CoRPORATION FRANCHISE TAX

egislation enacted during 2002 included the following key
Franchise tax provisions (a summary of the Franchise tax portion of the
legislation is found at the end of this chapter):
* Job retention credit;
* Net worth exemption for high-tech start-up companies;
* (Credit forinvestment in certified ethanol plants;
* Bonus depreciation adjustment;
Codification of the Department of Taxation’s policy and interpretation
of disregarded entities;
Codification of a uniform application for refund procedure applicable
to Franchise tax and various other taxes;
Codification of a uniform petition for reassessment procedure
applicable to Franchise tax and various other taxes;
Revision of the late payment penalty including a penalty safe-harbor
for estimated payments; and
Extension of the Ohio net operating loss carry-over consistent with
federal law.

The Ohio Corporation Franchise tax came into effect in 1902 at a one-mill
(0.1 percent) rate on the value of capital stock (net worth) in Ohio. The
tax rate remained at one mill until 1959 when it was increased to three
mills, followed by one-mill increases in 1967 and 1969, respectively. In
1971, the five-mill net wor th tax was complemented by a new tax based
on net income in Ohio. With the enactment of this new tax base,
taxpayers were required to compute both the net worth tax and the net
income tax, and to pay the higher of the two tax calculations.

During the 1980s and 1990s many changes were made to the
Corporation Franchise tax rates, and the litter tax and a (now-repealed)
surtax were enacted. However, from 1988 to 1998 the franchise tax
rates remained constant, with a 5.82 mill net worth tax rate and a 5.1
percent rate on the first $50,000 of net income, and an 8.9 percent rate
on remaining net income.

In 1999, major changes were made to the tax, including reductions in the
net worth tax rate (to four mills) and the top net income tax rate (to 8.5
percent). Among the many other changes that took effect in 1999 was
the imposition of a $150,000 cap on the net worth tax and the
replacement of the two-factor net worth apportionment formula with the
three-factor net income apportionment formula (see Exhibits 1 and
2 for further details on the apportionment formula).

Financial institutions are treated in a different manner than general
corporations under the Corporation Franchise tax. Financial institutions
are subject to a 13-mill net worth tax (net income tax and litter tax do not
apply) and have different apportionment provisions than those for
general corporations.

In Fiscal Year 2002, the Corporation Franchise tax generated just under
$774.4 million in total (all funds) revenue. The Franchise tax produces
the third highest amount of revenue among the taxes that support Ohio’s
General Revenue Fund.

Of this total, 5.5 percent or $42.7 million was distributed to the Local
Government Fund, 0.8 percent or $6.1 million to the Local Government
Revenue Assistance Fund, and 91.9 percent or $712.3 million was
distributed to the General Revenue Fund. This distribution was in
accordance with the provisions of House Bill 94, the Fiscal Year 2002/
2003 Biennial Budget Bill.

The tables in this section provide tax year 2001 data on the distribution
of the Corporation Franchise tax among the alternative tax bases for
various industrial classifications and tax liability classes. The data were
taken from Franchise tax reports that were due in 2001, with the bulk of
the taxes collected between January and May 2001 (Fiscal Year 2001).

For all Corporate Franchise taxpayers except financial institutions, the
reported liability before credits, not including Tier I and Tier Il litter taxes,
was $807.8 million, but refundable and non-refundable tax credits
reduced the liability to $705.1 million.

About 77 percent of the total tax liability before credits was based on net
income. In contrast, only about 24 percent of the corporations paid the
tax on net income. About 32 percent of the corporations paid the tax
based on net worth and another 44 percent paid the minimum tax. These
data exclude the reports of financial institutions, which are shown in the
final table.

Financial institutions reported a total tax liability of $177.0 million for tax
year 2001. Banks filed 59 percent of the returns and reported 78
percent of the total tax liability. Savings and loans filed 33 percent of
these returns, but reported only 21 percent of the total tax liability.
Other financial institutions accounted for the balance of the returns and
tax liability.

TAX BASE (R.C. 5709.50, 5709.65, 5733.04,
5733.05, 5733.051, 5733.056):

The Franchise tax s levied on the value of a corporation’s issued and
outstanding shares of stock. Generally a taxpayer corporation must
determine the value of its issued and outstanding shares of stock under
both the net income base and the net worth base, and pay the tax on the
base that produces the greater tax. However, different rules apply to
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financial institutions, qualifying holding companies and certain high-tech

start-up companies:

* Financial institutions are not subject to the tax on the net income base
but are subject to the tax on the net worth base at a higher rate than
other taxpayers;

* Qualifying holding companies and certain high-tech start-up
companies are not subject to the tax on the net worth base but are
subject to the tax on the net income base.

1. Net Worth Base (R.C. 5733.05(C):

The net worth base value of issued and outstanding shares of stock is
determined from the books of the corporation as of the beginning of
the taxpayer's annual accounting period that includes the first day of
January of the tax year. Net worth is determined by subtracting from
book net worth those items excluded by statute (see Exemptions
and Exclusions section). For taxpayers other than financial
institutions, qualifying holding companies and high-tech start-up
companies, the tax on the net worth base is calculated by multiplying the
corporation’s adjusted net worth by the corporation’s apportionment
ratio by the net worth tax rate for general taxpayers. For financial
institutions, the tax is determined by multiplying the taxpayer’s adjusted
net worth by the taxpayer’s Ohio apportionment ratio by the net worth
rate for financial institutions. Qualifying holding companies and certain
high-tech start-up companies are not subject to tax on the net worth
base (see Exhibit 1.).

