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FOREIGN SALES CORPORATION ACT

FRIDAY, FEBRUARY 3, 1984

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 9:30 a.m. in room SD-
215, Dirksen Senate Ofﬁce Building, Hon. John C. Danforth presid-
ing.

Present: Senators Dole, Danforth, Chafee, Heinz, Symms, Grass-
ley, and Boren.

[The press release announcing the hearing, description of S. 1804
(Foreign Sales, Corporation Act) by the Joint Committee on Tax-
?tlli)n, ?nd the statements of Senators Syntms, Grassley, and Boren

ollow:

[Prees release No. 83-207, Dec. 28, 1983)

FOREIGN SALES CORPORATION ACT

Senator Robert J. Dole (R., Kans.), Chairman of the Committee on Finance, an-
nounced today that a hearing will be held on Friday, February 3, 1984, on S. 1804,
the Foreign Sales Corporation Act of 1983.

B 'I“ﬁlq hearing will begin at 9:30 a.m. in Room SD-215 of the Dirksen Senate Office
uilding.

Senator Dole noted that a previous hearing on S. 1804 on November 18, 1983, was
shortened due to the press of other Committee business. Accordingly, the hearing on
February 3, 1984, will be the first full opportunity to receive testimony.

(1



DESCRIPTION OF S. 1804
(FOREIGN SALES CORPORATION ACT)

SCHEDULED FOR A HEARING

BEFORE THE

COMMITTEE ON FINANCE

ON NOVEMBER 18, 1983
W

INTRODUCTION

The Senate Committee on Finance has scheduled a public hear-
ing on S. 1804 (Foreign Sales Corporation Act of 1983) on Novem-
ber 18, 1983. S. 1804 (introduced by Senators Dole, Boren, and
Symms) embodies the Administration’s proposed replacement of
current tax code provisions relating to Domestic International
Sales Corporations (DISCs) with Foreign Sales Corporations (FSCs).

The first part of the pamphlet is a summary. The second part is
a discussion of background and present law regarding the DISC tax
provisions and the GATT (General Agreement on Tariffs and
Trade). The third part is an explanation of the provisions of S.
1804. Part four is an economic analysis of S. 1804. Appendix A pro-
vides a side-by-side comparison of the principal provisions of DISC
and the proposed FSC; Appendix B contains relevant GATT docu-
ments; and Appendix C contains a flow chart illustrating how tax-
payers would qualify for the benefits of S. 1804.



I. SUMMARY

Domestic International Sales Corporations (DISCs)

Originally proposed by the U.S. Treasury Department in 1970, a

system of export income tax deferral for Domestic International
ales Corporations (DISCs) was enacted by Congress as Title V of

the Revenue Act of 1971. The DISC legislation had several pur-
poses. Congress was concerned that many trading nations provided
more-favorable tax treatment for their exports than the United
States provided for U.S. exports, and intended to redress that im-
balance in tax treatment. A second purpose was to stimulate ex-
ports and thereby improve the nation’s balance of payments. A
third purpose of DISC was to equalize the tax treatment accorded
U.S.-based exporters, on the one hand, and U.S.-owned foreign
manufacturing subsidiaries (not subject to current U.S. tax), on the
other, and thereby remove an incentive to move manufacturing
jobs overseas. It was anticipated that the DISC provisions would
particularly aid smaller companies.

A DISC is typically a domestic subsidiary of a U.S. company that
is engaged in exporting. The income attributable to qualified
export receipts is apportioned between the parent and the DISC,
using one of two optional formula pricing rules or, at the choice of
the taxpayer, the arm’s-length method.

The profits allocated to a DISC are not taxed to the DISC but are
taxed to the shareholders of the DISC when distributed or deemed
distributed. Each year, a DISC is deemed to have distributed a por-
tion of its income, thereby subjecting that income to current tax-
ation in the shareholder’s hancfs. As originally enacted, DISC gen-
erall g)rovided for an annual deemed distribution of 50 percent of
a DISC’s profits. Thus, tax deferral was limited to 50 percent of the
DISC’s export income.

To qualify as a DISC, at least 95 percent of a corporation’s assets
must be export-related and at least 95 percent of the corporation’s
gross income must arise from export sales or lease transactions and
other export-related activities. Special intercompany dpricing rules
apply with respect to transactions between a DISC and related par-
ties. In general, under these pricing rules, a DISC may earn up to 4
percent of gross export receipts or 50 percent of the combined tax-
able income of the DISC and its supplier.

In the early and mid-1970s, there were legislative proposals to
repeal the DISC legislation or to give the President authority to
terminate the application of the DISC provisions as part of multi-
lateral trade agreements. After examining the original DISC provi-
sions at great length, Con%ress substantially amended them in the
Tax Reform Act of 1976. The amendments reflected Congressional
concern over the revenue cost of DISC and Congressional belief
that the DISC program could be made more efficient and less costly



while still providing the same incentive for increased exports and
jobs. The most si%niﬁcant amendment was the addition of an incre-
mental method for determining the annual deemed distribution.
Generally, under this method, the portion of DISC income qualify-
ing for tax deferral was reduced to 50 percent of the DISC income
attributable to increased exports over a base-period figure. Small
DISCs are exempted from the incremental rule.

In the Tax Equity and Fiscal Responsibility Act of 1982, Coniress
reduced the percentage applied to determine DISC income subject
to deferral from 50 percent to 42.5 percent for corporate sharehold-
ers. This 42.5 percent deferral generally allows deferral of tax on
as much as either (1) 21.25 percent of the combined taxable income
of a DISC and its related supplier (under the 50-50 intercompany
pricing rule), or (2) 1.7 percent of gross export receipts (under the
four-percent intercompany pricing rule). Any application of the in-
cremental rule reduces the amount of this deferral, however.

From its inception, DISC was the object of criticism from foreign
countries. Several countries, along with the European Economic
Community, alleged that DISC was an export subsi .X that violated
the General eement on Tariffs and Trade (GATT). Without
agreeing that DISC violates GATT, the Administration has pro-
posed the repeal of DISC and its replacement with a new entity,
:;)1:13 “I';‘oreign Sales Corporation’’ (contained in S. 1804, summarized

ow).

- 8. 1804—Foreign Sales Corporation Act

FSC Provisions

S. 1804, the proposed Foreign Sales Corporation Act, would g'x}"o-
vide a new set of tax rules for exports of goods and services. The
bill would provide for the establishment of foreign sales corpora-
tions (FSCs) which would typically be foreign incorporated subsid-
iaries of U.S. parents engaged in exporting. Under the bill, an ex-
porter using a FSC could use safe-harbor pricing rules that would
generally exempt from U.S. income tax the greater of 17 percent of
the taxable income that a FSC and a related party derive from an
export transaction or up to scme 1.35 percent of the gross receipts
from the transaction. The bill would repeal the present DISC rules,
with an exception for small exporters, and it would forgive tax on
DISC income that has already benefited from tax deferral.

A FSC must be organized under the laws of a jurisdiction outside
the U.S. customs area. It must have at least one director who is not
a US. resident. It must maintain an office outside U.S. customs
territory, and it must keep tax records both at that office and in
the United States. Finally, it must elect FSC treatment.

The tax rules of the bill would apply to the export income of a
FSC if it is managed outside the United States and if economic
Processes of the transaction take place outside the United States.

n addition, the bill would apply to the export income of a small
FSC attributable to up to $2,500,000 of export receipts whether or
not its management or economic processes are foreign.

To be managed outside the United States, an must have its
shareholders’ meetings, board meetings, and principal bank ac-
count outside the United States. To meet the foreign economic
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process test with respect to a transaction, the FSC or its agent
must solicit, negotiate, or make the contract relating to the trans-
action outside the United States. In addition, half of the costs the
FSC incurs for advertising, handling orders, transportation, collec-
tion, and assumption of credit risk with respect to a transaction
must be for tpe ormance outside the United States; alternatively,
85 percent of its costs for any two of these five activities must be
for their performance outside the United States.

Some export transactions between FSCs and related U.S. taxpay-
ers would qualify for administrative transfer pricing rules. These
administrative pricing rules would be available only if the foreign
sales corporation or its agent performs all the activities of the eco-
nomic process test. Under the administrative pricing rules, the FSC
generally would earn the greater of 23 percent of the taxable
income that it and its related party derive from the transaction or
1.83 percent of the gross receipts from the transaction.

The bill would exempt a portion of the export income of a foreign
sales corporation from U.S. tax. If a transaction is subject to one of
the administrative transfer pricing rules, this exempt portion
would be 17/23 of FSC’s income from the transaction. Less fre-
quently, this exempt portion would be 34 percent of its export
income. The rest of export income (including generally 6/23 of the
FSC’s income) would be subject to U.S. tax. All investment income
of a FSC would also be subject to U.S. tax. Dividends from export
income of a FSC to a U.S. corporate shareholder would be tax-
cxempt at the corporate shareholder level.

The bill would provide tax deferral under the present DISC rules
for up to $10 million of export receipts for small exporters, but
would require those companies to pay interest on the deferred tax.

The bill would require that and DISCs have the same tax-
able year as their parent corporations. It would rrovide that
income from trade receivables of a related party would be passive
income subject to the anti-incorporated pocketbook and anti-tax
haven rules. Also, it would treat accumulated DISC income as
having been previously taxed, so that tax on those amounts would
:):xfgrgiven and all previously deferred income could be distributed

-free.

Comparison of the Effects of DISC and FSC

Like the DISC legislation, the FSC proposal would lower the ef-
fective U.S. tax rate on income from capital used in the production
of exports. However, it has been argued that the FSC substitute
may be less efficient than DISC since exporters would incur operat-
ing expenses (and perhaps foreign taxes) associated with their off-
*shore . Also, compared to DISC, the FSC substitute favors
laxge, older, and slower growing exporters relative to small, new,
and rapidly growing export companies. On the other hand, the FSC
substitute does not contain some of the disadvantages of a DISC.
For example, under the FSC rules there is no requirement equiva-
lent to the qualified assets test; this results in two important differ-
ences between DISC and FSC. First, a company would have no re-
strictions under the FSC rules on how funds are invested; such
flexibility is cleagi' important to business decisions. Second, the
consequences of failure of a DISC to meet the qualified assets test



(and the gross receipts test) are severe; all previously deferred
income may be triggered. In contrast, no such harsh result with re-
spect to prior years could occur under the FSC proposal. Further-
more, the captive DISC demand for Export-Import Bank obligations
would be eliminated, reducing the bank’s ability to finance U.S. ex-
ports. )



II. BACKGROUND AND PRESENT LAW
A. DISC—Legislative History and Present Law

Overview

In the Revenue Act of 1971, Congress provided a system of tax
deferral for corporations known as Domestic International Sales
Corporations (DISCs) and their shareholders (Code secs. 991-997).
The legislation creating DISC mandated annual Treasury Depart-
ment reports on its operation and effect. The Treasury has issued
10 such reports, the most recent, covering 1981, in July 1983.! That
report estimates that the DISC legislation increased exports in
DISC year 1981 by between $7 billion and $11 billion over what
they otherwise would have been. The estimated revenue cost of
DISC in that year was $1.65 billion.

Background—U.S. Taxation of Foreign Income

The United States subjects to tax the worldwide income of any
corporation organized under the laws of the United States. Howev-
er, foreign corporations (even those that are subsidiaries of U.S.
companies) generally are taxed by the United States only to the
extent they earn income from a business in the United States or
derive investment income there. As a result, the United States usu-
ally does not impose a tax on the foreign source income of a foreign
corporation even though it is owned or controlled by U.S. persons.
Instead, the foreign source earnings of a foreign corporation gener-
ally are subject to U.S. income taxes only when and if they are ac-
tually remitted to U.S. shareholders as dividends. The tax in this
case is imposed on the U.S. shareholder and not the foreigr corpo-
ration. U.S. tax on the dividend income may be offset by foreign
tax credits.

An exception to the general rule is provided for certain “tax
haven” base company type activities of controlled foreign corpora-
tions (sec. 951). These are foreign corporations more than 50 per-
cent of the stock of which is owned by U.S. shareholders each of
which owns at least 10 percent of the corporation’s stock. The U.S.
shareholders of these corporations are taxed under the subpart F
provisions of the Code, enacted in 1962 (and subsequently amend-
ed). Under these provisions, certain earnings and profits of the con-
trolled foreign corporation (‘‘subpart F income’) are deemed to be
distributed to the U.S. shareholders, and are subject to taxation
currently whether or not the shareholders actually receive the
income in the form of a dividend.

! Department of the Treasury, ‘‘The Operation and Effect of the Domestic International Sales
Corporation Legislation, 1981 Annual Report,” July 1983.



Subpart F income includes foreign base compangesales income,
which means sales income earned by a foreign subsidiary on the
sale of property purchased from, or sold to, a related company if
the property was neither manufactured in nor sold for use in the
country in which the subsidiary is incorporated.? A U.S. manufac-
turer generally cannot establish a foreign sales subsidiary in a tax
haven through which to route export transactions or other sales
transactions without incurring U.S. tax on the subsidiary’s income.
Although the list of categories of subpart F income has grown and
changed since 1962 and since enactment of DISC in 1971, the provi-
gion that subjects foreign base company sales income to current
U.S. tax has remained basically the same.

Legislative History of DISC

1970 Administration proposal

The DISC legislation was first proposed by the U.S. Treasury De-
partment in 1970.3 The Treasury Department argued that changes
were needed in the tax treatment of exported goods in order to en-
courage exports of U.S. goods and thereby improve the balance of
payments.* Restriction of imports was considered impractical since
it could invite retaliation by U.S. trading partners; also, the Treas-
ury Department suggested that the freedom to import was one of
the most effective possible checks on domestic inflationary pres-
sures.

The Treasury Department argued that the existing tax structure
tended to create an unnecessary drag on exports and gave some in-
centive to manufacture abroad rather than in the United States
since income from the sale of the foreign manufacturing subsid-
iary’s goods generally is not taxed by the United States until dis-
tributed to the shareholders. With the enactment of the anti-tax
haven provisions of subpart F in the Revenue Act of 1962, full de-
ferral generally could no longer be obtained by the use of a foreign
sales subsidiary to distribute goods manufactured in the United
States. In addition, other countries generally appeared to provide
more favorable tax treatment for export income than the United
States. The DISC legislation was intended to put the domestic man-
ufacturer on a competitive basis with offshore manufacturing sub-

* There are now five other categories of subpart F income taxed currently to U.S. sharehold-
ers of controlled foreign corporations: (1) income from the insurance of U.S. risks; (2) ive
investment income such as dividends, interest, royalties, and rents (“foreign personal holding
com}xmy income’’); {(3) income from services performed for or on behalf of a related person by
the foreign subcid'm? outside of the country in which it is incorporated (“foreign base company
services income’’); (4 shipfing income earned by a foreign subsidiary outside of the country in
which it is incorporated, if that income is not rein in ahipping aseets; and (5) foreign oil-
related income (not including extraction income) such as income from processing, transporting,
or distributing oil or gas if not earned in the country of extraction or consumption. In addition,
investments by controlled foreiﬁn corporations in US. property (such as icans to the US.
parent) are generally subject to U.S. tax to the extent of rrevnous untaxed earnings (sec. 956).

¥ See Domestic International Sales tion of the US. Treasury Department, 91st
Cong., 2d Sess. (Comm. Print 1970), of House Comm. on Ways and Means, 91st Cong., 2d
Sees., Summary of Testimony Presented at Foreign Trade Hearings Conducted by Commitiee on
Ways and Means, 114-118 (Comm. Print 1970).

4 At the time Treasury first proposed DISC, the value of the dollar in relation to other curren-
cies was fixed by agreement among the major trading countries of the world. It ga”;eared that
the dollar was overvalued, a factor that tended-to reduce exports. In August 1971, President
Nixon moved to let the dollar float against other currencies.



sidiaries (and with foreign-owned manufacturers) by deferring a
portion of income from tax until distributed to the shareholders.

The Treasury Department anticipated that the proposed DISC
legislation would work more in favor of companies without existing
large foreign structures and extensive foreign tax credits. Larger
cogporations, the Department suggested, were able to reduce their
US. tax liability under then-existing law on export earnings by
using foreign manufacturing subsidiaries, by making the minimum
distribution election (now repealed) provided in subpart F (practi-
cally speaking, available only to U.S. exporters with substantial in-
vestments in foreign manufacturing facilities), and by means of the
foreign tax credit. The DISC legislation was intended to provide
equivalent opportunities for tax deferral on foreign income to
smaller corporations and corporations newly entering the export
market or expanding their export sales.

Proposed Trade Act of 1970

The Administration’s 1970 DISC proposal was included in the
ﬁroposed Trade Act of 1970.5 The proposed Trade Act passed the

ouse but was not enacted. The bill, H.R. 18970, would have
phased in the DISC provisions over three years. Deferral of tax
would have been permitted on 25 percent of a DISC’s income in
1970, 50 percent in 1971, and 100 percent in 1972,

In its report on the bill, the House Committee on Ways and
Means stated that the expansion of exports was an important na-
tional goal and that the nation’s previous strong surplus in export
trade had to be restored in order to find a long-range answer to the
balance-of-payments problem.®

The committee analyzed the effect of the disparate tax treatment
given U.S. companies which exported goods abroad and U.S. com-
?a.nies which manufactured dgmc abroad in foreign subsidiaries, as
ollows: The exporter was discriminated against because he paid
full U.S. taxes on a current basis; the U.S. company which manu-
factured abroad through a foreign subsidiary, on the other hand,
generally was required to pay only the foreign taxes on its income
on a current basis. Foreign taxes were found by the committee to
average about 10 percentage points less than the regular U.S. cor-
porate income tax. The committee also found that the existing tax
structure encouraged the reinvestment of foreign earni of for-
eign subsidiaries in plants or selling organizations located abroad,
since this enabled the parent corporation to postpone the payment
of the U.S. tax which would result if the foreign earnings were re-
mitted to the United States. The DISC provisions of the bill were
designed to remove the U.S. exporter’s disadvantage by freeing him
from U.S tax as long as he continued to use export income to
expand his export sales organization or to invest his export income
in production facilities, to the extent the facilities were used to pro-
duce goods in the United States for sales abroad.

The committee expressed the belief that the DISC provisions
would encourage domestic companies to engage in export activities
and also encourage those who, in any event, would engage in sales

s H.R. 18970, 91st Cong., 2d Sees. (1970).
¢ See H. Rep. No. 1435, 91st Cong., 2d Sess. 7-8, 15-20, 58-69 (1970).
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abroad to locate their manufacturing plants in the United States
rather than in foreign countries.

Citing various tax advantages provided by other countries to
export trade, the committee stated that the deferral of U.S. tax for
export companies was desirable so long as the use of the income in
the export trade sales and production activities was continued. The
committee also stated that the need to make U.S. exporters more
competitive with exporters of other countries justified a clearer
and more liberal allocation rule in determining the transfer price
from domestic producers to export sales subsidiaries.?

In the committee’s view, the DISC provisions could be expected
to give rise to increased export sales in a number of ways. Exports
might be increased through using part of the deferred tax resulting
from the provisions to lower export prices.® More importantly, ex-
ports might be increased through increased promotional efforts by
U.S. business. By increasing the profitability of exporting, the com-
mittee suggested, it would be possible to induce exporters to take
positive actions to build up their export markets. Exports might
also be increased because the DISC provisions would encourage
plant location in the United States, rather than abroad. The DISC
provisions would do so not only because of the deferral provided
but also because the DISC would be permitted to make loans to its
parent (“producer’s loans”) without the current payment of tax
and, thus, could aid substantially in the expansion of plant facili-
ties in the United States to be used for production for exporting.

The committee noted that the DISC bill included provisions espe-
cially designed to enable small businesses to take advantage of
DISC benefits. For example, small businesses could qualify for
DISC treatment though they left most of their selling arrange-
ments to brokers who made sales for them on a commission. The
committee believed that this would enable small businesses to
obtain the advantage of economy of scale in their selling costs by
zla)rirsaélging sales through a broker handling the sales of many small

8.

Finally, the committee suggested that, while larger companies
would share with small- or medium-sized companies in the incen-
tive to export provided by the DISC provisions, the stimulant in
their case was likely to be less than that for small companies.
Many larger companies already obtained the advantage of post-
ponement of U.S. tax under existing law in the case of their sales
abroad through the use of foreign subsidiaries or other arrange-
ments.

1971 Administration proposal

The Administration reintroduced its 1970 DISC proposal in
1971.° The only change made in the 1971 proposal was the recom-
mendation that it be fully effective in 1972 rather than be phased
in over several years.

: 21 Re;i.SNo. 1435, 91st Cong., 2d. Sess. 15-16 (1970).

. at 18.

® See Hearings on H.R. 10947 Before the Senate Comm. on Finance, 92d Cong., 1st Sess. 14-77
(1971) (testimony of John B. Connally).
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In connection with the 1971 proposal, the Treasury Department
argued that DISC would serve the interests of labor, business, and
consumers. Labor would benefit by the increase in U.S. jobs. Busi-
ness would benefit because many U.S. businessmen, it was argued,
would prefer to continue producing in the United States for export
markets if the tax treatment of U.S. and foreign production could
be equalized. Consumers would benefit because a higher level of ex-
ports was needed to support continued expansion of imports.

The Treasury Department also stated that it was becoming in-
creasingly difficult to support a policy that the United States
should be a model for other countries by fully taxing its export
income. (The subpart F provisions enacted in 1962 were generally
intended to subject export income of foreign base companies to tax
currently.) According to the Department, the effect of this policy
had been the erosion of production in the United States and the
transfer of jobs to foreign manufacturing in cases in which tax fac-
tors influence decisions on the source of production. The Depart-
ment reported that the United States had no followers in its effort
fully to tax export income currently.

The Treasury Department described the DISC groposal as an
effort to cut through the existing complexity of U.S. tax rules ap-
plicable to foreign income, and to provide forthrightly the opportu-
nity for tax deferral by use of a domestic corporation rather than a
foreign subsidiary.

The Revenue Act of 1971

In 1971, the House passed, as part of the Revenue Act of 1971, a
set of DISC provisions broadly similar to those incorporated in the
proposed Trade Act of 1970.1° Unlike the earlier proposed DISC
provisions, the 1971 DISC provisions passed by the House in H.R.
10947 generally were to apply only on an incremental basis, to
export income in excess of a specified base. Under the House bill,
deferral of tax was permitted on export income attributable to
sales in excess of 75 percent of the average export sales of the cor-
porate group to which the DISC belonged for the years through
1970. Deferral was granted on 100 percent of this export income.

In its report on the bill,!! the House Committee on Ways and
Means stated that the incremental approach had the advantage of
concentrating the benefits of DISC treatment on firms which in-
creased their exports and, thus, would make a greater contribution
to resolving the U.S. balance of payments problem.

The Treasury Department opposed the incremental approach.!?2
Noting that DISC was designed to induce companies to continue
manufacturing in the United States for sale abroad, thus keeping
jobs at home, the Treasury Department argued that this purpose
would be largely frustrated by the incremental approach because
many leading U.S. exporters had had declining or level exports in
recent years. These companies would have no incentive to continue
manufacturing in the United States for foreign markets under an

10 Comgare H.R. 10947, 92d Cong., 1st Sess. (1971) with H.R. 18970, 91st Cong., 2d Sess. (1970).
11 See H. Rep. No. 533, 92d Cong., 1st Sess. 39, 58-59 (1971).

19'_;139ee Hearings on H.R. 10947 Before the Senate Comm. on Finance, 92d Cong., 1st Sess. 14-16

( .
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incremental rule. In the case of other companies, the Treasury De-
partment suggested, the incremental approach at best would pro-
vide only partial deferral treatment, so the effectiveness of DISC in
keeping jobs at home would be greatly reduced.

Further, the Treasury Department argued, the incremental ap-
proach overlooked the fact that, from a balance of payments stand-
point, it was as important to maintain a dollar of existing export
sales as to increase export sales by a dollar. The incremental ap-
proach would not provide any incentive to help arrest the decline
in export seles. The incremental approach also, it was suggested,
would penalize corporations who made substantial efforts to main-
tain or boost their exports in base period years. Finally, the incre-
mental approach was criticized as too complex.

The Senate Finance Committee version of the bill containing the
DISC provisions eliminated the incremental approach.!'3 A provi-
sion was included instead that limited deferral of tax to 60 percent
of the export profit of a DISC. The Senate Finance Committee
made this change because the committee believed it would make
the DISC provisions simpler and more equitable.

The Senate Finance Committee version of the bill also included a
provision that would have terminated the DISC system after 10
years—in 1982.1¢ This was intended to give Congress a subsequent
opportunity to review the need for the DISC provisions in light of
the changing international monetary situation.

In addition, the Senate Finance Committee amended the House
bill to provide that, to the extent the controlled group, which in-
cluded the DISC, invested profits of the DISC in foreign plant and
equipment, deferral was to cease with respect to those profits. The
committee was concerned that the tax-deferred profits of a DISC
which were lent to the DISC’s parent company (or affiliated compa-
ny) might be used for investments in foreign plants and equipment
by the parent (or domestic or foreign affiliate).

The DISC provisions enacted in the Revenue Act of 1971 followed
closely the Senate amendments. An important change was the dele-
tion of the built-in termination date.

In their reports on the legislation, both the House Committee on
Ways and Means and the Senate Committee on Finance indicated
that it was important to provide tax incentives for U.S. firms to in-
crease exports not only because of the stimulative effects of such
incentives but also to remove the existing tax disadvantage of U.S.
companies engaged in export activities through domestic corpora-
tions.!® The Treasury Department had described this tax disadvan-
tage in connection with its 1970 and 1971 DISC proposals and the
House Ways and Means- Committee had reiterated it in its report
on the proposed Trade Act of 1970.

The House and Senate Committees emphasized that other major
trading nations encouraged exports. The Senate report added that
both the House and Senate versions of the DISC provisions were

13 See S. Rep. No. 437, 92d Cong. 1st Sess. 12-13, 90-129 (1971).

!4 This period was reduced to seven years by a Senate floor amendment.
19‘;1}{. Rep. No. 533, 92d Cong., 1st Sess. 58 (1971); S. Rep. No. 437, 92d Cong., 1st Sees. 90
( ).
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designed to remove tax disadvantages for U.S. manufacturing, but
to avoid granting undue tax advantages to DISCs.1¢

Public Law 93-482 and the Tax Reduction Act of 1975

Public Law 93-482 amended the DISC provisions to enable a fi-
nancing corporation to qualify as a DISC. This change was made
because it came to Congress’ attention that a corporation might
want to have its sales operations in one DISC and its financing op-
erations in another DISC. A corporation might adopt this corporate
structure because it believed the structure would improve its abili-
ty to receive outside financing.!?

The Tax Reduction Act of 1976 amended the DISC provisions to
deny DISC benefits for the export of natural resources and energy
products (i.e., products for which an allowance for cost depletion is

rovided) and for products subject to export control under the

xport Administration Act of 1969. The Tax Reform Act of 1976 ex-
cluded from this amendment sales, exchanges, and other disposi-
tions made after March 18, 1975, and before March 19, 1980, if
made pursuant to a fixed contract.

The Tax Reform Act of 1976

Prior to the Tax Reform Act of 1976, lefislative proposals were
made to eliminate the DISC system entirely, or to give the Presi-
dent authority to terminate the application of the DISC provisions
as part of a trade agreement between the United States and a for-
eign country.!8

In considering the 1976 legislation, Congress examined the o
nal DISC provisions at great length. It concluded that the D
provisions had increased U.S. exports. While much of the increase
in U.S. exports from 1971, when the DISC provisions were enacted,
through 1975, had resulted from the devaluation of the U.S. dollar
during that period, Congress believed that a significant portion of
the increase resulted from the DISC legislation. This increase in
exYorts, Congress concluded, provided jobs for U.S. workers and
he I-{:ed the U.S. balance of payments.

owever, Congress also recognized that questions had been

raised as to the revenue cost of DISC. In 1975, the system was esti-
mated to have cost nearly $1.3 billion, and it was estimated that in
1976 the amount would have been $1.4 billion. Further, Congress
believed that DISC was made less efficient because DISC benefits
applied to all exports of a company, regardless of whether a compa-
ny s products would be sold in similar amounts without export in-
centive and regardless of whether the company was increasing or
decreasing its exports.

Congress concluded that the DISC program could be made more
efficient and less costly while still providing the same incentive for
increased exports and jobs. !°* The Tax Reform Act of 1976 made

16 S, Rep. No. 437, 92d Cong., 1st Sees. 18 (1971).
Se: %9{}: . No. 1060, 93d Cong., 2d Sees. 4-5 (1974). See also H. Rep. No. 1402, 93d Cong., 2d

18 Qee, e.g., 8. 1439, 98d Cong., 1st Sees. (1978); H.R. 154562, 93d Cong., 2d Sees. (1974); H.R.
17488, 93d Cong., 2d Sess. (1974).

19 See H. Rep. No. 658, 94th Cong., 1st Sees., 263-64 (1976); S. Rep. No. 938, 84th Cong., 2d
Sess., 291-92 (1976).

s e
-

83-890 O—84—2



14

substantial changes in the DISC provisions. Perhaps most signifi-
cantly, the legislation adopted an incremental approach to DISC
benetits under which deferral generally was granted only to the
extent of 50 percent of a company’s income attributable to in-
creases in its exports over a base period amount. Under prior law,
tax %enerally was deferred on 50 percent of a DISC’s income, re-
gardless of whether its exports had increased.2® ‘The Act also re-
duced DISC benefits for military goods.

Tax Equity and Fiscal Responsibility Act of 1982

For corporate shareholders, the Tax Equity and Fiscal Responsi-
bility Act of 1982 reduced the deferral rate on incremental DISC
income from 50 to 42.5 percent. This change had the effect of re-
ducing DISC tax benefits by 15 percent.

In 1982, Congress reduced corporate tax preferences, including
DISC benefits, use (1) the Federal budget faced large deficits,
(2) the Accelerated Cost Recovery System enacted in 1981 made
some corporate tax preferences less necessary, and (3) there was in-
creasing concern about the equity of the tax system, and cutting
back corporate tax preferences was considered a valid response to
that concern.?!

Summary of Present DISC Rules

The profits of a DISC are not taxed to the DISC but are taxed to
the shareholders of the DISC when distributed or deemed distribut-
ed to them. Each year, a DISC is deemed to have distributed a por-
tion (discussed below) of its income, thereby subjecting that income
to current taxation in the shareholders’ hands.2? Federal income
tax can generally be deferred on the remaining portion of the
DISC’s taxable income until the income is actually distributed to
the DISC shareholders, a shareholder disposes of the DISC stock,
the DISC is liquidated, distributed, exchanged, or sold, the corpora-
tion ceases to qualify as a DISC, or the DISC election is terminated
or revoked.

Under the pre-1976 rules, a DISC was deemed to have distributed
income representing 50 percent of its export profits and 100 per-
cent of its non-export profits. In this way, under the prior rules,
the tax deferral which was available under the DISC gcovisions
was limited to 50 percent of the export income of the DISC. Under
current rules, DISC benefits (deferral of tax on 42.5 percent of prof-
its) are limited to income attributable to export gross receipts in
excess of 67 percent of average export gross receipts in a 4-year
base period. These provisicns are known as the incremental provi-
sions. The base period years are the fourth, fifth, sixth, and sev-
enth preceding years. For example, the base period is 1973 through
1976 for taxable years beginning in 1981. If the taxpayer does not
have a DISC in any year which would be included in the base
period for the current year, the taxpayer is to calculate base period

20 “Small"” DISCs were excluded frem the incremental rules.

#! Staff of Joint Comm. on Taxation, 97th Cong., General Explanation of the Tax Equity and
Figcal Responsibility Act of 1982, 30-32 (Joint Comm. Print 1982{.’

32 In the typical case, a DISC is a wholly-owned subsidiary of a U.S. corporation, so distribu-
tions and deemed distributions from DISCs are typically subject to corporate tax and, evantual-
ly, to shareholder level tax when distributed to individuals.



15

export gross receigts by attributing a zero amount of export gross
receipts to that base period year. DISCs with adjusted taxabhle
income of $100,000 or less are exempt from the incremental rule.
This exemption is phased out as adjusted taxable income increases
from $100,000 to $150,000.

