THE UNITED STATES TAX BENEFITS OF EXPORTING

THE IC-DISC

By Richard S. Lehman, Esq

The business world is going to be a tough place for the American exporter in 2012. The dollar will
remain strong, keeping U.S. goods high priced, trade to the Euro zone will weaken while the cheap
euro makes the Euro Zone highly competitive as exporters. China will contract and desperate com-
petitors and countries will be trying even harder to protect their own. With export profits hard to come
by, U.S. taxpayers that sell, lease or license “export property” which is manufactured, produced or
grown in the United States (not more than 50% of which attributable to U.S. imports), can take advan-
tage of strong support for their export profits in the Internal Revenue Code.

Export profits can produce substantial tax benefits with little more than establishing a new corpora-
tion dedicated almost exclusively to export profits; a separate set of export books and records, and
abiding by a relatively simple set of rules that govern Domestic International Sales Corporations (now
known as “IC-DISC). Rather than being organized as a mere “paper” entity for receipt of commission
income only, an IC-DISC can have more substance and engage in additional export-related activities
such as promotional activities, thereby enhancing its income and the benefit of the advantageous tax
rates to shareholders."”

An IC-Disc is compensated by a U.S. taxpayer that manufactures, sells or licenses “export property”.
Typically the U.S. taxpayer that establishes the IC-DISC will be related to the IC-DISC and even own
the IC-DISC. The U.S. taxpayer agrees to pay the IC-DISC based on a Commission Agreement. A
portion of the U.S. taxpayer’s export profits are paid to the IC-DISC and the payment is deducted
from the profits of the U.S. manufacturer, seller or licensor. The portion of the U.S. taxpayer’s “export
profits” that are paid to the IC DISC are measured under three profit scenarios. The deduction may

exceed more than 50% of the U.S. Taxpayers’ export profits, depending upon gross income, profitabil-
ity and costs.

In its simplest terms, the IC-DISC is a separate corporation. The income received by the DISC is not
taxable to the DISC. The DISC is charged with accounting separately for a U.S. “taxpayer’s export
profits” and receives more than 50% of the export profits free of any U.S. taxation.?

The existence of the DISC will be transparent to the export company’s customers. The exporter will
continue to operate its business in the same manner and its employees will continue to perform the
company’s manufacturing, sales, billing, shipping and collection functions. The fact that there is a
commission agreement between the exporter and the DISC will not have to be disclosed to the ex-
porter’s customers and no documentation provided to the customers will need to indicate the exis-
tence of, or services deemed provided by the DISC.

Architects and engineers may also be surprised to learn that their services can also qualify of DISC
benefits for construction projects located outside of the U.S. if professional services related to those
projects can be performed in the United States.

What are the IC-DISC rules that need to be obeyed?
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IC-DISC Rules
The IC-DISC must sell, lease, license or service “export property”

Export property means property:

Manufactured, produced, grown or extracted in the United States; held for sale, lease or rental, in
the ordinary course of business, for use, consumption or disposition outside the United States; and
Not more than 50% of the fair market value of which is attributed to articles imported into the United
States.

Services Furnished by DISC

Services can also be provided by the |.C. DISC if such services are provided by the person who sold
or leased the export property to which such services are related. The DISC acts as a commission
agent with respect to the sale or lease of such property and with respect to such services that cannot
exceed a certain amount of the value of the transaction. The service must be of the type of custom-
arily and usually furnished with the type of transaction in the trade or business in which such sale or
lease arose.

IC-DISC REQUIREMENTS

1. A corporation taxable as a corporation, must be formed under the laws of any State or the District
of Columbia to be the IC-DISC

2. The corporation must have only one class of stock and minimum capital of $2,500. The IC-DISC
shareholders may be related to the IC-DISC.

3. The IC-DISC must take a tax election to be an IC-DISC that must be filed with the Internal Rev-

enue Service within 90 days after the beginning of the tax year of the IC-DISC.

The IC-DISC must maintain separate books and records.

The IC-DISC must have at least 95% or more of its gross receipts considered to be Qualified

Receipts resulting from the DISC’s export activities.Qualified export receipts of a DISC include

gross receipts from the sale of export property by such DISC, or by any principal for whom the

DISC acts as a commission agent. The transaction must be pursuant to the terms of a contract

entered into with a purchaser by the DISC or by the principal at any time or by any other person

and assigned to the DISC or the principal at any time prior to the shipment of such property to the
purchaser. Any agreement, oral or written, which constitutes a contract at law, satisfies the con-
tractual requirement of this paragraph.Qualified export receipts of a DISC include gross receipts
from the lease of export property provided that the property is held by a DISC (or by a principal for
whom the DISC acts as commission agent with respect to the lease) as an owner or lessee at the
beginning of the term of such lease and entered into with the DISC for the DISC’S taxable year in
which the term of such lease began.

6. The IC-DISC must have at least 95% or more of its assets considered to be Qualified Export
Receipts. For a corporation to qualify as a DISC, at the close if its taxable year it must have quali-
fied export assets with an adjusted bases equal to at least 95 percent of the sum of the adjusted
bases of all its assets. A qualified export asset held by a DISC is an export property that is a busi-
ness asset used in the export business, export trade receivables, temporary export investments
and several loans that can result from engaging in export financing techniques.
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page 2 www.LehmanTaxLaw.com ¢ Tel: 561-368-1113



THE UNITED STATES TAX BENEFITS OF EXPORTING

Essentially, as a practical matter, this means all IC-DISC gross receipts should be devoted almost
totally to the IC-DISC operation. There is no reason to violate either of these formulas. However, there
is no requirement that the IC-DISC be an actual operating company except the corporate form must
be respected in all regards as with any other corporation.