2. Net Income Base (R.C. 5733.05(B):

The net income base value of issued and outstanding shares is calculated
by making certain deductions from and additions to federal taxable
income before net operating loss deductions and special deductions for
the taxable year (see Exemptions and Exclusions section). The
adjusted income is then allocated or apportioned within and without Ohio,
depending on its source. The net income base does not apply to
financial institutions.

Allocable Income (R.C. 5733.051)—

Unless the Tax Commissioner requires an alternative method of allocation

or unless the Tax Commissioner approves the taxpayer’s requested

alternative method, income from the following sources is allocated within
or without Ohio:

1) Net rents and royalties from real property and tangible personal
property;

2) Capital gains and losses from the sale or other disposition of real
property, tangible personal property, and dividend producing
intangible property;

3) Dividends;

4) Net patent and copyright royalties (not representing principal source
of gross receipts);

5) Technical assistance fees (not representing principal source of gross
receipts); and

6) State lottery income.

Income from the sources listed is allocable regardless of whether that
income is business income or non-business income. Ohio Franchise tax
law makes no distinction between business and non-business income.

Apportionable Income —

Unless the Tax Commissioner approves or requires an alternative method
of apportionment, income from all non-allocable sources is apportioned
to Ohio according to a weighted three-factor property, payroll and sales
formula. The formula and the three weighted factors are shown in
Exhibit 2.

Net Income —

The sum of the income allocated and apportioned to Ohio less Ohio net
operating losses carried forward from an earlier year equals Ohio
taxable income to which the net income tax rate is applied.

TAX RATES (R.C. 5733.06):

1. Franchise Tax Rates:
Taxpayers must determine the value of issued and outstanding
shares of stock under both the net income base and the net worth
base and pay the tax on the base that produces the greater tax. The
net income base does not apply to financial institutions and the net
worth base does not apply to qualifying holding companies and high-
tech start-up companies.

Net Worth -

Net wor th taxable value is taxed at the rate of 4.00 mills (.004). The
maximum tax on the net worth base is $150,000 per taxpayer
corporation.

Net Income -

Net income is taxed at the rate of 5.1 percent on the first $50,000
of Ohio taxable income and 8.5 percent on Ohio taxable income in
excess of $50,000. Corporations that meet the ownership
requirements to file a combined report must share the $0 to
$50,000 tax bracket to which the 5.1 percent rate applies,
regardless of whether or not they actually file a combined return.
Minimum fee -

The minimum tax liability for each taxpayer is $50.

2. Litter Tax Rates (R.C. 5733.065 and 5733.066):

Tier 1 litter tax applies to all corporations except family farm
corporations and financial institutions. The rates are:

Net Worth - 0.14 mills (.00014) on the taxable value of the
corporation, or

Net Income - 0.11 percent on the first $50,000 of Ohio taxable
income plus 0.22 percent on Ohio taxable income in excess

of $50,000.

The additional Tier | litter tax charged any taxpayer or group of

Exhibit 1
Corporation Franchise Tax Net Worth Tax Base

Ohio
Taxable = Net Value
Value

of Stock* X [(Property factor x .20) + (Payroll Factor x .20) + (Sales Factor x .60)]

*Excludes value of pollution control, coal conversion, and energy conversion facilities property, qualified property in an enterprise zone, and
land devoted exclusively to agriculture. See Exhibit 2 for explanation of factors.
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combined taxpayers is limited to $5,000. 3)  Public utilities subject to Public Utility Excise tax;
Tier Il litter tax applies to taxpayers that manufacture or sell litter 4)  Credit unions;
stream products in Ohio. The Tier Il litter tax rates are: 5) Dealers inintangibles;

6) Corporations required to file annual reports with the Superin-
Net Worth — 0.14 mills (.00014) on the taxable value of the tendent of Insurance;
corporation, or 7) “Real estate investment trusts,” “regulated investment compa-
Net Income - 0.22 percent on the Ohio taxable income in excess nies,” and “real estate mortgage investment conduits” as de-
of $50,000. fined in the Internal Revenue Code;

8)  Corporations electing treatment as an “S” corporation under the
The additional Tier Il tax charged any taxpayer or group of combined Internal Revenue Code and their Qualified Subchapter S Subsid-
taxpayers is limited to $5,000. iaries (QSSS);

9)  Limited liability companies, if treated as a partnership for federal
Litter stream products include general beverages, beverage tax purposes;
containers and packaging, take-out food packaging, tobacco 10) Corporations in Chapter 7 bankruptcy proceedings are not sub-

products, candy and gum.

3. Financial Institutions Rate (R.C. 5733.06):
Financial institutions are subject to tax on the net worth base at a rate of
13 mills (.013). Financial institutions are not subject to tax on the net
income base.

2.

ject to the Franchise tax except for the portion of the current tax
year such corporation had the power to exercise its corporate
franchise unimpaired by such proceedings.

Deductions in Determining Net Worth
(R.C. 5709.25, 5709.35, 5709.50, 5709.65,
5915.29, 6111.36 and 5733.056):

EXEMPTIONS, EXCLUSIONS, DEDUCTIONS 1) Certified Ohio pollution control facilities;
AND ADDITIONS: 2)  Certain facilities designed to convert coal into other fuels or to
desulfurize coal (applies to financial institutions only and assets
1. Corporations not Subject to the Franchise Tax (R.C. excluded for 30 years);
1733.43, 5733.01, 5733.04, 5733.06, 5733.09, and 3)  Certified Ohio civil defense structures;
5733.10): 4)  Certified Ohio energy conversion, thermal efficiency improve
1) Non-profit corporations (except certain agricultural and ment, and solid waste energy conversion facilities;
consumer cooperatives); 5)  Qualified improvements to property located in an enterprise zone

2)  Municipal corporations;

(applies only to financial institutions);
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Exhibit 2 - Corporation Franchise Tax
Net Income Tax Base (does not apply to financial institutions)

income, which is described in the following steps.
2. Net Income Apportionment Formula:

Ohio Apportioned
Net Income =
3. The factors are computed as follows:

Apportionable

Property Factor*

Payroll Factor ** =

Sales in Ohio
Sales everywhere

Sales Factor*** =

Ohio Allocable Ohio Ohio Net
Taxable = Income + Apportioned Net — Operating Loss
Income* Within Ohio Income Deduction

Also includes income (or deducts a loss) from a transferor corporation, and includes positive adjustments (or deducts negative adjustments)
for related entities and related members.