The incremental provisions include special rules to deal with sit-
uations where a corporation has an interest in more than one
DISC, or where a DISC and the underlying trade or business giving
rise to the DISC income have been separated. The purposes of these
rules are, first, to insure that in every year the base period export
gross receipts which are attributable to a DISC for purposes of
deemed distributions in the current year are appropriatel
matched with the current period export receipts of the DISC and,
second, to prevent taxpayers from creating multiple DISCs, or
swapping DISCs, to avoid the effect of the incremental rule.

To qualify for tax exemption, a DISC must be incorporated under
the laws of any of the States or the District of Columbia, have only
one class of stock, have outstanding capital stock with a par or
stated value of at least $2,500, elect to be treated as a DISC, and
satisfy the gross receipts and gross assets tests.

The gross receipts test requires that at least 95 percent of the
corporation’s gross receipts consist of qualified export receipts. In
general, qualified export receipts are receipts, including commis-
sion receipts, derived from the sale or lease for use outside the
United States of export property, or from the furnishing of services
related or subsidiary to the sale or lease of export property. Inter-
est on any obligation which is a qualified export asset is also an
export receipt. Export %ro rty must be manufactured, produced,

own, or extracted in the United States. Exports subsidized by the

.S. Government or exports intended for ultimate use in the
United States do not qua{)i(t)'y as export property. The President has
the authority to exclude from export property any proper[? which
he determines (by Executive order) to be in sgort supply. However,
energy resources, such as oil and gas and depletable minerals, are
automatically denied DISC benefits under the Tax Reduction Act of
1975. That Act also eliminated DISC benefits for products the
export of which is grohibited or curtailed under the Export Admin-
istration Act of 1969 by reason of scarcity. The Tax Reform Act of
1976 reduced DISC deferral on sales of military goods to half the
amount which would otherwise be allowed.

The gross assets test requires that at least 95 percent of the cor-
poration’s assets qualify as export assets. Qualified export assets in-
clude inventories of export property, necessary operational equip-
ment and supplies, trade receivables from export sales (including
certain commissions receivable), producer’s loans, working capital,
obligations of domestic corporations organized soleéy to finance
export sales under guaranty agreements with the Export-Import
Bank, and obligations issued, guaranteed, or insured by the Export-
Import Bank or the Foreign Credit Insurance Association. In cer-
tain situations, nonqualified assets and receipts may be distributed
in order to satisfy these qualification requirements.

If a DISC fails to meet the qualifications for any reason, the
DISC provisions provide for an automatic recapture of the DISC
benefits received in previous years. Recapture of accumulated DISC
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earnings (because the DISC has become disqualified) is to be spread
out over a period equal to two years for each year that the DISC
was in existence (up to a maximum of 10 years).

The DISC provisions include special elective intercompany pric-
ing rules, which may be used in lieu of the general intercompany
pricing rules of the Code, in order to determine the profits which a
DISC may earn on products which it purchases from a related com-
pany and then reseils for export or which it sells on a commission
basis. In general, a DISC may earn up to 4 percent of gross export
receipts from a transaction or 50 percent of combined taxable
income of the DISC and its related party; in either case, the DISC
also earns 10 percent of export promotion expenses. Export promo-
tion expenses include freight expenses to the extent of 50 percent
of the cost of shipping export property aboard airplanes owned and
operated by U.S. persons or ships documented under the laws of
the United States in those cases where law does not require use of
such airplanes or ships. (Alternatively, the DISC and its related
party may choose a price determined under the usual arm’s-length
rules.) Neither the 4-percent method nor the 50-50 method can be
applied to cause a loss to the related supplier while the DISC is
earning a net profit.

Under marginal costing rules, if the 50-50 method is used by the
DISC, only the marginal or variable production and sales costs for
the export property need be included in the computation of com-
bined taxable income. In general, the benefits of marginal cost pric-
ing are limited to instances where the variable cost margin on the
DISC’s export sales of a product is less than the full cost margin on
the combirad product sales by the DISC and the related supplier.

A DISC's taxable year need not conform to the taxable year of
any of its shareholders. A wholly owned DISC will frequently have
a taxable year ending one month after its parent’s taxable year
ends. This difference in taxable years allows an additional 11
months of deferral of income that is deemed distributed to the
parent. _

Source of Income from Export Sales

The United States taxes U.S. taxpayers on their U.S. and foreign
source income, but allows a foreign tax credit for foreign taxes on
foreign source income. The foreign tax credit limitation reflects the
principle that the credit cannot exceed U.S. tax on foreign source
income. In general, in calculating the limitation, most foreign
source income is lumped together in a general category known as
the “all other” category; a separate limitation or “basket’” applies
to certain income from deemed DISC distributions (and, separately,
to certain interest), however. In most cases, an export sale will not
attract foreign tax so long as the U.S. seller does not perform sub-
stantial activities in the country of destination. The reason for the
separate limitation is that Congress, in enacting the original DISC
legislation, did not intend to enable taxpayers to reduce U.S. taxes
on low-foreign-taxed distributions from DISCs by crediting foreign
taxes on non-DISC income against the U.S. tax on distributions
from DISCs.
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Income of a U.S. person that exports property produced in the
United States directly (without using a DISC) is treated as income
partly from within and partly from without the United States (sec.
863(b)). This income is not subject to the separate foreign tax credit
limitation applicable to DISC income. To the extent that the
income is from sources without the United States, it increases the
taxpayer's foreign tax credit limitation in the general “all other”
category, and thus the foreign taxes that the taxpayer may credit.

An approximation of the portion of income from a typical direct
export sale that is foreign source income is 60 percent (see Treas.
Reg. sec. 1.863-3(aX2) (Example (2)). Therefore, a taxpayer with sub-
stantial excess foreign tax credits who can make an export sale di-
rectly (rather than through a DISC) without incurring foreign tax
on the transaction may be subject to tax on only half the income
from the export sale.

For example, a U.S. exporter who can make an export sale at a
profit of $100 may be able to treat $50 of that income as foreign
source. The taxpayer may be able to arrange the sale so that the
$60 of foreign source income attracts no foreign tax. Given suffi-
cient excess foreign tax credits, the sale will attract no U.S. tax,
either. In that case, the taxpayer will be taxable on only the $50 of
income that is U.S. source income.

By contrast, that exporter with excess foreign tax credits may be
taxable on $68 of income if it routes the export sale through a
DISC. The following table assumes a 17 percent deferral rate for
combined taxable income (CTI) of DISC and parent. (This assumed
17-percent deferral rate forms the basis of the FSC proposal.)

CURRENT LAW—DISC—50/50 SpLrT or CTI—SEC. 863(b)
(Exporter With Excess Foreign Tax Credits)

Parent DISC

U.S. source (taxable)........... $26  Deferred.......ccoocvvervvrnierenrencns $17
Foreign source (exempt)... 256  Deemed distribution............. 33
50 50

Taxable:
U.S. source income of parent ..............cceervivnmensnnissnsssnsnssisassenns $26
Deemed distribution—separate basket...........c.ccccoornniniiinisvicnins 33
58

Exempt:
Foreign source income of parent ...........ccvvniicriciennenncniinnennn $26
Deferred in DISC..........cccceivninvicrnenennnoninienenensennsmmesnes 17
i 42

Therefore, some exporters with excess foreign tax credits will
choose not to route their export transactions through DISCs.
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Income From Factoring Trade Receivables

When a seller of goods or services extends credit to a purchaser,
the seller generally takes from the purchaser a transferable prom-
ise to pay in the future (an “account receivable’’ or a “trade receiv-
able”). If the seller sells that receivable (the promise to pay the
debt obligation) to a “factor,” the factor earns “factoring” income
when it collects the debt for its own account. The factor pays the
seller less than the face value of the obligation, that is, the factor
buys at a discount. The seller will sell at a discount for two rea-
sons: first, to realize cash from the sale sooner than the buyer
would pay for the goods or services, and second, to shift some of the
risk of collecting the receivable. The seller would claim a loss from
the disposition of the debt obligation for less than face value. The
factor may assume some risk that the purchaser of goods or serv-
ices will not pay its debt. In the typical case, the factor will earn
some income because of the time value of money. That is, the re-
duced price that the factor pays the seller for the obligation will
reflect an element of interest income.

Some taxpayers take the position that a controlled foreign corpo-
ration located in a tax haven can factor receivables arising from
sales of goods or services by related parties without any U.S. tax.
For this arrangement to avoid U.S. tax, certain issues would have
to be resolved, including (1) whether the discount income is inter-
est, (2) whether the purchase and collection of receivables is a trade
or business within the United States, (3) whether the purchase of
receivables is an investment in U.S. property, and (4) whether the
discount is subpart F income.

There is authority that discount income earned by an active fac-
toring business is not interest for purposes of the personal holding
company rules (Elk Discount Corp., 4 T.C. 196 (1944)), or for pur-

ses of the Subchapter S rules (Thompson v. Commissioner, 73

.C. 878 (1980)). The Service has held in one instance that discount
income that a foreign subsidiary of a U.S. corporation earned was
not interest income and was not subject to the anti-tax haven rules
of Subpart F_of the Internal Revenue Code as foreign personal
holding income (private letter ruling 8338043, June 17, 1983).

If a foreign corporation buys receivables of U.S. obligors and
then collects the amounts due, that foreign cox:é)oration may be en-
gaged in U.S. business. If it is engaged in U.S. business, then its
actoring income will be subject to U.S. tax. It is unclear under
%resent law whether foreign corporations that buy obligations of

.S. persons and collect them are engaged in U.S. business (see pri-
vate letter ruling 8338043, referred to above, which did not rule on
the issue). Determination of this issue may depend on individual
factual circumstances.

In addition, a U.S. shareholder of a controlled foreign corpora-
tion is taxable on its pro rata share of the increase in the taxable
year of the foreign corporation’s earnings invested in U.S. property
(section 956). U.S. property generally includes any obligation of a
U.S. person. However, a special rule excludes obligations of unre-
lated U.S. corporations (sec. 356(bX2XF)).

Factoring income of a controlled foreign corporation may be sub-
ject to other anti-tax haven rules of Subpart F. For example, factor-
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ing income may be foreign base company services income, which is
income from services performed by or on behalf of a related person
outside the country of incorporation of the controlled foreign corpo-
ration (sec. 954(e) (see private letter ruling 8338043, noted above,
which did not rule on the issue)).

These rules applicable to controlled foreign corporations do not
apply to DISCs. Three benefits arise when a DISC holds the receiv-
- ables arising from export sales: (1) its parent gets cash, (2) the re-
ceivables help the DISC meet the qualified export assets test, and
(3) the discount income is eligible for deferral. The discount, if
treated as interest, would be treated as the DISC’s income alone; it
would not be included in combined taxable income for purposes of
the 50-50 profit split. To the extent the discount income is not
shared with the parent as combined taxable income, the DISC gets
additional deferral (i.e.,, the DISC gets deferral on 42.5 percent of
ghe full amount of the discount rather than 42.5 percent of half the

iscount).
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B. The General Agreement on Tariffs and Trade (GATT)

Cancern about U.S. obligations under the General Agreement on
Tariffs and Trade (the “General Agreement” or GATT) 23 has moti-
vated introduction of legislation dealing with the Domestic Interna-
tional Sales Corporation provisions.2¢ The General Agreement
became open for acceptance in October 1947; its provisions (as
amended) apply to the United States, the developed countries of
the free world, most of the world’s developing countries, and a few
communist countries. vl

Substantive Provisions in General

The thrust of the General Agreement is to prevent countries
from favoring domestic goods over foreign goods. The typical
method of favoring domestic goods is by import duties. The General
Agreement also contains provisions designed to limit subsidies for
domestic goods. First, countries must report to the GATT member-
ship subsidies that reduce imports or increase exports (Article
XVI&.I olf; the General Agreement). Article XVI is reproduced in Ap-
pendix B.

Second, the General Agreement proscribes export subsidies. It
imposes different standards on export subsidies for primary prod-
ucts (such as minerals and agricultural commodities) and non-pri-
mary products. Any subsidy which increases the export of a pri-
mary product is not to result in a country having more than an
;z(q‘}lli(tg)l))le share of world export trade in that product (Article

Countri®s are to cease granting subsidies on non-primary prod-
ucts when the subsidy results in export sales at lower prices than
domestic sales (Article XVI:4). This standard for non-primary prod-
ucts is a ‘“bi-level pricing”’ standard.

Remedies in General

. If actions of one country nullify or impair any benefit that ac-
crues to another country under the General Agreement, the in-
jured country is to notify the offending country. If the two coun-
tries cannot solve the problem, the general membership of GATT is
to investigate the matter, and make recommendations, or give a
ruling. The general membership may authorize the injured country
to suspend the concessions, such as reduced tariffs, it made to the
offending country under the General Agreement.25

3 This pamphlet uses the term GATT to mean the agreement or the countries that subscribe
to it, as the context requires.

4 Statements of Senator Dole, 129 Cong. Rec. S11761 (August 4, 1983) and id. S12072 (Septem-
ber 13, 1983); Statement of Senator Danforth, id. S11766 (August 4, 1983).

"dfl‘hg text of the GATT provision governing these remedies, Article XXIII, is included in Ap-
pendix B.



21

The Ilustrative List
In 1960, a GATT working party adopted an “illustrative list” of
“practices generally . .. considered as subsidies” under Article

XVI:4 (BISD (Basic Instruments and Selected Documents), 9 Suppl.
p. 186). These included:

“(c) The remission, calculated in relation to exports, of direct
taxes or social welfare charges on industrial or commercial enter-
prises;’‘ and”

“(d) The exemption, in respect of exported goods, of charges or
taxes, other than charges in connection with importation or indi-
rect taxes levied at one or several stages on the same goods if sold
for internal consumption. . . .”

For GATT purposes, there is a distinction between “direct” and
“indirect” taxes. Income taxes, such as the U.S. corporate income
tax, are ‘‘direct” taxes, while some other taxes, such as Value
Added Taxes (V.A.T.), are “indirect” taxes. Therefore, forgiveness
of corporate income tax on export profits may violate GATT rules,
while remission of a V.A.T. may not violate those rules.

The members of the European Economic Community (and other
countries) generally impose high Value Added Taxes on goods con-
sumed locally, but they rebate those taxes for exported goods. The
staff is not aware of any challenge to this practice of EEC member
countries.?¢

¢ For criticism of the effect of this distinction between direct and indirect taxes, see the re-
marks of Senator Long in Hearings before the Committee on Finance, U.S. Senate, Nomination of
John B. Conna{lff, of Texas, to be Secretary of the Treasury, January 28 and February 2, 1971, at
89-40. See also U.S. Department of the Treasury, The ration and Effect of the Domestic Inter-
national Sales Corporation Legislation, 1976 Annual Report at 30-32, and Jackson, ‘“The Juris-
ruiencesof International Trade: The DISC Case in GATT,” 72 Am. Journal of Int'l Law 747,
51 & n.15. o -
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C. GATT's reaction to DISC

The Treasury Department first proposed DISC to Congress in
1970. Before DISC’s enactment, the European Economic Communi-
ty (EEC) indicated its view that DISC constituted a ‘“tax privilege”
and a ‘‘tax incentive to exports’’ and ‘‘would be contrary to the
United States’ commitments under the General Agreement.”’2?
Canada, Switzerland, and Sweden also expressed concern about the
DISC proposal.

The DISC provisions became effective on January 1, 1972; early
in that year, the EEC formally requested consultation with the
United States about DISC. The 6nited States then sought consulta-
tions with France, Belgium and the Netherlands with respect to
those countries’ tax systems, which exempted profits of foreign
sales corporations. The United States argued that those countries’
territorial tax systems were as generous as or more generous than
DISC for exports and that either all were legal under GATT or all
were illegal.

In general, these three countries use a “territorial”’ system of
taxation in which profits generated by undertakings operated
abroad are exempt from home-country tax.2¢ In general, these
three countries have low taxes (or no taxes) on foreign profits
brought back into the country. Each of these countries, in princi-
ple, generally requires arm’s-length pricing between related par-
ties, but it is not clear how well these countries enforce or enforced
the arm’s-length standard.

By 1973, both the United States and the EEC had formally com-
plained to the GATT membership about the alleged tax export sub-
sidies. The GATT Council directed that a Panel of experts examine
PISdC and the tax practices of France, Belgium and the Nether-
ands.

In late 1976, the GATT Panel issued reports on the tax practices
of all four countries.2® The Panel concluded that the DISC legisla-
tion conferred a tax benefit essentially related to exports, and that
this would tend to lead to an expansion of export activity. The
Panel noted that the DISC legislation was intended to increase
United States exports and noted that the Treasury Department
had reported that DISC had in fact increased exports. The Panel

t7 Note on Exchange of Views, GATT Doc L/3574 (September 13, 1971). For discussions of
GATT's reaction to DISC; see Cohen and Hankin, “A Decade of DISC: Genesis and Analysis,” 2
Va Tax Rev. 7 (1982), Jackson, ‘‘The Jurisprudence of International Trade. The DISC in
GATT."” 72 American Journal of International Law 747 (1978); Kwako, “Tax Incentives for Ex-

rts, Permissible and Proscribed. An Analysis of the Corporate Income Tax Implications of the

TA Subsidies Code,” 12 Law & Policy in Int'l Bus. 676 (1980).

8 This exemption applies not only to exports, but also to purely foreign transactions. For ex-
ample, profits of a non-French branch (or subsidiary) of a French corporation would generally be
exempt from French tax, and would be subject to a low rate of tax (that could be zero in certain
cases) on repatriation.

Dl’S’CAppendix B of this pamphlet reproduces in full the Panel's conclusions with respect to
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further noted that the deferral of tax under the DISC legislation
did not attract the interest component of the tax normally levied
for late or deferred payment and therefore concluded that, to this
extent, the DISC legislation constituted a partial exemption which
was either “‘a remission” or “an exemption” (or both) that was im-
proper under the illustrative list of 1960. The Panel indicated that
remissions and exemptions were generally to be considered as sub-
sidies in the sense of Article XVI:4.

The Panel indicated that the DISC legislation could be presumed
to result in bi-level pricing. The Panel considered that an export
subsidy would lead to any or a combination of the following conse-
quences in the export sector: (a) lowering of prices, (b) increase of
sales effort and (c) increase of profits per unit. The Panel expected
that all of these effects wouid occur and that a concentration of the
subsidy benefits on prices could lead to substantial reductions in
prices. The Panel therefore concluded that the DISC legislation in
some cases had effects which were not in accordance with the
United States’ obligations under Article XVI:4 with respect to non-
primary products. The Panel did not examine whether the DISC
legislation would give the United States a disproportionate share of
the world market in primary products (in terms of Article XVI:3).

The Panel did not accept the United States argument that it had
introduced the DISC legislation to correct an existing distortion
created by tax practices of certain other contracting parties. The
Panel said that that one distortion could not be justified by the ex-
istence of another one. In conclusion, the Panel found that there
was a prima facie case of nullification or impairment of benefits
which other countries were entitled to expect under the General
Agreement.

On the day that the Panel issued its report on DISC, the three
Panels examining the tax practices of France, Belgium, and the
Netherlands issued their reports. (The membership of these three
Panels was identical to that of the DISC Panel.)

The GATT Panel reports on the tax systems of France, Belgium,
and the Netherlands are similar in their analysis and conclusions
to the report on DISC.3° The GATT Panel reports on these three
tax systems noted that their application of the territoriality princi=
ple allowed some part of export activities to be outside the scope of
home country taxes. In this way each country created a possibility
of a pecuniary benefit to exports. The Panel did not find it signifi-
cant (1) that territoriality was a long-standing practice in each
country, not created to benefit exports or (2) that each country’s
territorial system exempted income from foreign investment gener-
ally, and not just income from export activity.

The Panel also noted that taxation of dividends from abroad at a
nominal rate preserved these tax benefits for exports. The Panel
concluded in each case that there was a Partial exemption from
direct taxes which was either “a remission” or “an exemption” (or
both) that was improper under the illustrative list of 1960. The

30 These reports are ‘Income Tax Practices Maintained by France,” GATT Doc. No. L/4423
(Nov. 2, 1976); “Income Tax Practices Maintained by Belgium,” GATT Doc. No. L/74424 (Nov. 2,
1976); GATT, “Income Tax Practices Maintained by the Netherlands,”” GATT Doc. No. L/4425
(Nov. 2, 1976). Appendix B of this pamphlet contains excerpts from the Panel Report on France.
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Panel indicated that remissions and exemptions were generally to
be considered as subsidies in the sense of Article XVI:4. The Panel
added (with respect to each case) that bi-level pricing had probably
occurred and concluded that each country’s tax practices in some
cases had effects which were not in accordance with its obligations
under Article XVI:4 with respect to non-primary products. The
Panel noted that each country might allow deviations from the
arm’s-length pricing principle in calculating the allocation of prof-
its between companies and their foreign operations. The Panel
found in each case that there was a prima facie case of nullifica-
tion or impairment of benefits which other contracting parties
were entitled to expect under the General Agreement.

Belgium and France contested the findings with respect to their
tax practices with the argument that exportation (that a tax
system could subsidize in violation of GATT) ends at the customs
grcl)lntier of the importing country. The argument of Belgium was as
ollows:

“It is clear that export activities end the moment that the for-
eign importer takes possession of the exported products. All further
activities take place at the level of the importer, whether the im-
porter is a fully independent company, or a branch or subsidiary
company. Such activities do not enter into the framework of export
operations and therefore fall outside the scope of Article XVI:4.”31

There was no GATT action on these Panel reports until Decem-
ber 1981. The delay was due in part to negotiations that led up to
adeption, in 1979, of an ‘““Agreement on Interpretation and Applica-
tion of Articles VI, XVI, and XXIII” of the General Agreement.32
This agreement is generally known as the “Subsidies Code.” An
Annex to that Agreement contained an updated “Illustrative list of
export subsidies,” which included the following item:

‘(e) The full or partial exemption, remission, or deferral specifi-
cally related to exports, of direct taxes or social welfare charges
paid or payable by industrial or commercial enterprises.”

The inclusion of ‘‘deferral” in this item represented a significant
departure from the 1960 list. One footnote33 to that item explained
that deferral need not amount to an export subsidy where appro-
priate interest charges are collected. That footnote also indicated
(1) that the reference to deferral was not intended to prejudge the
DISC case; (2) that the arm’s-length pricing standard should apply
in transactions between exporting enterprises and foreign buyers
urider common control; and (3) that this item was not intended to
limit measures to avoid the double taxation of foreign source
income.

At a meeting in December 1981, the GATT Council adopted all
four panel reports but with three qualifications.?* First, GATT
does not require an exporting country to tax economic events that
take place outside its territorial limits. Second, GATT (Article
XVI:4) requires arm’s—len%th pricing in transactions between ex-
porting enterprises and foreign buyers under common control.

31 GATT Doc. C/98, March 14, 19717,

3% See ments Reached in the Tokgg Round of the Multilateral Trade Negotiations, H.R.
Doc. No. 153, 96th Cong., 1st Sess., pt. 1 (1979).

33 The text of that footnote appears in Appendix B.

34 The text of the agreement is found in Appendix B.
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Third, Article XVI:4 does not prohibit the adoption of measures to
avoid double taxation of foreign source income. ‘

This agreement reflects some of the concegtés of the 1979 Subsi-
dies Code. The effect of this agreement on DISC is not clear. In De-
cember 1981, David R. MacDonald, Deputy U.S. Trade Representa-
tive, stated his office’s position that DISC did not violate the princi-
ples of GATT, and that this agreement left the United States
“under no obligation to modify or eliminate the DISC.”3% In Octo-
ber 1982 the Deputy U.S. Trade Representative informed the GATT
Council that the Administration intended to propose legislation to
address the concerns that GATT members had with DISC. In
March 1983 the President’s Cabinet Council on Commerce and
Trade approved a proposal for a tax replacement for DISC. That
%r%poggioformed the basis for S. 1804 and an identical House bill,

The Treasury Department’s annual report on DISC for 1981,
issued in July 1983, expresses the Administration’s official position
on the GATT controversy: '

“For several years, the provisions of the DISC legislation have
been the subject of a dispute between the United States and other
General Agreement on Tariffs and Trade (GATT) signatories. Those
signatories contend that DISC amounts to an illegal export incen-
tive which violates the GATT. The DISC was found to be an illegal
export subgsidy by a GATT panel in 1976 along with similar tax
practices of Belgium, France, and the Netherlands. While the
United States has never conceded that DISC violates the GATT,
the United States agreed to the adoption of the GATT panel re-
ports subject to the understanding that GATT signatories need not
tax export income generated by economic processes outside their
territorial limits, as long as arm’s-length pricing principles are ob-
served in transactions between related parties. The understanding
also states that the GATT does not prohibit the adoption of meas-
ures to avoid the double taxation of foreign source income.

‘“The DISC dispute remains a serious irritant in U.S. trade rela-
tions with other countries, particularly the European Community.
Thus, the United States informed the GATT Council in October,
1982 that it would propose to Congress legislation that would ad-
dress the concerns of its trading partners. In March, 1983, the Ad-
ministration announced the general elements of a tax alternative
to DISC. Legislation on the proposed alternative was being drafted
as this report was prepared.”3¢
38'{(%“ legislation is S. 1804 (and the companion House bill, H.R.

38 16 Tax Notes 884 (June 14, 1982).
3¢ Department of the Treasury, The Operation and Effect of the Domestic International Sales
Corporation Legislation, 1981 Annual Report, 6 7 (July 1983).
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III. EXPLANATION OF 8. 1804 (FOREIGN SALES
CORPORATION ACT OF 1983)

Overview

The bill would provide that a portion of the export income of an
eligible foreign sales corporation (FSC) would be exempt from Fed-
eral income tax. It would also allow a domestic corporation a 100
percent dividends-received deductiorr for dividends distributed from
the FSC out of earnings attributable to certain foreign trade
income. Thus, there would be no corporate level tax imposed on a
portion of the income from exports.

Under the GATT rules, an exemption from tax of export income
is permitted only if the economic processes which give rise to the
income take place outside the United States. In light of these rules,
the bill would provide that a FSC must have a foreign presence, it
must have economic substance, and that activities that give rise to
the export income must be performed by the foreign sales corpora-
tion outside the U.S. customs territory. Furthermore, the income of
the foreign sales corporation must be determined according to
transfer prices specified in the bill: either actual prices for sales be-
tween unrelated, independent parties or, if the sales are between
related parties, formula prices whlch are intended to comply with
GATT's requirement of such arm’s-length prices.

The bill would provide that the accumulated tax-deferred income
of existing DISCs would be deemed previously taxed income and,
therefore, would be exempt from taxation.

Small exporters may find it difficult to comply with certain of
the foreign presence and economic activity requirements. The bill
would provide, therefore, two options to al{eviate the burden of the
foreign presence and economic activity requirements to eligible
small businesses: the interest-charge DISC and the small FSC.

Foreign sales corporation

To qualify as a FSC, a foreign corporation must have a foreign
presence. In order to determine whether a corporation has a for-
eign presence, the bill would provide an objective test—the corpora-
tion must satisfy each of the following six requirements: The corpo-
ration must (1) be created or organized under the laws of any for-
eign country or possession of the United States (a term that in-
cludes Guam, American Samoa, the Commonwealth of the North-
ern Mariana Islands, and the Virgin Islands of the United States,
but does not include Puerto Rico, because the United States in-
cludes Puerto Rico for purposes of the bill),3” (2) have no more
than 25 shareholders at any time during the taxable year, (3) not

37 In other words, the corporation must be formed under the laws of a jurisdiction outside
U.S. customs territory.
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have any preferred stock outstanding at any time during the tax-
able year, (4) maintain an office located outside the United States,
maintain a set of the permanent books of account at such office,
and maintain within the United States the records required of a
domestic corporation for tax purposes, (5) at all times during the
taxable year have a board of directors which includes at least one
individual who is not a resident of the United States, and (6) not be
a member at any time during the taxable year of any controlled
group of corporations of which a DISC is a member.

In addition to the above requirements, a FSC must make an elec-
tion to be treated as a FSC.

Exempt foreign trade income

A portion of the foreign trade income of a FSC would be exempt
from Federal income tax. To achieve this result, the exempt foreign
trade income would be treated as foreign source income which is
not effectively connected with the conduct of a trade or business
within the United States. The portion of foreign trade income that
is treated as exempt foreign trade income depends on the pricing
rule used to determine the amount of foreign trade income earned
by the FSC. If the amount of income earned by the FSC is based on
arm’s-length pricing between unrelated parties, or between related
parties under the rules of section 482, then exempt foreign trade
income is 34 percent of the foreign trade income derived from a
transaction. If, however, the income earned by the foreign sales
corporation is determined under the special administrative pricing
rules, then the exempt foreign trade income is 17/23 of the foreign
trade income derived from the transaction.

Exempt foreign trade income is an exclusion from gross income
of the FSC. Any deductions of the FSC properly apportioned and
allocated to the foreign trade income derived by the FSC from a
transaction would be allocated on a proportionate basis between
exempt and nonexempt foreign trade income. Thus, deductions al-
. locable to exempt foreign trade income could not be used to reduce
the taxable income of the FSC.

In general, no tax credits other than withholding or foreign tax
credits would be allowed to a FSC.

Foreign trade income

Foreign trade income is defined as the gross income of a FSC at-
tributable to foreign trading gross receipts. Foreign trade income
includes both the profits earned by the FSC itself from exports and
commissions earned by the FSC from products or services exported
by others.

All foreign trade income, other than exempt foreign trade
income, would be tréated as income effectively connected with the
conduct of a trade or business conducted through a permanent es-
tablishment within the United States. Furthermore, foreign trade
income would be treated as derived from sources within the United
States rather than as foreign source income. Thus, foreign trade
income other than exempt foreign trade income would be taxed
currently and treated as U.S. source income for purposes of the for-
eign tax credit limitation. This nonexempt foreign trade income
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would be either 6/23 or 66 percent of foreign trade income, depend-
ing on the pricing method used in arriving at foreign trade income.

may not credit or deduct foreign income, war profits, or
excess profits taxes paid or accrued with respect to foreign trade
income (whether exempt or nonexempt). The corporate shareholder
of a FSC would be not eligible for a deemed-paid foreign tax credit
with respect to foreign trade income. Two new categories of income
“would each be subject to separate foreign tax credit limitations
(like DISC distributions under current law): (1) taxable income at-
tributable to foreign trade income (at the FSC level), and (2) distri-
butions from a or former FSC out of earnings and profits at-
tributable to foreign trade income (at the level of the FSC’s share-
holder). By virtue of these separate limitations, no increase in the
FSC’s foreign source income in the general “all other” category
would result from foreign trade income.

Foreign trading gross receipts

In general, foreign trading gross receipts would mean the gross
receipts of a FSC which are attributable to the export of certain
goods and services (similar to the qualified gross receipts of a DISC
under present law). Foreign trading gross receipts of a FSC are the
gross receipts which are (1) from the sale, exchange or other dispo-
sition of export property, (2) from the lease or rental of export
property for use hy the lessee outside the United States, (3) for
services which are related and subsidiary to the sale, exchange, dis-
position, lease or rental of export property, (4) for engineering or
architectural services for construction projects located outside the
United States, or (5) for the tperformance of managerial services
that relate to the production of gross receipts. _

For the FSC to have foreign trading gross receipts, two addition-
al requirements must be met—the foreign management and forei%n
economic _process requirements. (These requirements do not apply
to small FSCs, descri below.) A FSC would be treated as having
foreign trading gross receipts only if the management of the corpo-
ration during the taxable year takes place outside the United
States and only if the economic processes with respect to particular
transactions take place outside the United States. (The manage-
ment test applies to functions of the FSC for the taxable year. In
contrast, the economic process test generally applies to every trans-
action on a transaction-by-transaction basis).

Foreign management.—The requirement that the FSC be man-
aged outside the United States would be treated as satisfied for a
particular taxable year if (1) all meetings of the board of directors
of the corporation and all meetings of the shareholders of the cor-
poration are outside the United States, (2) the principal bank ac-
count of the corporation is maintained outside the United States at
all times during the taxable year and, (3) all dividends, legal, and
accounting fees, and salaries of officers and members of the board
of directors of the corporation disbursed during the taxable year
are disbursed out of bank accounts of the corporation outside the
United States.

Foreign economic processes.—Economic processes are treated as
taking place outside the United States if two requirements are met.
The first requirement is that, with respect to any transaction, the
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FSC must participate outside the United States in the solicitation
(other than advertising), the negotiation or the making of the con-
tract relating to the transaction. This test can be met if either the
FSC or any person acting under contract with the FSC has per-
formed one or more of these activities outside the United States.

