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Overview
• IC-DISC Basics
• IC-DISC Requirements
• Export Gross Receipts Test
• Qualified Export Property Test
• Export Assets Test
• IC-DISC Implementation
• IC-DISC Structuring Alternatives
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IC-DISC
Export Tax Incentive
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IC-DISC Basics
• IC-DISC - Interest charge domestic international sales
corporation
• Domestic corporation
• Elect to be treated as an IC-DISC by filing IRS Form 4876-A

• An IC-DISC is not subject to federal income tax (IRC 991).
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Structure without IC-DISC
Individual
Owners

Foreign
Customers

Flow Through
Income
(taxed to
individual at
marginal
rates )

$ for goods

Export goods

US
MFG
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Structure with IC-DISC
Individual
Owners
Flow Through
Income
(taxed to
individual at
marginal
rates)

Foreign
Customers

Dividend
(taxed at
dividend
rates)

Commission

$ for goods
Export goods

US
MFG

IC-DISC
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Example without IC-Disc Structure
Individual
Owners

Total Tax $40

Flow Through TI
$100
* Marginal tax rate 40%
Tax
$40

Foreign
Customers

$200

Export goods

US
MFG

Export Receipts $200
Export Expenses $100
Export TI
$100
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Example with IC-Disc Structure
Individual
Owners

Total Tax $32

Dividend income
$50
* Dividend tax rate 23.8%
Tax
$12

Flow through TI
$50
* Marginal tax rate 40%
Tax
$20

Foreign
Customers

Commission

$200
Export goods

US
MFG

$50

Export receipts $200
Export expenses $100
Export TI
$100

IC-DISC
Commission receipts $50
* DISC tax rate
0%
Tax
$0
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IC-DISC Benefits
Amounts paid by an operating company to its related IC-DISC (usually commissions)
are deductible to the operating company. An IC-DISC does not pay corporate income
tax on its income. This yields two primary benefits:
1) Lower Tax Rate: Companies without an IC-DISC realize income at ordinary rates.
Income permitted to flow through the IC-DISC reduces the income taxed at these
rates, and such income is not taxed in the hands of the IC-DISC. When the IC-DISC
distributes earnings to the shareholders, they represent dividend income, which
may be taxable at qualified rates.
2) Tax Deferral- An IC-DISC is permitted to retain earnings attributable to the first
$10,000,000 of gross receipts, deferring taxation to its shareholders. An interest
charge is imposed on the deferred tax amounts, and the rate is determined by the
“base period T-bill rate” (currently a fraction of a percent). This amounts to a low
interest loan from the government in the amount of the deferred tax liability, and
may be an attractive borrowing option in the current low-interest rate
environment. Funds retained by an IC-DISC may generally be loaned back to the
related business (subject to conditions which require
careful monitoring).
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IC-DISC
Requirements
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IC-DISC – No Operational Changes
• If statutory requirements of DISC met, no operational
changes are needed
• DISC can be a “paper company”. Treasury Regulations state DISC is
not required to have employees, bear risk, or otherwise have any
economic substance.

• Accounting costs:

• Requires separate books and records
• Must file 1120-IC-DISC
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DISC Requirements
• Corporation incorporated within the United States
• Single class of stock
• Stock par value > $2,500
• Elect to be treated as IC-DISC (F4876A)
• Not in same controlled group as a foreign sales corp (FSC)
• Maintain own books and records
• 95% of receipts must be “qualified export receipts”
• 95% of adjusted basis of assets must be “qualified export
assets” at the end of the tax year.
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Qualified Export Property
• Produced in U.S. Test: Manufactured, produced, grown or
extracted in the U.S. by a party other than a DISC
• Destination Test: Held primarily for sale, lease or rental, in
the ordinary course of trade or business, by or to a DISC for
direct use, consumption or disposition outside the U.S.
• FMV Test: Less than 50% of the fair market value of which
is attributable to articles imported into the U.S.
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Manufactured or Produced Test
•Substantial Transformation. If property “substantially
transformed”; Examples woodpulp to paper, steel rod to
screws, canning of fish.
•Operations Generally Constitute Manufacturing: Activity is
“substantial in nature” and generally constitutes
manufacturing.
•Value Add Test: property conversion costs (direct labor and
factory burden including packaging and assembly) accounts
for 20% or more of the COGS.

