioned based upon the ratio of Texas gross
receipts to total gross receipts.12
Receipts from services are apportioned to
the location where the service is performed. If
services are performed both inside and outside
Texas, they are apportioned to on the basis of
the fair value of the services performed in
Texas.13

11

___ S.W.3d ___, 2011 WL 2112763
(Tex.) 54 Tex. Sup. Ct. J. 1023.
12
The revised franchise tax based on the
margin calculation also apportions the tax
base to Texas based on gross receipts. This
is similar to the prior version of the
franchise tax with one very important
distinction: there is no throwback provision!
Many taxpayers continue to erroneously
apportion all gross receipts to Texas when
they may not be required to do so.
13
Tax Policy News, September 2010.
77224356.1
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Receipts from sales or leases of tangible
personal property delivered to Texas purchasers
are Texas receipts.14 Revenues from the lease or
sublease (or rental or subrental) of real property
are apportioned to the location of the property.15
The apportionment of intangibles depends
on the type of intangible. Net gains or losses on
sales of intangibles held as capital assets or
investments are apportioned to the location of
the payor. Examples include: stocks, bonds,
commodities, futures contracts,
patents,
copyrights, licenses, trademarks, franchises,
goodwill and general receivable rights.16
TGS required its customers to enter into
nonexclusive master license agreements
describing TGS’s seismic data as proprietary.
For many years, the Comptroller had
characterized the licenses as intangibles and
apportioned the revenues based upon the
location of the payor’s domicile. In 2004, the
Comptroller audited TGS and recharacterized
the revenue as apportionable to Texas as receipts
from licenses used here. The Court determined
the Comptroller’s characterization conflicted
with her rule, which allocates receipts from
software licenses based upon the location of the
payor. Since the license was used to transfer the
underlying intangible, the Court determined
TGS had appropriately apportioned the gross
receipts based upon the location of payor and
was entitled to recover its payment of tax,
penalties and interest.
H. Taylor & Hill, Inc. v. Combs17

14

Tax Policy News, June 2010.
Tax Policy News, September 2010.
16
Tax Policy News, June 2010.
17
Travis County District Court Cause No.,
D-1-GN-10-004429.
15

Texas State Tax Update
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This case considered whether a business
classified as a staff leasing could take the cost of
goods sold deduction, or in the alternative
whether a Tax Code §171.101(d) election to do
so precluded post-audit use of the compensation
deduction to calculate margin. The District
Court determined that since it was a staff leasing
company it was required to take the
compensation deduction. Therefore, the
compensation deduction was allowed.
In its examination of the original 2009
franchise tax report, the Comptroller asserted
that Taylor & Hill, a registered professional
engineering firm, was not eligible to compute
margin by deducting cost of goods sold. The
auditor denied the cost of goods sold deduction
and assessed tax by applying the 70 percent of
total revenue calculation. Taylor & Hill paid the
assessment under protest and filed suit to
recover the additional tax paid for the 2009
report year.
Taylor & Hill asserted that it is a
professional and engineering staffing firm
serving the oil and gas industry and that it
temporarily assigns its employees to its clients to
supplement its clients’ workforce in special
situations. Taylor & Hill receives payments from
its clients in exchange for the labor provided by
its employees. These payments include
reimbursement for wages, payroll taxes on those
wages, employee benefits and worker’s
compensation benefits for the employees that it
assigns to the client companies.
The judge ruled that Taylor& Hill is a
temporary employment service and is therefore
entitled to take the revenue exclusion for staff
leasing companies and to use compensation (as
required by Tax Code Section 171.101(b)) to
compute its taxable margin on its 2009
Franchise Tax Report.
I. Administrative Hearings
Most of the hearings decisions have
involved the timeliness of an election to deduct

