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Generally as a matter of legal form only, the IC DISC acts as a sales representative for a related exporter.  Tax benefits for a so-called stand alone DISC acting as an independent sales representative for one or more unrelated suppliers are available as well.  Generally, the related supplier is a parent corporation or commonly owned sister corporation.  The amount of the commissions earned by the IC DISC representing (or buying from) a related supplier are determined under a formula without regard to the actual economic activities of the IC DISC.  The qualified earnings of an IC DISC are not subject to Federal income tax.  There is no California tax equivalent.  Essentially, the shareholders of an IC DISC are required to pay interest to the Treasury on the amount of federal income tax that otherwise would be imposed on the accumulated earnings of the DISC computed as described below.  Ninety-five percent of the adjusted basis on the assets of a DISC must be invested in so-called “qualified export assets” at the close of each year end.  Dividends paid by an IC DISC to its individual shareholders are eligible for the 15 percent Federal dividend tax rate.

Beginning October 1, 2000, a Federal export tax incentive economically equivalent to the benefit formerly available under the FSC provisions known as the Extraterritorial Income Exclusion or “ETI” became available for qualified export transactions.  With limited exceptions, the last year for FSC benefits was 2001.  Under the ETI, no special legal entity was required to claim benefits.  However, the ETI regime was subsequently declared illegal by the World Trade Organization and was repealed effective in 2007 with a phase out for 2005 and 2006.  Thus, after 2006, the only planning alternative for a U.S. based exporter is the IC DISC.  

A. TAX TREATMENT OF AN INTEREST CHARGE FOR AN IC DISC AND ITS SHAREHOLDERS 

1. Overview of Tax Benefits for an IC DISC and Its Shareholders.

The Interest Charge DISC does not provide an exemption from Federal income tax but merely a deferral of Federal income tax at a favorable current interest rate charge.  If a domestic corporation qualifies as a DISC, the U.S. federal income tax otherwise imposed is generally deferred with an annual interest charge.  In the case of an IC DISC with a C Corporation shareholder, all but 1/17 of the profit allocated to the C corporation shareholder is eligible for deferral.  The net profit derived and retained  by the IC DISC must be held in qualified investments at each year end to avoid “recapture” of the deferred tax benefit.  Deferral is available only for earnings attributable to  $10,000,000 of annual export gross receipts.  Export net income of a DISC attributed to qualified sales in excess of $10,000,000 does not qualify for this special tax-deferral treatment.  However, export net income may be attributed to a DISC without regard to the annual $10,000,000 gross receipts limit and then distributed with favorable tax results to its individual or S Corporation shareholders.  For a given taxable year, an Interest Charge DISC may not be a member of any controlled group any member of which claims ETI benefits, which included a FSC.  IRC §992(a)(1). 

2. Amount Eligible for Deferral.

The amount of taxable income eligible for the deferral is the entire amount attributed to the IC DISC under the applicable formula transfer pricing rule less, in the case of profits allocated to a C Corporation shareholder, 1/17 of such amount.  The 1/17 allocation is deemed distributed to a C Corporation shareholder(s) of the IC DISC at the close of the year of the DISC.  IRC §995(b)(1).  The amount of the DISC-related deferred tax liability is the difference between (a) the amount of federal tax liability that would have been imposed on the shareholder of the DISC if the deferred DISC income had been included in the shareholders income for the year, and (b) the actual amount of tax liability of the shareholder reflecting all credits allowable against the tax other than credits allowed under Sections 31, 32 and 34.  IRC §995(f).  The hypothetical calculation is subject to a number of special rules concerning reflection of carry backs and carry forwards, state income taxes, and personal deductions limited by a percentage of gross income.  Regulation §1.995(f)-1(d).  The amount of the deferred Federal tax liability is subject to an annual interest charge imposed at a percentage rate equal to the current Treasury Bill rate as described in paragraph 4 below.  