1. Allocable income (such as dividends and capital gains) is not subject to the net income apportionment formula but is added to apportioned

Income x [(Property Factor x.20) + (Payroll Factor x.20) + (Sales Factor x.60)]

Average cost of owned or rented real and tangible

personal property used in business in Ohio
Average cost of such property used everywhere

Total compensation paid in Ohio
Total compensation paid everywhere

* The cost of pollution control, coal conversion, solid waste energy conversion, thermal efficiency improvement, and energy conversion facilities; property that
generates rental income; and property used exclusively for qualified research in Ohio is excluded from the numerator and denominator
only. The cost of qualifying improvements to property in an enterprise zone is excluded from the numerator only.

**  Excludes compensation to certain employees at a qualified facility in an enterprise zone, and compensation to employees engaged in qualified research in Ohio.
*** For sales of tangible personal property, sales inside and outside of Ohio are determined by the final destination of the property sold; other sales are sitused
according to where the income-producing activity takes place. Sales derived from allocable income are not included in this factor.
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6)  Landin Ohio devoted exclusively to agriculture. In addition to
the net worth deductions listed above, financial institutions may
claim a net worth deduction for appreciation and gooduwill.

3. Adjustments in Determining Ohio Net Income (R.C.

5709.35, 5733.04, 5733.042, 5733.053,

5733.054, 5733.055, and 5733.058):

1) Deduct certain income from sources outside the United States;

2) Deduct I.R.C. section 243 dividends received deduction;

3)  Tothe extent not otherwise deducted, deduct dividends re-
ceived from public utilities, insurance companies and financial
institutions in which the taxpayer has the ownership interests
required by statute (receipts from these companies are elimin-
ated in determining the sales factor for apportioning net in-
come and net worth);

4)  Deduct gains and add losses from the sale of capital assets and
.R.C. section 1231 assets to the extent such gains and losses
occurred prior to becoming a taxpayer;

5)  Deduct income arising from facilities designed to convert coal
into other fuels, to desulfurize coal, or as a coal research and
development project (exempt for 30 years);

6)  Deduct interest on Ohio public and purchase obligations and
gains from the sale of Ohio public obligations (losses from
sales of Ohio public obligations are added to net income);

7)  Deduct wage and salary expense not otherwise deducted for
federal tax purposes because of the targeted jobs tax credit
and/or the work opportunity tax credit;

8)  Deduct net interest income on obligations of the federal gov-
ernment;

9)  Deduct Ohio net operating loss carried forward from prior
years (there is no Ohio net operating loss carry-back provis-
ion);

10)  Deduct amounts contributed to an individual development ac-
count program;

11)  Deduct net income attributable to an “exempted investment” in
a public utility (net loss from exempted investment in a public
utility is added to net income);

12)  Add the amount claimed as a credit for taxes paid by a qualify
ing pass-through entity to the extent that the amount was de-
ducted or excluded from the corporation’s federal taxable
income;

13)  Addinterest and intangibles expense paid to certain related
members;

14)  Add income (and deduct losses) earned by a transferor cor-
poration that merges into the taxpayer in a tax- free reorgani-
zation; and

15)  Add (and later deduct) depreciation expense adjustment for
.R.C. section 168(k) bonus depreciation.

CREDITS:

1. Credit for Recycling and Litter Prevention Donations

(R.C. 5733.064):

Taxpayers may claim a credit equal to 50 percent of cash donations
for litter control made to municipalities, counties, and townships that
qualify for grants from the litter control and recycling special account.
This credit is limited to the lesser of cash donations or 50 percent of
the additional tax liability from the litter tax rates.

2. Enterprise Zone Day Care and Training Credits (R.C.

5709.65(A)):

Taxpayers that locate in an enterprise zone and hold a tax incentive

qualification certificate issued by the Ohio Department of Development

may claim a credit equal to:

1) The amount reimbursed to specified employees for the cost of
day care services up to a maximum of $300 per child;

2)  the amount reimbursed to specified employees for training
costs up to a maximum of $1,000 per employee.

3. Credit for Savings and Loan Association Fees (R.C.

5733.063):

Savings and loan associations are permitted a credit against the total
tax due equal to the amount of the annual assessment the association
paid during the taxable year to the Division of Savings and Loan
Associations under R.C. 1155.13, less the amount the association
paid in supervisory fees during the taxable year to the Federal
Savings and Loan Insurance Corporation, or in the case of a savings
and loan association not insured by the Federal Savings and Loan
Insurance Corporation, the amount it would have paid if insured.

4. Credit for Taxes Paid by a Qualifying Pass-Through

Entity (R.C. 5733.0611):

A corporation that is a qualifying investor in a qualifying pass-through
entity can claim a non-refundable credit equal to the corporation’s
proportionate share of the tax paid by the qualifying pass-through
entity.