compensation or cost of goods sold, or the
classification of a business as wholesale or retail
in order to qualify for the reduced tax rate.
Hearing No. 104,076 (untimely election)
The taxpayer filed an amended franchise tax
report claiming a refund based upon the
argument that it was filed to correct a mistake
and contending that the report form is flawed,
because it does not allow taxpayers to
affirmatively make a required taxable margin
election. The Comptroller conceded the cost of
goods sold amount reflected in the original
report was mistakenly understated, but rejected
the amended report because it was filed after the
report due date and changed the taxable margin
calculation from 70% of total revenue to the cost
of goods sold method. The ALJ affirmed the
denial of the refund based on the taxpayer’s
failure to demonstrate tax was paid erroneously.
Hearing No. 103,450 (untimely election)
The taxpayer filed an amended Texas Franchise
Tax Report for 2008, in which it recalculated its
taxable margin using the Cost of Goods Sold
deduction rather than the E-Z Computation rate
method, which it had used to file its original
2008 franchise tax report. The ALJ upheld the
Comptroller’s denial of the claim based on 34
Tex. Admin. Code Section 3.584, which the
Comptroller contends precludes a taxable entity
from changing its election to use the COGS
deduction after the due date of the report.
Hearing No. 103,083 (untimely election)
The taxpayer filed an amended Texas Franchise
Tax Report for 2008, in which it recalculated its
taxable margin using the Cost of Goods Sold
(COGS) Deduction rather than the 70 percent of
revenue limitation used to file its original 2008
franchise tax report. The ALJ denied the refund
claim on the same basis as in Hearing No.
103,450.
Hearing No. 103,807 (untimely election)
The taxpayer filed a refund claim for franchise
tax it contends was paid erroneously. The ALJ
confirmed the Comptroller’s denial of the refund

77224356.1
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because the taxpayer failed to demonstrate it
paid the tax erroneously. Specifically, the
taxpayer sought to make a late election by filing
an amended Texas Franchise Tax Report for
report year 2009 in which it recalculated its
taxable margin using the compensation
deduction rather than the 70% of revenue
limitation it used to calculate tax in its original
2009 report.
Hearing No. 104,059 (untimely election)
The taxpayer filed an amended Texas Franchise
Tax Report for 2009, in which it recalculated its
taxable margin using the compensation
deduction rather than the E-Z Computation rate
method, which it had used to file its original
2009 franchise tax report. The ALJ denied the
refund claim on the same basis as in Hearing
No. 103,450.
Hearing No. 103,340 (tax rate) A business
that markets cosmetics and skin care products
and treatments filed its 2008 franchise tax report
using a tax rate of 0.5 percent. The Comptroller
denied the use of the reduced rate because more
than 50% of the items the business sold were
manufactured by its affiliate. The ALJ upheld
the assessment, but recommended penalty
waiver.
Hearing No. 103,786 (tax rate) The
administrative law judge determined the
taxpayer was primarily in the business of
automobile servicing and repair and didn’t
qualify for the reduced 0.5% rate. The taxpayer
owned and operated thirteen (13) business
locations catering primarily to retail customers.
The locations provided a variety of automotive
services, such as brakes, alignment, suspension,
batteries, mufflers, and tires, as well as the sale
of automotive parts and supplies to retail
customers. The taxpayer also purchased and
resold parts and supplies to retail customers,
some of which it installed on customers’
vehicles, and some of which it sold “over the
counter” to its retail customers, who took the
uninstalled items with them. The taxpayer’s
Combined Operations Income Statements