3. Limitation on Amount Eligible for Deferral.

To limit the availability of the interest charge DISC benefits to small exporters, all taxable income of the DISC attributable to qualified export receipts over $10,000,000 is deemed distributed to its shareholder as a dividend.  To the extent there is more than one DISC as part of a controlled group, the $10,000,000 of gross receipts deferral amount is allocated among the DISC’s in the controlled group in the manner prescribed in the regulations.  IRC §§995(b)(1)(E) and 995(b)(4)(B).  The $10,000,000 dollar limitation is computed on a daily basis for short taxable years.  However, the $10,000,000 dollar limitation does not limit the benefit of an allocation of net income to a DISC from a related supplier and the subsequent distribution by the DISC to its individual or S Corporation shareholder(s).  The annual gross receipts limitation is substantially increased where the DISC forms as its own subsidiary a Foreign International Sales Corporation (“FISC”) to act as the distributor for the related supplier rather than the DISC itself.  Amounts included in gross income of a DISC with respect to its investment in a qualified foreign subsidiary (“FISC”) are treated as “gross  receipts” of the DISC for this purpose.  IRC §993(a)(1)(E).  Deemed dividends reduce the amount of income eligible for deferral include taxable income of an IC DISC attributable to participation in an international boycott or DISC income attributable to the payment of illegal bribes, kickbacks or other payments.  IRC §995(b)(1)(F). 

4. Interest Charge.

The IC DISC is required to pay interest to the Treasury on the amount of its deferred federal income tax liability.  The annual rate of interest is equal to the average investment yield of United States Treasury Bills with maturities of 52 weeks that were auctioned during the one-year period ending on September 30 of the calendar year or ending with or before the close of the taxable year of the shareholder.  IRC §995(f). 

5. Need to Maintain Assets in Qualified Form.

In most practical circumstances to maintain deferral, the accumulated DISC income must be invested in qualified export assets, namely the purchase of export receivables, producers loans or PEFCO paper.  Although generally not advisable for practical reasons, a DISC may purchase and hold inventory for export.  Testing for 95 percent or more qualified export assets is done at the close of each taxable year.  

6. Current Distribution of DISC Earnings As An Alternative

A DISC with individual or S Corporation shareholders may find it more advantageous to distribute its earnings rather than invest its earnings to qualify for tax deferral.  A Federal income tax rate of 15 percent currently is imposed on a dividend received by an individual from a DISC.

B. ADVANTAGES AND DISADVANTAGES

1. Advantages of IC DISC

a) The interest charge DISC may create a deferral of Federal income taxes that would otherwise be currently payable by the shareholders of the IC DISC.  The amount of deferral is a function of the amount of the DISC commission allowed under special administrative pricing rules.  The related supplier to an IC DISC will be able to deduct the DISC commission from its income taxes and with proper planning the shareholders of the IC DISC will not have to pay tax on the DISC commission until (1) the DISC distributes the accumulated DISC income to the shareholders, or (2) the DISC’s disqualified or its shares are sold.  Section 995 of the Code.  An IC DISC itself is not a taxable entity.  IRC §991.  Consequently, with proper planning, any income accumulated in the IC DISC can be accumulated tax-free for a considerable period of years.  

b) Shareholders of IC DISCs will only be required to pay a Federal income tax when the accumulated DISC income is distributed to the shareholders or the DISC is disqualified or its shares are sold.  IRC §995.  However, individual shareholders of an IC DISC will be subject to only a 15 percent Federal income tax rate on dividends.  Thus, it will generally be advantageous for an IC DISC to distribute its earnings to its individual and S Corporation shareholders.

c) The IC DISC representing a related supplier requires no economic substance.  Further, foreign sales or distribution activities are required as is the case for the extraterritorial exclusion.  However, a FISC (a qualified foreign country subsidiary of an IC DISC) needs to conduct all its activities without the United States.

d) Shares of IC DISC may be indirectly owned by an Individual Retirement Account (“IRA”) through a corporation or even directly if an appropriate custodian is selected.  With proper planning and compliance, such a structure should allow the after tax funding of the IRA above the annual contribution limits.  Perhaps up to forty-nine percent of the shares of the IC DISC may be owned by relatives of the owners of the supplier.

