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Tax Benept Loss for Manufacturing Clients
with Foreign Sales CAN be offset with Proper
Tax Planning Strategy

With an increasingly smaller
world, just understanding the tax
consequences of domestic based
transactionsisnolongergoodenough
for your clients. The following will
discuss a tax planning strategy with
respect to manufacturing clients who
may have foreign sales. Because
of recent changes in the tax law,
foreign sales income may be subject
to higher tax rates in the future
unless certain planning occurs.

In October 2004, the American Jobs Creation Act of 2004 (“AJCA”) was passed which
repealed the extraterritorial income exclusion (“ETI”). The ETI rules were designed
to promote the export of US manufactured products to foreign countries. These rules
allowed a percentage of the income earned from the sale of qualified export property to
be exempt from US income tax. The AJCA reduced the benefit of ETI to 80% in 2005
and to 60% in 2006. As of 2007, the benefits of ETI no longer exist.

Notwithstanding the repeal of ETI, clients who export US manufactured products do not
have to worry about this negative impact on the profitability of their foreign sales. By
using an interest charged domestic international sales company (“IC-DISC”), your client
may receive even greater tax benefits than using the ETI.

The IC-DISC was enacted into law with the Revenue Act of 1971 for eligible exports
beginning on or after January 1, 1972. In 1984, the law changed, making it an interest
charged domestic international sales corporation because of requests from the European
economic community. In addition to the phase out of the ETI (as discussed above), the
Jobs and Growth Tax Relief Reconciliation Act of 2003 reduced the dividend tax rate for
individuals to 15% for dividends received from certain C corporations in tax years after
December 31, 2002.

The IC-DISC provides its owners the
following benefits:

A secures long term tax deferral; and

A provides permanent income tax savings
which are generally 20%
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To be an IC-DISC, the corporation must be organized under the
laws of any state or the District of Columbia. The shareholders
form an IC-DISC by filing a Form 4876-A, “Election to Be
Treated as an Interest-Charge DISC” with the IRS. This
election is considered to be in effect as long as the IC-DISC
meets the following requirements:

() at least 95% of the IC-DISCs total receipts are
fiqualiyed export receiptso; and

(b) at least 95% of the adjusted basis of IC-DISCs are
fiqualiyed export assetso

An IC-DISC is also required to have only one class of stock,
conform its tax year to that of the principal shareholder, and
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foreign sales. Under this scenario, there would be tax deferral
(depending upon the timing of the actual distribution of foreign
profits) and a permanent US income tax savings in 2007 of
$400,000.00. This permanent savings could be even greater if
foreign sales increase in future years. It should also be noted
that these benefits apply to architectural and engineering
services on foreign construction projects and to the sale of
certain computer software.

To take advantage of this opportunity for 2008, one must act
quickly. In general, you cannot take advantage of the IC-
DISC rules until a new corporation is formed and various other
technical requirements are satisfied. The foregoing discussion
was hopefully somewhat straight forward; however, the actual

design and implementation of

The AJCAreduced the beneyt of ETI to 80%

an IC-DISC involves a variety
of sophisticated tax rules and
procedures.

INn 2005 and to 60% in 2006. As of 2007, the

beneyts of ETI no longer exist.

At Corsaro & Associates CO.,
LPA, we are skilled in designing
and implementing IC-DISCs and

maintain separate books and records. In addition, an IC-DISC
cannot be a member of any controlled group of which a foreign
sales corporation is a member.

In general, 50% of the taxable profit attributable to foreign
sales are sheltered from current federal income taxation. This
deferral usually takes the form of the operating company
accruing a DISC commission deduction equal to the amount
of the foreign taxable profits sheltered from current tax under
the above-described formula, which results in a commission
receivable on the books of the IC-DISC. This accrued
commission is ultimately paid by the operating company to
the IC-DISC and subsequently distributed to the IC-DISC
shareholders. Said distribution is taxed as a C corporation
dividend, subject to the 15% federal income tax rate.

Example: assume ABC Manufacturing Corporation has total
sales of $40,000,000.00. Of these sales, $30,000,000.00
are domestic sales and $10,000,000.00 are foreign sales.
Further assume that the costs of goods sold and other expenses
attributable to the foreign sales is $6,000,000.00, thereby
resulting in taxable profit of $4,000,000.00 with respect to

would be pleased in assisting
you in achieving these benefits for your clients. If you have any
questions and/or comments concerning the foregoing, please do
not hesitate to give us a call.
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