“Thus the magic of the IC-DISC is to provide both tax deferral and to apply a
15% maximum dividend tax rate to profits that would otherwise be taxable in the
U.S. taxpayer’s highest brackets that can range as high as 50% when city, state and
federal income taxes are calculated.”

The DISC Owner
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The Tax Benefits

The benefits of the IC-DISC come in two separate fashions. The IC-DISC shareholders may leave the
IC-DISC profits in the IC-DISC and defer taxation until actual distribution of the profits or the IC-DISC
may distribute profits to its shareholders like any other corporation. Since IC-DISC distributions are
considered “qualified dividends” they are subject to a maximum tax of 15%. Thus the magic of the
|IC-DISC is to provide both tax deferral and to apply a 15% maximum dividend tax rate to profits that
would otherwise be taxable in the U.S. taxpayer’s highest brackets that can range as high as 50%
when city, state and federal income taxes are calculated.?

Typically the IC-DISC is established, by a related company that is engaged in a United States busi-
ness that includes gross revenues from both domestic and international sources. The related com-
pany’s principals will be the direct or indirect owners of the IC-DISC that may be owned directly or any
transparent entity, that may be a partnership, or a disregarded entity, such as a one person limited
liability company.
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For the maximum tax advantage the IC-DISC shareholders should avoid double taxation by acting as
individual shareholders or using disregarded entities and/or pass through entities. The IC-DISC cor-
poration itself must be a ¢ corporation and may not elect Sub chapter S status.

Tax Deferral

There is a cost to take advantage of the tax deferral tax benefit available using an IC-DISC. However,
in today’s climate and for the foreseeable future, the cost is minimal. The IC-DISC rules provide that
an “interest charge” must be calculated on IC-DISC distributions that are not paid as taxable divi-
dends in the year earned. However, that interest charge is the same as the rates charged on one year
Treasury bills that have been ranging at less than 1% per annum. Thus at this time a U.S. Taxpayer
may defer the U.S. income tax on 50% or more of its export profits at a cost of less than 1% per year
and then eventually distribute those export profits and their tax free earnings at the 15% U.S. dividend
rate.

Major Savings

However, it is extremely important that U.S. taxpayers not be misled by the $10,000,000 annual cap
on tax free income that is permitted by an IC-DISC. This $10. Million annual cap does not require the
DISC pay taxes on its income of IC-DISC profits over $10.0 Million. The DISC remains tax exempt.
This means that IC-DISC profits in excess of $10 Million annually will be immediately taxed to the
shareholders as a DISC dividend.

Profits in excess of the $10.0 Million maximum are considered automatically annual dividends from
the DISC with no deferral privileges. However, while the deferral privileges does not exist, most practi-
tioners believe that the IC-DISC shareholders still will receive the 15% tax rate on the DISC dividends
in excess of $10 Million.

THE COMMISSION PAYMENTS

The commission payments will depend upon the pricing methodology chosen by a DISC to record its
share of commission income at the greater of any of the following three pricing arrangements:

Gross Receipts Method

Under the gross receipts method of pricing, the transfer price for a sale by the related supplier to the
DISC is the price as a result of which the taxable income derived by the DISC from the sale will not
exceed the sum of (i) 4 percent of the qualified export receipts of the DISC derived from the sale of
the export property and (ii) 10 percent of the export promotion expenses of the DISC attributable to
such qualified export receipts.

Taxable Income Method

Under the combined taxable income method of pricing, the transfer price for a sale by the related
supplier to the DISC is the price as a result of which the taxable income derived by the DISC from
the sale will not exceed the sum of (i) 50 percent of the combined taxable income of the DISC and its
related supplier attributable to the qualified export receipts from such sale and (ii) 10 percent of the
export promotion expenses of the DISC attributable to such qualified export receipts.
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“Export promotion expenses” means those expenses incurred to advance the distribution or sale of
export property for use, consumption, or distributions outside of the United States but does not in-
clude income taxes.

Arm’s Length Method

If the rules of the preceding paragraphs are inapplicable to a sale or a taxpayer does not choose to
use them, the transfer price for a sale by the related supplier to the DISC is to be determined on the
basis of the sale price actually charged but subject to the rules provided by the rules of sales between
related parties.

Payment

The amount of a transfer price (or reasonable estimate thereof) actually charged by a related sup-
plier to a DISC, or a sales commission (or reasonable estimate thereof) actually charged by a DISC
to a related supplier, must be paid no later than 60 days following the close of the taxable year of the
DISC during which the transaction occurred.

Examples
The following are examples of the 4% Percent Gross Receipts and “50-50" Combined Taxable In-
come Methods of Pricing. Neither example includes any export promotion expenses.

“5&50"

rt gross receipts $4.0 Million | Export gross receipts  $4.0 Million

t of Goods Sold 2.0 Million Cost of Goods Sold 2.84 Million

iross Profits 2.0 Million Gross Profits 1.16 Million

Ejﬁalling, general and 1.0 Millien Selling, general and 1.0 Million
 administrative costs administrative costs

.;{E}l'bdrt sales net income 1.0 Millien Export sales net income 160,000

IC-DISC commission 500,000 | IC-DISC commission 160,000
- 50% of export net income 4% of export gross receipts

Manufacturer Taxable Income =0-

Manufacturer Taxable Income 500,000

~ Federal tax cost (35%) - §175,000 Federal tax cost (35%) - § 56,000
: Export Net Income

Federal tax cost (15%)
IC-DISC Dividend Income

- 524,000

IC-DISC net tax savings =$ 32,000
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ARTICLE REFERENCES:

1. As will be explained later, the “IC” stands for an “interest charge”. This is a cost to be paid to the
extent the Domestic International Sales Corporation does not distribute its profits to its sharehold-
ers.

2. IC-DISC income is also typically exempt from individual state income taxes.
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