17

Destination Test
• Destination Test: In order to qualify as “export property,”
property must be “sold or leased for direct use,
consumption or disposition outside the United States”.
•

Direct delivery outside of the United States; or

•

if property is delivered “[w]ithin the United States to a purchaser or
lessee, if such property is ultimately delivered, directly used, or directly
consumed outside the United States (including delivery to a carrier or
freight forwarder for delivery outside the United States) by the purchaser
or lessee (or a subsequent purchaser or sublessee) within 1 year after
such sale or lease.”
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Proof of Compliance Test
• Proof of Compliance Test: appropriate documentation must be
maintained confirming delivery. Documentation may be in form of:
•

A facsimile or carbon copy of the export bill of lading issued by the carrier who delivers
the property,

•

A certificate of an agent or representative of the carrier disclosing delivery of the
property outside the United States,

•

A facsimile or carbon copy of the certificate of lading for the property executed by a
customs officer of the country to which the property is delivered,

•

If such country has no customs administration, a written statement by the person to
whom delivery outside the United States was made,

•

A facsimile or carbon copy of the shipper's export declaration, a monthly shipper's
summary declaration filed with the Bureau of Customs, or a magnetic tape filed in lieu of
the Shipper's Export Declaration, covering the property,

•

Any other proof (including evidence as to the nature of the property or the nature of the
transaction) which establishes to the satisfaction of the Commissioner that the property
was ultimately delivered, or directly sold, or directly consumed outside the United States
within 1 year after the sale or lease.
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Excluded Property
•Export property does not include:
•

Patents, inventions, models, designs, formulas, or processes, whether or not
patented, copyrights (other than films, tapes, records, software or other
similar reproductions for commercial or home use), goodwill, trademarks,
trade brands, franchises, and other like property.

•

Certain products of a character for which a deduction for depletion is
allowable (e.g., unprocessed/unrefined oil, gas, coal, or uranium products).

•

Property leased by a DISC for use by any member of a controlled group.

•

Export property subsidized by the U.S.

•

Products for which export is prohibited under Export Admin Act of 1979.

•

Unprocessed timber which is a softwood.
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Qualified Export Assets
Export property (i.e., inventory)
Export property assets
Accounts receivable
Temporary investments of working capital
Producer’s loans
Stock or securities in a related foreign export corporation
Export-Import Bank and Foreign Credit Insurance
Association obligations
• Export sales finance obligations
• Temporary bank deposits in U.S.
•
•
•
•
•
•
•
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IC-DISC
Implementation
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Corporate Setup
• Entity Type. Must be a Corporation.
• Place of Incorporation. Must be within the United States.
• Consider State and Local Tax Exposure.
• Look at Washington State for incorporation. See ETA
3178.2013.
• Corporate Documents. Articles, Bylaws, Organizational Consent,
etc.
• Include DISC specific language; for example:
• Single class of stock
• Stock par value > $2,500
• Export Receipts & Export Assets Test
• Consent of Directors/Managers resolutions to enter into
Commission Agreement
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Corporate Setup
• Intercompany Agreement [Commission Agreement].
• Manufacture Co. should appoint DISC as Manufacture Co’s sales
agent;
• DISC is not required to perform functions or take risks in order to
enjoy such income;
• Authorize Export Promotion Expenses; including markup;
• State how commission calculated; as authorized by Section
994(a)(1) and (2);
• Include Payment terms – require payment within 60 days
following the close of the DISC’s taxable year.
• DISC will receive a commission only with respect to sales or leases
of export property, or the furnishing of services, which result in
qualified export receipts.
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Corporate Setup
•

Treas. Reg. 1.992-2

• File Form 4876A
• Timing:
• New Corp: within 90 days after the
beginning of such taxable year.
• Existing Corp: within 90 prior to year
end.
• Consent – Shareholders must consent
• In Community property states, both
spouses must consent
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IC-DISC
Structuring Alternatives
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IC-DISC – Typical DISC Structure
• U.S. Manufacturer (Partnership or S Corp) directly exports
product
Individual
Owners

