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Domestic International Sales
Corporation (IC-DISC)



Export Incentive History

1971 — Domestic International Sales Corp.
(DISC). Allowed exporters to accumulate
profits inside the DISC without paying taxes
until distributed.

1984 — DISC regime challenged as an illegal
export subsidy

1984 — Foreign Sales Corp. (FSC) Allowed
partial tax exemption if exporters formed a

foreign corporation — DISC changed to IC-
DISC



Presenter
Presentation Notes
The history of export incentives revolves around a mouse and cat game between the U.S. and the World Trade Organization (WTO).
Congress has always looked favorably upon exporters and began implementing rewards and incentives in 1971 with the enactment of the DISC.




Export Incentive History

1999 — WTO ruled the FSC constituted an
llegal export subsidy

2000 — FSC Repealed. Extraterritorial Income
(ETI) enacted. Allowed all exporters a benefit
by excluding a portion of profits from export
Income

2001 — WTO ruled ETI constituted an illegal
export subsidy




Export Incentive History

2004 — ETI repealed

Today: IC-DISC remains unchallenged and
available

Does it still have value?
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Presenter
Presentation Notes
Consequently in 2004, Congress phased out the ETI exclusion while simultaneously phasing in Sec 199 – Qualified Production Activity Deduction for U.S. manufacturers & processors.

Today, the IC-DISC as altered in 1984 remains….


What 1s an IC-DISC?

U.S. Corporation

Single Class of Stock

Required capitalization = $2,500 Warning!
~1le Timely Election> Form 4876-A

Pass 2 tests: qualified export receipts and
gualified export assets both must = 95%

—— Interest charge paid on deferred income

Deemed distribution when export gross receipts
> $10 million



Presenter
Presentation Notes
1. Required minimum capitalization floor of $2,500 at all times.  Recommend investing $3,000 to avoid inadvertent errors such as bank charges.
2. Form 4876-A is due within 90 days of the IC-DISC’s first taxable year. Recommend mailing via Certified Return Receipt AND include 2 copies with a
Postage-paid return envelope for IRS to Stamp your election and return to you.
3. We’ll discuss the export receipts in a few moments.  The qualified asset test says that on the last day of your IC-DISC year (12/31), 95% of the assets must be comprised of qualified export assets.
Qualified export assets = accounts receivable, temporary investments, export property such as inventory and loans to producers.  NOTE: temporary investments equal necessary working capital and the
Minimum capitalization is automatically deemed working capital.  
NOTE: if either test is failed the IC-DISC automatically becomes disqualified and converts to a C Corporation.
4. The U.S. shareholder is required to pay an interest charge if the IC-DISC defers distributions…in a strictly commission IC-DISC this interest requirement is not applicable if the entity annually distributes its earnings to SH.


How does an IC-DISC function?

US Shareholders
v\Dividend

U.S. Export Corporation > IC-DISC
Commission

Payment
\ Export Sales

Customer
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How Is the commission calculated?

The IC-DISC commission is the greater of:
4% of qualified export receipts, or
50% of combined taxable export income

Commission cannot exceed the combined
taxable export income

Combined Taxable Income

— Calculated with fully loaded expense allocation
Can use general or specific allocation
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Presenter
Presentation Notes
What does this mean?  Let’s start with the big picture.  How to maximize the commission paid to the IC-DISC.
The rules permit the use of different methods to different sales based on product lines, grouping products, grouping by sales margins, and even applying the best method on a transaction by transaction basis.
Simple rule-of-thumb.  The 50% method yields the greatest result when pre-tax margin is 8%>; benefit $100,000 for every $1 Million combined taxable income
The qualified receipts method yields the greater result when pre-tax margin is <8%; producing benefit of $8,000 for every $1 Million of qualified export receipts.
You can also increase your IC-DISC income by ignoring or excluding loss sales from your commission base.
As you can see with the calculation of combined taxable income, the exporter has flexibility in its allocation method applied to expenses – CAUTION ratable allocations requires increased recordkeeping and possible audit defense issues


Commission Base

Qualified Export Receipts

Receipts from sale, lease, or rental of export
property.