5. Export Sales Credit (R.C. 5733.069):

Corporations that increased export sales and increased Ohio payroll
or property are allowed a credit. For tax years 2001 through 2005,
only unused amounts carried forward from prior years are allowed.

6. New Jobs Credit (R.C. 5733.0610):

A taxpayer may claim a refundable credit for new jobs created pursu-
ant to an agreement with the Tax Credit Authority created under R.C.
122.17. The credit equals a designated percentage of the total amount
of Ohio income tax withheld from new employees during the taxable
year. The percentage is established by agreement between the taxpay-
er and the Tax Credit Authority. The credit is permitted for a period of
up to ten years.

7. Credit for Grape Production Property (R.C. 5733.32):

A taxpayer may claim a credit equal to 10 percent of the cost of
purchasing and installing or constructing qualifying property used to
produce grapes in Ohio.

8. Credit for Eligible New Employees in an Enterprise

Zone (R.C. 5709.66):

Ataxpayer that is issued a tax credit certificate for an eligible employee
may claim a $1,000 non-refundable credit for each taxable year cov-
ered under the enterprise zone agreement during which the eligible
employee is employed by the taxpayer.

9. Edison Center Credit for Research and Development

Investors (R.C. 5733.35):

Investors that provide capital to certain qualifying small, Ohio-based
research and development or technology transfer companies may be
eligible for a non-refundable credit equal to 25 percent of the
taxpayer’s at-risk investment. The credit must be approved by the
State Industrial Technology and Enterprise Board. The maximum
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cumulative value of credits granted to all taxpayers cannot exceed
$10 million.

Credit for Eligible Costs Associated with a Voluntary
Action (R.C. 5733.34):

Taxpayers may claim a non-refundable credit for costs incurred in
completing a voluntary clean-up of a contaminated site pursuant to
an agreement with the state Development Director. The creditis
aimed at restoring contaminated industrial sites. The credit equals
the lesser of $500,000 or 10 percent of the eligible costs incurred
in performing the voluntary clean-up. If the clean-up action is
undertaken in certain “economically disadvantaged” areas, the
credit equals the lesser of $750,000 or 15 percent of the eligible
costs. The maximum cumulative value of credits granted to all
taxpayers cannot exceed $30 million.

11. Credit for Purchases of New Manufacturing

12.

Machinery and Equipment —7.5 Percent/13.5
Percent Credit (R.C. 5733.33):

New manufacturing machinery and equipment purchased by
manufacturers between July 1, 1995 and December 31, 2005 for
installation in Ohio is eligible for an investment tax credit. The credit
equals 7.5 percent of the amount by which the cost of qualifying
equipment purchased during a calendar year qualifying period for
use in an Ohio county exceeds the taxpayer’s “base investment” for
that county. The credit rate for investments in certain eligible areas
(inner city areas, distressed areas, labor surplus areas, and
situational distress areas) is 13.5 percent (rather than 7.5 percent).
One-seventh of the credit may be claimed in each of the seven tax
years following the purchase year.

Day Care Credits (R.C. 5733.36, 5733.37 and
5733.38):

Three separate tax credits are available in tax years 1999 through
2003 for costs associated with child day care. One of these credits
equals 50 percent of the payments made by the taxpayer to
support a qualified day care center that may be used by the
taxpayer’s employees. Another credit equals 50 percent of the
start-up expenses of a day care center established on the
taxpayer’s site and used by the taxpayer’s employees, up to
$100,000. The final credit equals 50 percent of the
reimbursements made by a taxpayer to its employees for day care
expenses of dependents, with a maximum $750 annual credit per
child.

13. Credit for Qualifying Affiliated Groups (R.C.

14.

5733.068):

If as a result of the related entity and related member adjustments,
an affiliated group will pay over $3.5 million more Franchise tax than
the members of the group otherwise would have paid had the
members of the group not made the related entity and related
member adjustment, then the members of the affiliated group may
claim a credit equal to the difference between the additional tax and
$3.5 million. However, the credit is limited to $1.5 million for the
affiliated group (even if the additional tax exceeds $5 million).

Credit for Purchases of Lights and Reflectors for
Tractors (R.C. 5733.44):

Ataxpayer may claim a non-refundable credit for purchasing lights
and reflectors for installation on multi-wheel agricultural tractors in

order to comply with the new lighting and reflector requirements set
forthin R.C. 4513.111. The credit equals the lesser of $1,000 or
50 percent of the cost of the lights and reflectors purchased
during the period October 5, 2000 (the effective date of this new
law) through October 4, 2001. The taxpayer must claim the credit
for the taxable year during which the taxpayer purchased the lights
and reflectors.

15. Credit for Maintaining Railroad Crossing Warning

Devices (R.C. 5733.43):

Railroad companies can claim a credit for maintaining signs, signals,
gates and other electrical warning devices at public highway-railway
crossings in Ohio at common grade. The credit equals 10 percent
of the sum of the annual maintenance expenditures for each active
grade crossing warning device in Ohio for which such expenditures
were made during the taxable year. The credit may not exceed
$200 for each device in Ohio for which such expenditures were
made during the taxable year.

16. Job Retention Credit (R.C. 5733.0610(B)):

This credit applies to taxpayer-manufacturers that make a capital
investment of at least $200 million at a single Ohio project site
during three consecutive calendar years in the period January 1,
2002 and ending December 31, 2006. As a prerequisite, the
taxpayer must employ an average of 1,000 full-time employees at
the project site during each of the twelve months preceding
application. In addition, the taxpayer must retain at least 1,000 full-
time employees at the project site for the entire term of the credit
agreement. The credit equals a percentage of the Ohio income tax
withheld from the taxpayer's employees at the project site as set
forth in the agreement between the taxpayer and the Ohio Tax Credit
Authority. The credit begins in tax year 2003 and is limited to a
term of ten years.