2. Disadvantages of IC DISC

a) The taxable income of an IC DISC attributable to qualified export receipts in excess of $10,000,000 is deemed distributed (and therefore currently taxable) to the shareholder(s) of the IC DISC.  IRC §995(b)(1)(E).

b) The shareholder of an IC DISC is required to pay interest on the “deferred tax liability” at an interest rate that approximates the rate earned on a 52-week T-Bill.  Section 995(f) of the Code.  Initially, this interest charge is rather small but, as the amount of accumulated DISC income increases, the annual interest charge may become rather significant.  An individual shareholder (including an individual holding through an S Corporation) will not be able to deduct the interest.

c) The deferred income of the IC DISC must be invested in qualified export assets at each year end, such as export accounts receivable and producer’s loans, in order for the accumulated DISC income to remain eligible for deferral.  The use of producer’s loans may be limited if the related supplier is not growing or has foreign operations.  See IRC §§993(d) and 995(d).  In any event, as accumulated DISC income grows, it may be difficult for the IC DISC to remain qualified.  It may be possible to advantageously maintain the deferral of accumulated DISC income of the IC DISC through investments in PEFCO paper.  But given the T-Bill rate compared to the low return on PEFCO paper, a long-term investment in PEFCO paper may not make economic sense.  

d) If the IC DISC becomes disqualified, its shareholders will have to begin paying Federal income tax on the accumulated DISC income over a special “recapture period”, thereby offsetting in some measure the favorable cash flow advantage of the Federal tax deferral available for the earnings of an IC DISC.  Alternatively, it may be possible to freeze the IC DISC at some point in time through the purchase of PEFCO paper.

e) The Internal Revenue Service has ruled under pre-1984 law that the gift of the stock in a DISC results in a continuing gift of the amount of income allocated to the DISC.  In other words, each year’s commission may be treated as a gift from the owners of the related supplier to the owners of the DISC.  Revenue Ruling 81-54, 1981-1 C.B. 476.  Consequently, it may be risky to shift the ownership of the DISC to family members of the shareholders of the related supplier. 

f) FISC (a qualified subsidiary of a DISC) must completely operate without the United States to be tax efficient.  Further, its transactions with its related supplier must be computed under a true arm’s length standard.

3. Summary of Relevant Decision Factors 

The relevant factors for deciding whether or not to establish the Interest Charge DISC (“IC DISC”) are summarized as follows: 

a) The value of cash flow savings of the Federal tax deferral available under the IC DISC regime, including:

i. Projected return on the cash representing the deferred Federal tax on the earnings of an IC DISC (and FISC if applicable);

ii. Present value of eventual income tax liability of the shareholders of the IC DISC; and 

iii. Maintenance of qualification of IC DISC (and if applicable, FISC) under qualified export asset test. 

b) The amount of annual tax savings projected to result from annual distribution of DISC earnings to the individual or S Corporation shareholders of the IC DISC.

c) The cost of establishment of an IC DISC as a separate legal entity, including the required agreements, tax return preparation, accounting and annual documentation.

d) Application of state tax laws.

C. STEPS IN THE FORMATION AND OPERATION OF A DISC

1. Confirm Property Transactions Qualify.

Determine whether the business organization is a domestic corporation eligible to benefit from the DISC provisions, e.g., operate as an independent export sales company, manufacturer of products for export, engineering or architectural firm providing services for construction projects located (or proposed for location) abroad, lessor of tangible personal property used abroad by unrelated persons, or distributor of films, tapes, recordings and “similar reproductions” for use abroad.  Not all export sales or leases will qualify for DISC treatment, for instance, goods ultimately used in the United States,  goods with more than 50 percent foreign content, Federally subsidized goods, certain goods purchased for use by the U.S. government, property leased by DISC for sublease to an affiliate, sales or licenses of intangibles such as patents and copyrights (except films,  tapes,  recordings and “similar reproductions”), sales of depleted products not subject to substantial manufacturing and processing after extraction and all oil, gas, coal or uranium products.  Software likely qualifies as a “similar reproduction” under the holding of the Microsoft Case in which similar language was favorably interpreted for an FSC.