Foreign
Customers

$ for goods
Export goods

US
MFG

Commission

Dividend

IC-DISC
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IC-DISC – Typical DISC Structure
• U.S. Manufacturer (C Corp) directly exports product
Individual
Owners

Foreign
Customers

Dividend

$ for goods

US MFG

Commission

IC-DISC

Export goods
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IC-DISC – Ultimate Export Structure
• U.S. Manufacturer that indirectly exports goods
Foreign
Customers

$ for goods

$ for goods
Export goods

Buy/Sell
Distributor

Export goods

US
MFG

Commission

IC-DISC

• Goods must be exported within 1 year of sale;
• Need compliance of Distributor to meet the “proof of
compliance test”.
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IC-DISC – Operating DISC Structure
• Buy/Sell distributor involved in exports
Foreign
Customers

$ for goods

$ for goods
Export goods

Buy/Sell
Distributor

DISC
Company

Export goods

US
MFG

• Distributor enters into buy/sell agreements with
unrelated third parties;
• Use of 482 method;
• Distributor company can be DISC company, all export
profits DISC eligible
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Buy/Sell Distributor w/Domestic Sales
• Buy/Sell distributor involved in exports
Foreign
Customers

DISC
Company
$ for goods

Export
goods

Domestic
Customers

Buy/Sell
Distributor
Service Fee $

$
Export
goods
$

$ for goods
Buy/Sell
Distributor

Domestic
goods
•

Opco Distributor sets up new DISC company.

•

DISC contracts with US MFG & foreign clients

•

Existing Opco contracts with US MFG & domestic clients

•

DISC pays Opco a service fee for services performed by Opco on behalf of DISC

Domestic
goods

US
MFG

IC-DISC – Operating DISC Structure
• Broker for export sales
$ for goods

Foreign
Customers

$
Commission
Broker

DISC
Company

US
MFG

Export goods

• Broker earns commission for export sales;
• Use of 482 method;
• Broker company can be DISC company, all export commissions
DISC eligible;
• Need compliance of US MFG to meet proof of compliance test.
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Executive Compensation
Executive

Shareholder

Dividend

Dividend

Commission

OpCo

IC-DISC

•

DISC shares not required to be in proportion to CK

•

Key Executive can be made owner of DISC

•

Executive receives payment at dividend rates

•

CK Shareholder not required to relinquish ownership of OpCo

33

Estate Planning
Next
Generation

Shareholder

Dividend

Commission

OpCo

IC-DISC

•

Commission payments not included in estate for estate tax purposes

•

Risk: See Rev. Rul. 81-54 (deemed gift)

•

See Hellweg v. Commissioner, T.C. Memo. 2011-58

•

See Summa Holdings v. Commissioner, T.C. Memo 2015-119
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Contact Information
Mehrdad Ghassemieh
• Harlowe & Falk LLP
• Phone: (253) 284-4424
• Email: mghassemieh@harlowefalk.com
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U.S. Tax Benefits for Exporting
By
Richard S. Lehman, Esq.
TAX ATTORNEY
www.LehmanTaxLaw.com
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Richard S. Lehman Esq.
International Tax Attorney

LehmanTaxLaw.com
6018 S.W. 18th Street,
Suite C-1
Boca Raton, FL 33433
Tel: (561) 368-1113
Fax: (561) 368-1349

– Masters in Tax Law from New York University
Law School
– Four years of U.S. Tax Court and Internal Revenue
Service experience in Washington D.C.
– The firm regularly works with law firms, accountants,
businesses and individuals struggling to find their way
through the complexities of the tax law.
– In short, the firm is a valuable resource to each of
these audiences.
– With over 38 years as a tax lawyer in Florida, Lehman
has built a tax law firm with a national reputation for
being able to handle the toughest tax cases, structure
the most sophisticated income tax and estate tax
plans, and defend clients before the IRS.
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IC-DISC
A Major Tax Saving Tool