showed that revenue from the sales of parts
accounted for 51.4% of Petitioner’s total
revenue.
The ALJ determined the SIC system didn’t
support the taxpayer’s contention that its sales of
parts may be excluded from revenue derived
from sale and installation services.
Establishments primarily engaged in both selling
and installing automotive parts are considered to
be engaged in services (see comments at SIC
Code 5531). Establishments primarily engaged
in the sale and installation of automobile exhaust
systems are classified as engaged in services,
and the sale of mufflers, tail pipes, and catalytic
converts is considered to be incidental to the
installation of those products (see SIC Code
5533). Similarly, establishments primarily
engaged in the sale and installation of
automotive transmissions are classified as
engaged in services, and the sale of
transmissions and related parts is considered
incidental to the installation (see SIC Code
7537). The ALJ determined the taxpayer could
not exclude the value of parts and supplies from
the revenue received from its service activity,
and therefore did not receive most of its total
revenue from activities in retail trade.
Hearing No. 103,824 (tax rate) The
administrative law judge determined the
taxpayer’s business of selling Internet domain
names didn’t qualify for the reduced 0.5% rate.
The taxpayer classified its business as SIC Code
5045, which is within Division F. That code
applies to establishments primarily engaged in
the wholesale distribution of computers,
computer peripheral equipment, and computer
software. The Comptroller’s examiner
concluded the business was best described by
SIC Code 8999, which describes businesses that
sell services not otherwise classified, and that its
taxable margin should have been calculated
using the 1.0 percent rate. However, according
to the decision, the taxpayer didn’t provide
sufficient evidence to refute the examiner’s
position.

77224356.1
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Hearing No. 104,092 (tax rate) In filing its
2008 franchise tax report, the taxpayer
determined it was subject to the franchise tax
rate of one-half percent of taxable margin that
applies to taxable entities primarily engaged in
retail or wholesale trade. The Comptroller
determined that Petitioner was subject to a one
percent rate and assessed tax and interest
accordingly. The Administrative Law Judge
agreed.
The taxpayer provided environmental
control systems for commercial and industrial
buildings. Its “open protocol” control systems
allowed building components such as chillers,
boilers, air handling units, lighting, and security
systems to function in a coordinated manner,
even though they may be manufactured by
different firms. The taxpayer obtained the
proprietary right to sell the control systems
within the Texas and Louisiana markets. Its
customers were general contractors, industrial
users, building owners, municipalities,
universities and similar institutions. The
taxpayer sold the control systems and also
performed the design and installation services
necessary to integrate the control systems into
the building.
The ALJ determined the taxpayer would be
primarily engaged in wholesale trade only if its
revenue from distribution of specialized
equipment that it did not install exceeded its
revenue from equipment that it did install. Since
the taxpayer had not alleged or proved it acted
only as a distributor with regard to any of the
specialized equipment, the ALJ denied the
reduced rate.

decision states that the taxpayer didn’t produce
evidence to support the constitutional claim.
J. Passive Entities
Effective for reports originally due on or
after Jan. 1, 2011, a passive entity that is
registered (or required to be registered) with
either the Secretary of State or the Comptroller's
office must file Form 05-163 to affirm the entity
qualifies as passive for the period upon which
the tax is based. For purposes of administrative
convenience, the Comptroller’s Rule 3.582
originally stated that only passive entities that
have notified the Comptroller or Secretary of
State that they are doing business in Texas must
file an information report the first year that the
entities qualify as passive. Now they are
required to file subsequent annual reports stating
whether the entities continue to qualify as
passive. Under the revised rules, a passive
entity that has not notified the Comptroller or
the Secretary of State that it is doing business in
Texas is still not required to register with or file
a franchise tax report with the Comptroller’s
office.
However, any passive entity that no longer
qualifies as passive must file a franchise tax
report for the period in which the entity does not
qualify as passive, and any subsequent periods,
until the entity once again files as a passive
entity. In addition, an entity that receives
notification from the Comptroller asking if the
entity is taxable must reply to the Comptroller
within 30 days of the notice and provide proof of
its status.