2. Confirm Service Income Qualifies.

A service business can be structured to achieve significant Federal tax deferral under the DISC provisions.  But only a limited class of service businesses can be conducted by a DISC.  Specifically, the following class of gross receipts would be “qualified export receipts” of a DISC:

a) Gross receipts from the performance of services that are “related and subsidiary” to the qualified sale of “export property” by the DISC;

b) Gross receipts from the provision of “engineering of architectural” services for construction projects located (or proposed for location) outside the United States; or

c) Gross receipts from the performance of “managerial services” in furtherance of the production of other qualified receipts of another DISC.

IRC §993(a).

The first category of receipts (related and subsidiary services) can not relate to a purely service business of a related supplier.  An engineering DISC is more limited in its ability to make qualified investments of its tax deferred earnings.  Typically, an engineering DISC is not able as a practical matter to make producer’s loans or invest in export accounts receivable.  It will, as a practical matter, be limited to investing its funds representing its tax deferred profits in its own export receivables, assets, working capital and PEFCO paper.  Of course, if its earnings cannot be invested in “qualified export assets,” current and past deferrals are “recaptured” at least to the extent such qualified investments have not been made.  See IRC §§992(a)(1)(B), 992(c) and 995(b)(2).

A managerial services DISC would include providing export marketing studies, making shipping arrangements and contacting potential foreign purchasers.  The customers for such services must be another DISC.  The regulations require that at least 50 percent of the gross receipts of the provider of the managerial services, i.e., the “managerial DISC,” must be “qualified export receipts” derived from the sale of lease of “export property” including the furnishing of “related and subsidiary” services.  See Treasury Regulation §1.993-1(i)(1). 

3. Select the Appropriate Business Relationship, i.e., Buy-Sell or Commission.  

For manufacturers, commission DISC is generally preferable to a buy-sell DISC.  Commission DISC can generally be set up and operated with a minimum of interruption in the pre-existing business procedures of its shareholder, e.g., no need for double invoicing, or for the DISC to maintain accounts receivable records.  Commission arrangement also lends itself to the setting up of a fail-safe mechanism to prevent an inadvertent disqualification because nonqualified export receipts are realized by the DISC.

4. Confirm Compatibility of Establishment of a DISC with the 
Tax and Business Strategy of the Shareholder of the DISC.

If the parent of the DISC has expiring net operating losses, it would likely be foolish to defer taxes on profits which could be recognized currently on a tax-free basis.  In order to maintain deferral, it is necessary that the DISC be able to invest funds representing income subject to deferral (known as accumulated DISC income) in lack of qualified investments may limit the effectiveness of a DISC when used by independent export sales organizations and engineering firms.  Determine whether individuals who are shareholders of the related supplier will also be shareholders of the IC DISC.  Determine whether current distributions of earnings of DISC to its individual or S Corporation shareholders should be made.

5. Confirm Formal Statutory Requirements Can Be Satisfied.

a) A DISC must be a corporation which is incorporated under the laws of any state or the District of Columbia. 

b) A DISC can only have one class of stock.  This requirement causes some difficulties in instances where a DISC has more than one shareholder and prevents the use of certain estate planning techniques.

c) The par value (or in the case of no-par stock the stated value) must be at least $2,500 on each day of the DISC’s taxable year.  The capital contribution may be made in cash or “other property” except as shareholder note.  It is not necessary that the paid in capital remain unimpaired.

d) The election to be treated as a DISC must be filed, in the case of a corporation’s first year, on or before the 90th day of the taxable year with respect to which it desires to be a DISC.  For existing corporations, the election must be filed within the 90 day period immediately preceding the beginning of the taxable year to which the election relates.  It is filed on Form 4876.

e) All of the shareholders of the DISC must file a consent to be treated under the DISC provisions.  The consents are normally filed with the election.  The Form 4876 provides space for consents.

Note:
The regulations no longer provide that a DISC must maintain a separate bank account.  For audit defense purposes and administrative convenience, an account should be established before the last day for the filing of the DISC election.  Treasury Regulation Section 1.992 as amended by T.D. 8371.