The second requirement is that the foreign direct costs incurred
by the FSC attributable to the transaction must equal or exceed 50
percent of the total direct costs incurred by the FSC with respect to
the transaction (or that the FSC meet an alternative 85-percent
test, described below).

The term ‘“‘total direct costs’ (the denominator of the fraction)
means, with rg‘sg)ect to any transaction, the total direct costs in-
curred by the FSC attributable to the activities relating to the dis-
position of export property. These activities are those performed at
any location within or without the United States by the FSC or
any person acting under contract with the FSC. The term ‘“‘foreign
direct costs’ (the numerator of the fraction) means the portion of
the total direct costs incurred by the FSC which are attributable to
activities performed outside the United States. Although the activi-
ties must be performed outside the United States, either the FSC
or any person acting under contract with the FSC may perform the
activities. :

For purposes of the foreign direct-cost test, the costs of five activ-
ities relating to the disposition of export property are considered.
The activities are (1) advertising or sales promotion, (2) the process-
ing of customer orders and the arranging for delivery (outside the
United States) of the export groperty, (3) transportation from the
time of acquisition by the FSC to the delivery to the customer, (4)
the determination and transmittal of the final invoice or statement
of account and the recei?t of payment, and (5) the assumption of
credit risk. In the case of a commission relationship, the transpor-
tation test is determined from the beginning of the commission re-
lationship rather than from the time of acquisition by the FSC.

The requirement that the foreign direct costs incurred by the
FSC equal or exceed 50 percent of the total direct costs incurred by
the FSC attributable to a transaction may be met by an alternative
85 percent test. Under this alternative test a corporation would be
treated as satisfyirlxjg the requirement that economic processes take

lace outside the United States if the foreign direct costs incurred

y the FSC attributable to any two of the five activities relating to
disposition of the export property equal or exceed 85 percent of the
total direct costs of at least two of those five activities.

For example, if the foreign direct costs (incurred by a FSC with
respect to a transaction) aitributable to advertising and sales pro-
motion, and the assum})tion of credit risk are 85 percent or more of
the total direct costs of these activities, the foreign direct cost test
would be satisfied. With respect to this transaction, rione of the
direct costs of the other activities, for example, the processing of
customer orders and arranging for delivery outside the United
States of the export property, need be foreign direct costs.

Burden of proof.—The burden of proof with respect to the foreign
management and economic process requirements would be shifted
to the Secretary of the Treasury if a written statement addressing
the issue has been filed by an officer of the corporation. The state-

83-890 O—84—3
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ment to be filed with the Secretary must be made by an officer of
the FSC who is a citizen and resident of the United States, and
must be made under penalty of perjury. Furthermore, the state-
ment must declare that the corporation meets the economic process
requirements and the foreign management requirements and must
specify how the requirements have been met for the particular
transactions.

Excluded receipts.—Certain receipts are not included in the defi-
nition of foreign trading gross receipts. First, certain receipts are
excluded on the basis of use; also, subsidized receipts and certain
receipts from related parties are excluded. Examples of such re-
ceipts include the receipts of a FSC from a transaction (1) if the
export property or services are for ultimate use in the United
States or are for use by the United States and the use by the
United States is required by law or regulation, (2) if the transaction
is accomplished by a subsidy granted by the United States, or (3) if
the receipts are from another FSC which is a member of the same
controlled group.

Second, one-half of the receipts from military property are ex-
cluded from the definition of foreign trading gross receipts.

Third, investment income and carrying charges are excluded
from the definition of foreign trading gross receipts. Carrying
charges would mean not only amounts normally considered carry-
ing charges but also any amount in excess of the price for an im-
mediate cash sale and any other unstated interest. Thus, a taxpay-
er could not artificially increase foreign trade income through
hidden carrying charges or unstated interest.

Income attributable to excluded receipts would not be forei%g
trade income and, therefore, no portion of such income would
exempt; furthermore, a corporate shareholder would not get a divi-
dends-received deduction for distributions attributable to such
income. For example, investment income and carrying charges
would be included in the taxable income of the FSC and, therefore,
subject to full U.S. tax. Distributions to a corporate shareholder
from earnings and profits attributable to the investment income
and carrying charges would be fully taxed again (to the corporate
shareholder) because there would be no dividends-received deduc-
tion. In other words, the investment income and carrying charges
would be subject to tax at the FSC level, the corporate shareholder
level and, like all other dividends from the corporate shareholder
to its individual shareholders, also at the individual level. At the
FSC level, investment income would be eligible for foreign tax cred-
its.

Transfer pricing rules

The pricing principles that govern the determination of the tax-
able income of a FSC are intended to comply with the GATT rules.
If export fproperty is sold to a FSC by a related person, the taxable
income of the FSC and the related person is based upon a transfer
price determined under an arm’s-length pricing approach or under
one of two formulae which are intended to approximate arm’s-
length pricing. Taxable income may be based upon a transfer price
that allows the FSC to derive taxable income attributable to the
sale in an amount which does not exceed the greatest of: (1) 1.83
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percent of the foreign trading gross receipts derived from the sale
of the groperty; (2) 23 percent of the combined taxable income of
the FSC and the related person (these two pricing rules are termed
the administrative pricing rules); and (3) taxable income based
upon the actual sales price, but subject to the rules provided in sec-
tion 482. Neither administrative pricing rule can cause a loss to the
related supplier while the FSC is earning a net profit.

In order to use the special administrative pricing rules, a FSC
must meet two requirements. The first requirement is that all of
the activities with respect to which the direct costs are taken into
account for the 50 percent foreign direct costs test must be per-
formed by the FSC or by another person acting under contract
with the FSC. These five activities are acvertising and sales promo-
tion, processing of customer orders and arranging for delivery of
the property, transportation, billing and receipt of payment, and
the assumption of credit risk. The second requirement for use of
the administrative pricing rules is that all of the activities relating
to the solicitation (other than advertising), negotiation and making
of the contract for the sale must be performed by the FSC (or by
another person acting under contract with the FSC). These two re-
quirements can be met wherever the activities are performed. The
activities do not have to be performed outside the United States. It
is only necessary that the activities be performed by the FSC or by
another person acting under contract with the FSC.

To summarize, to be treated as having foreign gross receipts and
hence foreign trade income, the foreign costs of certain activities
relating to the disposition of export property must be substantial
(either 50 percent of the cost of all five activities or 85 percent of
the cost of two of the activities). To use the administrative pricing
rules, all five of the activities must be performed by the FSC or by
another person acting under contract with the FSC. Furthermore,
other activities (solicitation, negotiation, and making of the con-
tract of sale) must be performed by the FSC or by another person
acting under contract with the FSC.

Distributions to shareholders

Distributions to shareholders must be made first out of foreign
trade income. The FSC may have income that is not foreign trade
income, for example, investment income. Distributions would be
treated as being made first out of earnings and profits attributable
to foreign trade income, and then out of any other earnings and
profits. Any distribution made by a FSC which is made out of earn-
ings and profits attributable to foreign trade income to a share-
holder which is a foreign corporation or a nonresident alien indi-
vidual would be treated as a distribution which is effectively con-
nected with the conduct of the trade or business conducted through
a permanent establishment of the shareholder within the United
States. Thus, such distributions would be generally subject to Fed-
eral income tax.

Dividends received from a FSC

A domestic corporation would be allowed a 100 percent divi-
dends-received deduction for amounts distributed from a FSC out of
earnings and profits attributable to foreign trade_income. Thus,
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there would be no corrorate level tax on exempt forei%n trade
income and only a single-level corporate tax (at the FSC level) on
foreign trade income other than exempt foreign trade income. To
the extent a corporate shareholder of a FSC distributes dividends
attributable to foreign trade income to its individual shareholders
the amounts would be taxed. Likewise, noncorporate shareholders
g‘fsé FSC would he taxed currently on all dividends received from a
A dividends-received deduction would not be allowed, however,
for distributions attributable to other earnings and profits. These
distributions would therefore be taxed currently to the sharehold-
ers, corporate or noncorporate, of the FSC.

Other definitions and special rules

Factoring of trade recelvables.—The bill would add a new cate-
gory of income to the definition of foreign personal holding compa-
ny income (which is used in taxing income to the United States
shareholders of foreign personal holding companies and controlled
foreign corporations (under Subpart F)). This catego? of income is
income from an account receivable or evidence of indebtedness
arising out of the disposition of property described in section
1221(1) (which includes stock in trade of the taxpayer or other
property of a kind which would progerl be included in the inven-
tory of the taxgayer if on hand at the close of the taxable year, or
property held by the taxpayer primarily for sale to customers in
the ordinary course of his trade or business), or the performance of
services, by a related person. This rule would apply whether or not
the related person is a U.S. person. The effect of this rule is to
treat factoring as a tax-haven activity under the Subpart F rules.

In addition, the bill would amend the definition of U.S. property
(in Code sec. 956) to include any account receivable or evidence of
indebtedness arising out of the disposition of property described in
section 1221(1), or performance of services, by a related U.S.

rson. This rule would apply notwithstanding the rule of current
aw that excludes from the definition of “U.S. property” obligations

of unrelated U.S. corporations. The effect of this amendment would
be to treat this factoring activity like certain other transfers of
cash from controlled foreign corporations to their U.S. sharehold-
ers.

Export property.—In general, the term export property means
roperty manufactured or produced in the United States for sale,
ease or rental in the ordinary course of trade or business for use

outside the United States, and not more than 50 percent of the fair
market value of which is attributable to articles imported into the
United States.

The term export property does not include (1) property leased or
rented by a for use by an¥ member of a controlled group of
which the FSC is a member, (2) patents and other intaggxbles, 3
oil or gas or any primary product thereof, or (4) products the
export of which is prohibited. Export property also excludes proper-
ty designated by the President as being in short supply. Coal and
uranium products specifically excluded from the definition of
export Froperty under the DISC rules would not be excluded under
this bill, however.
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Cooperatives.—Agricultural products marketed through coopera-
tives are subject to special rules. Fungible agricultural products
marketed through pooling arrangements of an exempt farmers’ co-
operative are treated as meeting the requirements that they be
e?ort property to the extent that the products are sold for use out-
side the United States. Each member of the pool is considered as a
producer of the property to the extent of his or her ratable share of
the product based upon his or her contribution of products to the
pool. The special rule does not apply to any products which are
sold by the cooperative through & or DISC of which the cooper-
ative 18 a shareholder. A cooperative marketing the products of its
patrons is treated as acting as the agent of the patrons regardless
of any formal transfer of title to the cooperative.

Gross receipts.—In general, the term gross receipts means the
total receipts from the sale, lease, or rental of property held pri-
marily for sale, lease, or rental in the ordinary course of a trade or
business, and gross income from all other sources.

In the case of commissions on the sale, lease, or rental of proper-
ty, the amount taken into account for purposes of these provisions
as gross receipts would be the gross receipts on the sale, lease, or
rental of the property on which the commissions arose.

Investment income.—For dpu?oses of these provisions the term
investment income means dividends, interest, royalties, annuities,
rents (other than rents from the lease or rental of export property
for use by the lessee outside the United States), gains from the sale
or exchange of stock or securities, gains from futures transactions
in any commodity, amounts includible in computing the taxable
income of the corporation under the estate and trust rules and
gains from the sale or disposition of any interest in an estate or
trust.

Grouping of transactions.—Many of the tests required under the
foreign management and economic processes requirement are to be
applied on a transaction-by-transaction basis. However, regulations
would provide that transactions may be grouped based upon prod-
uct lines or recognized industry or trade usage. The regulations
could permit different groupings for different purposes. Such flexi-
bility may be important when frouping transactions for purposes
of the direct-cost test, for example. :

Controlled group of corporations.—A controlled group of corpora-
tions is defined as in section 1563(a) except that a 50 percent own-
ership test is substituted for the 80 percent test.

Foreign tax credit limitation of related parties.—The bill would
provide a special rule governing the source of income earned by a
person related (within the meaning of section 482) to a FSC from
transactions giving rise to foreign trading gross receipts of a FSC.
That related person’s foreign source income from such a transac-
tion could not exceed the amount which would be treated as for-
eign source income earned by that person if the analogous DISC
pricing rule applied. For this purpose, the DISC gross receipts pric-
ing rule of Code section 994(aX1) is analogous to the bill's gross re-
ceipts pricing rule in proposed section 925(a)X1); the DISC combined
taxable income pricing rule of Code section 994(aX2) is analogous to
the bill’s combined taxable income pricing rule in proposed section
925(a)?2); and the DISC section 482 pricing rule of Code section
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994(aX3) is analogous to the bill's section 482 pricing rule in pro-
posed section 925(aX3).

This special rule governing the source of income and thus the
foreign tax credit limitation of parties related to a FSC is necessary
to prevent revenue loss. The table below illustrates the application
of the bill absert this special rule to a FSC’s parent with excess
foreign tax credits that exports by selling to its FSC. The table pre-
supposes that the 50 percent of the parent’s income from the
export sale is foreign source income (as might well be the case
under Code sec. 863(b) absent the bill’s special rule). It presupposes
that the parent has sufficient excess foreign tax credits to offset
U.S. tax on all the foreign source income from the export sale. It
also resugfoses that the export sale is subject to the bill’s com-
bined taxable income (CTI) rule (proposed section 925(aX2)).

FSC—177/23 SpLIT OF CTI ABSENT RESOURCING RULE
(Exporter With Excess Foreign Tax Credits)

Parent FSC

U.S. source (taxable)........ $38.50 Exempt.......ccocovvivrnrennens $17
Foreign source (exempt).. 38.50 Taxable.........cceevivrrvrerennee 6
77.00 - 23

Taxable:
U.S. source income of parent ............oceeervveverenreriernseerenrereneens $38.50
Taxable income of FSC........c.ccoivvvininvineninnenensnnensnecnnenne 6.00
44.50

Exempt:
Foreign source income of parent...........c.cocoevvvrennvrncnnnrennen $38.50
Exempt in FSC.......ccoooviiiiiicenireeesesesesssnensssssseseens 17.00
55.50

Under current law, the parent’s share of combined taxable
income is $50 (as illustrated in the table in the Present Law section
of this pamphlet). The parent’s foreign source income might be $25
under present law. Exemption of $55.50 under the bill (absent the
special rule) would exceed the combination of exemption and defer-
ral of $42 for a parent of a DISC with excess credits under current
law (with a 17 percent deferral rate).3® To maintain fparity with
DISC, the bill would reduce the foreign source income of the parent
in the example above from $38.50 to $25, which would result in an
exemption of $42 (comparable to gresent law). The parent’s U.S.
source income would increase, under the special rule of the bill,
from $38.50 to $52. The following table illustrates the effect of the
bill’s resourcing rule.

3% In the Present Law section of this ghlet, the taxpayer with excees credits was taxable
on $58: $25 of U.S. source income plus a $33 deemed DISC distribution, but paid no tax on $25 of
foreign source income or on $17 deferred in the DISC.
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FSC—177/23 SprLiT oF CTI WiTH RESOURCING RULE
(Exporter With Excess Foreign Tax Credits)

Parent FSC

U.S. source (taxable)........ $52 Exempt.....coooviniiiieenens $17
Foreign source (exempt).. 25 ECIL...iircninicninienn 6
7 23

Taxable:
U.S. source income of parent ...........c.cocveeevveeevniinseverisieiesnninnas $52
ECILOf FSC ..ottt ettt s s s sne s sae s v 6
58

Exempt:
Foreign source income of parent .............ccccecevvervienveeneeinennenn, $25
Exempt in FSC......ccooiiiiii e e ee v s 17
42

Participation in international boycotts.—The exempt foreign
trade income of a FSC would be limited if the FSC participates in
international boycotts and to the extent that any illegal bribe,
kickback or other payment is made to an official employee or agent
of a government. Regulations would provide rules similar to those
that apply to the deemed distributions of a DISC under section
995(bX1)F). T

Election.—A corporation could elect to be treated as a FSC, or a
small FSC, for a taxable year at any time during the 90-day period
immediately preceding the beginning of the taxable year. The bill
would provide that the Secretary of the Treasury has authority to
consent to the making of an election at other designated times. The
election would be made in a manner prescribed by the Secretary.
The election would be valid only if all shareholders as of the first
day of the first taxable year for which the election is effective con-
sent to the election.

Small busginess

In order to provide relief for small businesses who mag find the
foreign presence and economic activity burdensome, the bill would
provide two alternatives to the FSC: the interest charge DISC and
the small FSC.

Interest charge DISC.—A DISC may continue to defer income at-
tributable to $10 million or less of qualified export receipts.
Deemed distributions relating to base period exports (the incre-
mental rule) and to one-half of the DISC’s income would be elimi-
nated; thus, substantially all of the DISC’s income attributable to
$10 million or less of qualified export receipts could be deferred.
However, unlike the present law DISC, an interest charge would be
imposed on the shareholders of the DISC. The amount of the inter-
est would be based on the tax otherwise due on the deferred
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income computed as if the income were distributed. The interest
rate would be tied to the T-bill rate.

The tax that would otherwise be due on the deferred income,
termed the shareholder's DISC-related deferred tax liability,
means, with respect to the year of the shareholder, the excess of
the tax liability for the year computed as if the deferred DISC
income were included in income over the actual tax liability for the
gear. This amount would be computed without regard to carry-

acks to such taxable year. The Secretary of the Treasury is direct-
ed to prescribe regulations to provide any adjustments necessary or
appropriate in the case of net operating losses, credits, and car-
ryovers.

Deferred DISC income generally means the excess of accumulat-

 ed DISC income at the ginning of the taxable year over the

amount by which actual distributions out of accumulated DISC
income exceed the current year's DISC income (termed distribu-
tions-in-excess-of-income). For shareholders of the DISC whose tax-
able year is different from that of the DISC, deferred DISC income
is measured from the computation year; with respect to any tax-
able year of the shareholder, the computation year is the taxable
year of the DISC which ends within the shareholder’s preceding

taxable year. .
The rate of interest imposed on the shareholder’s DISC-related

- deferred tax liability is determined by reference to a base period T-

bill rate; this would mean the annual rate of interest that is equiv-
alent to the averaﬁ investment yield of U.S. T-bills with maturi-
ties of 52 weeks which were auctioned during the one-year period
ending on September 30 of the calendar year ending with the close
of the taxable year of the shareholder. The Secretary of the Treas-
ury would be expected to publish this rate in October of each year.
The interest a taxpayer is required to Ea{ under this provision
would be due at the same time the shareholder’s regular tax is re-
quired to be paid.

Taxable income of the DISC attributable to qualified export re-
ceipts that exceed $10 million would be deemed distributed. Thus,
if export receipts exceed $10 million, the DISC would not be dis-
qualified; there would merely be no deferral of income attributable
to the excess receipts. DISCs which are members of the same con-
trolled group would be treated as a single corporation for purposes
of the $10 million-rule.

Small FSC.—A FSC could elect to be a small FSC with respect to
a taxable year provided that it is not a member at any time during
the taxable year of a controlled l:%rcoup of corporations which in-
cludes a FSS (unless the other has also made a small FSC

- -election).

In order to have foreign trading gross receipts, a small FSC need
not meet the foreign management and foreign economic process re-
quirements. However, in determining the exempt foreign trade
income of a small FSC, any foreign trading gross receipts that
exceed $2,500,000 would not be taken into account. No exception to
the re?uirements for use of the administrative pricing rules is pro-
vided for small FSCs. Because these activities may be perform Fé)é
the FSC or by another person acting under a contract with the _
and need not be performed outside the United States, this may not
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be as onerous a requirement to small exporters as the foreign man-
agement and economic process requirements would be. )

All small FSCs which are members of the same controlled group
would be treated as a single corporation.

If the foreign trading gross receipts of a small FSC exceed the
$2,500,000 limitation, the corporation may select the gross receipts
to which the limitation is allocated. This provision would allow a
taxpayer to choose, for example, to allocate the limitation to gross
receipts attributable to transactions where the profit margin is
high; in this case, the amount of exempt income would be greater
than if the limitation were allocated to low margin transactions.

Taxable year of DISC and FSC

The taxable year of any DISC or FSC would be required to con-
form to the taxable year of the majority shareholder (or group of
shareholders with the same taxable year) as determined by voting
power. Special rules are provided for where more than one share-
holder or shareholder groups have the highest percentage of voting
power, and for subsequent changes of ownership.

Transition rules for DISCs

The taxable year of any DISC which begins before January 1,
1984 and which would otherwise include January 1, 1984 would
close on December 31, 1983. To the extent that any underpayment
of estimated tax is created or increased by this provision, no penal-
ty would be imposed.

Accumulated DISC income which is derived before January 1,
1984 would be exempt from tax. This result is achieved by treating
such income as previously taxed income.

To alleviate the hardship that may result from deemed distribu-
tions to a shareholder of a DISC that would otherwise be recog-
nized in income in a later year by the shareholder, a special rule
provides for a spread of such income over four years. Deemed dis-
tributions from a DISC attributable to income derived by the DISC
in the taxable year of the DISC which begins in 1983 after the date
in 1983 on which the taxable year of the shareholder begins would-
be treated as received by the shareholder in four equal install-
ments; the installments would be treated as received on the last
day of each of the four taxable years of the shareholder which
begins after the shareholder’s taxable year beginning in 1983.

For example, a DISC’s taxable year ends January 31 and the cor-
porate shareholder of the DISC is a calendar year taxpayer. In
1983, the corporate shareholder would include in income the
deemed distributions from the DISC for the DISC’s year ending on
January 31, 1983 and, under the bill (absent the four-year spread),
the deemed distributions for the 11-month taxable year ending on
December 31, 1983. Almost two years of deemed distributions
would be includible in income in 1983. Under the bill, the deemed
distributions for the 11-month period ending December 31, 1983,
would be spread over a four-year period and includible in the
income of the shareholder in 4 equal installments: on December 31
of 1983, 1984, 1985, and 1986.



Transfers from DISC to FSC

Except to the extent provided in regulations to be prescribed, sec-
tion 367 (which taxes some transfers of appreciated assets to for-
eign corporations) would not apply to transfers made generally
before January 1985 to a FSC of qualified export assets held on
August 4, 1983, by a DISC in a transaction to which section 351 or
368(aX1) apply.

Effective date

The provisions of the bill would generally apply to transactions
after December 31, 1983, in taxable years ending after such date.
The provisions relating to treatment of trade receivables would
apply to accounts receivable and evidences of indebtedness ac-
quired by the foreign corporation after August 4, 1983 (the date of
introduction).



IV. ECONOMIC ANALYSIS OF S. 1804

When the DISC legislation was adopted in 1971, the U.S. mer-
chandise trade balance was in deficit for the first time since the
Second World War. Despite enactment of the DISC legislation, the
merchandise trade deficit is larger than it was in 1971, and contin-
ues to be an important issue of Congressional concern. There has
been considerable controversy over the extent to which DISC has
actually stimulated exports and whether the associated revenue
loss is justified. In this section, the effectiveness of the DISC legis-
lation is analyzed and compared with the substitute foreign sales
corporation (FSC) proposal as introduced in S. 1804 and H.R. 3810.

Effectiveness of DISC

The DISC legislation provides an indefinite deferral of tax on a
portion of qualified export income which is allocated to a DISC.
This effectively reduces the rate of tax on the income from capital
used in the production of exports distributed through DISCs. To
the extent that the tax benefit is passed through to foreign custom-
ers (as a lower dollar price) and the exchange rate is fixed, DISCs
increase the competitiveness of U.S. exports. The primary rationale
for enacting the DISC legislation was to stimulate exports, and,
thereby, the economy and employment, and also to remove a per-
ceived tax disadvantage of domestic exporters. Congress was con-
cerned that tax incentives provided by other countries gave foreign
producers, including U.S.-controlled foreign subsidiaries, an advan-
tage over domestic producers, and created a tax incentive for U.S.
companies to manufacture offshore.3?

The Revenue Act of 1971 includes a requirement that the Secre-
tary of the Treasury submit an annual report to Congress analyz-
ing the operation and effect of the DISC provisions. Table 1 sum-
marizes the revenue and export effects of the DISC legislation pre-
sented in the annual DISC Reports from 1972 through 1981. Ac-
cording to the Treasury Reports, the increase in merchandise ex-
ports attributable to the DISC legislation amounts to 3-4 percent of
total U.S. merchandise exports. The revenue cost of the DISC pro-
gram grew to an estimated $1.65 billion in 1981. The revenue cost
per $100 of export increase was estimated to average $40 in 1973-
1976 and $20 in 1977-1981. Table 1 also shows that the merchandise
trade deficit was four times larger in 1981 than it was in 1972, the
first year of DISC operation. These trade deficits are the result of a
combination of factors including: the rapid rise in the world
market price of petroleum, the 1980 grain embargo, and the con-

“9’7'“}{. Rep. No. 533, 92d Cong., lst Sess. 58 (1971); S. Rep. No. 437, 92d Cong., 1st Sess. 90

(39)
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duct of macroeconomic policy both in the United States and
abroad.

Table 1.—DISC Report Estimates: 1972-1981

[Dollar amounts in millions)

DISC export increase DISC revenue cost

) Percent Me;f::‘"'
DISC year Percent of trade
Amount g’t; ;3% Amount exﬁ): balance
crease
NA NA $35 NA -86,416
$2,180 3.1 730 33 911.
2,900 2.9 1,120 39 5,343
2,380 2.2 1,150 48 9,047
2,860 2.5 1,220 43 -—-9,306
3,900 3.2 750 19 -30,873
3,640 2.6 730 20 -33,759
4,500-7,000 2.4-3.8 990 14-22 27,346
6,200-9,400 2.8-4.2 1,410 15-23 —25,338
) 14123 R 7,200-11,000 3.0-4.7 1,650 15-23 27,889

Sources: Department of the Treasury, 1972-81 DISC Reports; Council of Econom-
ic Advisors, Economic Report of the President (1983).

The Treasury estimates of the cost effectiveness of DISC have
been criticized in a studﬁ by Price Waterhouse.4? The Price Water-
house study concludes that the DISC legislation is a self-financing
tax cut, that is, a tax cut which raises revenue. Unlike the Treas-
ury Report, the Price Waterhouse study assumes that the addition-
al exports attributable to DISC do not draw productive resources
such as labor and capital from other sectors of the U.S. economy.
Rather, the Price Waterhouse study adopts the position that the
DISC export increase represents a net addition to GNP which gen-
erates new tax revenues (to the extent that tax on this income is
not deferred). The Price Waterhouse position_js most likely to be
accurate when the economy is in a recession and there are idle re-
sources.

Some economists have criticized the DISC program on the
grounds that it is inefficient and does not necessarily increase U.S.
employment.4! They point out that the fixed exchange rate Ss(y;st,em
was replaced by a flexible rate system shortly after the DISC pro-
gram was enacted. Under the current system of floating exchange
rates, export incentives are rendered ineffective, to some extent, by
appreciation of the dollar. Such appreciation reduces the dollar
price of imports and raises the foreign currency price of exports.

40 Price Waterhouse, Economic Impacts of the Domestic International Sales Corporation
(lgl.?gézﬂu Provisions, A study prepared for the American Business Conference, et. al., (April

) ).

41 See J.G. Gravelle and D.W. Kiefer, Deferral and DISC: Two Targts of Tax Reform, Con-
g?aional Research Service (February 3, 1978) and D.L. Brumbaugg, ISC: Effects, Issues and

posed Replacements, Congressional Research Service (April 5, 1983)
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Thus there may be an expansion of employment in the export sec-
tors, and a decline in employment in import-competing sectors such
as the automobile industry. Due to adjustments in the exchange
rate over time, export incentives may fail to have a sustained
impact on net U.S. exports or employment. For this reason, some
economists have argued that a change in macroeconomic policy to
reduce the high value of the dollar is a better method of resolving
the trade deficit than import barriers or export incentives.

In addition to any direct revenue costs associated with the DISC
legislation, there may be a hidden efficiency cost to the U.S. econo-
my.42 This efficiency loss is attributable to the misallocation of re-
sources between export and non-export sectors of the economy. U.S.
income may decline both because resources are not deployed in the
sectors where their productivity is hiihest, and because the dollar
appreciation which may result from the operation of the DISC leg-
islation reduces income from offshore investments.43

Some economists fault the design of the DISC program on the
ground that it is inadequately targeted. Thseg argue that exports
are unlikely to increase in sectors where DISC tax benefits are not
passed forward as lower prices but are instead passed back to
shareholders as higher profits.¢* The more difficult it is for firms
to enter an industry, the less likely it is that competitive market
forces will ensure that DISC benefits result in lower export prices.
On these grounds, some have argued that the Export-Import Bank
is a more effective program than DISC since the benefits it pro-
vides go primarily to the more competitive export sectors.

Another frequent criticism eof the DISC legislation is that the
benefits are heavily concentrated in the hands of a small number
of exporters. According to the 1981 Treasury Report, 35.2 percent
of the tax benefit of the DISC program went to 26 DISCs, or 0.8
g:rcent of the total 8665 DISCs in that year. Almost half of the tax

nefit (49 percent) went to 89 DISCs, or 1 percent of the total. The
main reason for this concentration of D benefits is that a few
firms account for a large share of total exports. Indeed, the 1981
Report indicates that, per dollar of export income, small DISCs re-
ceive more tax savings than large DISCs. This shows the effect of
the incremental 'provmions which, since 1976, have limited deferral
to the excess of current period over base period DISC income;
DISCs with $100,000 of income or less are exempted from these pro-
visions.

When the DISC legislation was adopted in 1971, Congress was
concerned that tax incentives provided% other countries gave for-
eign manufacturers an advantage over U.S. firms. However, over
the last 10 years, there have been numerous changes in the U.S.
corporate tax, including: restoration of the investment credit in
1971, liberalization of the investment credit in 1975, reduction of
the corporate tax rate from 48 to 46 percent in 1979, and accelera-
tion of depreciation allowances with the introduction of the acceler-

48 J Mutti and H. Grubert, DISC and its Effects, National Bureau of Economic Reeearch
Summer Institute on International Studies (December 1982).

43 Foreign asset holdingu of U.S. investors yield foreign currency income. When the dollar
appreciates, the value of this foreign investment income drops in dollar terms.

44 See T. Horst and T. Pugel, “The lmct of DISC on the Prices and Profitability of U.S. Ex-
ports,” J. of Public Kconomics, Yol. T, 1887 (1977).
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ated capital recovery system (ACRS) in 1981. Since the U.S. invest-
ment credit and ACRS depreciation are generally available only on
domestic capital, the tax disadvantage of manufacturing in the
United States may have declined, if not reversed, since the enact-
ment of the DISC legislation.

The GATT permits member countries to exempt (or rebate)
direct taxes, such as value added taxes, on exported items; but
GATT prohibits the exemption (or rebate) of direct taxes, such as
corporate income and payroll taxes.*® Critics of the GATT rules
have argued that DISC is necessary to offset the disadvantage U.S.
exporters confront as a result of the fact that the United States
relies relatively more on direct taxes than its trading partners.
However, the difference in relative tax burdens on U.S. and foreign
goods is generally due to differences in direct rather than indirect
taxes. U.S. exports and locally produced foreign goods are both free
of U.S. indirect taxes (e.g., state and local sales taxes), and subject
to foreign indirect taxes (e.g., value added taxes) in the country
where the goods are used. Similarly, imports and domestically pro-
duced goods consumed in the United States are both free of foreign
indirect taxes and subject to U.S. indirect taxes. Thus, in general, if
U.S. goods have a tax disadvantage in the world market, this re-
sults from higher direct taxes (e.g., payroll, property, and income
taxes) in the United States compared to our trading partners.

Economic Comparison of FSC and DISC

In a territorial tax system, a nation does not assert the right to
tax income attributable to economic activities that take place out-
side the nation’s borders; such income is exempt from the nation’s
tax. In December 1981, the GATT Council adopted the position that
territorial taxation does not constitute an export subsidy provided
that arm’s-length pricing rules are used to distribute income be-
tween a firm and its foreign branches and subsidiaries. The GATT
Council did not at that time resolve the longstanding allegation of
certain countries that DISC is an illegal export subsidy. In March
1983, the Administration proposed to replace DISC with a new tax
system for exports—FSC. Under the FSC proposal, domestic firms
which ex?ort through an FSC would be exempt from U.S. tax on a
portion of the export income attributable to the FSC.