Hearing No. 103,263 (penalty waiver but
no adjustment based on fairness argument) The
taxpayer filed a no tax due report and contended
that the State’s franchise tax liability calculation
produced a grossly distorted result, which was
incompatible with the constitutional ban on
taxation of interstate commerce. The
Comptroller and ALJ agreed to waive penalties
but otherwise rejected the contention. The
77224356.1
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K. New Entities
Historically, each entity subject to franchise
tax was required to file an initial franchise
report, and thereafter an annual franchise tax
report. The initial report period and deadline
were different from the annual reporting and
deadlines, which caused a great deal of
confusion for new taxpayers. The Comptroller
exercised her authority under Texas Tax Code §
111.051 to simplify the process. The
Comptroller amended Rule 3.584 to incorporate
these changes.
The Comptroller has revised her policy to
allow for annual reporting beginning with the
first franchise tax report an entity is required to
file. The first franchise tax report filed by a
taxable entity that becomes subject to the tax on
or after October 4, 2009 will be an annual report.
The first annual report will be due May 15 of the
year after the calendar year the entity became
subject to the tax. 18
Under the new procedures, a new taxable
entity’s first report will be an annual report due
May 15 in the year following the calendar year
the entity became subject to the tax. The first
annual report will be based on the accounting
period beginning on the date the entity became
subject to the franchise tax and ending on the
last accounting period ending date used for
federal income tax reporting purposes in the
calendar year before the year the report is
originally due.

IV. Texas Sales and Use Tax
A.
SB 934 - Additional Criminal
Investigation Provisions (effective 09/01/2011)
This provision has raised the attention of
taxpayers and tax practitioners throughout the
state. It expands the Comptroller’s ability to
investigate and prosecute tax fraud.
The statute broadly includes in the fraud
provisions:
Failing to pay a tax or file a report when
due as a result of fraud or intent to evade
tax;
Altering, destroying, or concealing any
record, document, or thing, or
presenting to the Comptroller any
altered or fraudulent record, document,
or thing;
Otherwise engaging in fraudulent
conduct for the apparent purpose of
affecting the course or outcome of an
audit, investigation, redetermination, or
other
proceeding
before
the
Comptroller;
Failing to file a motor fuel tax report or
pay motor fuel tax as a result of fraud or
intent to evade tax.
It also increases criminal penalties for sales
tax nonpayment and concealing resale certificate
information.

18

Tax Policy News October 2009. See also
changes to Comptroller Rule 3.584.

In addition, it adds money laundering and
organized criminal activity to tax fraud crimes.
The statute gives the Comptroller the authority
to employ criminal investigators under new Tax
Code Section 111.0045.
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The statute also tolls the statute of
limitations for assessment during the pendency
of a criminal proceeding. It also specifies what
records must be maintained during this time,
including sales receipts, invoices, or other
equivalent records showing all sales and use tax,
and any money represented to be sales and use
tax, received or collected on each sale, rental,
lease, or service transaction during each
reporting period.
B. SB 1, Article 4 - Tax Record Keeping
Requirements. (effective 10/1/2011)
Before amendment, Section 111.0041
required taxpayers to keep records for four
years, in most cases. While there have always
been exceptions for substantial understatements,
fraud and statute waivers, the amendment
extends also the time that taxpayers must
maintain records to substantiate and verify a
claim regarding the taxes, penalties, and interest
to at least four years, and longer when:
any tax, penalty, or interest may be
assessed, collected, or refunded by the
Comptroller; or
an administrative hearing is pending
before the comptroller, or a judicial
proceeding is pending, to determine the
amount of the tax, penalty, or interest
that is to be assessed, collected, or
refunded
As a practical matter, it is generally prudent for
taxpayers to retain records during a pending
administrative or legal proceeding until the
matter is fully resolved.
The amendment also provides that a
taxpayer must produce contemporaneous records
and supporting documentation appropriate to the
tax or fee for the transactions in question to
substantiate and enable verification of the
taxpayer’s claim related to the amount of tax,
penalty, or interest to be assessed, collected, or