17. Ethanol Plant Investment Credit (R.C. 5733.46 and

901.13):
This non-refundable credit equals 50 percent of the amount of
money that the taxpayer invests in R.C. 901.13 certified ethanol
plants in the calendar year preceding the tax year. The credit is
limited to $5,000 per taxpayer per certified ethanol plant
regardless of the number of years in which the taxpayer makes
such investments. The credit applies to tax years 2003 through
2013.

SPECIAL PROVISIONS:

Although a corporation that dissolves its Ohio charter or
surrenders its license to conduct business in Ohio prior to January
1 of the tax year is not subject to the Franchise tax, the corporation
may be subject to an “exit tax” on its unreported Ohio net income.
Any income earned by an exiting corporation in the two calendar
years prior to the tax year (1o the extent that such income was not
previously included on a Franchise tax report) is subject to the exit
tax. The exit tax is not computed on the net worth base and does
not apply to financial institutions (see R.C. 5733.06(H)).

A transferee corporation that receives substantially all the assets of
atransferor corporation in a tax-free reorganization is required to
include in its income the income of the transferor if the transferor is
not subject to the Franchise tax (see R.C. 5733.053).
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3. Acorporation that claims the credit for its proportionate share of
taxes paid by a qualifying pass-through entity must add to federal
taxable income the amount claimed as a credit, to the extent such
amount was deducted or excluded from the corporation’s federal
taxable income (see R.C. 5733.04(1)(14)).

4. Qualifying pass-through entities (partnerships, S corporations, and
limited liability companies treated as a partnership for federal
income tax purposes) that are doing business in Ohio or otherwise
have nexus with Ohio are required to pay tax on the qualifying
investors’ share of the pass-through entity’s Ohio profits. Among
the investors excluded from the definition of “qualifying investors”
are individual investors who are Ohio residents; non-resident
individuals on whose behalf the entity files Ohio Form [T-4708;
investment pass-through entities; and investors that submit a
statement to the qualifying pass-through entity agreeing that the
investor is subject to Ohio Corporate Franchise tax on its distributive
share of income from the entity. The pass-through entity is subject
to a 5 percent withholding tax on the sum of qualifying individual
investors’ distributive shares of the entity’s Ohio income and gain.
For qualifying investors that are not individuals, the entity is subject
to an 8.5 percent tax on the sum of such investors’ distributive
share of Ohio income and gain. No tax is due if Ohio income and
gain do not exceed $1,000 (see R.C.5733.40, 5733.41,5733.04(1)
(14) and 5733.0611, and R.C. income tax sections 5747.41
through 5747.453,5747.01(A)(16), and 5747.059).

5. Companies defined as “financial institutions” under R.C. 5725.01 are
subject to a net worth based Franchise tax that differs substantially
from the net worth base tax for regular corporations (see R.C.
5733.056).

6. Each taxpayer mustinclude in its adjusted qualifying amounts,
allocable income or loss, apportionable income or loss, property,
compensation, and sales, the taxpayer’s proportionate or
distributive share of such items for any pass-through entity in which
the taxpayer has a direct or indirect ownership interest (see R.C.
5733.057).

7. If more than half of the capital stock, with voting rights, of the
taxpayer is owned or controlled by another corporation, the Tax
Commissioner may permit or require the combining of net income
for purposes of calculating the tax base. In addition, two or more
corporations subject to the tax which meet the above ownership
requirements may elect to file a combined report if each of the
corporations has non-dividend income from sources within Ohio.
Once made, this election may not be changed by the taxpayer
without the Tax Commissioner’s consent. The combination
provisions apply only to the net income base, not the net worth base
(see R.C.5733.052).

8. Intangible expenses and costs paid to certain related members are
added to income (see R.C. 5733.042).

TAXPAYER (R.C. 5733.01):

The Ohio Corporation Franchise tax is imposed on both domestic and
foreign corporations organized for profit for the privilege of doing
business in Ohio, owning capital or property in Ohio, holding a charter or
certificate of compliance authorizing the corporation to do business in

Ohio, or otherwise having nexus with Ohio during the calendar yearin
which the taxis payable.

Unless an exemption applies, each for-profit domestic corporation (a
corporation organized for-profit under the laws of Ohio) and each
Chapter 1729 corporation (agricultural cooperative) organized not-for-
profit under the laws of Ohio, is subject to the Ohio Franchise tax. In
addition, unless an exemption applies, each foreign corporation (a
corporation organized under the laws of another state, a possession or
instrumentality of the United States, or a foreign country) organized for-
profit, and each not-for-profit foreign agricultural cooperative organized
or operating in the same or similar manner as a Chapter 1729 agricultural
cooperative, for the privilege of doing business in Ohio, owning or using
part or all of its capital or property in Ohio, holding a certificate of
compliance with the laws of Ohio authorizing it to do business in Ohio, or
otherwise having nexus with Ohio under the Constitution of the United
States, is subject to the Franchise tax. Business trusts defined in R.C.
1746.01 having nexus with Ohio are also subject to Corporate

Franchise tax.

FILING AND PAYMENT DATES (R.C. 5733.02,
5733.021,5733.022 and 5733.13):

January 31 -

If by this date the corporation does not file the annual report and make
full payment of the tax due, then the corporation must file an estimated
report and pay one-third of that estimated liability. If the estimated tax
liability is the $50 minimum fee, the corporation must make full payment
of $50 by January 31.

March 31 -

By this date the corporation must either file its franchise tax report and
pay the remaining tax due or the corporation must file a request for
extension and pay the second one-third of its estimated tax liability.