Table 2 shows the computation of U.S. tax for a small DISC, a
“typical”’ DISC, and a FSC. In each case it is assumed that the
parent corporation, in conjunction with its DISC or FSC, has $100
of combined gross receipts, $80 of total deductions, and $20 of com-
bined taxable income. In the DISC examples, the $20 of combined
taxable income is allocated half ($10) to the parent and half to the
DISC.4¢ In the small DISC case (less than $100,000 of DISC taxable
income), 42.5 percent (i.e., 50 .percent less the 15 percent cutback
enacted in the Tax Equity and Fiscal Responsibility Act of 1982) of

M Althouﬁh there is some ambiguity, direct taxes are generally defined to include: corporate
and- personal income, payroll, property, wealth, gift, estate, and other taxes which are im
on the individual (or entity) that is meant to bear the burden. Indirect taxes are generally de-
fined to include: sales, value added, excise, and other specific taxes which are imposed at one
level of production or distribution but are meant to be shifted forward to the ultimate consumer.
4¢ Under these facts, the 50 percent of combined taxable income allocation method results in
less tax than either the 4 percent of gross receipts method or the arm’s-length method.
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DISC taxable income is deferred from taxation, and 57.5 percent
($5.75) is deemed distributed to the parent. Total taxable income is
equal to the parent’s allocated income ($10) plus the deemed distri-
bution ($5.75), or $15.75. Thus for a company with a small DISC,
tax liability is $7.25 (.46 x $15.75), and the effective tax rate on
export income is 36.2 percent ($7.25/$20).47

Table 2.—Comparison of Export Income Taxation Under DISC and

the FSC Proposal
o Small ical P sed
Item Dree  phed e
1. Combined account:

Gross export receipts ........oceveeeivvnne $100.00 $100.00 $100.00

Total deductions ........cccceevvveeirrersivenns 80.00 80.00 80.00

Combined taxable income................ 20.00 20.00 20.00

2. FSC account:

Gross FSC receipts .......cccocvvververvennens NA NA 100.00

Total deductions .......eocveevevrevenevirenenns NA NA 9540
Acquisition cost (transfer

¢ (1) J SRR NA NA 94.40
Other FSC costs.......cccovevvvvrennens NA NA 1.00

FSC net income......cccoeevvverinenrereenns NA NA 4.60
Exempt Income......c.oovviveeinvnriennne NA NA 3.40
Effectively connected income .. NA NA 1.20

3. DISC account:

DISC taxable income .......cc.cccruvernenen. 10.00 10.00 NA
DISC deferred income................ 4.25 3.40 NA
Deemed distribution.................. 5.5 6.60 NA

4. Parent account:

Gross receipts.......ccoeviieviieeienrnerienens 100.00  100.00 94.40

Total deductions ............ivevveiveneeernenns 80.00 80.00 79.00

Net income before allocation........... 20.00 20.00 15.40

Total taxable income ........ccccouvernnnee. 15.75 16.60 16.60
Net income after allocation ..... 10.00 10.00 15.40
FSC effectively connected

INCOME.....uvirireeeiiciirneenirercinnes NA NA 1.20

DISC deemed distribution ........ 5.16 6.60 ‘NA

U.S. 8K cooreiiiiiieiiicreceereressesnessssessnesssnes 1.25 7.64 7.64
Effective U.S. tax rate (percent)............. 36.2 38.2 38.2

The deferral rate for a “typical” DISC is lower than for a small
DISC since deferral is limited to 42.5 percent of the excess of cur-

47 In this example it is assumed that there are no credits and that tax depreciation equals
economic depreciation. .
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rent DISC taxable income over base period income. A typical DISC,
according to Treasury data, has a deferral rate of 34 percent, so
that $3.40 is deferred from tax, and $6.60 is deemed distributed to
the parent. Total taxable income is equal to the parent’s allocated
income ($10) plus the deemed distribution (§6.60), or $16.60. Thus
for a company with a typical DISC, tax liability is $7.64 (46 x
$16.60), and the effective tax rate on export income is 38.2 percent
($7.64/$20).

The computation of tax for a parent selling through a FSC is
shown in the third column of Table 2. In this example it is as-
sumed that the FSC is incorporated in a jurisdiction which imposes
negligible tax on the income allocated to the FSC. It is also as-
sumed that the FSC performs certain economic activities such as
sales promotion and arranging for transportation so that the $100
of export receipts qualifies as foreign trading gross receipts under

the g‘xé%x)sa.l. e cost of conducting these economic activities in
the accounts for $1 of the total $80 cost of sales and oper-
ations.

Under the proposal, one of two methods of apportionment (in ad-
dition to the arm’s-length method) may b¢ used to determine the
FSC’s share of the $20 of combined taxable income: (1) 23 percent
of combined taxable income, and (2) 1.83 percent of gross receipts.
In this example, the income method results in the largest appor-
tionment of income to the FSC: $4.60 (.23 x $20). Hence, the trans-
fer price from the parent to the FSC is established as $94.40 ($100-
$1-$4.60) since this is the price which results in exactly $4.60 of for-
eign trading income. The remaining $15.40 ($20-$4.60) is allocated
to the parent company and is subject to U.S. tax. According to the
proposal, a portion (17/23) of the 's income is exempt from U.S.
tax, and the remaining portion (6/23) is “effectively connected”
income which is subject to U.S. tax. Total taxable income is equal
to the parent’s allocated income ($15.40) plus the effectively con-
nected income ($1.20), or $16.60. Thus for a company with a FSC,
tax liability is $7.64 (.46 x $16.60), and the effective tax rate on
export income is 38.2 percent ($7.64/$20).

able 2 (which uses Treasury assumptions) shows that the effec-
tive U.S. tax rate on export income is 88.2 percent under the FSC
proposal as well as for a company with a typical DISC. However,
companies with small DISCs, which are exempt from the incre-
mental rule, are taxed more lightly under current law at an effec-
tive rate of 36.2 percent. Under the incremental rule of current
law, small, new, or rapidly growing DISCs enjoy a higher deferral
rate and a lower effective tax rate than large, older, or slow grow-
ing DISCs. Since there are no incremental provisions in the FSC
proposal, adoption of S. 1804 would tend to hurt small, new, and
rapidly growing DISCs which have an above average deferral rate,
and benefit large, older, and slow growing DISCs which have a
below average deferral rate. Table 3 shows that the gg)édly grow-
ing export sectors which might tend to be hurt by the proposal
include: chemicals, fabricated metal products, electrical machinery,
and scientific instruments. The slovl\;sgcrowing export sectors which
would most likely benefit from the proposal include: minerals,
food, lumber, and leather l_jg’(t;duct«:s. (The minerals industry would
also .benefit because the proposal would provide benefits to
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products on which depletion deductions are allowable, other than
oil and gas related products. Thus, coal and uranium, which are ex-
cluded from DISC, would be eligible for FSC benefits.)

Table 3.—Growth Rate of DISC Exports by Sector

B N0 O O =T it mJ I DD ¢

(Dollar amounts in billions)
1971 1981 Gm:t o ¢
58
Sector recelpts rece pta“ gec‘e‘;g't:
(percent)
Total......ccccorerverrenrennenerersnseererens $82.681 $154.078 16.8
Nonmanufactured Products.............. 23.997 42,617 15.4
Agriculture.......cccoervvenniernenenanes 22.612 40.401 16.7
Mineral products.........c.ceveieeenee 67 1.063 8.6
Other.......cccreverenene. prerrrerrrerenreranees 116 1.063 10.1
Manufactured Products ..........cc...... 58.684 111.561 17.4
Ordnance and accessories........... 225 197 -33
Food and kindred products........ 3.164 4.204 74
Tobacco manufactures................ 462 1.110 26.2
Textile mill products..............c.... 837 1.829 21.6
Apparel, et .........cocevviinennnieniennn. 171 .682 36.8
Lumber, etc. ex. furniture.......... 2.093 2.884 83
Furniture and fixtures ............... 018 .081 45.6
Paper and allied products.......... 1.458 3.116 20
Printing, publishing, etc............. .209 392 17.
Chemicals & allied products...... 6.926 16.728 24.
.Rubber and misc. products......... .565 1.085 17.
Leather & leather products....... .635 837 7.
Stone, clay, glass & cement ....... 445 882 18.
Primary metal............c.ccccvvvrvernnnne 1.086 3.262 31.
Fabricated metal products......... 1.860 4.264 23.
Machinery, ex. electrical............ 13.214 22.549 14.
Electrical machinery................... 6.118 14.360 23.
Transportation equipment......... 15.161 21.796 9.
Scientific instruments ................ 2.804 6.027 21
All other manufacturing............ 1.254 2.379 17

Source: Department of the Treasury, 1977 and 1981 Annual DISC Reports.

Some have suggested that because the FSC proposal lacks an in-
cremental rule, 1t is likely to be less cost-effective, in terms of reve-
nue loss per dollar of additional exports, than the DISC program.
However, it is not certain that the incremental rule has increased
the long-run efficiency of the DISC program. First, under the incre-
mental rule, an increase in exports yields tax-deferred income in
the current year but reduces tax-deferred income in future years.
This occurs use, after four years, the original increase in ex-
ports enters into base period gross receipts and decreases the

33-890 O—84——4¢
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amount of incremental DISC income eligible for deferral.48 Second,
for exporters with slow growing or declining sales, the incremental
rule could reduce DISC benefits to the point where it is more ad-
vantageous to manufacture offshore than in the United States. For
these reasons, the incremental rule, enacted in 1976, may have
failed to increase the efficiency of the DISC program compared to a
non-incremental system with the same revenue cost (e.g., the FSC
proposal).

An important difference between DISC and the FSC substitute is
that a must be incorporated abroad and may be subject to for-
eign tax. Under the FSC proposal, the forei%n taxes paid by a FSC
would not be credited against U.S. tax liability. In addition, the
FSC must maintain an office and a permanent set of books outside
the United States and must engage in-some of the economic activi-
ties related to the export receipts of the parent company. Only
small FSCs (under $2.5 million of annual gross receipts) are
exempted from the requirement of conducting significant offshore
economic activities. The additional expenses (including any foreign
taxes) associated with operating a would reduce the net bene-
fit from exporting through a . Thus, for the same revenue loss,
the FSC legislation may stimulate fewer additional exports than
DISC since firms would only utilize'a FSC if the tax savings cover
the transaction costs of the offshore corporation.

Another imf)ortant difference between DISC and the FSC substi-
tute is that DISC provides a deferral of tax, rather than an exemp-
tion from tax. To qualify for tax deferral, the asset test requires
that a DISC invest 95 percent of its accumulated deferred income
in qualified export assets such as: export trade receivables, produc-
er loans, inventory, and Export-Import Bank (Ex-Im) obligations.
For many companies the restrictions on the use of these funds are
not a significant burden. Receivables can be financed and the
Barent can obtain the current use of funds through producer loans.

ut to the extent that the accumulated tax-deferred income must
be invested in Ex-Im obligations, which have a low yield and do not
enable the parent corporation to use the funds in normal oper-
ations, the asset test imposes more of a burden. According to the
1981 DISC Report, 6 percent (i.e., $1.2 billion) of total DISC assets
were invested in Ex-Im obligations. (Adoption of the FSC Propoeal
would eliminate the captive market for low yield Ex-Im obligations
and, consequently, reduce the ability of the Ex-Im Bank to finance
exports.) For some companies, the asset test may become sufficient-
li onerous that there would no longer be an incentive to export
through a DISC. Since the FSC proposal is an exemption system,
there is no asset test. Thus FSC may be a more potent export in-
gzntifge in cases where the asset test would have reduced DISC

nefits.

Another important practical difference between DISC and the
FSC substitute arises from elimination of the assets test and the
gross receipts test. The consequences of failure of a DISC to meet
these tests are severe; all previously deferred income may become

18 See ApFendix C of the Treasury's 1976 DISC Report. There it is argued that if exrort re-
ceipts grow faster (slower) than the cost of capital, then the incremental rule makes DISC lees
(more) cost-effective than it would be without the incremental rule.
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taxable. In contrast, even if a FSC fails to meet the requirements
to be a FSC, or to meet the economic process tests with respect to a
transaction, no such harsh result follows; current benefits may be
lost but not the benefits from prior years.
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APPENDIX A:

SIDE-BY-COMPARISON OF DISC AND FSC PROVISIONS

Item DISC FS8C
1. Entity No. Yes (exclusion for exempt
subject to foreign trade income).
Federal
income tax
2. Type of (a) A corporation which is (a) A corporation which is
entity incorporated under the incorporated under the
laws of any State; laws of a foreign country
or U.S. possession;
(b) that has one class of (b) that has no preferred
stock, 831‘ or stated value stock;
of $2,500;
(¢0 no restriction on (c) that has no more than
number of shareholders; 25 shareholders;
(d) no Board of Directors (d) that has at least one
restriction. nonresident  individual
on Board of Directors.
3. Election Yes. Yes.

4. Taxable year

5. Qualified
export assets
and gross
receipts
requirement

6. Foreign
presence
requirement

1. Excluded
corporations

8. Type of
income

Need not conform to tax-
able year of sharehold-
ers.

Yes. Failure to satisfy re-
quirements results in
taxation of previously de-
ferred income and may
result in termination of
DISC.

No.

Generally not a tax-exempt
corporation,- personal
holding company, finan-
cial institution, insur-
ance company, regulated
investment company, or
S corporation.

95 percent must be quali-
fied gross receipts.

(49)

Must conform to taxable
ear of majority share-
older.

No.

Yes.

Not a member of a con-

trolled group which in-
cludes a%lsg.

Exclusion from income is
limited to exempt foreign
trade income.



49

SIDE-BY-COMPARISON OF DISC AND FSC PROVISIONS—

Continued
Item DISC F8C
9. E=port Qualified groes receipts Foreign trading gross re-
receipts are, generally t~g:;oea re- ceipts are generally the
ceipts from sale, same as D ualified
lease or rental of export  groes receipts; but do not
property and from relat- include dividends, inter-
services; and certain est, and groes receipts
dividends, interest, and from certain rgmperty
groas receipts from quali-  that is not export proper-
ed assets (other than  ty.
export property). To qualify foreign manage-
-~ ment and foreign eco-
nomic process require-

10. Excluded Generally not: ments must be met.

receipts (a) receipts for use in (a) Same as DISC, and
.S, that is subsidized or '
used by the U.S. under
lav; requiring such use; ,
an .
(b) receipts from a related - (b) receipts from a related
DISC. , o FSC. .

11. Export (a) Propgerzy manufactured, (a) Same as DISC, and

property roduced or grown in the (b) fungible icultural
8. for use or disposi- products sold ugh an
tion outside the U.S. :ixempt farmers’ coopera-

. tive.

12. Excluded Generally not: property for Same as DISC, except oil

property .18e by a related corpora- and gas are the only ex-
tion, intangibles, depleta-  cluded depletable prod-
ble products, property ucts (coal and uranium
the export of which is  are not excluded).
prohibited, and property
1n short supply.

13. Intercom-  Transfer price based on: Transfer price based on:
pany nricing (a) 4 percent of qualified (a) 1.83 percent of foreign
rules export receipts; trading gross receipts;
. (b) rcent of combined (b) 23 percent of combined

le income; or le income; or

(c) sales grice actually (c) same as in DISC.
c ed but subject to To use administrative pric-
sec. 482. » ing rules ((a) or (b) above)

14. Taxation of
income to
shareholders

DISC not subject to -tax,
but shareholders are sub-
ject to tax on certain
deemed distributions and
actual distributions out
of deferred income.

for a transaction, the
FSC must perform cer-
tain activities with re-
spect to the transaction.

FSC subject to tax. Corpo-
rate shareholder receives
a 100 percent dividend-
receiv deduction for
dividends attributable to
foreign trade income.



16. Disposition
of stock

16. Distri-
butions

17. Maximum
tax benefit

18. Small
business

50

Gain recognized as a divi-
dend to the extent of ac-
cumulated DISC income.

Treated as:
(a) first out of previously
taxed income;
(b) second, out of accumu-
DiSC income; and
() thn'd out of l!.lfl{ other
earnings and profits.

Deferral of tax on 1.7 per-

t of groes receipts or

21. 25 percent of com-

bined taxable income

(subject to reduction by
incremental rule).

No  similar  provision
needed because there is
no deferred income. -

Treated as:

(a) first out of and
roﬁts attnbut.ab e to
oretgn trade income;

(b) second, out of any other -
earnings and profits.

Tax etxe:faptxon on l. 35uper-
cen groes receipts or
17 percent of oonfbmed

le income.

) g o DI
a ° re-
Tp $10 million or
leu) unentull
DISC, except—no incre-

(b) Small FSC exccption for

E,OS-OOOOO“‘“ frog

oaruin fore presence
and foreign i:;nomic ac
tivity requirements.

-—



51

APPENDIX B:
SELECTED GATT DOCUMENTS
1. Article XVI of the General Agreement
| Subsidies

SecTiON A — SuUBSIDIES IN GENERAL

1. If any contracting party grants or maintains any subsidy, in-
cluding any form of income or price support, which operates direct-
ly or indirectly to increase exports of any product from, or to
reduce imports of any product into, its territory, it shall notit:y the
Contracting Parties [throughout this Appendix, the term “Con-
tracting Parties,” with initial capital letters, refers to the general
membership of GATT] in writing of the extent and nature of the
" subsidization, of the estimated effect of the subsidization on the
quantity of the affected product or products imported into or ex-
ported from its territory and of the circumstances making the sub-
sidization necessary. In any case in which it is determined that se-
rious prejudice to the interests of any other contracting party is
causeJ or threatened by any such subsidization, the contracting
party granting the subsidy shall, upon request, discuss with the
other contracting party or parties concerngg, or with the Contract-
ing Parties, the possibility of limiting the subsidization.

SecTioN B—ADDITIONAL PROVISIONS ON EXPORT SUBSIDIES

2. The contracting parties recognize that the granting by a con-
tracting party of a subsidy on the export of anioproduct may have
harmful effects for other contracting parties, both importing and
exporting, may cause undue disturbance to their normal commer-
cial interests, and may hinder the achievement of the objectives of
this Agreement.

3. Accordingly contracting parties should seek to avoid the use of
subsidies on the export of primary products. If, however, a con-
tracting party grants directly or indirectly any form of subsidy
which operates to increase the export of any primary product from
its territory, such subsidy shall not be applied in a manner which
results in that contracting party having more than an equitable
share of world export trade in that product, account being taken of
the shares of the contracting parties in such trade in the product
during a previous representative period, and any special factors
wrlg'((i:h may have affected or may be affecting such trade in the
product.

4. Further, as from 1 January 1968 or the earliest practicable
date thereafter, contracting parties shall cease to grant either di-
rectly or indirectly any form of subsidy on the export of any prod-
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uct other than a primary product which subsidy results in the sale
of such product for export at a price lower than the comparable
price charged for the like product to buyers in the domestic
market. Until 31 December 1957 no contracting party shall extend
the scope of any such subsidization beyond that existing on 1 Janu-
ary 1955 by the introduction of new, or the extension of existing,
subsidies.

5. The Contracting Parties shall review the operation of the pro-
visions of this Article from time to time with a view to examining
its effectiveness, in the light of actual experience, in promoting the
objectives of this Agreement and avoiding subsidization seriously
prejudicial to the trade or interests of contracting parties.

2. Article XXIII of the General Agreement

Nullification or Impairment

1. If any contracting party should consider that any benefit ac-
cruing to it directly or indirectly under this Agreement is being
nullified or impaired or that the attainment of any objective of the
Agreement is being impeded as the result of

(a) the failure of another contracting party to carry out its
obligations under this Agreement, or
(b) the application by another contracting party of any meas-
ure, whether or not it conflicts with the provisions of this
Agreement, or
(c) the existence of any other situation,
the contracting party may, with a view to the satisfactory adjust-
ment of the matter, make written representations or proposals to
the other contracting party or parties which it considers to be con-
cerned. Any contracting party thus approached shall give sympa-
thetic consideration to the representations or proposals made to it.

2. If no satisfactory adjustment is effected between the contract-
ing parties concerned within a reasonable time, or if the difficulty
is of the type described in paragraph 1(c} of this Article, the matter
may be referred to the Contracting Parties. The Contracting Par-
ties shall promptly investigate any matter so referred to them and
shall make appropriate recommendations to the contracting parties
which they consider to be concerned, or give a ruling on the
matter, as appropriate. The Contracting Parties may consult with
contracting parties, with the Economic and Social Council of the
United Nations and with any appropriate inter-governmental orga-
nization in cases where they consider such consultation necessary.

If the Contracting Parties consider that the circumstances are se-
rious enough to justify such action, they may authorize a contract-
ing party or parties to suspend the application to any other con-
tracting party or parties of such concessions or other obligations
under this Agreement as they determine to be appropriate in the
circumstances. If the application to any contracting party of any
concession or other obligation is in fact suspended, that contracting
party shall then be free, not later than sixty days after such action
is taken, to give written notice to the Executive Secretary to the
Contracting Parties of its intention to withdraw from this Agree-
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ment and such withdrawal shall take effect upon the sixtieth day
following the day on which such notice is received by him.

3. Report of the GATT Panel on DISC: Conclusions **

67. The Panel started by examining the effects of the DISC legis-
lation in economic terms. The Panel concluded that it conferred a
tax benefit and that this benefit was essentially related to exports.
The Panel considered that if the corporation income tax was re-
duced with respect to export related activities and was unchanged
with respect to domestic activities for the internal market this
would tend to lead to an expansion of export activity. Therefore,
the DISC would result in more resources being attracted to export
?ctivities than would have occurred in the absence of such benefits
or exports.

68. The Pane! noted that the United States Treasury had ac-
knowledged that exports had increased as a result of the DISC leg-
islation and the Panel considered that the fact that so magg DISCs
had been created was evidence that DISC status conferred a sub-
stantial benefit.

69. The Panel noted that the DISC legislation was intended, in
its own terms, to increase United States exports and concluded
that, as its benefits arose as a function of profits from exports, it
should be regarded as an export subsidy.

70. The Panel examined whether a deferral of tax was “‘a remis-
sion” in terms of item (c) or “an exemption” in terms of item (d) of
the illustrative list of 1960 (BISD, 9 Suppl. p. 186).

71. The Panel was not convinced that a deferral, simply because
it is given for an indeterminate period, was equal to a remission or
an exemption. In addition it noted that the DISC legis ation pro-
vided for the termination of the deferral under specified circum-
stances. The Panel further noted, however, that the deferral did
not attract the interest component of the tax normally levied for
late or deferred payment and therefore concluded that, to this
extent, the DISC legislation constituted a partial exemption which
:gas ]c.mtrered by one or both of paragraphs (c) and (d) of the illustra-
ive list. .

72. The Panel noted that the contracting parties that had accept-
ed the 1960 Declaration had agreed that the practices in the illus-
trative list were generally to be considered as subsidies in the sense
of Article XVI:4. The Panel further noted that these contracting

rties considered that, in general, the practices contained in the
illustrative list could be presumed to result in bi-level pricing, and
considered that this presumf)tion could therefore be applied to the
DISC legislation. The Panel concluded, however, from the words
‘“generally to be considered” that these contracting parties did not
consider that the presumption was absolute.

73. The Panel considered that, from an economic point of view
there was a presumption that an export subsidy would lead to any
or a combination of the following co uences in the export
sector: (a) lowering of prices, (b) increase of sales effort and (chi)n-

4* This is an excerpt from GATT Doc. L/4422 (Nov. 2, 1976). The Panel’s conclusions began
with par, ph 67; the preceding 66 paragraphs set forth background information and the argu-
ments of the parties.
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crease of profils per unit. Because the subsidy was both significant
and broadly based it was to be expected that all of these effects
would occur and that, if one occurred, the other two would not nec-
essarily be excluded. A concentration of the subsidy benefits on
prices could lead to substantial reductions in prices. The Panel did
not accept that a reduction in prices in export markets needed
automatically to be accompanied by similar reductions in domestic
markets. These conclusions were supported by statements by
American personalities and companies and the Panel felt that it
should pay some regard to this evidence.

T74. The Panel therefore concluded that the DISC legislation in
some cases had effects which were not in accordance with the
United States’ obligations under Article XVI:4.

75. The Panel examined the significance of the various options
under the DISC legislation for the allocation of profits from export
sales between parent companies and DISCs, and concluded that
these could influence the size of the exemption.

76. The Panel concluded that the provision allowing the deduc-
tion of certain shipping costs by DISCs (on the condition that ex-
ports be carried in United States vessels), and the provision allow-
ing 10 percent of export promotion expenses to be assigned as a de-
ductible expense to a DISC would appear to confer additional pecu-
niary benefits. -

77. The Panel considered that, as it had found the DISC legisla-
tion to constitute an export subsidy which had lead to an increase
in exports, it was also covered by the notification obligation con-
tained in Article XVI:1.

78. While the Panel noted that primary product exports were eli-
gible for DISC benefits and had been traded substantially through
DISCs, it did not examine whether the benefits would result in the
United States obtaining a disproportionate share of the world
market in terms of Article XVI:3.

79. The Panel noted the United States argument that it had in-
troduced the DISC legislation to correct an existing distortion cre-
ated by tax practices of certain other contracting parties. However,
the Panel did not accept that one distortion could be justified by
the existence of another one and considered that, if the United
States had considered that other contracting parties were violating
the General Agreement, it could have had recourse to the remedies
which the General Agreement offered. On the other hand, the fact
that tax practices of certain other countries had been in force for
some time without being the subject of complaints was not, in
itself, conclusive evidence that there was a consensus that they
were compatible with the General Agreement.

80. In the light of the above and bearing in mind the precedent
set by the Uruguayan case (BISD, 11 Suppl. p. 100),5°-the Panel
found that there was a prima facie case of nullification or impair-
ment of benefits-which other contracting parties were entitled to
expect under the General Agreement.

50 That case stands for the proposition that where there is a clear infringement of the provi-
sions of the General ment, or in other words, where measures are applied in conflict with
the provisions of GATT, there is prima facie nullifacation or impairment of benefits.
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4. Report of the GATT Panel on French Tax Practices:
Conclusions (Excerpts) 5!

““The Panel noted that the particular application of the territor-
iality principle by France allowed some part of export activities, be-
longing to an economic process originating in the countrfy, to be
outside the scope of French taxes. In this way France has foregone
revenue from this source and created a possibility of a pecuniary
benefit to exports in those cases where income and corporation tax
provisions were significantly more liberal in foreign countries.”

“The Panel found that however much the practices may have
been an incidental consequence of French taxation principles
rather than a specific policy intention, they nonetheless constituted
a subsidy on exports because the above-mentioned benefits to ex-

rts did not apply to domestic activities for the internal market.

e Panel also considered that the fact that the practices might
also act as an incentive to investment abroad was not relevant in
this context.”

“The Panel also noted that the tax treatment of dividends form
abroad [taxation at a nominal rate] ensured that the benefits re-
ferred to above were fully preserved.”

“. .. [Thhe Panel concluded that there was a partial exemption
from direct taxes. The Panel further concluded that the practices
were covered by one or both items (c¢) and (d) of the illustrative list
of 1960 (BISD, 9 Suppl. p. 186).”

‘“The Panel added that bi-level pricing had probably occurred. . .
.I[;md] concluded that the French tax practices in some cases had
effects which were not in accordance with French obligations under
Article XVIL:4."”

‘“The Panel noted that the allocation of profits between compa-
nies and their foreign operations was made in accordance with the
arm'’s-length pricing principle but that there were formal excep-
tions®2 to this principle and concluded that the benefit would be
incrzéas’e,d to the extent that arm’s-length pricing was not fully ob-
served.

“The Panel was of the view that, given the size and breadth of -

the export subsidy, it was likely that it had led to an increase in
French exports in some sectors and, although the possibility could
not be ruled out that the tax arrangements would encourage pro-
duction abroad and a decrease in exports in other sectors, nonethe-
less concluded that it was also covered by the notification obliga-
tion of Article XVI:1.”

“The Panel found that there was a prima facie case of nullifica-
tion or impairment of benefits whicﬁ other contracting parties
were entitled to expect under the General Agreement.”

5. 1979 Subsidies Code—Footnote 2 to Item (e)

In adopting the Subsidies Code in 1979, the GATT signatories in-
cluded the following footnote to explain Item (e) of the Illustrative

%1 This is a series of excerpts from “Income Tax Practices Maintained by France,” GATT Doc.
No. L/74423 (Nov. 2, 1976).

$* Notes of the French Administration in 1959 and thereafter had indicated that the French
authorities did not apply arm’s-length pricing rules strictly to export transactions (Panel report

at paragraph 26).
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List of export subsidies, which lists exemption, remission or defer-
ral, specifically related to exports, of direct taxes:

“The signatories recognize that deferral need not amount to an
exﬁort subeidy where, for example, appropriate interest charges are
collected. The signatories further recognize that nothing in this
text prejudges the disposition by the Contracting Parties of the spe-
cific issues raised in GATT document L/4422 [the DISC case).

The signatories reaffirm the principle that prices for goods in
transactions between exporting enterprises and foreign buyers
under their or under the same control should for tax purposes be
the prices which would be charged between independent enter-
prises acting at arm’s length. Any signatory may draw the atten-
tion of another signatory to administrative or other practices
which may contravene this principle and which result in a signifi-
cant saving of direct taxes in export transactions. In such circum-
stances the signatories shall normally attempt to resolve their dif-
ferences using the facilities of existing bilateral tax treaties or
other specific international mechanisms, without prejudice to the
rights and obligations of signatories under the General Agreement,
including the right of consultation created in the preceding sen-
tence.

“Paragraph (e) is not intended to limit a signatory from taking
measures to avoid the double taxation of foreign source income
earned by its enterprises or the enterprises of another signatory.

“Where measures incompatible with the provisions of paragraph
(e) exist, and where major practical difficulties stand in the way of
the signatory concerned bringing such measures promptly into con-
formity with the Agreement, the signatory concerned shall, with-
out prejudice to the rights of other signatories under the General
Agreement or this Agreement, examine methods of bringing these
measures into conformity within a reasonable period of time. . . .”

At a meeting in December, 1981, the GATT Council adopted all
four panel reports governing the tax practices of Belgium, France,
the Netherlands, and the United States, but with a qualification.
The text of the agreement is reproduced herein.

6. GATT Council Adoption of Panel Reports

The Council adopts these reports on the understanding that with
respect to these cases, and in general, economic processes (includ-
ing transactions involving exported goods) located outside the terri-
torial limits of the exporting country need not be subject to tax-
ation by the exporting country and should not be regarded as
export activities in terms of Article XVI:4 of the General Agree-
ment. It is further understood that Article XVI:4 requires that
arm’s-length pricing be observed, i.e., prices for goods in transac-
tions between exporting enterprises and foreign buyers under their
or the same control should for tax purposes be the prices which
would be charged between independent enterprises acting at arm’s
length. Furthermore, Article XVI:4 does not prohibit the adoption
of measures to avoid double taxation of foreign source income.
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APPENDIX C
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PREPARED STATEMENT OF SENATOR STEVE SYMMS

Mr. Chairman, I would like to commend you for holding hearings this morning on
the new Foreign Sales Corporation proposal. -

As you know, I am a co-sponsor of S. 1804 and it is my belief that prompt enact-
ment of S. 1804 is needed to help U.S. companies compete in the world markets,
which in turn would help reduce the U.S. trade deficit.

Since the GATT has ruled DISC to be an illegal export subsidy, it is possible that
the GATT Council could provide the European Community with the authorization
to take retaliatory action against United States exports due to the continued exist-
ence of the DISC tax provisions. If retaliatory action is taken against U.S. exports,
our agriculture, machinery, and chemical exports might be jeopardized.

The legislation is clearly GATT legal. It has been carefully formulated to comply
with our GATT obligations and prompt enactment will remove a major stumbling
block in our economic relations with more than 80 countries which, together with
the United States, supgort the GATT system.

Before I close, Mr. Chairman, I would like to add that there are some minor ad-
justments that need to i e made to the legislation to ensure that it is beneficial to
small businesses. In part cular, I believe that interest charge DISC provision needs
to be changed so that the vrovisions we enact will at least be as beneficial as under
the present DISC rules.

Thank you.