Services related or incidental to sale/lease of
export property.

Engineering or architectural services for

construction projects located outside the U.S.
(excludes oil exploration).
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Presenter
Presentation Notes
Services related to export sales include: warranty, maintenance, repair and installation services – service need only be incidental to the export sale.
Re: engineer/architect services: these services can be performed in US as long as the construction takes place abroad.  Additionally, there’s no requirement that the employees performing services be US citizen or even a US employee…they can be employees of your CFC.


Commission Base

Qualified Export Property — 3 requirements

Non-depletable property manufactured,
produced or grown by a person other than the
IC-DISC; and

Held primarily for sale, lease or rental for
direct use, consumption or disposition outside
the U.S.; and

Destination Test and 365 day Test

Export property value has maximum 50%
foreign content
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Presenter
Presentation Notes
Because most qualified export receipt categories focus on export property – its definition is critical.
First, the manufacturing requirement.  Must be produced in the US and the IC-DISC cannot be the manufacturer.
What constitutes “manufactured” in US. US conversion costs 20%> of total CGS.  There is substantial transformation in US or operations in US are considered to be manufacturing.
Second, the destination test. (1) property is delivered to freight forwarder for shipment abroad (2) you can sell to a US customer IF there is no further manufacturing AND property is shipped to a foreign location within 1 year.  
This opens the door to Distributor sales.  If properly documented, products resold by a distributor to foreign destination would qualify as the manufacturers export sales.
NOTE: both the distributor and the manufacturer can have an IC-DISC for the same export property.  Keep in mind…you will need documentation of the ultimate export sale o/s US.
Be careful of the opposite transaction: if you sell to foreign distributor who then sells the property back into the US within a year, the sale does not qualify for you….Don’t ask/Don’t tell policy.
Additionally, the export sale will fail the destination test if the customer is a manufacturer.
Finally, sales to your CFC is a qualified export sale for the US exporter only as long as there is no further manufacturing done to the product.
The 50% foreign content value is measured by dutiable value of any foreign components within the product.


How iIs the IC-DISC taxed?

Generally, IC-DISC Is not taxed on Its
Income.

The shareholders of the IC-DISC are taxed
on deemed or distributed dividends.

The related exporter gets a deduction for the
|C-DISC commission paid or accrued.

An interest charge may apply to the
shareholders if the IC-DISC has accumulated
Income In consecutive years.




|C-DISC owned by S-Corporation

S-Corporation Shareholders

Flow-through income (DISC
dividends are qualified)

U.S. Exporter (S-Corporation)

A

100%

Commission
paid

Dividend
paid

IC-DISC (Tax exempt corporation)

ra

b

CPAs/Business Consultants eSS


Presenter
Presentation Notes
For an S Corporation, the IC-DISC works whether formed as a subsidiary of the S Corporation as we see here or as a brother/sister company of the S Corp with the IC-DISC paying
Dividends directly to the SH vs. flowing back through the S Corporation.
In an S Corporation setting, the subsidiary structure is the most common in order for the US entity to meet any loan covenants – because for f/s purposes, the commission paid/received is a wash.



|C-DISC owned by shareholders

(same for C or S entities)

US Shareholders -
100% Qualified
/ vw”dend

Commission paid

U.S. Export Corporation

| Export Sales

Customer

IC-DISC
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Presenter
Presentation Notes
As stated before, the brother/sister structure shown here will work for either an S corporation and is recommended for a C Corporation.
NOTE: a C Corporation should not setup an IC-DISC as a subsidiary as the C corporation is not entitled to a dividends received deduction when dividends are paid by the IC-DISC.
This structure can be altered by having the IC-DISC be owned by a trust or IRA.  Ownership by an IRA provides accumulation of tax-free earnings while held by the IRA…the potential ideal solution when the preferential qualified dividend rates no longer apply.
Exercise caution if you want to have the IC-DISC owned by a ROTH IRA.  Notice 2004-8 lists this as an abusive transaction which requires disclosure on your tax return and may increase your risk of audit
NOTE: even a foreign parent can use the IC-DISC structure if there is a recently ratified treaty with the US granting reduced treaty rates on dividends.