refunded in an administrative or judicial
proceeding.
Contemporaneous records and supporting
documentation appropriate to the tax or fee may
include, for example, invoices, vouchers,
checks, shipping records, contracts, or other
equivalent records, such as electronically stored
images of such documents, reflecting legal
relationships and taxes collected or paid. The
legislative history indicates that summary
records would be insufficient to substantiate a
claim without supporting contemporaneous
records.
C. SB 1, Article 13 – Expedited Sales Tax
Payment.
In August 2013, taxpayers will be required
to prepay their regular August 2013 sales and
use tax payments (based on July collections).
The Comptroller will allow a credit for 25% of
the prepayment for taxes on the September 2013
return. This is a budget-balancing provision,
which the legislators project will add $231
million to the state’s 2012-2013 budget.
D. SB1, Article 12 – Revised Resale
Definition. (effective 10/1/2011)
This provision amends the definition of a
“sale for resale” to apply special provisions for
certain federal (defense and security) contracts.
Specifically, under the revised definition a “sale
for resale” won’t include the sale of tangible
personal property or a taxable service to a
purchaser who acquires the property or service
for the purpose of performing a service that is
not subject to sales tax. This provision is
designed to reverse by statute recent court
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rulings in which taxpayers prevailed on the
resale issue.19

challenging an assessment of around $269
million in sales and use tax.20

E. SB1, Article 30 – Expanded Retailer
Definition. (effective 1/1/2012)

F. HB 268 – Registration Requirements for
Agricultural Exemption (6/17/2011).

This provision amends Section 151.008 to
clarify that the definition of a “retailer engaged
in business” includes:

This provision will require a special
registration number for purchasing certain
timber and agricultural items exempt from sales
and use tax. Texas Tax Code Sec. 151.316 (the
“agricultural exemption”) exempts from sales
and use tax a purchase of machinery or
equipment exclusively used or employed on a
farm or ranch in the production of food for
human consumption, feed for animal life, or
other agricultural products to be sold in the
regular course of business.21 The exemption
applies to equipment used on a “farm or ranch,”
which the law defines to include “one or more
tracts of land used, in whole or in part, in the
production of crops, livestock, or other
agricultural products held for sale in the regular
course of business.”22

a retailer that holds a substantial
ownership interest in, or is owned in
whole or in substantial part by, a person
who maintains a business location in
Texas, provided certain conditions are
met; and
a retailer that holds a substantial
ownership interest in, or is owned in
whole or in substantial part by, a person
who maintains a distribution center,
warehouse or similar location in Texas
and who delivers property sold by the
retailer to consumers.
This provision does not seek to require sales
tax collection by all online retailers, only those
with substantial ownership interests. This bill is
specifically designed to address large retailers,
such as Amazon.com, which has a distribution
facility in North Texas. Amazon is currently

A taxpayer claiming a timber or agricultural
exemption after the effective date must apply for
an obtain a registration number in order to
qualify for the exemption for certain agricultural
products and timber operations.

20
19

c.f. Recent court rulings in Roark
Amusement & Vending LP v. Combs, No. 03-1000105-CV (Tex. App. - Austin 01-26-2011) and
7-Eleven, Inc. v. Combs, 311 S.W.3d 676 (Tex.
App. - Austin 2010, pet. denied) (original
opinion dated August 31, 2009 withdrawn),
which held that the resale exemption applied
regardless of the taxability of the ultimate
transaction.
77224356.1
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Texas Tax Code Sec. 151.316(a)(7).
Texas Tax Code Sec. 151.316(c)(1).
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The legislation provides for the Comptroller
to establish an application process to obtain the
registration number and a uniform renewal date.
G. HB 268 – Agricultural Exemption for
Dairy Farmers (effective 9/1/2011).
This provision exempts tangible personal
property incorporated into or attached to a
structure located on a commercial dairy farm,
which is used or employed exclusively for the
production of milk and is either a free-stall dairy
barn or a dairy structure used solely for
maternity purposes.
H. SB 776 – Additional Requirements for
Customs Brokers (Export Exemption) (effective
9/1/2011).
This provision requires prior authorization
for customs brokers or authorized employees to
use alternative methods of documenting exempt
export sales. It also increases other restrictions
on customs broker stamps and increase prices
for selling export stamps to customs brokers.
I.
SB 1732 – Exemptions for post
exchanges (effective 6/17/2011).
This provision exempts items sold, leased or
rented to, or stored, used or consumed by a post
exchange. Post exchanges are established on
state military property to sell, lease or rent goods
and services, including tobacco products,
prepared foods and beer and wine. They are
similar to those operated by the U.S. armed
forces.
J. SB 1927 – Tax Free Sales for Certain
Exempt Organizations (effective 6/17/2011).