PREPARED STATEMENT OF SENATOR CHARLES GRASSLEY

Mr. Chairman, thank you for pursuing this legislation promptly by scheduling
these hearings. The Department of Treasury, the United States Trade Representa-
tive, and the authors of this legislation have worked to devise a system which
achieves DISC's objectives, yet com[i)lies with the General Agreement on Tariffs and
Trade. While the legality of the old DISC system was never officially determined, I
have been advised that our European trading partners find the old DISC system ex-
tremely distasteful and will pursue sanctions if revision is not forthcoming. I want
the EEC to take note that Congress does sincerely address violations of GATT al-
leg;ed by Europeans. I wish the EEC was as forthright when the U.S. points out EEC
violations. :

The elimination of DISC would reduce some of our price advantage on agricultur-
al exports. In the Department of Treasury's 1981 Annual Report to Congress on the
Operation and Effect of the Domestic International Sales Corporation Legislation,
Treasury estimates that the repeal of DISC would decrease agricultural exports 400
to 600 million dollars. Treasury also reports that agricultural DISCs were responsi-
ble for gross export receipts of $42 billion in 1981. Obviously, DISC is important to
American agriculture.

One of my primary concerns in evaluating legislation which will substitute DISC
is whether or not a (foreign sales corporation) can achieve the same objectives
as its predecessor. USTR has endeavored to keep the FSC proposal revenue neutral,
not disadvantage users of the current DISC system, comply with GATT and create a
small business exception. My questions to witnesses, my focus will be to discover if
these objectives have been met.

The sponsors of this bill in conjunction with the Administration and the business
community have worked hard to devise a substitute for DISC. It is my hope this
legislation will be acceptable to the European Community and finally resolve the
international controversy surrounding DISC.

“I look forward to the testimony of the witnesses.

STATEMENT OF SENATOR DaAvID L. BOREN

Mr. Chairman, since it was enacted into law, the Domestic International Sales
Corporation (DISC) has served as probably our most significant export incentive. Ex-
ports attributable to DISC have grown from $1.9 billion in 1972 to $11 billion in
1981. Since every billion dollars in exports supports about 30,000 U.S. jobs, about
330,000 jobs are dependent upon exports through DISC. Seventy-two percent of all
manufactured exports are channelled through one of the 17, existing DISCs,
which has contributed to the $157 billion rise in exports of U.S. manufactures be-
tween 1971 and 1980. This is obviously an important tool in stimulating exports
which, in turn, create jobs.
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As the sponsor of a predecessor of the Foreign Sales Corporation (FSC) proposal, 1
have worked with the Administration as well as with a broad range of interested
groups to ensure that this essential incentive is preserved. The FSC bill attempts to
cause the fewest possible changes in existing business practices while putting us on
a more equal plane with eur competitors.

There are several elements of the FSC proposal which are essential to its effec-
tiveness. The bill would forgive tax on DISC income that has already benefitted
from tax deferral. This provision must be kept intact. It would be wrong to ignore
the original intent of Congress when DISC was first enacted by altering the ap-
proach used in S. 1804, as some have suggested. Exports of coal and other hard min-
erals should be included as export property eligible for FSC benefits. Any negative
revenue impact this plan might have must ie kept to a minimum.

Primarily, I believe we must guarantee that the incentives provided in the FSC
proposal are at least equal to those in the present law. Foreign Sales Corporations
must serve as an incentive to all exporters who have utilized DISC in the past.
Small exporters who have used DISC should be accommodated in this pro | s0
that they can continue to have access to the same export incentives available to
large exporters.

The foreign presence requirements in the FSC proposal would prevent many
smaller firms, which have taken advantage of DISg, from utilizing FSC benefits.
The small business provisions in the bill reflect a sensitivity to this problem and
serve as a good first step towards assisting these firms. I intend to introduce amend-
ments to modify this proposal in such a way that will make small business compli-
ance with FSC rules less cumbersome and thereby permit our small exporters to
benefit as they have under DISC. Considering the steady deterioration of America's
balance of trade, we cannot afford to delay our efforts to strengthen this essential
export promotion tool.

Senator DANFORTH. Mr. Lighthizer, Mr. Pearlman, and Mr.
O’Day. Do you want to start, Bob?

STATEMENT OF THE HONORABLE ROBERT E. LIGHTHIZER,
DEPUTY U.S. TRADE REPRESENTATIVE, OFFICE OF THE U.S.
TRADE REPRESENTATIVE

Mr. LicHTHIZER. Thank you, Mr. Chairman.

It is a pleasure to appear before the Finance Committee to ex-
plain why the Reagan administration strongly supports the expedi-
tious passage of S. 1804, the Foreign Sales Corporation Act of 1983.

I would like to present a short verbal statement now and submit
a more lengthy statement for the record, if that is agreeable to the
committee.

If S. 1804 is enacted, it will replace the domestic international
sales corporation legislation with a tax vehicle which will have the
same effect on our export competitiveness as the DISC, while at the
same time meeting our obligations under the General Agreement
on Tariffs and Trade—the GATT.

In discussing the FSC bill with the business community, I am fre-

uently asked why change the DISC? Many businessmen say that
the DISC has worked well, that it helps to offsei tax advantages
enjoyed by our trading competitors, and that with the record of
trade deficits that we are now experiencing we should not do anf'-
thing to hamper our export competitiveness. There is considerable
merit in this view.

However, we now face a paradox, which undermines the force of
these arguments. The DIS(?, which is intended to help our export
competitiveness, instead now threatens to damage our exports as
our trading partners prepare to retaliate if we maintain DISC in
its current form. Other countries regard the DISC as an export sub-
sidy that violates our GATT obligations.
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Because of this universally held international opinion, we are
now threatened with specific retaliation in the form of new foreign
restrictions against our exports if we continue the DISC. The com-
mittee should be aware, Mr. Chairman, that the administration
came to the decision to change the DISC only after every effort had
been made to convince our trading partners that DISC is, in effect,
GATT consistent.

But the fact remains that negotiations during the Tokyo round
were very prejudicial to the DISC, leaving our trading partners
with the impression that the United States agreed that DISC is
GATT illegal. And the territorial system of taxation is not.

In other words, we inherited a wide spread of negative interna-
tional attitude toward the DISC. The only solution now is to con-
form our tax treatment of export income to the GATT accepted ter-
ritorial standard. This is essentially what S. 1804 does.

Most importantly, it will do this without increasing the tax
burden on our exporters to the detriment of our international com-
petitiveness. As you know, Mr. Chairman, there is considerable
concern in the Congress about whether enactment of S. 1804 will
resolve the U.S.-EC dispute over the DISC once and for all. Because
of this congressional concern, Ambassador Brock asked his counter-
part in the European Commission for a statement by the Commu-
nity régarding its position on this legislation.

I should note that it is highly unusual for us to make such a re-
quest because we are normally reluctant to subject the legisletive
process to international scrutiny.

But in light of the very legitimate congressional concern on this
particular issue, we made an exception to general golicy. The EC
reaction is presently being informally discussed. The Community
has several reservations particularly on the forgiveness of the accu-
mulated deferred taxes and on the territorial provisions of the bill.

We do not, however, interpret this as a totally negative reaction
to the FSC bill. The EC has indicated some flexibility and we
intend to press in the next few weeks for a definitive position. In
fact, Ambassador Brock is now meeting with high level EC officials
to discuss the issue as well as other matters.

We will, of course, keep the committee informed on the progress
of our discussions with the Communi(tiy.

In closing, Mr. Chairman, I would like to reiterate our strong
desire that S. 1804 move quickly through the Congress. The threat
of retaliation if the DISC remains in its current form is real. Enact-
ment of S. 1804 will remove this immediate threat. Thank you, Mr.
Chairman.

Senator DANFORTH. Thank you, Mr. Ambassador.

[The Ambassador’s prepared statement follows:]

TESTIMONY OF AMBASSADOR ROBERT E. LIGHTHIZER

INTRODUCTION
Mr. Chairman, it’s a pleasure to appear before the Finance Committee to explain
why the Reagan Administration strongly supports the expeditious e of S.

1804—the Foreign Sales Corporation ) Act of 1983. If S. 1804 is enacted, it will
replace the Domestic International Sales Corporation (DISC) legislation with a tax
vehicle which will have the same effect on our export competitiveness as the DISC
while, at the same time, meeting our obligations under the General Agreement on

-
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Tariffs and Trade—the GATT. The Administration believes that enactment of this
bill is essential if we are to avert a real threat of retaliation, and if we are ever to
make progress toward resolving one of our longest, outstanding trade disputes.

WHY CHANGE THE DISC

In discussing the FSC bill (S. 1804) with the business community, I'm frequently
asked, Why change the DISC? Many businessmen say that the DISC has worked
well, that it helps to offset tax advantages enjoyed by our trade competitors, and,
with the record trade deficits we are now experiencing, we should not do anything
to hamper our export competitiveness.

There is considerable merit in these views. However, we now face a paradox
which undeirmines the force of these arguments. The DISC, which is intended to
help our export competitiveness, instead now threatens to damage our exports as
our trading partners prepare to retaliate if we maintain DISC in its current form.
Other countries regard the DISC as an export subsidy that violates our GATT obli-
gations. Because of this universally-held international opinion, we are now threat-
ened with specific retaliation in the form of new foreign restrictions against our ex-
ports if we continue the DISC.

Maintenance of the DISC already has seriously impaired our effectiveness in chal-
lenging subsidies and other unfair trade practices of other nations that are damag-
ing to our exports. Other governments are hesitant to enter agreements with us to
discipline their subsidies because they believe we are maintaining an illegal subsidy
under DISC. Likewise, our efforts to use and improve the dispute settlement proce-
dure under GATT are undermined by the impression held by many nations that we
are unwilling to abide by the GATT decision on DISC,

Enactment of S. 1804 will bring the DISC into conformity with our GATT obliga-
tions, thereby avoiding a real threat to our exports. Most importantly, it will do this
without increasing the tax burden on our exporters to the detriment of our interna-
tional competitiveness.

Des{:ite this explanation of why we should change the DISC, some of our critics
still characterize the GATT aspects of this matter as just sterile theoretical debate
among diplomats and technicians, posing no real threat of Fractical harm to our
trade interests. Nothing yet has happened that could be labelled as specific retalia-
tion against DISC, so why change just to improve our debating posture?

I think that such views are wishful thinking, and I'd like to review briefly the
GATT background to show why.

GATT HISTORY

When this Administration assumed office in January, 1981, the DISC already had
a long and painful history in GATT. Our trading partners began objecting to the
DISC on GATT grounds almost from the moment the DISC was enacted in 1971.
After bilateral consultations failed to resolve the issue in 1972, the EC filed a formal
GATT complaint. The United States promptly filed counter-complaints against cer-
tain tax practices of France, Belgium, and the Netherlands. Panels were established
t& hea_;- each of these complaints and to render recommendations to the GATT

uncil.

The panel reports, ﬁnall&issued in 1976, found the DISC and the tax practices of
France, Belgium, and the Netherlands to constitute export subsidies in contraven-
tion of Article XVI:4 of the GATT. The EC could not accept these findings, and the
United States refused to accept condemnation of only the DISC. After a period of
stalemated debate, both parties looked to the negotiation of the Subsidies Code
during the Tokyo Round as the appropriate forum for negotiating a mutually ac-
ceptable settlement.

As members of this Committee are now well aware, the Subsidies Code negotia-
. tions during the Tokyo Rounu were highly prejudicial to the DISC. It would serve
little purpose for me to relate-to you my impression of what actually happened
during the Tokyo Round or to try to point fingers. The record of the negotiations
does not present a definitive accounting.

What remains significant, however, is that during the Tokyo Round EC officials
were misled to believe that the United States that the DISC was inconsistent
with the GATT and that the EC tax systems were not. Though this understanding
was unilaterally repudiated by officials of the Carter Administration after the
Tokyo Round, the impression unfortunately remains that the United States agreed
that the DISC violated the GATT.

This impression was the dominate view internationally when this Administration
took office in January of 1981. Despite this widespread negative view toward the

83-890 O—84—3
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DISC, we attempted to save_it from final condemnation in the GATT. Specifically,
we sought to achieve a compromise under which the panel's four reports on the
DISC and the related tax practices of France, Belgium, and the Netherlands could
be adopted by the GATT Council, while still preserving our argument that the DISC
was consistent with the GATT.

This compromise is embodied in the GATT Understanding of December 6, 1981. It
is based on the principle that countries have no obligation to tax income generated
outside their territories, as long as this income is determined through objective
arm’s-length pricing rules. In other words, it recognizes that the territorial tax
system is acceptable under GATT. This Understandin? cleared the way for the adop-
tion of the panel reports and later provided the basis for the FSC proposal.

Throughout the first half of 1982, the Uniied States continued to defend the DISC.
We urged that, since the DISC generally provided less of an export incentive than
the territorial system of taxation, it too should be acceptable to the GATT Council
under the December 1981 Understanding. The EC, bolstered by the past history on
this matter, argued that the United States had already admitted that the DISC is
GATT-illegal and to bring it into conformity. Failure to do so now not only
violated the GATT, but contravened those previous understandings.

The United States argued vigorously and at length in defense of the DISC, but
received no support from other GATT members. The EC arguments proved convinc-
ing to all our trading partners members. They quickly came to the opinion that we
were just stalling.

The situation grew increasinélx tense in the spring of 1982 when the EC began
calling for authority from the TT Council to retaliate against U.S. exports. The
EC's request for retaliatory authority was deferred by the Council through the
summer months. But, it had become clear to us by the fall that the widespread exas-
peration with the U.S. position carried a real risk that there would, in fact, be retal-
1ation against a substantial volume of our trade. So the Administration decided it
was in the U.S. interest to replace the DISC and formally agreed, in October 1982,
to ask the Congress for such a replacement. S. 1804 is the Senate response to this

request.

-

OUR MANDATE

The Cabinet Council on Commerce and Trade (CCCT) immediately began consider-
ing the DISC in the fall of 1982. A debate ensued on the form of the DISC replace-
ment. In November 1982, the President directed a task force with representatives
from USTR, Treasury, and Commerce to develop a DISC replacement which includ-
ed four primary features. It must: (1) be GATT consistent; (2) be revenue neutral; (3)
maintain the same level of benefit for U.S. exporters as existed under the DISC; and
(4) avoid disadvantaging small and medium-sized exporters.

It is extremely difficult ‘o meet all four of these objectives in one tax vehicle. But
we believe that the FSC bi!l does. We fully support its passage.

FSC'S CONFORMITY WITH THE GATT

One of the most controversial issues regarding the FSC bill is whether it is GATT-

leglgl. We believe that it is and I'd like to explain to the Committee why.

he FSC bill is designed to conform to the December 1981 Understanding adopted
by the GATT Council which recognizes that there is no GATT obligation for an ex-
porting country to tax income arising from economic processes outside its own bor-
ders. This Understanding includes three principle elements—a foreign presence re-
quirement, an arm’s-length Sricing requirement, and a double taxation provision.

The first element of the Understanding, the foreign presence requirement, states
that “. . . economic processes (including transactions involving exported goods) locat-
ed outside the territorial limits of the exporting country n not-be subject to tax-
ation by the exporting countra' and should not be regarded as export activities in
terms of Article XVI:4.” S. 1804 includes numerous features to meet the GATT re-

uirement that there be economic processes outside our borders in order to qualify
or a tax exemption.

First, it replaces the DISC with the FSC—a Foreign Sales Corporation—through
which export sales would be made. To establish foreign identity, the FSC must
incorporated outside the customs territory of the United States, it must maintain a
permanent set of books in that foreign office, and it must have at least one nonresi-
dent of the United States on its board of directors. These foreign identity standards
are described in Section 922 of the bill.

Secondly, S. 1804 requires that certain foreign management activities be under-
taken outside the United States under Section 924. These activities include:
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——lswlding all board of director’s and shareholders’ meetings outside the United
tates;

—maintaining the FSC's principal bank account outside the United States; and

—paying dividends, legal fees, accounting fees and salaries out of a foreign bank

account.

Finally, S. 1804 requires that the FSC undertake significant economic activity
overseas to earn tax exempt income. This is an important feature that distinguishes
the FSC from the DISC. Much of the GATT criticism of DISC has focused on the
absence of a requirement in the DISC law for foreign activities.

By constrast to the DISC, S. 1804 requires that a FSC:

—participate outside the United States in either tne solicitation, negotiation, or

the making of a sales contract; and

—perform activities outside the United States that Five rise tn either 50 percent

of all the direct costs incurred by the FSC for performance of five functions, or
85 percent of all the direct costs of any two of the five functions.
These cost tests ensure the performance of a sufficient amount of foreign activity to
qualify it as a legimate foreign economic process under GATT.

The second element of the GATT Understanding, the arm’s-length requirement,

states ‘. . . that Article XVI:4 requires that arm’s-length pricing be observed . . .”
There are no precise guidelines on arm’s-length pricing in GATT or the Subsidies
Code, and the Subsidies Code itself seems to recognize the difficulties of achieving
total precision. To satisfy GATT norms, the FSC bill includes transfer pricing rules
ir; Section 925 which are based on generally recognized arm’s-length pricing princi-
ples.
Under Section 925, a taxpayer can use Section 482 of the Internal Revenue
Code—an internationally recognized arm’s-length pricing rule to derive a transfer
price. Alternatively, recognizing the difficulty for both taxpayer and tax administra-
tor to assess each individual transaction, the taxpayer can use one of the two ad-
ministrative pricing rules. However, if either of these rules is used, the FSC must
perform a series of activities. These include:

—the solicitation, negotiation, and making of the sales contract;

—advertising and sales promotion;

—the processing of customer orders and the arranging for delivery;

—transportation to the customer;

—the determination and transmittal of a final invoice or statement of account

and the receipt of payment; and

—the assumption of credit risk.

We believe that this amount of activity justifies in GATT terms the income alloca-
tion provided for under the administrative pricing rules.

The third element of the GATT Understanding, the double taxation provision,
states that GATT ". . . Article XVI:4 does not prohibit the adoption of measures to
avoid the double taxation of foreign source income.” In accordance with this provi-
sion, S. 1804 excludes from taxation a certain portion of the FSC’s income. Only a
portion of the FSC’s income is excluded because the FSC is not required to perform
all its activities outside the United States. Some of the FSC's income is connected to
U.S. activity and it is, therefore, taxable. In addition, a tax credit will not be al-
lowed for taxes paid by the FSC to foreign governments.

REACTION OF OUR TRADING PARTNERS

I would be remiss, Mr. Chairman, if I did not address the question of how our
trading ?artners feel about the FSC bill. In gencral, the international communisté
i.mivi:rsa ly welcomes the decision taken by the United States to replace the DI

islation.
at being said, I should advise you that the European Community (EC) has ex-
pressed some reservations regarding the bill. For example, the Community has
argued that tax forgiveness of the accumulated DISC deferred income constitutes a
new GATT-illegal export subsidy. ) .
We have argued that the forgiveness merely gives effect to the indefinite nature
of the deferral when it was originally granted under DISC. In this sense, it is a past
ractice associated with the Dlglc. Because the aim of the dispute settlement (frocees
in GATT is to seek discontinuance of GATT-illegal practices and not to provide com-
nsation, we feel no obligation to tax the deferred earnings. Such taxation would
tantamount to paying the Community for the past damages of the DISC, a prac-
tice totally unprecedented in GATT.

The EC alsn has reservations about the GATT conformity of a partial territorial

tax system, and of the foreign presence requirements as they relate to the tax exclu-
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sion. We believe that these reservations are not well founded and that the FSC is

GATT defensible.

The EC's concerns over the tax forgiveness provision and their reservations on
other elements of the bill should not interpreted as a negative reaction to the
bill. It would be highly unusual for any of our trading partners to accept the FSC
bill as fully GATT consistent before it 18 enacted. Governments, including our own,
do not give prior, blanket approval with regard to new and untested measures, par-
ticularly where the matter is complex.

Nevertheless, we will continue to press the Community for further clarification of
its position. Ambassador Brock is now meeting with high level EC officials to discuss
this issue, as well as other measures. We will, of course, keep the Committee in-
formed of our discussions with the Community.

We also intend to continue consulting with our other trading partners. To the
extent that they have valid concerns or constructive suggestions regarding the bill,
we hope that they can be accommodated in the legislative Yrocess. To achieve this
end, we will keep the Congress fully informed on our consultations with other gov-

ernments.
I should note that we should not slow the legislative process because of the reser-

vations that our trading partners have on this bill. As the bill moves through the
legislative process, we will continue working with our trading partners in an effort
to satisfy their concerns. However, to the extent we are unable to satisfy their con-
cerns, we can expect a GATT challenge. But, we shouldn’t delay because of some
potential GATT action.

OCONCLUSION

In summary, Mr. Chairman, I would like to convey the Administration’s whole-
hearted support for S. 1804. Expeditious passage of the bill will forestall retaliation
against our exports. Failure to pass the bill will surely resuit in renewed efforts to
retaliate against us, and the liklihood is that such efforts will ultimately succeed.

Senator DANFORTH. Mr. Pearlman.

STATEMENT OF RONALD A. PEARLMAN, DEPUTY ASSISTANT
SECRETARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY

Mr. PEARLMAN. Thank you, Mr. Chairman.

It is a pleasure to be here this mornin% and to join my colleagues
in strongly supporting S. 1804. I would like to spend my time this
morning discussing some of the technical matters that we believe
need some further attention as the bill moves forward.

In general, if A FSC organized outside the U.S. Customs territory
meets the bill’s so-called foreign presence and economic process re-
quirements—requirements that are intended to assure that the
level of foreign activity is consistent with our undertakings under
the GATT—then earnings attributable to the FSC activities will
not be taxed in the United States and dividends to a domestic cor-
porate shareholder attributable to its export sales income will be
eligible for 100 percent dividends received deduction.

ax benefits of a FSC are limited to foreign trade income, that is,
income earned from transactions involving certain export property
and certain export related services. As I indicated, an important
aspect of the bill is the foreign presence and foreign economic proc-
ess requirements. These requirements mandate that certain basic
corporate activities take place outside the United States, such as
shareholder and board of director meetings; that certain financial
activities take place outside the United States, such as the mainte-
nance of a principal bank account and the payment of certain sala-
ries and fees; and that certain sales activities take place outside
the United States, such as promotional activities, sales order proc-
essing, transportation, and billing and financing.
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Here the FSC is given considerable leeway in determining the
extent and thus the nature of its foreign activity. We recognize
that the manner of organization of the FSC and the degree of this
activity required outside of the United States is of great interest to
those businesses desirous of using the FSC. In order to explain our
understanding of these requirements, we transmitted to the com-
mittee earlier this week an explanation of the principal operating
provisions of the bill. We hope this explanation has assisted inter-
ested parties in analyzing and commenting on the bill.

Assuming that the FSC has export sales which meet the foreign
economic process requirements, it must determine its foreign trade
income. It may do so either by using the transfer pricing rules of
section 482 or the administrative pricing rules under the bill.

Under the administrative pricing rules, the FSC may earn the
greater of 23 percent of combined taxable income of it and its relat-
ed supplier on an export transaction or 1.83 percent of the gross
receipts on the transaction. If the section 482 rules are utilized to
determine foreign trade income, 34 percent of the FSC foreign
trade income will be deemed attributable to its foreign activities
and therefore will be excluded from income. If the administrative
pricing rules are utilized, seventeen-twenty-thirds of the foreign
trade income will be excluded. In either case, the remainder of the
foreign trade income, as well as all of the investment income .of the
FSC, will be subject to tax in the United States.

I would like to turn now to certain aspects of the bill for particu-
lar comment. First, the provisions dealing with small business. We
recognize the particular problems small exporters may have in
meeting the foreign presence and the foreign economic process re-
quirements. Accordingly, the bill contains specific provisions de-
signed to deal with the problems of small exporters.

If an FSC elects to apply the pricing and tax exemption rules to
no greater than $2.5 million in gross export receipts, it need not
meet the foreign management or foreign economic process require-
ments. In 1981, over one-half of the active DISC's had less than
$2.5 million in export sales. Moreover, even in export intensive in-
dustries, on the average one-third or less of a manufacturer’s
output is export related. Thus, it is likely that firms with total
sales of $7.5 million or more will not have greater than $2.5 million
in export sales.

As a result, we believe the $2.5 million threshold should be of
substantial benefit to a broad range of small businesses interested
in utilizing FSC in connection with export activities.

A small exporter also has the option of retaining its DISC and
deferring tax on income attributable to $10 million in gross export
receipts provided that it pays interest to the Treasury on tax liabil-
ities deferred after S. 1802 becomes effective.

We also think the elimination of the qualified export asset rules
applicable to DISC will make administration of much easier
and less burdensome. Moreover, we are hopeful that firms will de-
velop and provide expert overseas export services to small export-
ers, thereby making it possible both to satisfy the foreign economic
process requirements and increase the small exporters’ effective-
ness in the highly competitive export market.
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I would like to turn now to the likely use of tax havens as the
jurisdictions in which to incorporate an FSC. Since the bill requires
formation of the FSC outside the U.S. Customs territory, including
U.S. possessions, it is likely that taxpayers will choose low or zero
rate tax jurisdictions. The bill seeks to assure that organization
and operation in a tax haven will not impede effective enforcement
of the FSC provisions. The bill requires maintenance of detailed
business records in the United States and requires tax of all of an
FSC’s passive income in the United States.

We remain concerned, however, with the perception that the bill
might provide a windfall benefit to tax haven jurisdictions which
have not participated in the growing international cooperation on
exchange of information to which this administration is firmly
committed. Therefcre, we are desirous of working with the commit-
tee and the business community in making sure that the bill as ul-
timately enacted reflects our continued commitment to improve
international tax administration and enforcement without unneces-
sarily undermining the effectiveness of the FSC.

We also have certain other matters which we believe require our
attention. First, we believe that it is essential that the effective
date of the legislation be prospective and thus we recommend that
it be changed from December 31, 1983, to transactions completed
after December 31, 1984.

Second, there are certain transitional rules that need to be devel-
oped, including those for long-term contracts.

Third, we recommend deletion from the bill of the extension of -
benefits to fungible agricultural products marketed through agri-
cultural cooperatives. The current DISC provisions do not encom-
pass such products and our review of this provision since the bill
was introduced indicates the rather significant revenue loss to the
tune of about $100 million per year will result if this provision is
left in the bill. This detracts significantly from the revenue neu-
trality of the bill and also discriminates against agricultural prod-
ucts not marketed through cooperatives. Extension of the bill to all
agricultural products would increase the revenue loss even fur-
ther—indeed to an unacceptable level. Therefore, we recommend
deletion of this provision from the bill, but we will continue to con-
sider the effect of such a deletion on the competitive relationship
between cooperatives and other private exporters.

Fourth, we recommend amendment to the bill to make sure that
nonexempt foreign trade and other income of a FSC organized in
the Virgin Islands be made subject to U.S. tax. This is needed be-
cause of a drafting oversight which will adversely affect the reve-
nue neutrality of the bill.

Finally, just a few comments on the carrying charge and receiv-
ables provisions of the bill. In designing the exemption rate on for-
eign trade incor:ie, it was assumed that investment income now re-
ceived by a DISC would be fully taxable in the United States. This
again is important to the bill’s revenue neutrality. It is important
to make sure that a FSC does not earn investment income indirect-
ly by charging a higher export price which contains an implicit
carrying charge which could be in the form of unstated interest.
Therefore, the bill makes it clear that carrying charges including
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unstated interest will not be exempt from tax. We will implement
these rules, imputing an interest component on a deemed cash sale.

It is also important to make sure that export receivables now
held by DISC's are not transferred to controlled foreign corpora-
tions at a discount without current U.S. tax, directly or to a share-
holder under subpart F. This, too, goes to the revenue neutrality of
the bill. We also believe that any time a controlled foreign corpora-
tion finances a related party receivable, the factoring income
should be subject to tax under subpart F.

Thus, we strongly support the related party factoring provision
of the bill and believe the provision should continue to apply to re-
ceivables acquired after August 4, 1983, notwithstanding our sug-
gestion that the general effective date of the bill be deferred to
transactions after December 31, 1984.

Again, Mr. Chairman, the Treasury Department strongly sup-
ports S. 1804, subject to the technical changes that I have men-
tioned. We look forward to working with you and members of the
committee to effect these changes, thereby hopefully enabling early
consideration ‘of the bill by the committee. Thank you.

Senator DANFORTH. Thank you, Mr. Pearlman.

[Mr. Pearlman’s prepared statement follows:]

STATEMENT OF RONALD A. PEARLMAN, DEPUTY ASSISTANT SECRETARY (Tax Policy),
DEPARTMENT OF THE TREASURY

Mr. Chairman and Members of the Committee: | am pleased to have the opportu-
nity to present the views of the Treasury Department on S. 1804, which proposes to
replace the current Domestic International Sales Corporation (DISC) provisions with
a new system of taxing export sales income.

reasury Department strongly supports the enactment of S. 1804, subject
only to certain technical changes that are necessary to preserve the basic revenue
neutrality of the legislation.

After Ambassador nghthwers general description of the historical background
and the need for a change in the DISC legislation, I would like to proceed with an
outline of the tax provisions of the bill.

OUTLINE OF THE BILL

Qverview

Under the present DISC provisions, the taxation of a portion of export income can
be deferred on U.S. exports made through DISCs. S. 1804 is intended to preserve the
competitiveness of U.S. exporters relative to their position under the DISC while, at
gwﬁqgrame time, being consistent with undertakings of the United States under the

The bill replaces the DISC, which is a U.S. corporation, with a Foreign Sales Cor-
poration (FSC) through which export sales may be made. Provided it satisfies cer-
tain foreign presence requirements, a portion of a FSC’s income will be excluded
from U.S. tax at the corporate level. A 100 percent dividends received deduction will
be allowed to domestic corporate shareholders of the FSC with respect to dividends
from earnings attributable to the export sales income. By requiring certain export-
related activities to be performed outside the United States, the proposal is consist-
ent with the GATT understanding that income attnbutable to economic processes
located outside the United States need not be subject to U.S. tax. These activities
must be performed by the FSC, or on its behalf on a contract basis, outside the U.S.
customs territory. Special rules, which I will describe later in my testimony, are
provided to meet the needs of small business.

The current DISC provisions will be repealed except for those small DISCs, de-
scribed later, whose shareholders elect to pay interest on tax deferred after the ef-
fective date of S. 1804. The accumulated tax-deferred income of all DISCs earned
before the effective date of S. 1804 will be deemed previously taxed income and,
therefore, will be exempt from tax.
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Qualification of a FSC

A FSC must be organized under the laws of a jurisdiction outside the U.S. cus-
toms territory and must have at least one director who is not a U.S. resident. It
must maintain an office outside the U.S. customs territory, and it must keep tax
records both at that office and in the United States. In adcrl’i'tion, it must elect to be
treated as a FSC. The bill confers tax benefits only on income of the FSC (Foreign
Trade Income) which is earned with respect to sales or leases of certain export prop-
erty, or from certain export-related services.

Foreign economic process requirements

In order to obtain the tax benefits associated with Foreign Trade Income, a FSC
must both be managed outside the United States during the taxable year and per-
form certain economic functions abroad in transactions producing the Foreign Trade
Income. To be managed outside the United States, a FSC must have its shareholder
meetings, board meetings, and principal bank account outside the United States. In
addition, dividends and certain salaries and fees must be disbursed from foreign
bank accounts. —~

For its export sales income to qualify as Foreign Trade Income, the FSC or its
agent must participate in the solicitation, negotiation, or making of the contract re-
lating to the export transaction outside the United States. In addition, 50 percent of
the aggregate of the direct costs incurred in connection with the transaction by the
FSC or its agent for

(1) advertising and sales promotion,

(2) the processing of customer orders and arranging for delivery,

(3) transportation,

(4) the determination and transmittal of a final invoice or statement of ac-

count and receipt of payment, and

(6) the assumption of credit risks
must be attributable to activities performed outside the United States. Alternative-
ly, the FSC may satisfy the foreiﬁ economic process test if 85 percent of the direct
costs in each of any two of the above categories is attributable to activities outside
the United States.
Transfer pricing rules

The FSC can choose to determine its Foreign Trade Income either under normal
Section 482 transfer pricing rules or it can choose to use the administrative transfer
B%i‘c:ing rules specified in the bill. However, in order for export transactions between

's and related U.S. taxpayers to qualify for these administrative pricing rules,
the FSC or its agent must perform all of the activities relating to solicitation (other
than advertising), negotiation and making of the contract, and all of the five activi-
ties just described. Some of these activities can be performed in the United States.
However, the 50-percent or 85-percent test under the foreign economic process rules
must be met with respect to the expenses incurred for the five activities both by the
FSC and its U.S. related parties.