6. Confirm Additional Statutory Requirements Can Be Satisfied.

a) The DISC must maintain a separate set of books and records.  Treasury Regulation §1.992(a)(7).  Apparently, the entries can be made once a year.

b) If the DISC desires to take advantage of the special intercompany pricing rules, it should execute a formal written Sales Representation Agreement with its shareholders or other affiliated companies for which it will act as a commission agent.  Treasury Regulation §1.993(b).  See also Treasury Regulation §1.993(e).  An Export Promotion Expense Agreement is also advisable.  See note below.

c) Economic substance is not required.  For tax purposes, there is no need for the DISC to be a viable economic entity.  It can be set up and operated as a mere accounting or bookkeeping entity.

Note that the statute provides incentive to put limited amount of substance into the DISC under the special intercompany price rules.  An additional increment of “combined taxable income”, i.e., taxable income from exports is allocated to a DISC in an amount equal to 10 percent of the export promotion expenses incurred by the DISC.  See IRC §994.  Export promotion expenses are certain qualified expenses incurred directly by the DISC, or treated as incurred by the DISC.  Treasury Regulations 1.994-1(f).  See Computervision Corporation, 96 T.C. 652 (1991) for a narrow application of the regulation to a so-called “designation agreement,” generally called an Export Promotion Expense Agreement, under which the related supplier is appointed as the agent for the DISC with respect to contracts with third parties to provide marketing and distribution services that are described in the Treasury Regulations as “export promotion expenses”.

7. Confirm Operating Requirements Can Be Satisfied on a Continuous Basis:

a) Ninety-five percent (95%) or more of the adjusted basis of all DISC assets at the close of each of its taxable years must be in the form of “qualified export assets.”  Section 992(a)(1)(B).  In the typical case, the assets of a DISC would consist of cash, commission receivables, and export accounts receivable.  To avoid disqualification, the commission owed to the DISC must be settled within 60 days of year end of the DISC.  An amount of cash in excess of reasonable working capital would not be a “qualified export asset.”  In the case of a commission DISC where deferral is desired, cash should be invested in the export accounts receivable of its related supplier, typically, those of its parent.  However, such investment can only be made in accounts receivable which arose by reason of transactions in which the DISC itself acted as the commission agent or which arose from qualified export transactions of any supplier which has an affiliated participating DISC.

Note:
The practical disadvantage of accounts receivable financing is the burden of the bookkeeping needed to account for constant “roll-overs.”  An alternative to accounts receivable financing is inventory financing in the case of a buy-sell DISC.  However, it probably is not possible to buy an undivided interest in export inventory to be processed or held by a related supplier.  It is possible to make “producer’s loans” to the supplier.  IC DISC and their related suppliers have generally been reluctant to make producer’s loans because of the complex “fugitive capital rule” which may cause the loss of tax deferral benefits if funds from producer loans are deemed to have been used to make certain types of foreign investments.  The straight forward but detailed accounting calculations needed to qualify a producer’s loan have deterred others.

b) Ninety-five percent (95%) of the gross receipts of a DISC for each taxable year must be in the form of “qualified export receipts.”  Because of the practical difficulty of preparing meaningful guidelines for selection of DISC sales during the year, it is advisable to use a non-exclusive sales representation agreement that permits a post year-end review of the qualifications of sales transactions for which commissions to the DISC are possible.  

c) For transactions with a related supplier, select one of the two basic pricing methods: i) 50 percent of “combined taxable income” or ii) 4 percent of qualified export gross receipts subject to the no loss rule.  Also, the marginal cost versions of the two basic rates should be considered as a means of mitigating the limitations of the no loss rule.  See discussion in next section and instructions for tax Form 1120-DISC.

D. SELECTION OF PRICING METHOD AND GROUPING

1. Selection of the Appropriate Administrative Pricing Rule to Maximize the Net Profit (Typically Commission Income) Reportable by the DISC.  

The strategies for applying the administrative pricing rules are based on the following principles:

a) Grouping of transactions can be used to maximize the Federal income tax benefits available to the shareholders of a DISC.  Before considering the specific planning guidelines, it is necessary that the two basic planning strategies be understood, namely:

(1) A group of transactions whose net profit percentage is greater than 8 percent should generally be priced according to the 50-50 method.