38

IC-DISC
The Export Disc Corporation

Computer Software,
Internet Sales & Licenses
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IC-DISC
A Major Tax Saving Tool
The IC-DISC has been approved as an
acceptable tax planning entity for the export
of American produced computer software
and programs as early as 1985.
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Computer Programs Are Usually
Sold Pursuant to ”License” or
“User Agreements”.
• A computer program transaction is unlike a sale
of a physical object since the value of the
program copy far exceeds the value of the
physical medium on which it is transferred.
– Often, there is no physical medium at all.
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For purposes of determining the
applicability of the DISC to
computer software exports, two
key analyses are often required.
• (1) is the software “export property” for DISC
purposes and
• (2) is the software product’s source of income “from
without the U.S.”? Is the product for use,
consumption or sale without the U.S.?
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I.R.S. Guidance
• In 1985, the I.R.S. issued guidance that indeed certain
computer software programs constituted “export property” for
DISC purposes.
• In doing so the Technical Advice not only reviewed the
legislative history of the DISC rules it also pointed out the
distinctively different treatment that “patents, inventions, models,
decisions, formulas, or processes whether or not patented,
copyrights, goodwill, trademarks, trade brands, franchise or
other like property” receive under the DISC rules, as opposed to
the treatment of “films, tapes, records or similar reproductions,
for commercial or home use.”
43

Copyright law is the basis for
the Software Regulations
• The Regulations are based on the concept that it is possible to
categorize a computer program transaction by analyzing the
copyright rights transferred.
• The most important distinction created by the Software
Regulations is the distinction between copyrighted articles and
copyright rights.
• The Copyright Rights are not “export property” for DISC
purposes while the Copyright Articles are “export
property”.
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Export Property Analysis
Export property is defined to mean, in general, property that is:
A.Manufactured, produced, grown or extracted in the United States
by a person other than a DISC,
B.Held primarily for sale, lease, or rental, in the ordinary course of
trade or business, by, or to, a DISC, for direct use, consumption, or
disposition outside the United States and
C.Not more than 50 percent of the fair market value of which is
attributable to articles imported into the United States.
45

Export Property
Does Not Include
“patents, inventions, models, designs,
formulas, or processes, whether or not
patented, copyrights (other than films, tapes,
records, or similar reproductions, for
commercial or home use), good will,
trademarks, trade brands, franchises, or
other like property . . . “
46

Computer software can
be export property.
• Computer software tapes are akin to the copyrighted books,
which qualify as export property.
• Computer programs are standardized programs that are
manufactured in the United States by a person other than a
DISC and then marketed outside the United States.
– This is not selling the source code or master recording.

• Those purchasing or leasing programs do not have the
right to reproduce the software.
47

Copyright Rights
The transfer is classified as a transfer of a copyright if, as a result
of a transaction, a person acquires any one or more of the following
rights:
1. the right to make copies of the computer program for
purposes of distribution to the public by sale or other
transfer of ownership, or by rental, lease or lending;
2. the right to prepare derivative computer programs based on
the copyrighted computer program;
3. the right to make a public performance of the computer
program; or
4. the right to publicly display the computer program.
48

Transfers of Computer
Programs
A computer program includes any media, user
manuals, documentation, database or similar
item if the media user manuals, documentation,
database or similar item is incidental to the
operation of the computer program.
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Transfers of Computer
Programs
A copyrighted article is defined as a copy of a computer
program from which the work can be perceived,
reproduced, or otherwise communicated, either directly
or with the aid of a machine or device.
If a person acquires a copy of a computer program but
does not acquire any of the four copyright rights, the
transfer is classified as a transfer of a copyrighted article.
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A transfer of a computer program is
classified in one of the following ways.
1. A sale or exchange of the legal rights constituting a copyright
(which generates income sourced according to the rules for
sales of personal property);
2. A license of a copyright (which generates royalty income);
3. A sale or exchange of a copyright article produced under a
copyright (which generates income sourced according to the
rules for sales of personal property);
4. A lease of a copyright article produced under a copyright
(which generates rental income).1
1.