The use of the administrative pricing rules, therefore, requires that significant
economic functions be performed and, under the foreign presence rules, that the
costs related to foreign activities account for a substantial share of the overall costs
incurred. This is necessary to meet the GATT standard. The Administration is
aware of the concerns of the business community that the foreign presence rgﬂ;xeire-
ments will be difficult to meet without much added expense. As a result, the as-
ury Department and the Office of the United States Trade Representative have
worked with the business community to develop a detailed explanation of the for-
eign economic process requirements that goes as far as ible in alleviating busi-
ness concerns while at the same time adhering to GATT understandings. This was
transmitted to the Committee on February l1st.

Under the administrative pricing rules, the FSC may earn the greater of (a) 23
percent of the combined taxable income derived by it and its related supplier from
the export transaction, or (b) 1.83 percent of the gross receipts from the transaction

to 46 percent of the combined taxable income from the transaction earned by the
and its related party. .

Taxation of a FSC and its shareholders -

The taxation of a FSC is designed to be comparable in result to a territorial
system of taxation. The bill excludes a portion of the Foreign Trade Income of a
F%C from U.S. gross income and therefore from U.S. tax. This exclusion reflects the
significant foreign activities performed with respect to the transaction. If the trans-
action is subject to one of the administrative pricing rules, the excluded portion is
17/23 of the FSC's Foreign Trade Income. If, instead, the FSC chooses to apply the
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section 482 rules, or if its transactions are with unrelated parties, the excluded por-
tion is 34 percont of its Foreign Trade Income. The remainder of the Foreign Trade
Income is subject to U.S. tax. All investment income of a FSC also is subject to U.S.
tax. Dividends from Foreign Trade Income of a FSC to domestic corporate share-
holders are allowed a 100-percent dividends received deduction. The transfer pricing
rules and partial tax exemption are intended to preserve the present pattern of
DISC benefits for those exporters who can satisfy the foreign economic process re-
quirements.

Small business provisions

The Administration recognizes the special problems that small exporters may
have in establishing a foreign presence and satisfying the foreign economic process
requirements. The bill therefore contains special provisions relating to small export-
ers. Under one option available to small exporters, a FSC that elects to apply the
FSC pricing and tax exemption rules to no more than $2.5 million of gross cxport
receipts in the taxable year need not meet the foreign mamla%aénent and foreign eco-
nomic process requirements described above. The small will therefore only
have to meet the minimal foreiﬁn presence uirements such as foreign incorpora-
tion and the maintenance of a foreign office. In 1981, more than half of the active
DISC’s had less than $2.5 million in export sales. Because even strong export indus-
tries export on the average one-third or less of their output, it is Frobable that most
firms with $2.56 million in export sales have total sales of $7.5 million or more. Thus,
t}ge $2.5 million threshold should enable a broad range of small firms to qualify for
this option.

As an alternative, a small exporter can choose to retain its DISC and defer tax on
income attributable to $10 million in gross export receipts, provided that the DISC
pays interest to the Treasury on the tax liabilities deferred after the effective date
of the bill. The interst rate charged will be the 62-week Treasury bill rate. In order
to offset the interest charge, the bill increases the amount of tax deferred by elimi-
nating almost all of the deemed distributions of the DISC to its shareholders. Be-
cause of this increase in the deferral rate and the opportunity to, in effect, borrow
from the Treasury at very favorable rates, small exporters who elect this alternative
will be about as well off as under the DISC.

There are other features of the FSC proposal which should make it easier for
small exporters to adapt to the FSC. The elimination of the complex qualified
export assets rules will greatly simplifgegaperwork compared to the DISC. Further-
more, small exporters may be able to reduce their costs by contracting out some of
their foreign activities. For example, a firm that specializes in export sales abroad
can perform the required foreign activities for a number of separate FSCs. The Ad-
ministration is hopeful that this bill will encourage the growth of firms providing
overseas export services to small exporters.

Use of tax havens

Under the bill, an FSC may be established in any jurisdiction outside of the U.S.
customs territory, including the U.S. Virgin Islands, Guam, American Samoa and
the Commonwealth of the Northern Marianas, but not including Puerto Rico. In ad-
dition, a certain amount of activity will be performed by the outside the United
States. It is unlikely that taxpayers will choose to organize and establish the oper-
ﬁtions of an FSC in those jurisdictions that have low or zero tax rates, i.e. in tax

avens.

We do not believe that the establishment of an FSC in a tax haven will increase
the risk of abuse of the U.S. tax system for two reasons. First, to be eligible for FSC
benefits an FSC must maintain detailed and complete books and records in the
United States. Second, all investment income of will be subject to U.S. tax.
These measures protect t‘z;saimst the two principal uses of a tax haven: to shield in-
{(J)rénation from the United States and to earn passive income that is not subject to

We have given further consideration to the issue of tax haven use in context of
the FSC. Notwithstanding that protections have been built into the bill, it is a fact
that auditing tax haven-based activity is extremely difficut without the full coopera-
tion of the host country. Moreover, several other countries have expressed dismay at
the prospect that the might provide a windfall benefit to tax havens. This Ad-
ministration also has consistently taken the position (for example, in the Caribbean
Basin Initiative) that the Unitec( States should not provide a unilateral tax benefit
to countries that do not cooperate fu!l¥k in matters of tax administration and en-
forcement. The Treasury Department therefore is considering ways to ensure that
the FSC proposal is consistent with our commitment to international cooperation in
the exchange of tax information. We will work with the Committee and the export-
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ing community in order to continue this commitment without unnecessarily under-
mining the eftectiveness of the FSC.

Other suggested amendments

As | indicated at the outset, the Administration recommends that the bill be
amended in certain respects use of further study we have made and comments
we have received since 1ts int ction. These suggested amendments are mainly de-
signed to maintain the bill's revenue neutrality.

The first {)roposed amendment is necessary because of the delay in consideration
of the bill. It is important that the general effective date of the bill be prospective.
We recommend that the general effective date be changed from December 31, 1983,
to December 31, 1984. Thus, transactions after December 31, 1984 would be eligible
for FSC benefits.

The Treasury Department also recognizes that there are a number of transition
problems in the bill that require attention. For example, export sales made through
a DISC under a long-term contract may not qualify for exemption under the bill
because the contract was made in circumstances that do not satisfy the foreign eco-
nomic presence provisions of the bill. We would like to work with the Committee in
resolving these traditional issues with the goal of maintaining the benefits that ex-
porters anticipated in negotiating sales through DISCs. - .

The bill contains a ﬁrovision extending benefits to fungible agricultural prod-
ucts marketed through cooperatives. Agricultural producers would be able to obtain
the FSC exemption on the portion of the cooperative's income attributable to ex-
ports. This benefit generally is not now available under the DISC because tracing of
specific goods to ultimate export sales is required, and this is not generally feasible
for fungible agricultural products. At the time this extension of ch benef";ts to ag-
ricultural co-ops was first proposed, it appeared a relatively modest extension in
terms of revenue cost. However, a closer review of its effect indicates that this provi-
sion would add about $100 million in revenue cost per year to the legislation. In
addition, the provision appears inequitable because, in general, agricultural produc-
ers who do not market exportable products through ccoperatives also cannot trace
their specific output that is exported and, therefore, cannot enii:iy FSC benefits. The
Treasury, therefore, recommends that this provision be deleted because extending
the prorating-of-fungible-products provision to all agricultural exports would result
in an unacceptable increase of the revenue costs. Treasury will continue to consider
whether the bill, as modified, will adversely affect the competitive relationship be-
tween cooperatives and other private exporters.

Further study also indicates that the interaction of section 28(a) of the Revised
Organic Act of the Virgin Islands and the bill as introduced would cause certain
unintended results. An FSC organized in the Virgin Islands would pay tax on its
non-exempt income to the Virgin Islands instead of to the United States and could
obtain a rebate of such taxes at the discretion of the Virgin Islands government. We
recommend that the bill be amended to cause the non-exempt Foreign Trade Income
and other income of an FSC orianized in the Virgin Islands to be subject to U.S.
tax. U.S. income taxes paid on this income would be made a creditable tax for pur-
poses of apf?lyin the Virgin Islands mirror code. This proposed change does not in
any way affect the eligibility of the Virgin Islands as a location for . It is re-
quired to prevent exporters from receiving larger benefits than intended and to pre-
serve revenue neutrality.

Carrying charges and receivables

I would like also to give a fuller explanation of the need for the provisions of the
bill relating to car?"éng charges and the purchase of receivables by a controlled for-
eign corporation (CIFC).

nder present DISC rules, 95 percent of the accumulated tax-deferred income and
other assets in the DISC must be invested in qualified export assets. DISCs also re-
ceive a deferral benefit on a portion of the qualified investment income on the
export assets. Most of these qualified export assets are export receivables, in part
because the DISC has an incentive to acquire the receivables from its parent, at a
discount, and earn the return from holding them. If the parent continued to hold
receivables from DISC sales, carrying charges or unsta interest would be split
with the parent under the DISC rules. Thus, the amount of tax-deferred income
would be reduced.

The FSC system in the bill provides for partial tax exemption of export income
earned abroad, rather than (indefinite) deferral of tax, and U.S. corporate share-
holders obtain a 100-percent dividends received deduction for FSC dividends from
Foreign Trade Income. Qualified export asset requirements, which are very cumber-
some under the DISC, are unnecessary under the FSC because there is no accumu-
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lated tax-deferred income. There are also no tax benefits for investment income
under FSC, because, with no constraint on the kind of assets the FSC can hold, it
would serve no policy purpose to give an investment income benefit to assets unre-
lated to exports. Consequently, the tax benefits in the bill are conferred exclusively
on export sales and service income.

In designing a revenue-neutral bill, the exemption rate on export sales and serv-
ice income was adjusted upward on the assumption that the investment income now
received by DISC would be fully subject to U.S. tax. If the exemption rate on export
sales and service income in the bill is retained, and the bill is to be revenue neutral,
it is necessary to prevent FSCs from receiving investment income indirectly through
carrying charges or unstated interest in a higher export price.

The bill therefore provides that FSCs will not receive any exemption on carrying
charges including unstated interest. That is, for purposes of determining an 's
Foreign Trade Income, the gross receipts from the salc will be computed as if the
transaction were a cash sale. Rules imputing an interest component in export sales
receipts, therefore, will have to be implemented.

The change from the DISC qualified export assel and investment income provi-
sions to the exemption approach also is the reason for the provisions of the bill
related to trade receivables held by a controlled foreign corporation. The Treasury
Department understands that some taxpayers take the position that a CFC, in cer-
tain circumstances, can acquire certain trade receivables, including export receiv-
ables, from a related corporation at a discount without incurring a current U.S. tax,
either directly or under subpart F. Because an FSC, unlike a DISC, will no longer
have a requirement or an incentive to hold export receivables, the large quantity of
e:%;t receivables now held by DISCs would be available for possible acquisition by
CFCs. If taxpayers could avoid U.S. tax on a portion of the large amount of export
receivables now held by DISCs, the bill would no longer be revenue neutral.

The Treasury Department also believes that, in the context of subpart F, the fi-
nancing of a related party's receivables should not be treated differently from a
loan to the related party secured by the receivables. Therefore, the receivables pro-
vision was added to the bill both to preserve revenue neutrality and to address the
larger tax avoidance problem.

e bill would cause income (including discount income) earned by a CFC from
trade receivables acquired from related persons (“factoring income'') to be subject to
U.S. tax under subgart F. The bill also treats the purchase by a CFC of a trade re-
ceivable generated by a related U.S. person through the sale of inventory or the per-
formance of services as an investment in “U.S. property.” If such receivables held at
the end of the CF('s taxable year constitute an increased investment in “U.S. rprog-
erty’’ over the prior year, there would be a pro rata inclusion in the income of U.S.
shareholders_of the CFC equal to the lesser of the amount of the increased invest-
ment or the CFC's earnings and profits. Although we recommend that the general
effective date of the bill be changed to December 31, 1984, we nevertheless gropose
that this provision still apply to receivables acquired after August 4, 1983. The
Treasury Bepartment strongly supports these related party factoring provisions.

CONCLUSION

The Treasury Department stronfly supports S. 1804, subject only to the technical
changes I have suggested. The bill will enable U.S. exporters to preserve the com-
petitiveness they have under DISC while at the same time complying with the com-
mitments of the United States under the GATT. We hope that it will receive early
consideration by this Committee.

Attachment.
REVENUE COST OF S. 1804 COMPARED T0 DISC *
(In evlhons of doliars)
Fisca! year— B
1985 1986 1987 1988 1889
DISC COSE ... o e e R . 950 810 940 1,090 1280
Total cost of export incentives after enactment of S. 1804 .. 915 862 931 1194 1,196
Addiional cost of S. 1804....... ... e e et e -3 -8 51 104 -84

1 These revenve estmales assume (1) 2 1/1/85 etfectve date and (2) the deleton of the provision i1 S 1804 refated 1o fungidie agncullural
products sold through a cooperative
Note. Negatve number represents a revenue pichup 3 year cost — $2 miliion, -5 year cost $18 mutlon.
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Senator DANFORTH. Mr. O’'Day.

STATEMENT OF PAUL O'DAY, DEPUTY ASSISTANT SECRETARY-
DESIGNATE FOR FOREIGN COMMERCIAL OPERATIONS, DE-
PARTMENT OF COMMERCE, WASHINGTON, D.C.

Mr. O’'DAy. Thank you, Mr. Chairman.

I thank you for the opportunity to present Commerce’s testimony
on the S. 1804 and add to USTR and Treasury’s strong support for
early action on passage of the measure.

I would like, with your permission, Mr. Chairman, to submit my
statement for the record and just make a few brief comments on its
content.

The statement covers the export environment at present that is
the context for consideration of this legislation. Those facts, I be-
lieve, are well known to every member of the committee, and they
don't bear repeating here except to note that exports could not be
more important at the moment to the national well-being. I think
that adds to the emphasis that the administration is placing on the
imgortance of early consideration of this measure.

ne of the most difficult challenges that we faced in drafting this
bill has been touched upon by Mr. Pearlman, namely, incorporat-
ing within it measures that would assist small- and medium-size
exporters to take advantage of the benefits under the legislation.

he measures that Mr. Pearlman mentioned have been specially
designed to assist small exporters in that regard. Our review of the
facts indicates that the two main provisions designed for small ex-
porters—namely, the ability to create a small foreign service corpo-
ration with a minimum foreign presence test and the ability to
maintain a traditional DISC under much simplified rules, covering
gross receipts up to $10 million a year—would cover approximately

5 percent of the DISC’s now in place.

hese are wide-ranging provisions that should be very useful
across the small business community. In particular, from the Com-
merce perspective, Mr. Chairman, we think the combination of this
legislation and the Export Trading Company Act that has been im-
plemented in the past year by the Commerce Department and the
Federal Reserve Board, will provide some creative opportunities for
services to small businesses as they seek to use the benefits of this
act.

S. 1804 contains provisions that allow for joint ownership of for-
eign sales corgorations, and the regulations that will be put in
p{)ace dunder the act would allow for joint ownership of offices
abroad.

When that is combined with the authorities under the Export
Trading Company Act on antitrust and on banking, we think there
will be ample opportunity there for creative combinations of some
of the strongest parts of our export community in the United
States to put together the kinds of institutions that will be most
useful to small- and middle-size businesses.

1 appreciate the opportunity to testify and I look forward to any
questions the committee may have.

Thank you.

Senator DANFORTH. Thank you very much.
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[Mr. O’Day’s prepared statement follows:]

TesTiMONY OF PauL T. O’'DAY, DEPUTY ASSISTANT SECRETARY FOR FOREIGN COMMER-
c1AL OPERATIONS-DESIGNATE, U.S. & FOREIGN COMMERCIAL SERVICE INTERNATIONAL
TRADE ADMINISTRATION, U.S. DEPARTMENT OF COMMERCE _

INTRODUCTION

Mr. Chairman, thank you for the opportunity to present this testimony on the
views of the U.S. Department of Commerce on S. 1804, The Foreign Sales Corpora-
tion Act of 1983. This bill replaces the Domestic International Sales Corporation leg-
islation which provides la:_uﬁaferral benefits for exports.

The specific provisions of the proposed legislation are described in detail in the
testimony and explanatory materials provided to the Committee by the Office of the
United States Trade Representative (USTR) and the U.S. Department of the Treas-
ury. I will limit my comments to the relevance of the proposed legislation to smaller
firms and to the expansion of the U.S. export base.

BACKGROUND ON THE DISC

The DISC is the most well-known, and the most specific export aid used by U.S.
firms. Its importance to exporters is reflected in the Treasury Department’s data on
the extent of its use by U.S. firms of all sizes. In 1973, the number of DISC returns
to the IRS totaled less than 3,000—for 1981, this number had grown to 8,665, with
much of the growth concentrated in recent years. From 1980 to 1983, the number of
DISC elections increased by over 40 percent.

Now in its thirteenth year of operation, the DISC has been subjected to a contiiu-
ing attack in the General Agreement on Tariffs and Trade (GATT) where a nuniber
of our trading partners have asserted that it is an illegal export subsidy. To resclve
the matter, the Administration announced to the GATT in October, 1982 that the
DISC would be replaced with a GATT-compatible alternative. -

Since then, the Administration has been working with representatives of the U.S.
export community to create a substitute that meets the following criteria:

—compliance with GATT rules,

- no greater revenue cost than the current DISC,

—benefits similar to the DISC for current users, and

—spacial provisions for the needs of smaller exporters.

The r:sult 18 the proposed Foreign Sales Corporation Act now before this Commit-
tee.

8. 1804—GENERAL EFFECTS ON EXPORTS

S. 1804 has bexn designed as a substitute for the DISC, with comparable benefits
to exporters, 8o recent experience under the DISC legislation can serve as a guide to
the export effects to be expected under S. 1804.

The Treasury Department’s most recent report on the DISC, covering returns for
accounting periods ending between July 1, 1980 to June 30, 1981, skows gross re-
ceipts tota in? $111.6 billion from exports of manufactured goods, with an associated
net income of $9.1 billion. Treasury’s analysis on the estimated reduction in exports
if the DISC were eliminated for that period concludes that the dollar value of ex-
ports would have been down $7.2 to $11 billion.?

Within this overall effect, Treasury estimated that, without the DISC, exports
would have decreased by the following amounts in four general sectors of the U.S.
economy:

Decrease in dollar value of exports

(In billions of dollars)

Sector:
Nonmanufactured products ... $0.4 to 0.6
Basic MANUFACLUTES ........ccovviieciieces ettt sse s beons 3.2 to 4.1
High technology manufactures...........cveieninennccnnennsnnn 3.0 to 56
Resource related manufactures ............ccvecivieieivinincenininreneiireeesese e 6 to .7
TOLAL c.oiviiiviicicri et sbes tebereerrereartar e et er e er et ere st ennernaean 7.2 to 11.0

11981 Annual Report on the Operation and Effect of the Domestic International Sales Corpo-
ration Legislation, Depariment of the Treasury, July 1983. Table 3-1.
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These export values are substantial, important contributions to the competitive
position of firms across the entire range of U.S. manufacturing. The effects are espe-
cially significant in light of the importance of exports and international trade to the
American economy. The growing relevance of trade to the American economy
cannot be questioned:

—The ratio of U.S. merchandise trade—exports and imports—to U.S. GNP was
almost 15 percent in 1982, up from about 8 percent as recently as 1970, and
from less than 4 percent in 1960.

—Approximately 25,000 U.S. jobs result from each $1 billion in exports.

—One out of every eight American manufacturing jobs is related to exports.

—Exports now account for almost 5 million U.S. jobs. )

——ngxse2 product of two of every five acres of American cropland was exported in
1982,

The importance of trade to the national well-being, and the significant role of the
DISC in the competitive position of so many industries, call for retention of similar
levels of benefits as the form of the DISC is revised. The Foreign Sales Corporation
Act before the Committee also has been carefully drafted to meet the necessary
GATT requirements with minimum disruption to the existing business practices of
U.S. exporters. As a result of the long and careful consultations with interested ex-
porters led by USTR, the basic proposal in S. 1804 has wide support among U.S.
firms engaged in international trade.

S. 1804 AND THE SMALL/MIDDLE SIZE EXPORTING FIRM

The basic requirement for benefits under the new system involves foreign pres-
ence and operations by the qualifying corporation. This responds to the central
GATT principle that ties the legitimacy of the reduced tax burden to activities per-
formed outside the boundaries of the taxing jurisdiction.

This foreign presence requirement can have a disproportionate effect on smaller
exporters since the relative cost and inconvenience of the new system will rise as
the size of the exporter declines. Smaller exporters may not be able to afford the
expense of the foreign operations necessary to take advantage of the benefits avail-
able to a Foreign Sales Corporation under the general provisions of the Act. Accord-
ingly, a number of special provisions have been included in S. 1804 to assure the
availability of the Act’s benefits to small or new exporters.

Small foreign sales corporations

S. 1804 contains a special category for Foreign Sales Corporations that elect to be
designated as “Small FSCs,”” which then qualifies up to $2.5 million in annual
export receipts for benefits under the Act. A small FSC need only incorporate
abroad, or in U.S. possessions other than Puerto Rico, and maintain a minimum set
of functions there to be eligible for Small FSC status (an offshore location and office,
one non-U.S. resident director, and maintenance of books and records at the off-
shore office). Small FSCs will be exempt from the foreign management and foreign
economic process requirements of the Act. This provision will ease the way into use
of the FSC structure for new and small exporters.

The Treasury Department's most recent report on the DISC indicaies that this
option would have been available to over half of the DISCs in place in 1931.

Interest charge DISC's

S. 1804 allows small businesses which choose not to establish a Foreign Sales Cor-
poration to maintain a DISC covering up to $10 million of annual export sales.
These DISCs will pay an interest charge on accumulated tax deferrals occurring
after the effective date of the Foreign Sales Corporation Act. Unlike the «urrent
DISC legislation which contains strict limits on the percentage of income eligible for
tax deferral, S. 1804 generally would allow tax deferral on 100 percent of the DISC
income earned on $10 million of export sales. The interest charges under this option
will be levied at the 52-week Treasury bill rate, so the deferred funds will be avail-
able to the firm significantly below the cost of money in the open market. (These
interest charges also will be tax deductible by the firm in the normal manner.)

This provision will allow smaller exporters to use the DISC form on a permanent
basis if they find it to their advantage, or on a temporary basis as a transition to
full use of the new Foreign Sales Corporation system. The ‘“Interest Rate DISC”
may be maintained until a decision is made to invest in either a “Small FSC,” or in
full FSC status.
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Export trading companies and FSC's

Small businesses will also find that a combination of S. 1804 and the recently en-
acted Export Trading Company Act will provide a wide range of creative opportuni-
ties for enhanced export operations and benefits. S. 1804 allows joint ownership of a
Foreign Sales Corporation, with up to 25 stockholders. In addition, the regulations
anticipated under the Act will allow the joint use of offices abroad by FSCs. These
and the other general provisions of S. 1804 should increase the range of services
that can be provided by the export trading companies anticipated and encouraged
by the Export Trading Company Act. This Act took effect in 1983 and is adminis-
tered by the Department of Commerce (for antitrust clearance) and the Federal Re-
serve Board (for bank participation).

CONCLUSION

The special provisions for smal! firms included in S. 1804 will help to maintain
benefits for this important sector under the Foreign Sales Corporation system. This
is not just a matter of equity—small and medium size firms are an important source
of new exports for the United States. In a U.S. manufacturing base of over 300,000
firms, only 1,000 account for over 60 Fercent of our exports. Increasingly, the U.S.
international competitive position will be dependent upon effective and successful
exporting in virtually every part of the manufacturing sector. Small and medium
businesses have an important part to play in this process. S. 1804 contains a variety
of tools and benefits that should aid small business with competitive products to
enter and be successful in the international marketplace.

Much of the policy environment related to international trade is diffuse, conten-
tious, and subject to wide variation in interpretation. From the viewpoint of the
American exporter, the existence of the DISC since 1972 has been one of the few
significant, tangible national incentives to expand their marketing activities across
the globe. Enactment of S. 1804 will continue that incentive while we resolve a
major irritant in our trade relationships. The U.S. Department of Commerce urges
prompt action on this important legislative proposal.

FPOLLOW-UP AFTER ENACTMENT OF S. 1804

Immediately upon enactment of the Foreign Sales Corporation Act, the U.S. De-
partment of Commerce will undertake an intensive nationwide series of briefings
and seminars to assure the widest possible understanding and use of its benefits for
American exporters. This conference series will be conducted through the 47 domes-
tic District Office of the U.S. & Foreign Commercial Service, in close cooperation
with the 2,000 business advisors who serve on Commerce’s District Export Councils.

Mr. Chairman, thank you for the opportunity to testify on this important subject.
I would be pleased to answer any questions the Committee may have.

Senator DANFORTH. It is my understanding that the administra-
tion's position is that DISC has been very useful as far as U.S. busi-
ness is concerned and that it has increased the level of exports
which we otherwise would have had without DISC.

In the booklet that the joint committee put out, it states at the
beginning that the estimates are that in 1981 DISC accounted for
about $7 to $11 billion worth of exports which otherwise would not
have occurred. So, am I correct in understanding that the adminis-
tration feels that DISC has been a very useful tool of American
business in exporting?

Mr. LiGHTHIZER. Yes, that is correct, Mr. Chairman.

Senator DANFORTH. If we were to do nothing, the result of doing
nothing would be that duties would be imposed against various
U.S. exports in order to counter the subsidy which DISC provides?

Mr. LicHTHIZER. That is our fear, Mr. Chairman. That our trad- .
ing partners will take action to counteract what they consider to be
an illegal subsidy.

Senator DANFORTH. Do you think you have a good basis for that
fear? Have they indicated that to you?
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Mr. LicHTHIZER. Yes, they have, Mr. Chairman. This has been a
dispute, as you know well, that has been going on for a number of
years; and it has heated up from time to time, most recently in
1982. The European Community came very close to retaliating in
t1'982 and our sense is that they are close to doing that again at this
ime.

And indeed, the reason that they didn’t in 1982 was that we
agreed to try to come up with a piece of legislation that was con-
sistent with the GATT and that would be acceptable to the Con-
gress. S. 1804 is the result of that effort.

If this effort is stopped, we believe the EC would go back on
track toward retaliation.

Senator DANFORTH. They began challenging DISC as soon as it
was enacted into law. Is that correct?

Mr. LicHTHizZER. That'’s correct, Mr. Chairman.

Senator DANFORTH. So, the European Community’s proceedings
ag‘;iinst DISC have been going on now for about a dozen years or
807

Mr. LicHTHIZER. That is correct. They became concerned in 1971.

Senator DANFORTH. And they have formally made their com-
plaint against DISC, before GATT, and they feel that now they are
in a position to retaliate at long last? Is that correct?

Mr. LigHTHIZER. Yes, sir. In 1976, they got a GATT panel deci-
sion, and it was consistent with their position. And since that time,
they have been considering retaliations, certainly after the time
that the GATT panel decision was adopted by the Council. They
have been very much inclined to retaliate.

Senator DANFORTH. But retaliation under GATT isn’t something
that just ha;:f)ens instantly. In other words, this is a long process of
objecting and bringing the matter before a GATT panel, and after
gzars of study and analysis, DISC has been considered by them to

an illegal subsidy which would give rise to countervailing duties.

It is not something that is a summary kind of proceeding.

Mr. LiGHTHIZER. No, sir. Indeed, I am sure that from the Commu-
nity’s point of view and that of some of our other trading partners,
the process has even been a little lengthy already.

Senator DANFORTH. Now, has the idea of the FSC been run by
the European Community? Do we have any view of what their re-
action is to it?

Mr. LicHTHIZER. Yes, sir, Mr. Chairman. We have described this
approach to a number of our trading partners and particularly the
Community, since they were one of the key problems in the past.

We don't, at this time, have a clear idea of what their final view
is. They clearly—they have indicated in informal communications
that they are troubled by a number of the aspects of the proposed
legislation. We don’t consider ourselves to have a final negative re-
sponse from them, however, and indeed, Ambassador Brock is talk-
. ing to his counterpart about this and other matters right now.

nator DANFORTH. How about the rest of our trading partners?

Mr. LicuTHIZER. We have invited our trading partners to come in
and give us their opinion on this proposal. We have gotten some
response from the Canadians and from the Brazilians, which has
not been a negative response at this time. They also are troubled
by some matters, but are less negative than the Community is.
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Senator DANFORTH. Let’s suppose we were to enact this new pro-
gram, and there were trading partners which didn’t like it and con-
sidered it to be an illegal subsidy. DISC took 12 or 13 years to adju-
dicate. Wouldn’t the process start all over again?

I mean, not that we are just trying to set up procedural hurdles
;gé‘cpeoplé, but it would certainly not be clear on its face that this

idea is contrary to GATT.

Mr. LiGHTHIZER. It certainly is not clear on its face that it is con-
trary to GATT. Indeed, our view is that this proposal is consistent
with the GATT, and we would be in a position, I believe, if it is
enacted, to make that argument very strongly.

Senator DANFORTH. In other words, Congress does not have to
have absolute certainty that it wouldn’t be challenged in order to
i‘ustify passing the bill. The fact is that whether or not it is chal-

enged, we feel that we have a very good argument, and that even
if it were found to be GATT illegal, it would certainly mt be an
instantaneous process.

Mr. LicutHizER. That is exactly right, Mr. Chairman. Indeed, I
would not want in any way to mislead the committee into thinking
that this would not be challenged. It may very well be that one of
our trading partners would challenge it. But our view is that it is
consistent with the GATT.

Senator DANFORTH. Mr. O'Day, you talked about creative possi-
bilities—for smaller businesses and joint ownership of these foreign
operations and the possible use of the export trading companies.

I know that in connection with export trading company legisla-
tion the Commerce Department was to go out into the country and
explain what export trading companies are all about and work
with small businesses, particularly, to help them understand the
concept and put them together.

What would be the position of the Commerce Department in
working with small businesses to try to realize what these creative
possibilities are?

Mr. O'Day. In the case of the export trading company legislation,
Mr. Chairman, we put on a series of nationwide conferences that
had a total attendance of more than 10,000 people. We would
expect that, with the passage of this legislation, we would hold the
same kind of nationwide_series of conferences. The attendance in
that instance should be much higher because we would draw not
only geop]e who are interested in creatinf export trading compa-
nies, but we would tend to draw the smeall- and medium-size busi-
m}fsses who would want to know the full range of possibilities under
the act.

We have a total of 47 district offices around the country, and an
additional 21 satellite offices, and 2,000 private sector members in
our district -export councils, all of whom would be intimately in-
volved in putting together as quickly as possible a full range of con-
ferences and briefing sessions on the new act.

We are ready to do that the moment the act passes and start to
get the word out so that we begin to expand the export base with
as many small- and medium-size companies as possible.

Senator DANFORTH. Let's suppose somebody had a middle-size
company, the company had been involved in exports and had used
DISC, and it wanted to continue to use the new program but was

33-8%0 O—84—6
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sort of baffled by the new requirements about the conduct of cer-
tain sales activities abroad. And they say: We don't have anybody
abroad, we don’t have any office abroad right now. We don’t have
anybody who speaks the language of the Keople we are trying to
deal with. We don’t think we can do it. Are you fairly confident
that people who would have that initial reaction could, in fact, find
out how to get it done in a reasonably accessible way—setting up
sales operations and so on abroad?

Mr. O’'Day. We think so. One of the main options here would be
for them to maintain their. current DISC, and as I mentioned,
about 85 percent of the DISC’s fall within the guidelines of $10 mil-
lion or less in foreign sales receipts. They could maintain their cur-
rent DISC under much simplified rules and pay an interest charge
on the tax deferred. That interest charge would be pegged at the
52-week Treasury bill rate, which is about 9 percent at the
moment. There are no other complications involved. You don’t
have to get involved with bankers or any complicated forms. They
just carry this out on their tax returns, and they, in effect, are get-
ting a loan of that money at some 4 to 5 points below the open
market.

So, that is a fairly substantial benefit that would allow smaller
companies to ease into full consideration of the use of the entire

—foreign sales corporation structure.

Following that, I think a small company could then take a hard
look at whether it would want to elect to be a small foreign sales
corporation under the provisions of the act, which has a very mini-
mum presence abroad requirement. It is there that we think that
the export trading company structure—which is now growing sub-
stantially under the act that was passed and implemen last
year—would be a good vehicle for joint cooperative relationships to
get those kinds of mechanisms in place. -

Senator DANFORTH. Just one final question for Mr. Lighthizer. 1
suppose one thing that we could do would be to go to the EC and
say: Look, here is our statute, and do you have any complaints with
it? If so. tell us what the complaints are, and we will try to fix that
and build it into the law. My guess is that it would not be a very
fruitful way of proceeding.