May 31 -

By this date, a corporation which by March 31 filed a request for
extension and paid the second one-third of its estimated tax due, must
either file the annual report and pay the remaining tax due or file a
request for additional extension and pay the remaining one-third of its
estimated Franchise tax liability. A corporation receiving this extension
must file its annual report and pay any remaining tax liability by the 15™
day of the month following the extended due date for filing its federal
corporation income tax return.

The interest rate on both underpayments and overpayments is based on
the average federal short-term rate in effect in July of the previous year
plus three percentage points. For calendar year 2003, the rate is 6
percent.

DISPOSITION OF REVENUE (R.C. 4981.09,
5733.12,5733.122):

After making any necessary deposits to the Attorney General Claims Fund,
the Litter Control Tax Administration Fund, and the Recycling and Litter
Prevention Fund, the Local Government Fund receives 4.2 percent, the
Local Government Revenue Assistance Fund receives 0.8 percent, and the
General Revenue Fund receives 91.9 percent of collections.

House Bill 94 (124™ General Assembly, FY 2002/2003 Biennial Budget
Bill) temporarily replaces the revenue distribution described above.
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During each month of the July 2001 —May 2002 period and the July
2002 —May 2003 period, the Local Government Fund and Local
Government Revenue Assistance Fund will receive the same amount they
received during the corresponding month of the July 2000 —May 2001
period. For June 2002 and June 2003 the funds will receive the same
amount they received in June 2000.

The amount appropriated annually for administration of the litter tax is
credited to the Litter Control Tax Administration Fund. The annual amount
credited to the Recycling and Litter Prevention Fund equals the litter tax
liability in the second preceding year.

OHIO REVISED CODE CITATIONS:
Chapters 122, 1733, 4981, 5703, 5709, 5733, and 5915.
ADMINISTRATION:

The Corporation Franchise tax is administered by the Department of
Taxation. However, certain Franchise tax credits are administered by the
Department of Development. Tax payments are payable to the Treasurer
of State but are received by the Department of Taxation. Certain large
taxpayers are required to pay by electronic funds transfer (EFT).
Taxpayers that are required to pay by EFT must register through the
Treasurer of State.

RECENT LEGISLATION:

Substitute Senate Bill 226, 124" General Assembly;
Effective September 17, 2002. R.C. 3770.072(B),
5747.062(B)(2), 5747.20, 5733.051(H) and
5733.98(A)(27) —

The law permits the transfer of lottery prize installments upon prior
approval of a court and establishes certain procedures for filing an
application for approval of the transfer with the court.

For Franchise tax purposes the new law requires the allocation to Ohio of
“the amounts described in division (B)(5) of section 5747.20 of the
Revised Code” (see R.C. 5733.051(H) as enacted by this new law).
Income described in R.C. 5747.20(B)(5) includes the following: (1)
amounts paid by the Ohio Lottery Commission to the prize winner and (2)
atransferee’s “earnings, profit, income and gain from the sale, exchange
or other disposition of lottery prize awards,” earned as a result of a
transfer from a transferor/winner the right to receive the future
installments of an Ohio lottery prize. Similar amounts from other states
are allocable outside Ohio. Such income is allocable whether the income
is non-business or business income.

Substitute Senate Bill 200 (Taxpayer Services Il), 124t
General Assembly; Effective September 6, 2002.

This new law enacts several provisions in various Revised
Code sections —

¢ Uniform application for refund procedure (R.C.
5703.70):
Establishes the following uniform application for refund procedure
applicable to Franchise tax and various other taxes: (1) If the Tax
Commissioner determines that the amount of the refund to which the
applicant s entitled is less than the amount claimed, the Commissioner
must notify the applicant in writing of the lesser refund amount; (2)
The applicant has sixty days from the date the Commissioner mails the
notice to provide additional information or to request a hearing; (3)

If within the sixty-day period the applicant neither requests a hearing
nor provides additional information, the Commissioner will take no
further action, and the amount denied becomes final; (4) If within the
sixty-day period the applicant requests a hearing, the Commissioner
must assign a time and place for the hearing. After the hearing, the
Commissioner may adjust the refund and must issue a final
determination; (5) If within the sixty-day period the applicant does
not request a hearing, but provides additional information, the
Commissioner will review the information, make such adjustments to
the refund as the Commissioner finds proper and issue a final
determination; (6) The taxpayer may appeal the Commissioner’s final
determination to the Board of Tax Appeals pursuant to R.C. 5717.02.

Uniform petition for reassessment procedure (R.C.
5703.60):

Establishes a uniform petition for reassessment procedure and a
uniform assessment correction procedure applicable to Franchise tax
and various other taxes. If the taxpayer has properly filed a
Franchise tax petition for reassessment, this law permits the Tax
Commissioner, upon receipt of additional information from the
taxpayer, to correct an assessment without issuing a final
determination and without a hearing. In addition, this law permits the
Commissioner to correct an assessment even if the taxpayer has not
filed a petition for reassessment or has not filed a proper petition for
reassessment.

Late payment penalty (R.C. 5733.28 and
5733.021(C):

If a taxpayer fails to pay the amount of tax required by the date
prescribed, the Tax Commissioner may impose a penalty not to
exceed 15 percent of the delinquent payment. (Under prior law the
R.C. 5733.28(A)(2) penalty for late payment could not exceed twice
the interest charged under R.C. 5733.26(A)).

Penalty safe-harbor for estimated payments (R.C.