Additional rules allow for the classification of a transfer as partially a
transfer of services or of know-how. The provision of know-how, in
which the transferor retains continuing use of the know how
transferred, is presumably most like a license of a copyright.
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The Source of
Income Analysis
Once it is determined that a computer program is a copyright
article and thus “export property” for DISC purposes;

. . .then the issue is to determine whether the
Software Program is being sold for use,
consumption of disposition outside of the U.S.
This analysis depends upon the “source of
income” rules.
52

Income from Sales of Property
• Generally under the current rules, the source of
income from sales of property depends to varying
extents upon both the type of property and whether
the property sold or leased is “inventory property”.
• Income from the lease of a copyright article must also
fit this definition of non U.S. source of income.
• Determination of whether the transaction is a sale of
inventory, a rental of property, a license or sale of
intellectual property or the provision of services.
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Income from Sales of Property
• Generally under the current rules, the source of
income from sales of property depends to varying
extents upon both the type of property and whether
the property sold or leased is “inventory property”.
• Income from the lease of a copyright article must also
fit this definition of non U.S. source of income.
• Determination of whether the transaction is a sale of
inventory, a rental of property, a license or sale of
intellectual property or the provision of services.
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Income from Sales of Property
The regulations focus on
(i) acknowledging the special circumstances of
computer programs,
(ii) distinguishing between transactions in copyright
rights and in copyrighted articles, and
(iii) focusing on the economic substance of the
transaction over the labels applied, the form and
the delivery mechanism.
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Source of Income
for Sales
of Copyrighted Articles
The source of income generated by the sale or
exchange of a copyrighted article often depends
upon whether the sale took place within or without
the United States. The Software Regulations
provide that the place of sale is determined
under the “title passage rule”.
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Title Passage Rule
There are important categories of copyrighted article transfers for
DISC purposes:
(i) a transfer of tangible property, such as a tangible medium in
which the copyrighted article is embodied, and/or a hard copy of
user manuals and documentation;
(ii) (e.g., electronically transmitted copyrighted articles without
any hard copy of user manuals and documentation).
Either one of these can be the subject of a sale.
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Lease and Rental Source
of Income
• If less than all of the benefits and burdens associated with a
copyrighted article have passed to the transferee, the Software
Regulations treat the transaction as a lease.
• As a general rule, rents and royalties are sourced to the place
where the leased or licensed property is located, or where the
lessee or licensee uses, or is entitled to use the property.
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Sale of Copyright Article
Example 1
•
•

•

•

A U.S. corporation, (the “U.S. corporation”) owns the copyright in a
computer program, (the “Program”).
The U.S. corporation, (the “U.S. Corporation”), makes the Program
available, for a fee, on a World Wide Web home page on the Internet.
Mr. P, a resident of Country Z, in return for payment to the U.S.
Corporation, downloads the Program X (via modem) onto the hard drive
of his computer. As part of the electronic communications, P signifies
his assent to a license agreement.
Mr. P receives the right to use the program on his own computers
(for example, a laptop and a desktop). None of the copyright rights
have been transferred in this transaction. P has received a copy of the
Program. P has acquired solely a copyrighted article.
P is properly treated as the owner of a copyrighted article. There has
been a sale of a copyrighted article rather than the grant of a lease.
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Lease of Copyright Article
Example 2
•

The facts are the same as those in Example 1, except that the
U.S. Corporation only allows Mr. P, the right to use the Program
for one week. If P wishes to use the Program for a further period
he must enter into a new agreement to use the program for an
additional charge.

•

P is not properly treated as the owner of a copyrighted article.
There has been a lease of a copyrighted article rather than a sale.
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Sale of Copyright
Example 3
•

A U.S. Corporation, transfers a disk containing the Program to a
Foreign Corporation (the “Foreign Corporation”) and grants the
Foreign Corporation an exclusive license for the remaining term of
the copyright to copy and distribute an unlimited number of copies
of the Program in the geographic area of the Country in which the
Foreign Corporation makes public performances of the Program
and publicly displays the Program.