|C-DISC benefit to S Shareholders

No IC-DISC |C-DISC

Export Profits $1,000,000 $1,000,000
Commission N/A 500,000
(50% profits)

Income taxed 1,000,000 500,000
@ 35%

Income taxed N/A 500,000
@ 15%

Total Tax $ 350,000 $ 250,000



Presenter
Presentation Notes
Currently, with ordinary income rates at 35% and qualified dividend rates at 15%, tax savings can be estimated as 20% of Commission paid.


|C-DISC benefit to C Corporation

NO IC-DISC |IC-DISC
Export Profits $1,000,000 $1,000,000
Commission N/A 500,000
Corp taxable income 1,000,000 500,000
Corp tax @ 35% 350,000 175,000
SH Distribution 650,000 825,000
SH tax @ 15% 97,500 123,750
Total Tax $ 447,500 $ 298,750



Presenter
Presentation Notes
As you can see shifting income from the C Corporation to the IC-DISC can produce savings.


|C-DISC benefits summarized

S Corporations
Effectively converts ordinary income into
gualified dividend income

Savings depends on rate differential between
ordinary income and dividend income

C Corporations
Deferral of taxable income up to $10 million

Rate differential between corporations and
iIndividuals
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|C-DISC Implementation

Analyze export sales (including Canada)
Incorporate IC-DISC before export sales begin
Minimum capital account balance $2,500
Adopt commission agreement

Prepare and file Form 4876-A to elect IC-DISC status
for corporation>no retroactive application

Recordkeeping requirements>ensure revenue and
asset tests are met

IC-DISC return due 15" day of 9" month after end of
tax year:1120 IC-DISC, Sch P, Sch K
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Presenter
Presentation Notes
Again…recommend capitalization at $3,000 to avoid inadvertent errors. 
Adopt internal policies and procedures to monitor IC-DISC activity and ensure compliance with the two 95% tests.
Schedule P documents the intercompany commission calculation
Schedule K is the shareholder statement of IC-DISC distributions


Subpart F Income Recognition



Subpart F in a nutshell

Income earned by a Controlled Foreign
Corporation deemed to be currently taxable
Income to the US owner

Insurance Income

Foreign base company sales or services

A portion of international boycott income
lllegal bribes or kickbacks paid by CFC
Income derived by certain disfavored countries
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Subpart F Traps

Earnings of CFC invested in U.S. property may be
deemed a dividend to U.S. shareholders

TRAP: U.S. loan agreement guaranteed by U.S. and
affiliates. Who is included in “affiliates” per loan
agreement?

IRC 954(c)(6) provided that certain income
(dividends, interest, rents, royalties) between CFC’s
were not subject to Subpart F taxation from 1/1/06 —
12/31/09. “Look-through Rule”

TRAP: Until extended, above income required to be
Included as taxable income in quarterly financial

statement effective income tax rates.
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International Tax Changes



China

1/8/09 China released national transfer
pricing rules — retroactive 1/1/08.

/7/6/09 adopted cross-border related-party
transactions guide requiring transfer pricing
documentation
Beljing, Kunshan, Ningbo, Shandong,
Shenzhen, Tianjin and Zhongshan issued
local notices