That is to say, we now have, a variety of trade problems with the
EC, and my guess is that they would be pretty darned hard to satis-
fy. Would you agree with me that it is not necessary to have abso-
lute assurances from the EC that they are totally satisfied, that we
should proceed with our best effort without attempting to cross
every “t"’ and dot every “i".

Mr. LiGHTHIZER. Absolutely. I agree completely with that posi-
tion, Mr. Chairman. We have, in fact, gone to the Community. We
have tried to explain the provision, and we will continue to do that.
We would like to have tgeir agreement that it is consistent with
the GATT, but I think that we have to do what we think is consist-
ent with our international obligations, regardless of what the Com-
munity decides. So, I agree with you.

Senator DANFORTH. Senator Heinz?

Senator HeiNz. Mr. €Chairman. Thank you.

I have a number of concerns about the legislation which I think
are addressable. We have talked about the treatment of small busi-
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ness under DISC, and I want to give that question more study. We
will hget some illuminating testimony from some of our other panels
on that.

I have had some discussions with USTR about the status of
coal—coal exporters—that may require looking at the studies and
some of the comments we receive today—possibly some adjustment.

But I want to return to the question raised by the chairman re-
iarding how this fits with the GATT complaint. I know that Bob

ighthizer is accurate when he says that a GATT panel first found
against this back in the mid-1970’s—1976—but I also seem to recol-
lect that there was a lot going on in that period that we should un-
derstand might have resul in a purposeful slowing down of the
extent to which EC was willing to proceed with retaliation against
us.

—— _For example, the Tokyo Round was very much in full swing in
1977 and 1978. Indeed, we concluded negotiations, wrote a trade
act—enacted it in 1979—and not withstanding some testimony this
committee received, Mr. Lighthizer will remember—that, my good-
ness, we never even—we refused to discuss giving up DISC. Mr.
Strauss and others said there is—what I will call politely—at least
circumstantial evidence that those discussions went far geyond the
way they were regzesented to the Finance Committee.

nd for a number of years, the Carter administration went back
and forth as it was trying to satisfy some kind of commitment that
it had made to the EC to work out the DI3C problem. And here we
are—after a new administratior and another year or two of
trying—with the FSC proposal.

So, it seems to me it is not necessarily so that it is going to
take—if we change the law—another 7 or 8 years for the EC to
decide to retaiiate. Let me ask Mr. Lighthizer. If the European
Community were really offended, let's say by the forgiveness of
taxes,” which is part of the administration’s FSC proposal, how
quick’lly could they proceed?

A. Through the GATT? B. By the application of simple counter-
vailing duty statutes?

Mr. LicHTHIZER. Well, B is easier to respond to, Senator, because
they could, in fact, do whatever they want to, inconsistent with the
GA%'I‘. So, they could retaliate against us as quickly as they could
bear some gece of paper that sai

Senator HEINz. go, we could change the law and be retaliated
against within a matter of months.

Mr. LigHTHIZER. If they decided to act outside of the confines of
the GATT. That is correct.

Senator Heinz. Which is quite legal, is it not?

Mr. LiGHTHIZER. It would be legal within their own legal system,
presumably.

NS?enat,or Heinz. And consistent with the GATT subsidies code?

o7
Mr. LicHTHiZER. No; our view is that they would have to get au-
thorization from the GATT Council to retaliate against us.

Senator HEINz. The way that would work is they would go—you
are saying that if a country thought that one of our companies or
industry which had received a lot of tax forgiveness from us and
therefore ended up, in effect, with a lot more cash--they wouldn’t
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have to act on an individual Government level—they would have to
go to a GATT Council?

Mr. LiGHTHIZER. Yes; they would have to——

Senator HEINzZ. Is that only an EC responsibility?

Mr. LigHTHIZER. No; I am saying it is a GATT responsibility.
They would have to get permission from the GATT to retaliate
against us if they were going to do it consistent with the GATT.

Senator HEINzZ. When we retaliate against subsidies, do we do
that? Under our countervailing duty statute?

Mr. LicuTHIZER. They could go through their own legal system
and have an injury determination and countervail, and that is con-
sistent with the GATT.

Senator HeiNnz. That is what 1 am asking. They could do that in-
dependently, without going to the GATT-

Mr. LicHTH1ZER. That is correct.

Senator Heinz. They could do it fairly rapidly.

Mr. LicHTHIZER. That is correct.

Senator HEINz. Our process can take up to a year or so but their
process doesn’t have to take up to a year. They are not as legalistic
as we are.

Mr. LioHTHIZER. That is correct.

Senator Heinz. It is hard to imagine anybody who would be more
legalistic than we are. And finally, they could do all of the above—
that we have just described—and be consistent with the GATT,
provided there was a finding of injury.

Mr. LigHTHIZER. That is correct.

Senator Heinz. All right. That was the first point I wanted to
make. Now, you are saying there is another way they can go—they
don'’t have to find injury; all they have to do is go to a council, and
the council says this is or isn’t a subsidy. I understand that the
GATT is maintaining this is a subsidy right now.

Mr. LicHTHIZER. That is correct. The GATT maintains that the
DISC is an illegal subsidy.

Senator HEINZ. Is my understanding incorrect that the European
Community has raised as one of its principal objections that the
forgiveness of taxes on deferred DISC income is a massive new sub-
sidy for which the United States must pay compensation to EC? Is
that or is that not their position?

Mr. LiguTHizER. That, we believe, is their position.

Senator Heinz. And then, I suppose, there is the other mecha-
nism available which is, as the chairman suggested, one of three
alternatives—they could really kind of start all over again, and
take FSC per se as a program with all the other objectionable ele-
ments that, we think, they object to—to a GATT panel and ask
GATT to find the entire process or several elements of the entire
process you propose to be inconsistent with the GATT. So, they
have got three bites at the apple—some faster, some slower.

Is that right?

Mr. LicHTHIZER. That is correct.

Senator Heinz. Mr. Chairman, I am as concerned as you are
about how we deal with the DISC. It is not immediately apparent
to me that the best strategy—if indeed we are likely to run into
prompt retaliation if we enact this proposal—is simply to go ahead
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and act on it. It would seem to me that that would just substitute
one kind of trouble for another kind of trouble.

But that is an impression. I don’t wish you to think—the mem-
bers of the committee—it is my final impression, but it is a great
concern, and I thank you.

Senator DANFORTH. Senator Chafee?

Senator CHAFEE. Thank you, Mr. Chairman.

Mr. Pearlman, you believe that DISC’s are worthwhile?

Mr. PearRLMAN. Yes. Our study shows, Senator Chafee, that
DISC’s have had a positive effect on exports, not only in terms of
absolute dollar amounts as the chairman indicated earlier, that is,
that it has increased exports in the range of $7 to $11 billion, but
in addition to that, in terms of merchandise exports that 2 or 3 per-
cent—in that range—of all exporting is done—there has been an
increase of 2 to 3 percent, so there has been a net gain.

Senator CHAFEE. So, that has been the net gain. Therefore, what
is tl;\e philosophy of restricting the proposal to no change in reve-
nue?

Mr PeARLMAN. [ think that our philosophy generally has been,
Senator, not only with respect to the FSC legislation, that we have
been very reluctant to come forward with any proposal that has an
adverse revenue impact, and I think that——

Senator CHAFEE. Obviouslyc,xfrou think things are worthwhile be-
cause you think that you produce more revenue even though you
show a net revenue loss. Obviously, by supporting DISC, in manu-
factured goods, you think it produces more revenue for the country
overall. You don’t even have to say in the long run—even in the
short run. Isn’t that so?

Mr. PEARLMAN. Yes, I think that is true, but when we bring a
legislative proposal to the Congress, we look at the immediate reve-
nue impact in an environment of very substantial deficits and con-
cerns about the size of the deficit. We are very concerned that the
FSC bill be as revenue neutral as is reasonably possible.

Senator CHAFEE. I don’t argue with that, but I am concerned
about services. We are really in an intensely competitive situation
in the world in which we have managed through skill and good for-
tune to maintain our lead in services. The growth in exports is in
the service sector. Until a few years ago when our balance of trade
got out of hand, it was the service sector that provided us with that
margin that made our exports and imports about neutral.

Now, I have looked over the testimonﬁ of Mr. Howard, who will
be testifying on behalf of the American Electronic Association, and
also the testimony of the gentleman from Digital. These gentlemen

oint out how important exports are and not just because of the
increased dollars, but because these increased dollars give them the
revenue so that they can proceed with their R&D and thus main-
tain the computer edge of the United States.

It seems to me that we are making a great mistake not to in-
clude services in FSC. If you believe in the philosophy of DISC or
FSC, then obviously you must believe that g'ou would get even
more jobs out of it if you included services and thus you would get
more total revenue. Therefore, to exclude the burgeoniag section of
exports with the greatest potential of all—services—seems to me to
be a great mistake. —
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What is your answer to that? __

Mr. PEARLMAN. Senator, there are a number of proposals before
this committee that we think will have collateral positive effects,
but we do have to be sensitive to the revenue impact of tax legisla-
tion. If you were to add services to the FSC, which would be a dra-
matic departure from what is presently encompassed within a

. DISC, you would have a dramatic revenue impact on the bill.

I think that is the key issue with respect to services.

Senator CHAFEE. You might also have a dramatic gain in jobs
and the increase in revenues that come with it. What worries me is
that we are liable to lose our edge here. If you look over the testi-
mony of Mr. Howard—and, of course, one of the problems with
these hearings is that we always get the administration people on
first and then you hustle back to your offices and then we hear the
other arguments—but the administration is long gone, so we have
no chance to ask what-do you say to that? But I did look ahead,
and now I do say to you: What do gou say to that?

Other countries are already addressing questions relating to the
tax and legal treatment of software, and in doing so, are position-
ing their companies to obtain a large and growing share of the soft-
ware market. This is on page 7 of Mr Howard’s testimony.

I think you must share the deep concern that I have that there is
one area in which we are ahead. We are not ahead in steel, and we
are losing in automobiles and a host of other areas.’

Here is one area in which we are ahead—services generally, and
certainly in software specifically. I think we cught to do everything
we can to maintain that, and if the revenue losses are too traumat-
ic in 1 year, can’t there be some kind of a phasing in? Can’t we
hold out hope for these people?

Mr. PEArRLMAN. Senator, I thought it was not cricket for people
to read iesumony in advance, so you really have caught me.
[Laughter.]

Mr. PEARLMAN. We are not very far away, and I think——

Senator CHAFEE. I spend night after night in advance reading
your testimony. [Laughter.}

Mr. PEARLMAN. | am not going to question your judgment. ...

[Laughter.]

Mr. PEARLMAN. We would like to take a look at the submissions
and we will be happy to try to follow up and give you our thoughts
after we have had the opportunity to do that.

Senator CHAFEE. What do you say to all this, Mr. Lighthizer?

Mr. LicHTHIZER. Obviously, we are concerned at USTR about the

‘revenue imgact of expanding FSC treatment to services. Our man-
date from the President through the Cabinet Council on Commerce
and Trade was to come up with a GATT consistent proposal that
would have the same effect on the exporters and that does not in-
crease the revenue outlays. ——

Senator CHAFEE. What do you say, Mr. O'Day?

Mr. O’DAy. Senator, I think that my first reection to that is that
it is an extraordinarily complex area because service is a basket of
two dozen or more widely different industries from tourism to leas-
ing to software—as you mentioned—and on and on.

_ _ I think that any analysis of that would differ widely amongst

those sectors, so I would not want to venture an across-the-board



83

response to that. I think it bears a great deal of study before a con-
clusion is made as to where the most effective extensions of a piece
of legislation like this would be effective—what areas it would be
most effective in.

Senator CHAFEE. Let me ask Mr. Pearlman one more question.

What is the legal significance of the recently issued explanation
by the administration of the principal provisions of the FSC pro-
gram? Would you expect that the explanation would be reflected in
the regulations if the FSC proposal is enacted?

Mr. PEARLMAN. Yes; I think I would have to qualify that in gen-
eral, but this was our best preliminary analysis of the proposed leg-
islation. It was designed to try to identify the way we believe the
statute will operate. While obviously we have to reserve the right
for more careful reflection, it would be our intention to reflect this
explanation in administrative interpretations of the statute after it
iz enacted. We would hope that if people—either members of the
committee staff or others—disagree with what our views as to the
statute are, they will bring them to our attention and that that
process will be constructive, both in bringing the statute to a final
vehicle for enactment and will also help us in putting out adminis-
trative pronouncements following enactment of the statute.

Senator CHAFEE. A final question to Mr. Lighthizer. You heard
the explanation of Mr. O’'Day. What do you think about services? I
know that you are bound here when you testify to support the rev-
enue neutral provisions, but let’s set that aside, and just take the
ability to deal with services as an export factor and look toward
their inclusion someday in DISC or FSC.

Are there extraordinary comphcatlons or can this thing be
worked out?

Mr. LigHTHIZER. | am sure it can be worked out. With respect to
specific services, it may also be beneficial. But there are some
where inclusion in an FSC would probably be very helpful. But our
position now is that for revenue reasons, we don’t support that pro-
vision.

Senator CHAFEE. Thank you."Thank you, Mr. Chairman.

Senator DANFORTH. Is this FSC proposal similar to what other
countries are doing? Does it have any counterparts in the rest of
the world?

Mr. LigHTHIZER. There are none that we are aware of. Qur view
is that it is a way to compensate for the inherent advantages in the
territorial tax system which most of our trading partners have.

Senator DANFORTH. Meaning what? That their present tax sys- —
tems give them an inherent advantage and this is not an effort to
copy them but at least it provides some offsetting advantage?

Mr. LicHTHIZER. I think that is correct. We have a global system
of taxation with special treatment for export income under DISC
which has been found GATT illegal. Many of our trading partners
have a territorial-system of taxation which exempts export income
from taxation. Since we are repealing DISC for GATT reasons, we
are replacmieg with the territorial treatment of export income be-
cause it has been deemed GATT consistent.

Senator DANFORTH. Their territorial system is equally of beneﬁt
to manufacturing companies and to service companies, isn't it?
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Mr. LicHTHiZER. | would presume so, Senator. I just can't answer
that. I would presume so.

Senator DANFORTH. It wouldn’t be any different as far as they
are concerned?

Mr. LicHTHizER. That is correct, Mr. Chairman.

It may be different in terms of services rendered outside of a
country. There may be a difference in terms of the site of the serv-
ices. I simply can’t answer.

Senator DANFORTH. We are not going to be in session all that
many days in 1984, and some people think that our legislative
agenda is going to be a little bit thin. Is it crucial that we pass this
this year, or can we wait?

Mr. LicuTHIZER. We feel very strongly, Mr. Chairman, that it
should be ﬁassed this year. I mean, whether it is crucial or not de-
pends on the patience of our trading partners.

Senator DANFORTH. Would the administration take the position
that it would urge the majority leader to take this bill up and that
i+, would consider it to be one of the items which really should be a
part of the legislative agenda this year?

Mr. LicuTHIZER. We clearly feel that it should be part of the leg-
islative agenda. Now, I don’t want to comment how i1t ranks versus
other pieces of legislation. Obviously, there are some that even in
the Treasury——

Senator DANFORTH. It is not up there with the reciprocity bill.

Mr. LicuTHIZER. No, it is clearly not in that league. [Laughter.]

But it is still very important.

Senator, if I could, I would like to comment a%?in in response to
Senator Heinz' question, and that is that while the community can
do a number of things—they can countervale, although they never
have, against DISC or against the FSC, for that matter—they could
act outside of the GATT—they could ask to get counsel to authorize
retaliation—or they could file a whole new case. The fact is that we
have obligations to all of our trading partners to try to behave in a
way that is consistent with the GATT. And it is our view that this
does that, regardless of what the Community does.

Senator DANFORTH. OK. Senator Boren is here now. Also, I think
some of the members of the committee might have questions that
they would want to submit in writing, so we will keep the record
open if you would be willing to answer them in writing.

Senator Boren.

Senator BoreN. Thank you, Mr. Chairman. I would like to enter
an opening statement for the record in full but I will summarize.

I think we are dealing with a tremendously important subject
when we consider that exports attributable to DISC have grown
from 1.9 billion in 1972 to 11 billion in 1981.

And as you know, Mr. Chairman, I was a sponsor of a predeces-
sor proposal to the Foreign Sales Corp. proposal. I worked with the
administration as well as with a broad range of industry groups to
insure that this essential incentive is preserved. There are several
elements of this FSC pro 1 which are before us which I think
are very essential to its effectiveness including the forgiving of tax
on DISC income that has already benefited from tax deferral. I
thli'lnk this is a provision that must be kept intact, and several
others.
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Primarily, I believe that we must guarantee that the incentives
provided that the FSC proposal are at least equal to those of
present law. Th%' must serve as an incentive to all of our exporters
who have used DISC in the past. Small exporters have used DISC
and should be accommodated in this proposal so that they can con-
tinue to have access to the same export incentives available to
lax;lge exporters. That is a matter of very great concern to me.

he foreign presence requirements in the FSC proposal could
revent many smaller firms which have taken advantage of DISC
rom utilizing the FSC benefits. The small business provisions in
the bill reflect a sensitivity to this problem. The $2.5 million ex-
emption serves as a good first step toward assisting these firms, but
I intend as we go along to introduce amendments to modify this
proposal in such a way that they will make small business compli-
ance with FSC rules less cumbersome and thereby permit our
small exporters to benefit as they have under DISC.

Considering the deterioration of America’'s balance of trade, we
simply cannot afford to delay our efforts to strengthen this essen-
tial export promotion tool. I hope that we will be able to move very
quickly on this FSC proposal. It has my strong support. I simply
hope that we can strengthen it in the area of assisting small busi-
nesses. ‘

I would like to ask a few general questions along that line, and
address them to any members of the panel.

First, do you think that many of the firms that currently use
DISC will not be able to comply with the foreign presence test in
the FSC and may terminate their export operations completely? Do
you think that it is in our best interests to penalize these small ex-
porters as this bill currently drafted would do? Following up on
that, considering the fact that the DISC annual report shows that
about 8 percent of all gross receipts were under $10 million, do you
believe that expansion of the exemption to $5 million or possibly to
$10 million from the Xresent $2.5 could be considered to have de
minimus impact for GATT consideration?

Mr. LiGHTHIZER. Let me try to answer the tax piece. There may
also be a GATT piece to ggur question, Senator. Our data indicates
that 50 percent of the DISC’s involve sales of less than $2.5 million.
So, while it is true that there are a number of firms with sales in
excess of $2.5 million are going to have to meet the requirements of
the statute, the $2.5 million threshold encompasses a very substan-
tial number of organizations presently formed as DISC's.

My own feeling is that there will be a support system that devel-
ops to provide those services to FSC. Indeed, we have heard of orga-
nizations that are interested in providing the foreign services to
FSC’s as agents, which is quite appropriate and ])roper under the
bill. I would guess that such a support system will develop and the
services will be made available to exporters who can’t meet the
$2.5 million test or choose not to, but who do want to take advan-

e of FSC.
t'agenat,or BOREN. I just looked at the CRS analysis of the impact of
changing from the current method under DISC for small businesses
to the proposal. It was my understanding that our goal in the
beginning was to come up with a GATT Ie¥al xl>ro 1 but one that
would maintain approximately the same level of tax benefits and
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incentive which we now have. Some of us would love to see the in-
centives increased—but realizing budgetary constraints, we were
attempting to come out about where we are now. I notice the CRS
analysis says that the tax benefits that most large exporters would
receive would approximate the size of their current tax savings
under DISC.

However, in general, smaller exporters would receive a smaller
tax savings under the FSC provisions than they are currently re-
ceiving under the DISC. Moving into export markets by any of our
smaller business concerns really seems to be an area in which we
could perhaps have the greatest amount of growth and in our pres-
ence in world markets.

Don’t you think it is imperative that we try to do everything
that we can to facilitate that participation by small businesses?

Mr. LicHTHIZER. | would just add that, yes, we think it is very
important to facilitate small business use of FSC. That is one of the
points described in detail in our general explanation.

We are prepared to continue to look at the FSC as it relates to
small business with the revenue constraints and whatever GATT
constraints must be taken into consideration.

Senator BoreN. Do you have any analysis that would differ with
the CRS analysis that this proposal now as drawn provides a slight-
ly less incentive to small exporters than does the present DISC pro-
posal? Or do you pretty much accept the CRS analysis?

Mr. LiGHTHIZER. Senator, I would prefer—since I am not pre-
p}zlared to respond to your question now—to provide a response to
that.

Senator BoreN. That would be fine. There are several things that
have been talked about as possible ways of perhaps improving the
situation as far as small business is concerned.

What about the proposal to change the test from a $5 million
gross receipts to $5 million in gross income? That is one proposal
that has been made. How would you view a proposal like that?

Mr. LicHTHIZER. Our position, Senator, is that $5 million thresh-
old would not be a de minimus exception. At least to some extent it
is a judgment call. The larger the group we exempt from the for-
eign economic presence provisions, the more likely we will face a
successful challenge to this new proposal in the GATT. That is the
reason that we picked $2% million which is somewhat arbitrary,
but nonetheless reasonable to our trading partners.

Senator BoreN. What about allowing small exporters to have
some presence in U.S. foreign trade zones? This is another proposal
that has been made—to allow small exporters to have additional
presence or some presence in U.S. foreign trade zones rather than
abroad to satisfy part of the foreign presence requirement. If you
were dealing with small businesses, would that be something that
you might examine or look at as a possibility, as an alternative?

Mr. LicHTHIZER. Our view, Senator, is that we are trying to set
up a scheme which does not tax economic processes outside the

nited States and that a foreign trade zone that is within the
United States would not be consistent with that design.

Senator BoreN. Let me try a couple of others on you. Could firms
that export primary agricultural products, which are not prohibit-
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ed from receiving subsidies under GATT, continue to use the exist-
ing DISC?

Would that be a possibility? If you have a situation where you
have exporters who are not prohibited from receiving subsidies
under GATT?

Mr. LicHTHIZER. I am sorry, Senator. The question was whether
or not somebody who was exportmg agrlcultural products under
the DISC——

Senator BoreN. Primary agricultural products.

Mr. LigHTHIZER. Primary agricultural products could continue
to__

Senator BoreN. €ould they still use DISC if it were more favor-
able for them?

Mr. LigHTHIZER. They could not under this provision. But your
question is whether it is GATT consistent; and if they did not sub-
stantially increase their market share, then it probably would be
consistent with the GATT.

Senator BoreN. Perhaps that is something that could be explored
in terms of making a provision in this bill for it.

Mr. LigHTHIZER. That is somethmﬁ we will look at.

Senator BoreN. There are some that have argued to me that ag-
ricultural cooperatives might benefit at the expense of other a
cultural concerns under this proposal. Have “you examined tha
aspect of the proposal?

Mr. LicHTtHIZER. Yes, we have, Senator, and as we mdlcated in
our written statement, we i)ropose to delete the provision in the
bill dealing with agrlcultura cooperatives for two reasons. One was
the revenue impact, and second was the discrimination between a%
ricultural products marketed through cooperatives versus agricu
tural products otherwise sold abroad.

Senator BoreN. I think we still have a problem. I am a little dis-

Fpomted that you have not reacted more enthusiastically to some
the possible alternatives that we might examine.

I would hope that you would look at that again more carefully in
terms both of agricultural products in particular that are able to
follow certain procedures and also perhaps expanding the size of
the exemption or looking at some of these other options, or maybe
a combination of options. Let me ask this: If we do decide, through
the legislative process, to make some changes—and again, I am not
talking about going overboard—I am talking about such things as
changing the gross sales to gross income or some other option like
that. Would the Office of USTR with the support of the rest of the
administration be willing to take this proposal—the FSC propos-
al—if we did decide to make some relatively constrained small
business modifications, and take it to the GATT council and argue
for its acceptance, would you defend it if this were the result of the
legislative process?

Mr. LicHTHIZER. The answer to that question is yes, argument
would obviously be affected by the nature of the changes, but if
Congress makes changes in tKlS proposal, whatever the changes
arle, we will go and forcefully defend them before the GATT Coun-
ci

Senator BoreN. Mr. Chairman, I won’t take more time. I appreci-
ate your indulgence already, but again, I do hope that you might
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take a second look at that area, and I do want to serve notice that I
will be offering some amendments in the small business area and
hope that I can work with the administration on them. We certain-
ly will try to offer those that would have the greatest chance of
passing GATT tests. And I hope you will be willing to sit down
with us and perhaps take a second look at that area.

Otherwise, I certainly am a strong supporter, of course, as you
know of the concept we are dealing with here in this bill.

Senator DANFORTH. Senator Grassley.

Senator GrassLEY. I have no questions of this panel.

Senator DANFORTH. Senator Dole.

[No response.]

Senator DANFORTH. Thank you very much.

Mr. LiguTHIZER. Thank you, Mr. Chairman.

Senator DANFORTH. Congressman Frenzel.

STATEMENT OF HON. BILL FRENZEL, U.S. REPRESENTATIVE,
STATE OF MINNESOTA

Mr. FrRenzEL. Mr. Chairman, I do have a statement I want to
insert.

Mr. Chairman, I am joined by my associate, David Rosenhauer. I
would request permission that my statement be included in the
record and that I might proceed to summarize the statement.

Mr. Chairman, I appear in favor of the administration’s DISC
bill. I do not believe that it is perfect, but I believe that insofar as
we can perceive at this time it will withstand the GATT tests.

We have, as your committee knows, been under attack in the
GATT. We have been through the grievance procedures. We have
lost, and we have promised to regcace the DISC with something
else, or at least to get rid of the DISC.

We are overdue, and I am delighted that your subcommittee has
proceeded with these hearings. I have been less fortunate—or less
successful—in persuading my own chairman to begin work on this
problem. We have a commitment. We ought to follow it up. We are
shortly going to probably be the victims of retaliation if we don’t
proceed ourselves.

One of your committee members, Senator Boren, has done an ex-
traordinary amount of work on this particular problem, and I want
to congratulate him for what he has done. Again, I have probably
some similar ideas of how the bill might be approved, and I want to
simply list four of them for your consideration.

ere are obviously other ones. The first is that the current
DISC law benefits also go to individuals as well as to corporations.
The FSC proposal does not. And that means that an unincorporat-
ed business would not get FSC benefits. I suspect that there are
very few small unincorporated people who would like to take ad-
vantage of the benefits, but if there are, they ought to have a
chance. I doubt there would be any signficant cost attached to that.

The proposal also gives FSC benefits to farm cooperatives and in
so doing creates a distinction between those who market their
products through coops and those who do it in other ways. I think
that is going to be a problem because it is going to give agricultural
producers who sell their products to tax exempt coops the full FSC
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benefits while farmers who sell their products to other purchasers
in the distribution chain are going to receive no FSC benefit.

I think that something has to be done with this discriminatory
feature, and I leave it to your great good judgment whether you.
expand it to everyone or give it to no one.

fthink it is terribly important that computer software be eligible
for FSC treatment. I believe that that is one of the great U.S. off-
shore markets. I think it ought to be stimulated, particularly for
the young and growing companies that are developing software,
and I think it is a major deficiency in the bill that we have not
made it clear that computer software is eligible.

You will note in the bill that there are additional items that
weren’t in the DISC bill, including coal. I think coal needs DISC or
FSC treatment, and I hope that you will want to keep them in.

The final problem relates to services. My personal belief is that
service industries should be included, with perhaps the only restric-
tsion that the services be produced or generated within the United

tates.

Again, you know the statistics—what service trade the U.S. in-
dulges in—and I believe that, for instance, if a U.S. advertising
company which creates an advertising concept does the work in
this country, and then attempts to merchandise them abroad, it
ought to be able to get FSC benefits from spreading its concept and
its campaigns abroad.

I think that S. 1804 is a good vehicle to begin work. Like Senator
Boren, I think there are other changes that I have not discussed.
The four that I have presented to you are important ones. I hope
you move along, and I congratulate you for getting it.

Senator DANFORTH. Thank you, Congressman Frenzel, for your
very helpful testimony, and we will consider all of your comments.
[CFhe prepared statement of Congressman Bill Frenzel follows:]

STATEMENT BY THE HONORABLE RiLL FRENZEL

Mr. Chairman, thank you for providing me with this opportunity to testify on S.
1804, the Foreign Sales Corporation Act of 1983.

I commend you and your Committee for scheduling hearing: on this vitally impor-
tant piece of legislation. As you know, identical lefu;lation, .R. 3810, has been in-
troduced in the House. I hope that both houses will be able to act in an expeditious
manner on this legislation.

S. 1804 is designed to reﬁlace the Domestic International Sales Corporation provi-
sions (DISC) currently in the Internal Revenue Code with a new, GATT-legal export
incentive. The now program, which was introduced after many months of hard work
and after close consultations with the Administration, would create Foreign Sales
Corporations (FSC's).

ere is little nexd to detail our international woes with DISC. Almost since the
day it was enacted 12 years ago, it has been under attack by our trading partners as
being a violation of our treaty obligations under the General Agreement of Tariffs
and de (GATT). In October of 1982, the U.S. made a commitment to the GATT
Council to propose legislation which would address the GATT conformity concerns
with DISC raised by other GATT members. S. 1804 and H.R. 3810 are designed to
fulfill this commitment.

Under the new proposal DISC would be eliminated, except in the case of certain
very small Disc’'s. Current DISC liabilities would be cancelled. DISC would be re-
placed with a Foreign Sales Corporation. The FSC must be a foreign corporation,
and it must maintain an office outside of the U.S. In order to meet GATT require-
ments, certain foreign presence requirements also must be met.

The legislation is also designed to have approximately the same revenue effect as
the current DISC law, and to provide approxnmaltgldv the same amount of tax benefit
to FSC users as they currently receive under DISC. This has been accomplished by
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means of a pricing rule designed generally to provide tax-free status to 17% of the
income of the FSC.

S. 1804, and its House companion bill, H.R. 3810, are the result of a process that
was initiated last year, and involved the participation of the Treasur partment,
the USTR, the Department of Commerce, Members of both the !gouse and the
Senate, the representatives of the business community. In this regard, I must pay
special tribute to the work of our colleague, David Boren. When the bill was intro-
duced, it was not my first choice, but it was probably the best possible, GATT con-
forming, bill that could have attracted general support at that time. Now that we
have had time to study the proposal more carefully, however, it has become appar-
ent that modifications are necessary.

Under current law, individuals, as well as corgorations, are permitted to use DISC
and receive DISC benefits. The new proposal, while continuing to permit individuals
to be FSC shareholders, denies individuals any direct tax benefits from the FSC. All
Members of Congress recognize the important role small businesses, which are often
not incorporated, Elay in developing new export markets. In my ‘judgment. it would
be a serious mistake for Congress to enact any proposal which will deny small, unin-
co’ziporated businesses the benefits provided for in this legislation.

he bill also extends FSC benefits to farm cooperatives. While coops are permit-
ted to use DISC under current law, they are not, as a practical matter, permitted to
pass on any of the benefits of DISC back to their members. S. 1804 attempts to ad-
dress this problem by allowing FSC benefits to be passed through to coop members.

When the FSC legislation was first introduced, I expressed some concern over the
manner in which the coop grovisions were drafted. Upon further study, it has
become a Earent that the ambiguities that I had st;?ected exist do, in fact, exist in
the bill. en the coop provision was first considered for inclusion in the bill, it was
envisioned that the provision would generally apply to certain limited types of
coops, speciﬁcall[\; those involved in the export of almonds and citrus products. The
provision in the bill, however, applies to all tax-exemgt cooperativex

The coop provisions end ug having an effect far broader than originally consid-
ered. First, by applying to a broader class of taxpayers than originally thought, the
revenue loss from the provision will be substantially higher than the small amount
initially projected, perhaps as much as $150 million. More importantly, however, the
provisio1 will give farmers who sell their agricultural products to tax-exempt coo
the full ¥SC benefit, while farmers who sell their products to other purchasers in
the distribution network will receive no direct benefit. Clearly this is a dis-
criminatory provision.