•

Applying the all substantial rights test, the U.S. Corporation will be
treated as having sold copyright rights to the Foreign Corporation.
The Foreign Corporation has acquired all of the copyright rights in
the Program and has received the right to use them exclusively
within the Foreign Country.
61

Lease of Copyright Rights
Example 4
•

A U.S. corporation, transfers a disk containing the Program to a
Foreign Corporation in Country X and grants the Foreign
Corporation the non exclusive right to reproduce (either directly or
by contracting with another person to do so) and distribute for sale
to the public an unlimited number of disks at its factory in return for
a payment related to the number of disks copied and sold. The
term of the agreement is two years, which is less than the
remaining life of the copyright.

•

There is a lease of copyright rights since copyright right have been
assigned but for a limited time period only.
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Value can be lost without good
professional advice.
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IC-DISC Tax Law Challenges:
Structuring and Planning Techniques
to Maximize Federal Tax Savings
Greg George

© 2016 Grant Thornton LLP. All rights reserved.

Outline
IV. Qualification Issues
A. Qualified export receipts – IRC §993(a) & (f)
B. Qualified export assets – IRC §993(b)
C. Dividends – IRC §995
V. Best practices for capturing the maximum tax benefit
A. Transaction-by-transaction (T-by-T) – Treas. Reg. §1.994-1(b)
B. Cost Allocation & apportionment – Treas. Reg. §1.861-8
C. Inter-company pricing rules – IRC §994(a)
D. Marginal costing pricing rules – IRC §994(b)
E. Grouping rules – Treas. Reg. §1.994-1(c)(7)
© 2016 Grant Thornton LLP. All rights reserved.
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Qualification Issues

© 2016 Grant Thornton LLP. All rights reserved.

Qualified Export Receipts
• 95% or more of the gross receipts of the DISC consist of gross
receipts from:
• The sale of export property
• The lease of export property used outside the U.S.
• Services, which are related and subsidiary to a qualifying sale,
or lease of export property
• The sale of qualified export assets (other than export property)
• Engineering and architectural services for construction projects
located outside the U.S. (services can be performed in the U.S.)
• Certain dividends
• Certain interest
© 2016 Grant Thornton LLP. All rights reserved.
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Qualified Export Property
• Generally, “export property” means property:
• Manufactured, produced, grown, or extracted in the U.S. by a
person other than the DISC (Manufacturing Test); and
• Held for sale or lease for direct use, consumption, or disposition
outside the U.S. (Destination Test); and
• Not more than 50% of the FMV of the export property can be
attributable to foreign content (U.S. Content Test)

© 2016 Grant Thornton LLP. All rights reserved.
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Qualified Export Property
• Manufacturing Test:
• U.S. conversion costs incurred amount to 20% of more of the
COGS (objective test); or
• Substantial transformation in the U.S. (e.g., pulp to paper, tuna
to canned tuna), or
• Activities in the U.S. generally considered to constitute
manufacturing (e.g., industry consideration)
• Can be very fact specific

© 2016 Grant Thornton LLP. All rights reserved.
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Qualified Export Property
• Destination Test:
• Direct exports
• Sell directly to foreign customer
• Sell directly to customer for use outside the U.S.
• Indirect exports (Ultimate Use)
• Sell to freight forwarder who it turn delivers outside the U.S.
• Sell to broker who it turn resells it outside the U.S
• Sell to domestic customer who resells to foreign customer with
your product on their platform
• Special rules for transportation property
• Proof of compliance
© 2016 Grant Thornton LLP. All rights reserved.
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Qualified Export Property
• U.S. Content Test:
• Not more then 50% of FMV of export property can be
attributable to imported materials using the import duty value
• Can combine sales of product with low foreign input
components to manage the limitation
• For software you consider U.S. vs. non-U.S. labor cost

© 2016 Grant Thornton LLP. All rights reserved.
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Excluded Property
• “Export property” does not include:
• Property leased by a DISC for use by any member of a controlled
group.
• Patents, inventions, models, designs, formulas, or processes, whether
or not patented, copyrights (other than films, tapes, records,
software or other similar reproductions for commercial or home
use), goodwill, trademarks, trade brands, franchises, and other like
property.
• Certain products of a character for which a deduction for depletion is
allowable (e.g., unprocessed/unrefined oil, gas, coal, or uranium
products)
• Export property subsidized by the U.S.
© 2016 Grant Thornton LLP. All rights reserved.