tax-free sales or auctions during a calendar year,
subject to certain restrictions.
K. 7-Eleven, Inc. v. Combs, 311 S.W.3d
676 (Tex. App. - Austin 2010, pet. denied)
(original opinion dated August 31, 2009
withdrawn).
The recent case of 7-Eleven, Inc. v Combs,
Docket No. 03-08-00212-CV (Tex. App –
Austin, August 31, 2009) involved a Texas
convenience store operator owned retail stores
(company stores) and franchised other locations.
In a recent hearing on cross-motions for
summary judgment, the Court determined that
the company was entitled to a resale exemption
for financial software purchased and then
transferred to the out-of-state franchise
locations. The Court was unable to determine,
based upon the evidence presented, whether the
company owed tax on software delivered to
company stores located outside Texas.
Transfer of the software was integral to
performing taxable data processing services
transferred to the franchisees. The software
provided the method and means by which
franchisees recorded financial information and
transmitted it to the company’s host computer.
The Comptroller argued that the service
benefit location was primarily in Texas.
However, the statute doesn’t require that the
transferor not obtain any benefit from the
software; rather, the purchaser’s intent to
transfer the property as an integral part of a
taxable service controls whether the exemption
applies. The Court ruled that the exemption
does not require that the reseller actually collect
tax on the taxable item.

This exemption allows volunteer firefighters
and emergency service organizations to hold ten
77224356.1
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L. Roark Amusement & Vending LP v.
Combs, No. 03-10-00105-CV (Tex. App. Austin 01-26-2011).
The recent case of Roark Amusement &
Vending LP v. Combs,23 applied the resale
exemption to toys purchased for placement into
amusement crane machines.
Roark Amusement & Vending, L.P.
(“Roark”) owned and leased coin-operated
amusement crane machines. It paid Texas sales
tax on its lease payments for the machines and
an annual occupation tax for each machine it
owned in Texas. Amusement services are
generally taxable under Texas Tax Code §
151.0110; however, Tex. Tax Code §151.335
specifically exempts coin-operated amusement
services on which an occupation tax is paid.
Roark sought a refund of the sales tax it paid
on the plush toys used to stock the machines,
arguing that the toys are subject to the resale
exemption because they are transferred as an
integral part of Roark’s taxable amusement
services. The Comptroller argued that the resale
exemption didn’t apply because Roark did not
collect and remit sales and use tax from its
customers.
The Court held that the application of the
resale exemption does not turn on whether the
taxpayer can show that the subject items are
actually resold and taxed in Texas.24 Further,
Court held that Tex. Tax Code § 151.301 does

not transform the character of an item from
taxable to nontaxable; rather, it remains a
taxable item, but is one that is subject to an
exemption. Accordingly, the Court held that the
amusement Roark’s services were “taxable
services” for purposes of the resale exemption
and therefore Roark was entitled to the
exemption on plush toys it purchased for transfer
as an integral part of its amusement services.
The transfer occurred as Roark transferred care,
custody and control of the items, either
permanently or temporarily, by allowing the
customer to operate the crane arm. If the
customer successfully operated the crane arm, it
would move the toy to the tray transferring
permanent care, custody and control to the
customer. Ultimately, the items purchased for
resale transferred to customers. Therefore, they
were purchased for resale.
M. Combs v. Health Care Services Corp.,
No. 03-09-00617-CV (Tex.App. - Austin 03-162011).
In Combs v. Health Care Services Corp.,25
the Third Court of Appeals applied the resale
exemption to tangible personal property Blue
Cross / Blue Shield (predecessor to Health Care
Services Corp.) transferred to the federal
government under Federal Acquisition
Regulation (FAR) clauses.26
The taxpayer administered three different
health insurance programs: Medicare Part A,
Medicare Part B, and the Federal Employees
Health Benefit program. Each contract required

23

Cause No. 03-10-00105-CV (Tex. App. Austin 01-26-2011, pet. filed April 11,
2011).
24
citing 7-Eleven, Inc. v. Combs, 311
S.W.3d 676 (Tex. App. - Austin 2010, pet.
denied) (original opinion dated August 31,
2009 withdrawn).