NOTE: documentation is due annually
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Presenter
Presentation Notes
1/8/09 the Chinese State Administration of Taxation (SAT)
7/6/09 SAT issued the Notice on Strengthening Supervision and Investigation of Cross-Border Related-Party Transactions #363
What taxpayers are subject to new rules?
Type 1> A wholly foreign owned investment enterprise who performs limited functions such as toll processing, import processing, distribution or contractual R&D and has a current year NOL
Type 2> Any other business meeting one or both thresholds re: related party transactions:
Has annual related party sales/purchase of goods > $200 Million CNY or $30 Million US and/or
Has annual other related party transactions such as services >$40 Million CNY or $6 Million US
All Type 1 enterprises are subject to new documentation requirements.
Type 2 may be exempt if (1) does not meet minimums or (2) has an advanced pricing arrangement or (3)>50% of stock owned by Chinese shareholders
Failure to prepare documents will increase risk of transfer pricing investigation
Legally, documentation issues permits SAT to adjust taxpayer’s taxable income based on its assessment, assess a non-deductible 5% interest penalty on tax adjustments, and subject taxpayer to a penalty of up to $50,000 CNY or $7,350 US


China

2/20/10 — Circular 19 provides new guidelines
to calculate Enterprise Income Tax (EIT)

Impacts foreign companies conducting
business in China: construction, design,
consulting, management and other services

Sets forth rules for determining net profit if
entity does not keep books based on Chinese
accounting requirements
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Presenter
Presentation Notes
2/20/10 China’s SAT issued Circular 19 which provides new guidelines for the application of deemed profit methods to calculated EIT for nonresident enterprises
Three profit methods adopted by Circular 19: Gross Income Method, Cost-plus Method, and an Expenditure-plus Method.
Gross Income Method> gross income * assigned profit rate = taxable income
Cost-plus Method>total cost and expenses/(100% - assigned profit rate) * profit rate = taxable income
Expenditure-plus Method>total operating expenses/(100% - assigned profit rate – business tax rate) * profit rate = taxable income
Before Circular 19, deemed profit rates were on average 10%
Profit Rates range from 15-30% for construction, design and consulting services
Profit Rates range from 30-50% for management services and
Profit Rates are 15%> for other services or non-service business activities
NOTE: foreign companies doing business in China are not subject to EIT if you do not have a permanent establishment. 
HOWEVER, most foreign companies cannot avoid the permanent establishment because of local business requirements.


France

3/31/10 — French Supreme Court ruled on the
Zimmer Ltd case.

Ruled that a French permanent establishment
IS not created solely through use of a
commissionaire.

Review any current commissionaire agreements
and contracts to ensure no language exists that
provides the commissionaire has the authority to
bind the U.S. principal to the 3" party.
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Presenter
Presentation Notes
The opinion is important for many international businesses that use a French commissionaire sales or similar arrangement.
The French Supreme Court held that, for purposes of French law, a company that conducts business through a commissionaire cannot be regarded as a dependent agent with the authority to bind its foreign principal and, as a result, cannot create a permanent establishment in France.  This decision overrules the 2007 decision of the Administrative Court of Appeal.


U.S. Foreign Reporting

Section 513(c) of the Hiring Incentives to
Restore Employment Act provides the 3 yr
IRS limitation to assess tax does not begin
until all required forms are filed — including
Form 5471 and 8865.

6 yr IRS limitation for income omitted >$5,000
attributable to foreign financial assets
reporting under new Section 6038D



Presenter
Presentation Notes
Prior to the enactment of the HIRE Act, Section 6051(c )(8) provided the 3 yr limitation applied to the specific form upon receipt…not the entire tax return. The new provisions state the 3 yr limitation begins once the required forms are received and applies to all parts of a return regardless of filing status.
Section 6038D requires reporting of foreign financial assets when FMV in aggregate >$50,000. Form  TDF 90-22.1.  Failure to time file the Form is subject to a $10,000 penalty.
Also, HIRE imposes a 40% accuracy-related penalty for undisclosed foreign financial assets.
As stated on the slide, HIRE also added that the statute of limitations for assessments of tax is extended to six years if there is an omission of gross income in excess of $5,000 attributable to a foreign financial asset.


Questions?

Jolleen Biesecker, CPA MSTax
Ibiesecker@stambaughness.com

717-757-6999
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