72

Excluded Property
• “Export property” does not include:
• Export property is for use by the U.S. and it is required by law.
• Sale of property for ultimate use in the U.S.
• Engineering and architectural services for construction projects
located inside the U.S.
• Products for which export is prohibited under Export Admin
Act of 1979.
• Unprocessed timber which is a softwood.
• Property in short supply as determined by the President via
Executive Order
© 2016 Grant Thornton LLP. All rights reserved.
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Qualified Export Assets
• 95% or more of the assets of the DISC consist of qualified export
assets:
• Qualified export property
• Accounts receivable (including DISC commission receivable)
• Temporary investments (i.e.., money, bank deposits, etc.)
• Loans to producers “Producer Loans”
• Certain stock in foreign export corporation(s)
• ExIm Bank obligations
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Dividends
• The DISC itself is tax exempt
• Shareholders of a DISC are subject to tax on the E&P when
distributions are made either actual or deemed.
• Three buckets of E&P (and ordering)
• Accumulated DISC income – 2nd
• Previously taxed income (PTI) – 1st
• Other E&P – 3rd
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Dividends
• Deemed distributions
• $10M QER limit
• Military sales
• Certain DISC stock dispositions
• Producer loan interest
• International boycott
• Illegal bribes, kickbacks etc.
• Qualified Dividend
• Individuals - must meet stock holding period
• Individuals qualify for either 0%, 15% or 20% rate
• Corporations – no preferential rate or dividends received deduction
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Maximizing the DISC
Commission and Tax Benefit
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Transaction-by-Transaction (T-by-T)
• The regulations permit the IC-DISC commission to be computed on an
aggregate (i.e., entity), product line, product, or on a transaction-bytransaction basis.
• T-by-T method will generally lead to the best result
• Regulations allow for various pricing methods, which provide various
results depending on the profitability of a given transaction
• Goal is to segregate high margin, low margin, and loss transactions
• T-by-T data must have integrity to support DISC commission
computation at this level to pass IRS scrutiny so work with the client and
its IT and accounting departments closely
• T-by-T leads to reporting a separate Schedule P for each transaction
(could result in thousands of pages)
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Cost Allocation & Apportionment
• Taxpayers must follow the rules under Treasury Reg. Sec. 1.861-8 when
allocating and apportioning costs (including S,G&A) between export and
domestic sales.
• Regulations provide specific allocation rules for certain expenses
•
•
•
•
•
•
•
•
•

Interest expense (complex rules)
Research and experimental expenses (complex rules)
Stewardship expenses
Supportive expenses
State and local income taxes
NOLs
Legal and accounting
Charitable contributions
DRDs
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Cost Allocation & Apportionment
• If no specific rule, then the Regulations establish a twostep approach
• Step 1

• Allocate to a class of gross income based on factual relationship;
• Gross income might include the following items or groups/subdivisions
thereof
• Interest
• Dividends
• Royalties
• Rents
• Trade or Business Income
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Allocation & Apportionment
• Step 2

• Apportionment within the class of gross income between export and nonexport amounts on a reasonable factual basis
• Units Sold
• Gross Receipts
• Gross Income
• Cost of Goods Sold
• Profit Contribution
• Expenses Incurred
• Compensation
• Space Utilized
• Time
• Assets
• Any other reasonable method
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Inter-company Pricing Rules
• DISC commission is the greater of:
• 4% of the qualified export receipts, or
• 50% of the combined taxable income (DISC and related
exporter); or
• Arm’s length amount determine under Sec. 482 (Transfer
Pricing Principles) – Seldom Used
• The two most commonly used pricing methods are:
• 4% of the qualified export receipts (Sales Method) and
• 50% of the combined taxable income of the DISC and
related supplier/exporter (CTI method).
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Inter-company Pricing Rules
• The Regulations allow the use of other pricing methods (discussed
separately) in addition to the two previously mentioned to achieve
the greatest DISC commission income possible
• Neither Sales Method or CTI Method can be applied to cause a
loss to the related supplier.
• If export net margin (i.e., CTI) is < 8% the Sales Method results in
a higher DISC commission, if > 8% the CTI Method does.
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Example 1
Qualified Export Receipts
Less: Cost of Good Sold
Gross Margin
Less: Selling, General and Adm. Expenses (Reg Sec. 1.861-8)
Combined Taxable Income "CTI" (Export Profit)