25

Cause No. 03-09-00617-CV (Tex.App. Austin 03-16-2011).
26
C.f. Senate Bill 1, 82nd Leg., 1st C.S.,
which modified the definition of “sale for
resale.”
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Blue Cross to perform a variety of
administrative functions. In return, the federal
government reimbursed Blue Cross for certain
costs it incurred as direct costs. Blue Cross
sought a refund for sales tax for taxable items it
purchased in connection with its performance of
the three contracts.
The Comptroller appealed, arguing that Blue
Cross was not entitled to the resale exemption
with respect to any of its purchases because it
“resold” only nontaxable administrative services
to the federal government. The Comptroller
further argued that, even if title to some taxable
items passed to the federal government under the
FARs, such items were only incidental to Blue
Cross’s sale of nontaxable services because the
contracts did not require the purchase of taxable
items. The Court held Blue Cross was entitled
to a refund of sales taxes paid while performing
services under a federal government contract
under the resale exemption.
N. Delta Air Lines v. Combs, 318 S.W.3d
523 (Tex. App. – Austin 2010).
The Third Court of Appeals in Delta Air
Lines v. Combs,27 held the taxpayer was not
entitled to a resale exemption for janitorial and
repair services purchased to maintain airport
property leased from the government. Although
the government owned the airport where the
services were delivered, Delta was the party
responsible under the lease for keeping the
leased premises clean and orderly. Therefore,
Delta owed tax as the consumer of the services,
and the services themselves did not transfer to
the government.

V. Texas State Tax Nexus
A. HB 1841 – Internet Hosting (effective
June 17, 2011).
This provision clarifies a person whose only
connection with this state is using “internet
hosting” services is not doing business in Texas.
“Internet hosting” involves providing unrelated
users Internet access to computer services using
property the provider owns, leases and manages.
The user may store or process the user’s data or
use software that the provider owns, licenses or
leases. It does not include telecommunications
services.
B. SB 1, Article 30 – Distribution Centers
(effective 1/1/2012)
Modifies Texas Tax Code § 151.107 to
clarify that an out-of-state entity establishes
nexus when it “maintains, occupies, or uses in
this state permanently, temporarily, directly or
indirectly or through a subsidiary or agent by
whatever name, an office, distribution center,
sales or sample room or place, warehouse,
storage place or any other physical location
where business is conducted.”28
The legislative revisions include an entity
that holds a substantial ownership interest in, or
is owned in whole or substantial part by, a
person who maintains a business location in
Texas if:
The retailer sells the same or
substantially similar line of products
under a business name that is the same

28

27

318 S.W.3d 523 (Tex. App. – Austin
2010).
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as or substantially similar to the entity
with nexus; or
The facilities or employees of the entity
with a location in Texas are used to
(1) advertise, promote or facilitate sales
by the out-of-state retailer; or
(2) perform any other activity of the
retailer intended to establish or maintain
a marketplace in Texas, such as
receiving or exchanging returned
merchandise.
They also include as “doing business in
Texas” an entity that holds a substantial
ownership interest in, or is owned in whole or
substantial part by, a person who:
Maintains
a
distribution
center,
warehouse or similar location in Texas;
and
Delivers property sold by the retailer to
consumers.
The legislative changes define “ownership”
to include: direct ownership, common
ownership, and indirect ownership through a
parent entity, subsidiary or affiliate. Ownership
is treated as “substantial” if there is at least 50%
ownership of the total combined voting power of
all classes of stock for a corporation or the
beneficial ownership of stock of the corporation.
For trusts, the measure is at least 50% direct or
indirect beneficial interest in the trust corpus or
income. For LLCs, it is measured by at least
50% direct or indirect membership interest or
beneficial interest. For other entities, such as
partnerships or associations, the measure is at
least 50% direct or indirect interest in the capital
or profits of the entity.