5733.021(C)):

* For purposes of determining the R.C. 5733.28(A)(2) failure to pay
penalty for any period of delinquency ending prior to the first day
of June of the tax year, the Commissioner may charge a penalty on
the delinquent portion of the estimated tax. Estimated tax means
the lesser of 100 percent of last year’s tax or 90 percent of this
year’s tax.

* For purposes of determining the R.C. 5733.28(A)(2) failure to pay
penalty for any period of delinquency commencing the first day of
June of the tax year and concluding on the extended due date, the
Commissioner may charge a penalty on the delinquent portion of
the estimated tax. Estimated tax means 90 percent of this year's
tax.

Ohio net operating losses (R.C. 5733.04(1)(1)):

For Ohio net operating losses incurred in taxable years beginning on
or after August 6, 1997, the designated carry-over period is twenty
consecutive taxable years following the taxable year in which the net
operating loss occurs. Ohio net operating losses may not be carried
back.

Refund statute of limitations (R.C. 5733.12):

For purposes of the refund statute of limitations, payments made
before the due date or extended due date for filing the report to
which the payment relates, are deemed to have been made on the due
date or extended due date.
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Amended Substitute Senate Bill 261, 124" General
Assembly; Effective June 5, 2002. This law enacts
Franchise tax changes in several sections of the Revised
Code -

e Bonus depreciation (R.C. 5733.04(1)(17) and (I)(18):
Taxpayers whose taxable year ended on or after June 5, 2002 are
required to add back 5/6 of their I.R.C. section 168(k) bonus
depreciation. Then, for each of the succeeding five tax years the
taxpayer must deduct 1/5 of the amount previously added back. (The
Department of Taxation refers to this provision as the 5/6 — 1/5
rule).

Taxpayers that claimed bonus depreciation for the taxable year ending
before June 5, 2002 must apply one of two options for that year:
Option A — Elect to apply the 5/6 —1/5 rule to assets acquired during
the taxable year ending after September 10, 2001 and before June 5,
2002.

Option B - Recompute federal depreciation expense as it would have
been without enactment of |.R.C. section 168(k) and add to federal
taxable income the difference between the taxpayer’s depreciation
expense actually deducted for the taxable year and the recomputed
depreciation expense.

* Disregarded entities (R.C. 5733.01(F)):
For purposes of the Franchise tax, the term “disregarded entity”
means an entity that for its taxable year is by default, or has elected to
be, disregarded as an entity separate from its owner pursuant to 26
Code of Federal Regulations 301.7701-3. A corporation’s ownership
interest in a disregarded entity is treated as ownership of the assets
and liabilities of the disregarded entity itself and a disregarded entity’s
income, including gains or losses, is included in the owner’s Chapter
5733 net income. Any sale or other disposition of an interest in a
disregarded entity is treated as a sale or other disposition of the
disregarded entity’s underlying assets and liabilities and the gain or
loss from such sales is included in the corporation’s Chapter 5733 net
income. A disregarded entity’s property, payroll and sales are
included in the owner’s property, payroll and sales. If the
disregarded entity has nexus with Ohio, then the corporate owner has
nexus with Ohio.

Amended Substitute Senate Bill 144, 124" General
Assembly; Effective March 21, 2002.

Credit for investment in certified ethanol plants (R.C.
5733.46 and 901.13) —

This credit allows Franchise taxpayers to claim a non-refundable credit
equal to 50 percent of the amount of money that the taxpayer invests in
R.C. 901.13 certified ethanol plants in the calendar year preceding the
tax year. The credit is limited to $5,000 per taxpayer per certified
ethanol plant regardless of the number of years in which the taxpayer
makes such investments. The credit applies to tax years 2003 through
2013.

Amended Substitute House Bill 405, 124 General
Assembly; Effective December 13, 2001.

Enacts the following Franchise tax changes in the cited
Revised Code sections —

¢ Job retention credit (R.C. 122.171 and
5733.0610(B)):
The purpose of this credit is to encourage large Ohio manufacturers
to retain jobs in Ohio. The credit applies to taxpayer-manufacturers
that make a capital investment of at least $200 million at a single Ohio
project site during three consecutive calendar years in the period
beginning January 1, 2002 and ending December 31, 2006. The
taxpayer must apply to the Ohio Tax Credit Authority, and the Authority
must approve the taxpayer’s capital investment project. As a
prerequisite, the taxpayer must employ an average of 1,000 full-time
employees at the project site during each of the twelve months
preceding application. The credit equals a percentage of the Ohio
income tax withheld from the taxpayer’s employees at the project site
as set forth in the agreement between the taxpayer and the Ohio Tax
Credit Authority. The credit begins in tax year 2003 and is limited to a
term of ten years.

¢ Net worth base exemption for high-tech start-up
companies (R.C. 122.15 and 5733.06(C)):

A corporation that is organized not more than three years prior to the
March 31 unextended due date of the 2003, 2004, 2005, 2006 or
2007 Franchise tax reports and that is primarily engaged in research
and development may be exempt from the net worth base for the

first three years of its existence if the corporation meets all of the
following criteria:

* |t conducts business during its entire taxable year as a “qualified trade
or business” (defined below);

* |t uses more than 50 percent of its assets located in Ohio (based on
net book value) solely to conduct activities that constitute a qualified
trade or business; and

* During the taxable year it is not a related member (as defined in R.C.
5733.042 and modified by R.C. 5733.06(C)(2)(d)) to another person
treated as a corporation.

“Qualified trade or business” means any trade or business that primarily
involves research and development, technology transfer, biotechnology,
information technology, or the application of new technology developed
through research and development or acquired through technology trans-
fer.

RECENT SIGNIFICANT COURT DECISIONS:

International Business Machines Corp. v. Thomas M.
Zaino, Tax Commissioner (2002), 94 Ohio St. 3d 152.