10,000,000
(6,000,000)
4,000,000
(2,000,000)
2,000,000

DISC Commission (Greater of 50% of CTI or 4% of Export
Receipts)

1,000,000

U.S. Tax Benefit (Difference between Exporter's Rate of
Tax of 39.6% and 20%)

19.60%
196,000
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Example 2

Qualified Export Receipts
Less: Cost of Good Sold
Gross Margin
Less: Selling, General and Adm. Expenses (Reg Sec. 1.861-8)
Combined Taxable Income "CTI" (Export Profit)

PL 1
PL 2
PL 3
4,000,000 3,000,000 3,000,000
(3,300,000) (2,200,000) (500,000)
700,000
800,000 2,500,000
(800,000) (600,000) (600,000)
(100,000)
200,000 1,900,000

DISC Commission (Greater of 50% of CTI or 4% of Export
Receipts)

-

U.S. Tax Benefit (Difference between Exporter's Rate of
Tax of 39.6% and 20%)

19.60%
-

Total
10,000,000
(6,000,000)
4,000,000
(2,000,000)
2,000,000

120,000

950,000

1,070,000

19.60%
23,520

19.60%
186,200

19.60%
209,720
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Marginal Costing Pricing Rules
• The Regulations allow the use of Marginal Costing for purposes of
computing the DISC commission in certain circumstances:
• When related supplier is seeking to maintain a foreign market
• OPP Limitation (Domestic + Export Margins combined)
• Marginal Costing CTI (vs Full Costing CTI) only includes variable
costs
• Direct Materials
• Direct Labor
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Marginal Costing Pricing Rules
• Only include “direct costs” such as direct material an direct labor
and exclude fixed costs and S,G,&A for purposes of optimizing
the DISC commission
• Congress wanted exporters to have some tax benefit even if
they were losing money on their exports on a full cost basis.
• Special Rule allows for Sales Method to be used if overall profit
percentage (OPP) is not exceeded. OPP includes both export and
domestic, thus domestic profitability would have to be higher for
this to work out.
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Grouping Rules
• The Regulations generally require the DISC commission to be
determined on a T-by-T basis. However, taxpayers can make an
annual election to group some or all transactions on the basis of
product and product lines or aggregate when determining the DISC
commission.
• Grouping can help when large amounts of transactions have both
slight losses and net margins (i.e., CTI) less than 8% as the Sales
Method will be used.
• The CTI Method generally produces a better result when net
margins (i.e., CTI) exceed 8%.
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Summary of Maximizing the Benefit
• The exporter can optimize the DISC commission by removing loss sales on T-by-T
computations.
• The exporter can optimize the DISC commission by choosing to group certainly high
margin sales from certain low margin sales.
• Consider the Marginal Costing Rules
• The exporter has considerable flexibility in how it allocates and apportions expenses (i.e.,
S,G, &A).
• Some expenses if not directly related to export sales (e.g., expenses of a domestic sales
force) can be excluded entirely for purposes of optimizing the DISC commission.
• There are special rules for certain expenses such as interest, research and development,
state and local taxes, charitable contributions, and a few others. There can be flexibility
in allocating or apportioning these expenses away from export sales for purposes of
optimizing the DISC commission.
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Ideal Candidates
• Closely held exporter
• Foreign owned
• U.S. produced goods (software may qualify) and or
certain services
• Annual export sales of at least $1 Million AND/OR
• Net taxable income derived from export sales of at least
$200,000.
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Thank You
Greg George
Grant Thornton
520 Pike St., Suite 2800
Seattle, WA 98101
T +1 206 623 1121
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