C. Gallend Henning Nopak, Inc. v. Combs,
317 S.W.3d 841, (Tex. App. – Amarillo, July
14, 2010).
The Amarillo Court of Appeals considered
whether a Wisconsin corporation was
responsible for paying Texas franchise tax due
to the contacts of its one Texas-based employee.
The corporation had been filing employee
wage reports for its Texas employee, which
initiated the audit. The employee was a regional
manager, which serviced distributors’ needs in
seven and a half (7½) states, including Texas.
The corporation contended the presence of a
single employee was insufficient to establish
nexus within the taxing state.
However, the Court determined that the
employee’s physical presence here went beyond
a de minimis presence and was sufficient to
establish nexus for Texas franchise tax purposes.
The Court acknowledged that the employee’s
“primary job was investigating, handling, or
otherwise assisting in resolving customer
complaints,”29 and determined that “[a]n activity
regularly conducted within Texas pursuant to a
company policy or on a continual basis shall
normally not be considered trivial.”30
VI. Property Tax
A. HB 1090 – Interest Rates on Refunds
(effective 9/1/2010).
This provision amends Section 42.43 to
reduce the interest paid on refunds from 8% to
the prime rate (currently 3.25%) plus 2%, up to
8%.

29
30
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B. HB 1887 – Property Tax Protests and
Appeals.
This provision provides administrative
changes for Appraisal Review Board (ARB)
hearings. Under the revised statute, no ARB
training course may be held by the chief
appraiser or appraisal district employee, a CAD
board member, or an ARB member. In addition,
no chief appraiser, appraisal district employee,
CAD board member, taxing unit officer or
employee, or attorney for appraisal district or
taxing unit with an ARB member may
communicate about a training course.
No communication by a CAD board
member or property tax consultant or attorney
representing a party with an ARB member may
be made if it is intended to influence the ARB
member’s decision in his or her capacity as an
ARB member (except during a hearing on a
protest, other proceeding before the ARB, or a
social conversation). The bill also prohibits
legal counsel for an ARB whose firm
represented a property owner, taxing unit, or the
appraisal district in the previous year.
Moreover, no advocacy by ARB counsel is
allowed at a hearing or proceeding. The counsel
must disclose all relevant legal authority and
material facts.
The statute also revised payment
requirements for Motion for Corrections and
Protests. A taxpayer filing a motion under
Section 25.25 or 41.411 must comply with the
“payment under protest” provisions contained in
new Section 25.26 and 41.4115, which are
similar to the Section 42.08 payment
requirements (to pay the amount of taxes due on
the portion of the taxable value of the property
that is the subject of the motion that is not in
dispute before the delinquency date or the
property owner forfeits the right to proceed to a

final determination of the motion).
The
legislation clarifies that the pendency of a
motion filed under Section 25.25 does not affect
the delinquency date for the taxes on the
property that is the subject of the motion.
New attorney notification provisions require
attorneys who accept an engagement or
compensation from a third party to represent a
person in an appeal must provide notice to the
person represented that:
the attorney has been retained by a third
party to represent the person;
explains
the
attorney’s
ethical
obligations to the person in relation to
the third party, including the obligation
to ensure that the third party does not
interfere with the attorney’s independent
judgment
or
the
attorney-client
relationship;
describes the general activities the third
party may perform in the appeal;
explains that compensation will be
received by the attorney from the third
party; and
informs the person that the person’s
consent is required before the attorney
may accept compensation from the third
party. (New Section 42.30)
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