(2) A group whose net profit percentage is less than 8 percent should generally be priced according to the 4 percent of gross receipts method.

b) The object in planning in this area is to maximize the amount of the combined taxable income allocated to the DISC.  This is so because only a portion of the taxable income of the DISC is subject to current income taxation at the DISC shareholder level.  The portion of the combined taxable income allocated to the related supplier would be subject to current Federal income taxation in the hands of the suppliers.  If we ignore for this purpose, the effect of export promotion  expenses, it is easy to see why the basic strategies work.  Assume we have a qualified export transaction generating $100 of gross receipts.  Under the 4 percent gross receipts method, the maximum amount that the DISC may earn is $4.  Under the 50-50 combined taxable income method, the amount allocated to the DISC will be greater than $4 as long as the combined taxable income being evenly split is more than $8, i.e. the net profit percentage exceeds 8 percent.

c) If export promotion expenses (“EPEs”) are present, the basic strategy remains valid.  An additional profit equal to 10 percent of the amount of the EPEs would be allocated to the DISC under either special pricing method.  

d) Technically, the total amount allocated to the DISC would be limited to the amount of combined taxable income except as otherwise provided under the 4 percent special no loss rule and the marginal costing rules used under the 50-50 combined taxable income method.  Marginal costing will be beneficial only where domestic net profit margins are higher percentage-wise than from export transactions in the same broad grouping.

2. More Specific Guidelines for Grouping of Transactions.

a) A related supplier should always price transactions whose net profit margin is less than 8 percent under the 4 percent of gross receipts method and should group such transactions separately from those whose net profit margin is greater than 8 percent.  

b) A transaction whose net profit margin is greater than 8 percent should be priced under the 50-50 combined taxable income method and should never be grouped with transactions whose profit margins are between 4 and 8 percent.  

c) In certain cases, it is beneficial to group a transaction whose net profit margin is greater than 8 percent with transactions whose net profit margins are between 0 and 4 percent and  apply the 4 percent method to the group.

d) It is always beneficial to group transactions with a net profit margin between 0 and 4 percent with another transaction with a net profit margin between 4 and 8 percent. 

e) Unless marginal costing can be beneficially used, grouping a loss transaction with a group of transactions whose net profit margins exceed 8 percent is generally, but not always, detrimental.

f) In some cases, the loss transaction can be advantageously grouped with transactions whose net profit margins are in excess of 8 percent.  

g) Combining loss transactions and applying the marginal costing rules will be beneficial if the applicable overall profit percentage is greater than zero. 

h) In all cases, a transaction whose net profit margin is between 4 and 8 percent can be grouped with a loss transaction as long as the loss is not so large as to prevent a full allocation of 4 percent of the gross receipts of the grouped transaction to DISC as its taxable income. 

i) A loss transaction should never be grouped with a transaction whose net profit margin is between 0 and 4 percent.

3. Procedures to Determine If Advantageous to Group Transactions.

a) The annual export sales receipts of the DISC and related supplier should be grouped in the narrowest possible categories.

b) The net export sales receipts derived from export transactions in the given DISC taxable year, should be computed.  If sales returns, credits and allowances cannot be specifically identified within each sales category, then such items should be apportioned between the categories of gross sales receipts.

c) The cost of sales applicable to each category of export sales receipts should be computed.  In making the computations, the rules of Treas. Reg. 1.471-11 relating to the valuation of inventories should be used.

d) The gross profit percentage for each category of export sales should be computed.

e) Non-inventory expenses should be allocated an apportioned under Treas. Reg. 1.861-8.  All directly related expenses should be allocated to each category of receipts.  Any expenses not definitely related to any class of income should be appropriately apportioned to each category of sales.  In making these allocations, Schedule M adjustments should be fully reflected.

f) Nonqualifying export sales should be identified.  Such transactions may not be grouped.  Note that Canadian sales are often treated as domestic for accounting purposes.  Also possession sales are not always clearly coded.

g) All other export transactions not eligible for grouping should be identified and eliminated from the pricing calculations.

h) Any individual loss transaction included within the group should be identified.

i) Compute the net profit loss percentage for each category of qualified export sales transactions.

j) Compute the “overall” profit percentages (domestic and export combined) for each broad product grouping to determine if marginal costing should be used.

*   *   *
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