The Ohio Supreme Court held that the amount of the assessment that may
be contested and refunded by filing a petition for reassessment is limited
to the amount of the assessment that the taxpayer paid (in this instance
the taxpayer paid no portion of the assessment). No portion of the
amount paid with the filing of the Franchise tax report is available for
refund under the R.C. 5733.11 petition for reassessment statute because
there is no provision within R.C. 5733.11 which grants the Tax
Commissioner the authority to refund any amount greater than the amount
that the taxpayer paid toward the assessment. The fact that the taxpayer
raises additional objections to the assessment prior to the
Commissioner’s final determination and the fact that the taxpayer
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mentions in those objections that the taxpayer is overpaid with respect to « P1 & CFT 2002 - 02 — “Ohio Bonus Depreciation Adjustment and

amounts paid with the original report, does not convert a petition for the Internal Revenue Code’s Passive Activity Loss, Basis Limitation
reassessment into a timely filed refund claim with respect to amounts paid and At-Risk Rules,” Nov. 7, 2002.
with the original report. * P1 & CFT 2002-01 —*Recently-Enacted Ohio Legislation Affects
Depreciation Deductions for Taxable Years Endingin 2001 and
RECENT INFORMATION RELEASES: Thereafter,"uly 31, 2002.
* PIT 2001-03 —*“Pass-through Entity Tax: Certain Estimated Tax
* G 2002 - 01 —“Modified Appeal Procedures — Corrected Payments Due September 16, 2002," luly 3, 2002.

Assessments,” Dec. 16, 2002.

Percentage of Corporations and Tax Liability
by Tax Base, Tax Year 2001

Total Number of Corporations — 104,913
Total Reported Tax Liability — $807.8 million

(excludes financial institutions)
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$42.7

5133 (5:5%)

$6.
Distribution of %) O %
Revenues
from Corporate ral
Revenue Fund

Franchise Tax
Fiscal Year 2002 @ Local

Government
Fund

$712 3 Local

Government

™ L 91.9% evenue
TOtaI: $774.4 mI||IOI‘I ( 1 (7) Essistance

Fund
* Includes litter fund and Attorney General revenues. O Oth *

Table 1
Corporate Franchise Tax Collections,
Fiscal Years 1998 - 2002

Fiscal Gross Tax Net Tax

Year Collections Refunds Collections
1998 1,405,245,382 136,579,106 1,268,666,276
1999 1,333,022,664 182,696,830 1,150,325,834
2000 1,219,484,766 189,600,815 1,029,883,951
2001 1,158,910,767 185,943,569 972,967,198
2002 1,011,443,330 237,075,921 774,367,410

Source: Ohio Office of Budget and Management.

Table 2
Number of Corporations by Tax Base and Industry
Tax Year 2001
Number of Corporations by Tax Base

Net
Industry Minimum Net Worth Income Total
Agriculture & Forestry 342 472 341 1,155
Mining 286 334 134 754
Construction 2,594 2,699 2,162 7,455
Manufacturing 3,159 4,995 3,232 11,386
Transport, Communication, Utility 1,359 1,254 823 3,436
Wholesale Trade 1,919 2,308 2,064 6,791
Retail Trade 3,251 4,19 2,637 10,084
Finance, Insurance, Real Estate 4,171 3,139 2,292 9,602
Services 10,731 7,110 4,988 22,829
Unknown* 18,577 6,344 6,500 31,421
TOTAL 46,389 33,351 25,173 104,913

*Industry classification was not indicated by taxpayer.
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Table 3

Number of Corporations By Tax Base and Tax Liability Class,

Tax Year 2001

Number of Corporations

by Tax Base

Net Net
Tax Liability Class Minimum Worth Income Total
Minimum 46,389 - - 46,389
$51 $1,000 - 19,787 9,325 29,112
1,001 2,000 -- 4,623 4,092 8,715
2,001 3,000 - 2,184 2,379 4,563
3,001 4,000 - 1,236 1,148 2,384
4,001 5,000 -- 762 890 1,652
5,001 10,000 -- 1,741 2,354 4,095
10,001 15,000 -- 764 1,057 1,821
15,001 20,000 -- 371 659 1,030
20,001 25,000 -- 299 420 719
25,001 30,000 -- 195 331 526
30,001 35,000 -- 181 234 415
35,001 50,000 -- 309 537 846
50,001 100,000 -- 417 749 1,166
100,001 200,000 - 482 454 936
200,001 500,000 - 0 328 328
500,001 1,000,000 - 0 124 124
Over $1,000,000 - 0 92 92
TOTAL 46,389 33,351 25,173 104,913
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Table 7

Number of Manufacturing Corporations
By Tax Base and Tax Liability Class
Tax Year 2001

Number of Corporations by Tax Base

Net Net
Tax Liability Class Minimum Worth Income Total
Minimum 3,159 - -=- 3,159
$51 - $1,000 1,941 533 2,474
1,001 - 2,000 791 385 1,176
2,001 - 3,000 434 257 691
3,001 - 4,000 252 145 397
4,001 - 5,000 176 132 308
5001 - 10,000 455 362 817
10,001 - 15,000 196 209 405
15,001 - 20,000 99 132 231
20,001 - 25,000 81 117 198
25001 - 30,000 55 71 126
30,001 - 35,000 57 49 106
35001 - 50,000 104 158 262
50,001 - 100,000 147 247 394
100,001 - 200,000 207 184 391
200,001 - 500,000 0 149 149
500,001 - 1,000,000 0 59 59
Over - $1,000,000 == 0 43 43
3,159 4,995 3,232 11,386
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