If we are going to enact a program to provide export benefits to some farmers, it
should be provided to all farmers, whether the exporter to whom the agricultural

roducts are sold is a coop or any other form of business. If the spreading of FSC

nefits on a broad and equitable basis is too expensive, it may be wise to consider
removing the coop provision from this legislation.

One ambiguity which existed under ISC law has been retained in this legisla-
tion. That ambx%uity involves the eligibility of computer software for FSC treat-
ment. Because of the uncertainty over whether or not software is eligible for FSC
treatment, some companies have been taking the DISC benefits, while others have
refrained. Software is one of our most sophisticated, most competitive, exports. The
FSC legislation should be amended to clarify that software is, in fact, a product that
is eli%: le for FSC treatment.

Although the bill generally attempts to conform as closely as possible to current
DISC law with respect to property eligible for FSC treatment, the definition of eligi-
ble export {’roperty has been broadened somewhat by the addition of natural re-
sources, including coal, as property eligible for FSC treatment. I agree with the ad-
dition of coal and other natural resources onto the list of property eligible for FSC
treatment, and strongly support their inclusion. I also, however, think that the list
should be broadened even further to include the products of what is becoming one of
the largest segments of our economy; the service industry.

What I propose is to provide FSC benefits for services that are manufactured and/
or produced in the U.S. for consumption abroad. The provision would be limited to
those services actually produced in the U.S. Under current law, and under the bill,
if a manufacturer produces an automobile, and that automobile is exported, the
manufacturer will receive FSC benefits. I do not see any reason why a U.S. advertis-
ing company for example, which creates an advertising concept, constructs the lay-
outs for the advertising campaign, and ships the whole thing to a foreign country
for use in that country, should be denied the same FSC benefits. Both activities are
creating U.S. jobs, and both activities are bringing income into the U.S,, helping to
solve our balance of trade problems. The service sector of the economy has to com-
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pete against foreign competitors for foreign business in the same manner as the
manufacturing sector of the economy. FSC benefits should not be granted to one
and not the other.

As | stated earlier, S. 1804 is generally a good bill in need of some improvements.
I have listed some of the modifications that I believe are necessary in the bill, and it

is my understanding that other modifications clarifying and explaining the intent of

some of the bill's provisions will be suggested by the Treasury Department and by
the USTR. Clarification as to many of the bill's provisions is desperately needed,
and the USTR and the Treasury Department are to be commended for working so
diligently over the past few months in preparing clarifications of the bill's provi-
sions.

Commendation is also in order for this Committee, for taking the necessary first
step toward developing a replacement for the DISC which will comply with our
treaty obligations under the GATT. It has been a long process so far, and it will no
doubt take quite awhile longer before on acceptable and workable bill can be devel-
oped. Your action today in holding a hearing will help to move the process along
that much further, and bring closer the day when a GATT legal, meaningful export
incentive will be enacted into law.

Senator DANFORTH. I was particularly pleased to hear your view
that this is in compliance with GATT. You have followed trade
matters, probably more closely than anyone else in the Congress.
You are the undisputed expert on the subject in the Congress, and
as we proceed, I think that that particular comment of yours de-
serves special attention from us.

Scnator Chafee?

Senator CHAFEE. Mr. Chairman, I would just like to reiterate not
only your welcome to our friend, Congressman Frenzel, but also
your tribute to him. He is a leader in Congress on increasing our
exports, doing what we can to help Americans sell abroad, and he
has been indefatigable in this. The fact that he appears here today

_is further evidence of his deep and effective concern in this area.

He is helping us with other bills in the House and I just wanted
to take this opportunity to join in the tribute to the wonderful
work he has done. I am glad you are here.

Mr. FrenzeL. Thank you very much, Senator. It is nice to be
here. It is very cold in Minnesota. [Laughter.)

Senator DANFORTH. Senator Boren?

Senator BoreN. Mr. Chairman, I want to follow up on the very
tough line of questioning that this visitor has received before the
committee this morning by joining in the salute to Congressman
Frenzel because he really has been, in the forefront. As U.S. Sena-

“tor Chafee has said, no one in the Congress has done more to call
the attention broadly to the American people of the need for us to
develop a comprehensive export policy.

When we consider that in the past 30 years we have more than
quadrupled that portion of our national-income which depends
upon international trade, he has really done more than anyone else
to alert the people of the country to the fact that our economic
future depends upon our ability to compete. He has helped to point
out—and he has helped make others in the Congress realize that
continuing of the kinds of incentives that we have had in the past
through DISC, but doing it in a way that will pass muster with
GATT is of extreme importance. I am glad that he has not let any
of us forget its importance and has continued to push as hard as he
has for us to get on with the business of enacting a DISC proposal
that will pass muster.
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Again, I want to thank Congressman Frenzel for continuing that
effort and being here with us this morning. The four suggestions he
outlined to us are very constructive as others, I am sure, that will
be included in his full statement.

I appreciate your efforts along this line.

Mr. FrenzeL. Thank you very much, Senator.

Senator DANFORTH. Senator Grassley.

Senator GrASSLEY. Senator Dole and I will verify what Senator
Boren and Senator Chafee said, since we served with him in the
House. We know from firsthand experience what Congressman
Frenzel has done as a legislator.

Senator DoLE. I don’t want to break the chain here, but obvious-
ly, you have great influence in the Senate. Now, if you can just
work on the House side——{Laughter.}

Senator DoLE. We would hope to put this in our one package that
is going to leave this committee some time soon. We don’t know
when, but between now and April 1. So, if we can iron out all these
problems, we could get -it to the House in that fashion, which I
think would be helpful to you. Would it not?

Mr. FrRenzEL. I personally would love to see it come to the House.
I think it is simply a matter of time until we get our schedules for
hearing in order. The mere fact that we are holding these hearings
is a great spur to us to get going, and if you should put it in your
package, that would certainly precipitate our action.

Our chairman is simply contending with plots of business and a
__crowded agenda, but that would certainly spur him on.

" Senator DaANFORTH. Thank you, Bill.

Mr. FrenzeL. I am going to come back again. I have never been
treated so well. [Laughter.] .

Senator DANFORTH. We will try to get you a tape.

Mr. FrReNZEL. Thanks very much.

Senator DANFORTH. Mr. Garfield, Mr. Modahl, and Mr. Hardiek.

We have 16 witnesses left, and ] know that Senator Dole is
having a luncheon for the Minister of Economy of Switzerland at
12:30. So, we are going to try to hold everybody pretty strictly to
the time limit.

Senator DANFORTH. Mr. Garfield.

STATEMENT OF DAVID C. GARFIELD, PRESIDENT, INGERSOLL-
RAND CO., ON BEHALF OF THE SPECIAL COMMITTEE FOR U.S.
EXPORTS, WASHINGTON, D.C.

Mr. GARFIELD. Thank you, Mr. Chairman.

I do have a longer, written statement. B

Senator DANFORTH. All the full statements will be included in
the record, so you don’t even have to ask.

Mr. GARrFIELD. Thank you. I, by-the way, am president of Inger-
soll-Rand Co., a large exporter, and chairman of the special com-
mittee for U.S. exports.

The special committee is a participating group of more than
1,400 business concerns and 80 supporting business associations
wl"l)%se operations and concerns are directed to the export of U.S.
products.
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Our special committee supports S. 1804 on the basis of the ad-
ministration’s position that it will resolve disputes under the
?A};ITF' and continue DISC benefits on at least a revenue neutral
ashion.

We surveyed our membership with respect to the proposed legis-
lation, and over 70 percent of the companies that responded to us—
and the response was substantial—did favor enactment of S. 1804
as proposed or with manageable technical modifications.

his response was true of companies ranging from under $1 mil-
lion of export sales to those in the largest category. In light of the
clarifying statements provided by the special trade representative
and the Treasury Department, since our survey was conducted, we
expect that increased favorable response would now be received.

mall business companies indicated a need for more liberal ex-
ceptions in order to qualify. That is a point brought out from the
administration’s witnesses earlier, and we support that. We will
continue to work with the administration and Congress to resolve
other technical and drafting issues. In particular, reasonable tran-
sition and effective date rules must be provided and the specifics of
tax treatment in certain cases should be made clear.

The special committee is opposed to considerations of section 2C
which treats discount income as subpart (f) income and makes re-
ceivables an item of U.S. property where sold to a foreign subsidi-_—
ary, as a part of the foreign sales corporation legislation.

he special committee is pleased that the administration has
taken a first step to resolve a difficult international trade issue,
consistent with domestic policy to promote exports. We will be
pleased to work in any way we can to reach favorable enactment of
this legislation.

In conclusion, we cannot emphasize too strongly the dire necessi-
ty at this time of maintaining all the weapons at our command to
improve and increase exports in view of the $69.4 billion trade defi-
cit registered in 1983 and the anticipated, and apparently foregone _
conclusion that that figure will reach $100 billion in the present
year. Thank you.

Senator DANFORTH. Thank you, sir.

[The prepared statement of David C. Garfield follows:}

STATEMENT OF DAvID C. GARFIELD, PRESIDENT, INGERSOLL-RAND Co., ON BEHALF OF
THE SPECIAL CoMMITTEE FOR U.S. EXPORTS

My name is David C. Garfield. I am President of Ingersoll-Rand Company and
Chairman of the Special Committee for U.S. Exports. This statement is on behalf of
the Special Committee.

The Special Committee is a participating group of more than 1,400 business con-
cerns and 80 supporting business associations whose operations and concerns are di-
rected to the export of U.S. products. The Special Committee’s major concerns are
with the effect of the U.S. tax system on exports by U.S. businesses and the ability
of those busine:ses to compete in foreign trade in view of the many tax advant.agbee
and incentives and direct and indirect subsidies provided for foreign competitors by
their governments. .

o IN GENERAL

The Special Committee supports S. 1804 on the basis of the Administration's posi-
tion that it will resolve disputes under the GATT and continue present DISC bene-
fits in a revenue neutral fashion.

The U.S. has experienced difficulties in trade negotiations due to the position of
various countries that the present DISC legislation is not consistent with the GATT.

33-890 O—84—17
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Accordingly, the Administration developed the Foreign Sales Corporation legisla-
tion, modeled after the territorial systems used by a number of nations such as
France, Belgium and the Netherlands and which has been found acceptable under
the GATT. The legislation is intended to be consistent with the GATT and continue
domestic policy by retaining the export incentive of the DISC without a change in
Federal revenues.

SPECIAL COMMITTEE SURVEY

The Special Committee surveyed its membership with respect to the proposed leg-
islation. A copy of the questions and responses broken down by size of the export
company is attached. Over 70 percent of the companies responding favored enact-
ment of the legislation as proposed or with technical modification. The favorable re-
sponse to the proposed legislation was true of all sizes of companies ranging from
under $1 million to over $20 million of export sales. This response from a wide spec-
trum of DISC users is a surprisingly favorable response to a change of this magni-
tude.

CLARIFICATION

In light of the explanatory and clarifying statements provided by the Special
Trade Representative and Treasury Department increased favorable response may
be expected

The particular concern raised was the need for clarification of the foreign pres-
ence requirement. The Administration's statement contains clarification in this area
which should be helpful to companies in evaluating this requirement.

Small business companies indicated a need for more liberal exceptions in order
for a number of companies to qualify. The Special Committee urges that Congress
make every effort to insure that small business can utilize the new legislation by
increasing the amount of the small business exceptions.

There are a number of technical tax issues which the Special Committee has dis-
cussed with the Treasury Department and Office of the Special Trade Representa-
tive. The Special Committee will continue to work with the Administration and
Congressional tax writing committees to resolve technical and drafting issues. In
particular, reasonable transition and effective date rules must be provided and the
specifics of tax treatment in certain cases should be made clear.

TAX TREATMENT OF RECEIVABLES

The Special Committee is opposed to consideration of s2ction 2(c) of S. 1804, which
treats discount income as Subpart F income and makes receivables an lteﬂrvf-U-S—-——-
property where sold to a foreign subsidiary, as a part of the Foreign Sales Corpora-
tion legislation. There is no reason to place an alleged tax reform measure on legis-
lation seeking to achieve a balance between the objections of the GATT, revenue
neutrality, and a meaningful export incentive. Any such measure should be sepa-
rately considered after separate hearings. This provision will have definite impact
on exports without regard to foreign sales corporations and therefore, merits such
consideration In particular, the August 4, 1983 effective date is not justified.

CONCLUSION

The Special Committee is pleased that the Administration has taken a first step
to resolve a difficult international trade issue consistent with domestic policy to pro-
mote exports. We will be pleased to work with the Administration and Congress to
reach favorable enactment of this legislation.

We can not emphasize too strongly the dire necess1ty at this time of maintaining
all the weapons at our command to improve and increase exports in view of the
$69.4 billion trade deficit in 1983 and anticipated $100 billion deficit in 1984.
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1/10/84

SPECIAL COMMITTEE FOR U.S. EXPORTS
DISC ALTERNATIVE SURVEY SUMMARY

‘peiuns: 1. Actively support the FSC as proposed.

2. Support the FSC with technical modification.

3. Take no action at this time but support the convening of an
International Tax Forum to discuss International Tax Practices
of all nations..

4. Retain the DISC recognizing it is counter to the Administration's
desire to make export tax incentives compatible with GATT.

5. Other
N R T T T
0 - 1 Millien B 2 - 2 7 1
1 - 5Million 2 .7 2 2 10 ]
5 - 10 Million n 7 2 4 2
10 - 20 Million 8 5 2 6 0
20+ Million 34 kE 10 4 0
No Volume Stated n 4 .2 7 1
[ TOTAL 9 3 20 38 5
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SPECIAL COMMITTEE FOR U.S. EXPORTS
- DISC ALTERNATIVE
SURVEY

Assuming the Administraticn position is correct in that the DISC must be replaced
by a Foreign Sales Corporation (FSC), and that the proposed alternative contains,
at this time, the following features:

* Forgiveness of the present accumulated DISC deferral

¢ A reduction in tax on export sales instead of the tax deferral under DISC

o An unclear definition-of foreigp»prescence and activity

o Concern for the adequacy of provisions for Small Business

e Provisions for the tax treatment in factoring of receivables

OUR PREFERENCE IS:

L ,
[ 1 Actively support the FSC at proposed.

" t ] Support the FSC with technical modification. (Please comment below on-specific
technical -issue.) :

[ ] Take no action at this time but support the convening of an International Tax
Forum to discuss International Tax Practices of all nations.

RS
[ ] Retain the DISC recognizing 1t is counter tu the Administration's desire to make
export tax fncentives compatible with GATT.

[ ] other Action (please specify).
COMMENTS :

Dollar Volume of Export Sales $ : T )

Please Check One:

{ ] This information may be used only in composite form so as not to identify the
specific source.

[ ] This information may be used as separate data as deemed appropriate by the
Special Committee for U.S. Exports.

{Optional) Name Please Return to:
Company Special Committee for U.S. Exportc
1101 Connecticut Avenue, NW
City, State Suite 700

Washington, 0C 20036
Phone No. () Phone No. (202) 857-1199
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Senator DANFORTH. Mr. Modahl.

STATEMENT OF WILLIAM B. MODAHL, MANAGER OF TAX AF-
FAIRS, DIGITAL. EQUIPMENT CORP., ON BEHALF OF THE NA.
TIONAL FOREIGN TRADE COUNCIL, INC., WASHINGTON, D.C.

Mr. MopanL. My name is Bill Modahl. I appear on behalf of the
National Foreign Trade Council as member o??ts tax committee. I
am manager of tax affairs for Digital Equipment Corporation, the
world’s second largest computer company.

Nearly 40 percent of Digital's sales are to overseas customers.
The council is a private, nonprofit organization which represents
more than 600 companies engaged in international trade and in-
vestment. The council supports Senate 1804 as a framework for the
resolution of questions that have arisen with respect to the DISC
provisions of the tax law.

DISC was enacted in recognition of the importance of exports to
our economy. It encourages business managers to make the extra
effort necessary to sell overseas. While DISC has been successful in
this, it has also been challenged under GATT. In order to address
‘the diplomatic problems raised by the trading partners, the NFTC
supports the effort to enact a GATT consistent substantive. At a
minimum, however, any substitute must perform the same func-
tion as the present DIS&

That is, it should partially, at least, restore the competitive bal-
ance that is upset by foreign tax and trade practices that far out-
weigh the DISC benefits.

DISC means exports, and exports mean jobs. Based on Commerce
and Treasury figures, in 1981 DISC accounted for approximately
one-quarter million U.S. jobs. While much of the U.S. economy is
rebounding, the export sector is not. The Commerce Department
has described the drop in U.S. exports as catastrophic and has sug-
gested that the optimistic estimates of future growth have over-
looked this effect.

According to Commerce, the current GNP growth of 42 percent
would be 6.7 percent but for the drop in exports. Senate 1804 was
designed as a revenue neutral DISC substitute.

The council believes that circumstances would justify an expan-
sion of existing provisions, which were modest to begin with and
have been cut back on several occasions. However, under the reve-
nue constraints, DISC provides a reasonable framework for a DISC
replacement. Senate 1804 could be significantly improved by the
correction of several technical items, and the elimination of the un-
related issue of factoring of trade receivables.

We have outlined our concerns in a written statement and would
be happy to provide assistance. Thank you.

Senator DANFORTH. Thank you, sir.

[The prepared statement of William B. Modah! follows:]

STATEMENT OF WILLIAM B. MODAHL, MANAGER, Tax AFFAIRS DiGITAL EQUIPMENT
Corp., oN BEHALF oF THE NATIONAL ForEIGN TrRADE CounciL, INC.

My name is William B. Modahl. I appear on behalf of the National Foreign Trade
Council as a member of its Tax Committee. I am Manager, Tax Affairs for Digital
Equipment Corporation, the world’s second largest computer company. The Council
is a private, non-profit organization which represents more than 600 companies en-
gaged in international trade and investment. The Council supports S. 1804 as a
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framework for the resolution of certain questions that have arisen with respect to
the DISC provisions of the tax law.

The Domestic International Sales Corporation (DISC) provisions of the Internal
Revenue Code were enacted in 1971 to enhance the competitiveness of U.S. export-
ers. While DISC has succeeded in improving U.S. competitiveness, it has also been a
source of controversy since its enactment. In particular, DISC has been challenged
as an export subsidy that is inconsistent with the General Agreement on Tariffs and
Trade (GATT), to which the U.S. is a signatory. Although the United States has
never conceded the question of whether DISC is consistent with our GATT obliga-
tions, the U.S. Trade Representative has assured the GATT Council that the admin-
istration would propose legislation to “address the concerns” of the complaining
GATT members. S. 1804, the Foreign Sales Corporation Act, is the product of that
promise.

In order to address the diplomatic problems raised by our trading partners, the
NFTC supports the effort to enact a more clearly GATT-consistent substitute. Of
course, any final substitute must perform the same function as that performed by
the current DISC; i.e., to partially restore the competitive balance that is upset by
foreign tax practices. To be effective, any substitute should give U.S. exporters at
least the same level of benefit as that which currently comes from DISC,

DISC AND EXPORTS

DISC has been very successful at encouraging U.S. exports. In its 1983 report on
the 1981 DISC year, the Treasury concluded that DISC accounted for increased ex-
ports of $7.2-311.0 billion that year. In addition, a recent Price Waterhouse study
has suggestad that this increase in exports may generate sufficient economic activi-
ty to result in a net revenue gain from DISC. The number of DISCs has grown dra-
matically from about 3,500 in 1972 to more than 17,000 in 1983.

At Digital almost 40 percent of our sales are overseas. Our international business
has helped us to achieve global economies of scale necessary to being competitive at
home and abroad. For example. without this volume, we would be severely limited
in our ability to finance our increasing levels of R&D. DISC has helped expand ex-
ports at Digital. By making such sales incrementally more profitable, it gives man-
agers an incentive to make the extra effort needed to sell overseas. Digital’s experi-
ence is not an uncommon one. Rather, it is a real-life case that supports the Treas-
ury’s overall view of the relationship of DISC to high technology manufacturers. As
the Treasury's 1981 Annual Report demonstrates, High technology exports are quite
sensitive to changes in DISC treatment.

EXPORTS AND U.S. JOBS

A recent report from the Commerce Department’s Office of Trade and Investment
Analysis demonstrates that the link between U.S. export performance and U.S. em-
ployment is far greater than generally understood. For example, export-related jobs
account for one in eight manufacturing jobs and one in six jobs in non-manufac-
tured goods. From 1977 to 1980 export related job growth accounted for 30 percent
of all private sector growth. The :ﬁ%p in erports from 1980-1982 accounted for 40
percent of the increase in U.S. unemployment. Based on Commerce Department and
Treasury figures, in 1981 DISC accounted for approximately a quarter of a million
jobs for Americans.

With this close relationship of jobs and exports in mind, the precipitous decline in
the U.S. trade position is disturbing. The NFTC’s Balance of Paymants Committee
estimates that the merchandise trade deficit will be $59 billion for 1983 and $100
billion for 1984. The Commerce Department has described the drop in U.S. exports
as ‘“‘catastrophic,” and has suggested that the optimistic estimates of robust econom-
ic growth have overlooked this effect. It is a matter of high national priority to
expand exports. The role that DISC has played in supporting exports and export re-
lated employment argues strongly for the continuation or expansion of the current
level of benefits for exports. Any DISC substitute should preserve these benefits and
should be desigined so as to minimize the need to create jobs outside the U.S.

DISC AND FOREIGN TAX PRACTICES

Among the reasons American exporters have difficulty meeting foreign competi-
tion are the tax and non-tax export subsidies employed by our trading competitors.
Practices such as direct agricultural subsidies and industrial targeting policies can
give foreign competitors an unfair advantage over U.S. exporters. Further, foreign
governments provide both explicit and subtle tax policies that provide special ad-
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vantages to their exporters. Unfortunately, many of these practices are either not
c0\l'ered under the GATT rules, or are expressly permitted as exceptions to those
rules.

For example, some countries have adopted a “territorial’’ taxing concept under
which a nation does not generally tax the foreign source income of their companies.
To the extent export sales generate foreign source income, these companies pay
little or no home country tax. By contrast, U.S. companies pay a UJ.S. federal tax of
up to 46 percent on export income.

Another tax advantage many foreign competitors hold is their governments’
heavy reliance on national sales taxes or value-added taxes. These taxes are gener-
ally rebated on export sales, and, consequently, there is no domestic tax burden im-
posed on products destined for export.

Finally, in my experience, foreign tax officials, as a matter of export policy, fre-
quently do not rigorously examine the export-related transactions of their nationals.
By contrast the U.S. gealously enforces the arm’s-length standard for transactions
among related parties. While the NFTC does not mean to suggest that U.S. tax ad-
minstrators should depart from their high standards, it is important to recognize
the realities of the marketplace.

Congress enacted the DISC legislation in 1971 to offset, at least in part, these for-
eign tax advantages. In the current parlance, the effort was made toward ‘‘leveling
the playing field."”

S. 1804, FOREIGN SALES CORPORATION

In considering the merits of S. 1804, one must recognize the groundrules for its
construction. To satisfy our trading partners, the legislation must be consistent with
GATT. Because of the federal budget deficit, the legislation must be revenue neu-
tral. If these limits were not essential, the Council would prefer an expansion of the
existing benefits to both present users and the services sector of the economy. None-
theless, under these constraints, S. 1804 provides a reasonable framework for a
DISC replacement.

DISC AND GATT

The consistency of the DISC with the GATT rule has been challenged since the
DISC was adopted in 1971. Arguing that the GATT rules permit the rebate of indi-
rect taxes (e.g., sales taxes and value-added taxes), but not direct taxes (e.g., income
and payroll taxes), the European Communities and others sought, and in 1976 ob-
tained, a GATT panel ruling against the DISC. The United States responded b
challenging the tax practices of France, Belgium and the Netherlands under whic
foreign subsidiaries are not generally taxed on foreign source income. The United
States was also successful in obtaining a favorable GATT panel ruling against the
three "territorial’ tax practices.

These disputes have been linked procedurally since 1976. The United States took
the position that the GATT panel report on DISC should not be adopted by the
GATT Council, thereby making it a binding GATT ruling, unless the GATT Council
adopted the reports on France, Belgium and the Netherlands.

On December 1, 1981 the GATT Council adopted all four of the panel reports.
Along with these reports, however, the GATT Council also adopted a set of princi-
ples that have collectively become known as the “qualifier.” The effect of the quali-
fier was to permit the continued use of territorial taxing concepts.

Under the rules of the qualifier, if arm's-length pricing is observed, there is no
obligation to tax economic processes that take place beyond a country’s territorial
limits. In addition, the qualifier expressly acknowledged that any country may
adopt methods to reduce international double taxation.

The qualifer set the groundrules for a DISC replacement. Conseguently, the pro-
posed legislation permits a reduction of tax only with respect to income derived
from economic processes outside the territorial limits of the U.S. Since the qualifier
expressly permits methods designed to reduce international double taxation, the tax
tﬁelré%ﬁt is an exemption from tax, rather than the challenged tax deferral method of

The FSC legislation relies upon the rules of section 482 of the Internal Revenue
Code for the determination of what income is earned by the FSC. However, for ad-
ministrative convenience, taxpayers are permitted to rely upon the performance of
certain activities outside the U.S. to qualify for the assignment of a prescribed
amount of income. A poriion of the income earned under the administrative rules is
deemed to be U.S. source and a portion is foreign source. Subject to certain limits,
the foreign source income is exempt from U.S. taxation.
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Although the legislation includes the possibility of a commission relationship be-
tween FSC and its related supplier, it is not clear how a commission agent would
qualify under the administrative convenience rules. These presence tests need com-
prehensive clarification.

In addition to the foregoing general observations on the legislation, a number of
technical tax issues has arisen. The following are the major ones:

1. Determination of source for non-exempt foreign trade income (FTI)—Under S.
1804 only a portion of FTI would be exempt. The remainder, non-exempt FTI, would
be currently taxed and treated as U.S. source income. The automatic characteriza-
tion of this income as U.S. source may adversely affect some taxpayers. The source
of this income should be determined under the general provisions of the internal
Revenue Code.

2. Foreign tax credit with respect to non-exempt FTI—It appears that no forei
tax credit will be available for any FTI. While we can understand the reason for
denying the foreign tax credit for exempt income, to the extent non-exempt FTI is
subject to a creditable foreign tax, the foreign tax credit should be allowed.

3. Other tax credits.—Proposed IRC section 921(c) would deny FSCs a number of
tax credits, including the investment tax credit. We see no reason for the denial of
credits that are properly apportioned to FTI that is not exempt.

4. Factoring.—Section (¢} of the bill would adversely affect the factoring of trade
receivables and is generally unrelated to the FSC issue. This is a highly technical,
complex issue. The factoring issue should be carefully considered for its negative ef-
fects on wholly appropriate business practices. These non-tax motivated transactions
include factoring receivables of a manufacturing affiliate to a financing affiliate
within the same foreign country, or factoring for the purpose of centralization of
currency fluctuation risks. Since the question of factoring has no bearing whatso-
ever on the FSC issue, any changes should be considered separately.

5. Cliff on disqualification.—In order to use the administrative convenience rules,
a taxpayer must perform 50 percent or 85 percent of certain direct costs. We are
disturbed about the prospect that a taxpayer might inadvertently miss the qualifica-
tion by perhaps a fraction of a percentage point. Rather than a complete denial of
benefits, consideration should be given to a procedure that would a?low a propor-
tionate reduction of tax benefit in the event a taxpayer fails to meet the prescribed
percentage levels.

6. Transition rules.—Special care must be taken to assure that any transition
from a DISC system to a FSC system is a smooth one. In particular, all DISCs
should not be required to meet the export assets test of §992 as of the same date.
Further, DISC benefits should be continued for those long term contracts enterad
into prior to enactment of this legislation.

In conclusion, the Council supports S. 1864 as a framework for the resolution of
the trade related disputes that have arisen under DISC.

Senator DANFORTH. Mr. Hardiek.

STATEMENT OF BERNARD L. HARDIEK, DIRECTOR OF TAXES,
DEERE & CO., MOLINE, ILL., ON BEHALF OF THE EMERGENCY
COMMITTEE FOR AMERICAN TRADE, WASHINGTON, D.C.

Mr. HarbIEK. I am the director of taxes for Deere & Co. I am
here today to express the support of the Emergency Committee for
American Trade, ECAT, for Senate bill 1804, the Foreign Sales Cor-
poration Act.

We believe it is vital that the United States conform its export
trade incentive to the rules of the General Agreement on Tariffs
and Trade in order to restore the credibility of the U.S. interna-
tional economic leadership. Enactment of Senate bill 1804 will do
this without any increase in the Federal budget deficit.

While the bill will cause ECAT members considerable difficulty
in meeting the required foreign presence rules, we believe these
rules can be met, and Treasury’s implementing regulations follow
the intent and spirit of the bill. We are concerned, however, that
the foreign sales corporation can be totally disqualified, and there-
fore no benefit if unintentional shortfalls—admitting the 50 per-
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cent or 85 percent of foreign activity requirements occur. And we
have a recommendation in our statement to provide for a partial
benefit where a company fails to meet the entire foreign activity

requirement. . _ '
genate bill 1804 also contains a very controversial provision,

which requires a U.S. corporation to treat a sale of receivables to a
related foreign corporation as though no sale had taken place and
instead a dividend had been received by the U.S. corporation.
There is no valid business reason and no technical basis for this
provision. It has already affected long-standing financial arrange-
ments because it has a retroactive effective date of August 4, 1983.

ECAT strongly urges that this provision be deleted because it
would reduce the economic incentives to export and for a number
of ECAT members and will certainly greatly reduce business sup-
port for this bill.

Senator DaANFORTH. Thank you, gentlemen.

[The prepared statement of Bernard L. Hardiek follows:]

STATEMENT OF BERNARD L. HARDIEK, DIRECTOR OF TAXES, DEERE & Co., ON BEHALF
oF EMERGENCY COMMITTEE FOR AMERICAN TRADE

Mr. Chairman, Good Morning. 1 am Bernard L. Hardiek, Director of Taxes for
Deere & Company, and am here today on behalf of the Emergency Committee for
American Trade (ECAT) to express its support for S. 1804, a bill that would replace
the DISC with a new Foreign Sales Corporation (FSC). ECAT is an organization of
the heads of 63 large U.S. firms with extensive overseas business operations. World-
wide sales of ECAT member companies, including Deere & Company, total about
$700 billion annually, and they employ over 5 million workers.

S. 1804 is of significant interest to ECAT members. They are among the leading
U.S. exporters. ECAT’s interest in the FSC issue, however, is broader than the im-
mediate economic interests inherent in the bill's provisions. We are firm believers
in and supporters of the GATT international trading system. It is a system that
greatly benefits the United States and its trading partners. It is also a system 1.nder
great stress from demands around the world for domestic protection from interna-
tional competition. Should such demands be met by measures outside of the rules of
the GATT, then international economic anarchy is likely to be the rule. We believe
it important, therefore, that the United States continue its vital leadership role in
the GATT in seeking international conformity to the international trading rules.

The ability of the United States to lead, however, is weakened to the extent that
the United States has formally been found to be living outside the export subsidy
rules of the GATT through maintenance of the DISC. Passage of S. 1804 would con-
form the U.S. export tax incentive to the Gatt rules thereby removing a significant
irritant and barrier to continuing U.S. international economic leadership in seeking
the lowering of international trade barriers and international adherence to GATT
rules. Enactment of the bill would not add to the federal budget deficit. We strongly
urge its enactment.

A feature of S. 1804 is its several requirements for the establishment of a foreign
economic ‘presence in order to qualify for the administrative pricing rules. While a
number of these requirements are troublesome and will cause considerable restruc-
turing of export activities of our member firms, we believe that the requirements
are generally reasonable and can be met if the implementing regulations are draft-
ed by Treasury following the intent and the spirit of S. 1804.

We do have significant concerns over some of the bill’s other provisions. Principal
among these are the lack of a solution to IRS audit problems wEich could complete-
ly disqualify a Foreign Sales Corporation and the provisions concerning the sale of
receivables to foreign subsidiaries.

ECAT member companies are concerned with the all-or-nothing approach con-
tained in the foreign presence requirements. A company is required to perform 50
percent of five economic activities or 85 percent of two economic activities outside
the U.S. in order to qualify as a Foreign Sales Corporation. If, in good faith, a cor
ration believes it has met the 50 percent requirement but an IRS audit identifies
additonal expenses allocable to the FSC’s activities which were not incurred over-
seas so that the corporation has now performed 49 percent of the five activities over-
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seas, the corporation is totally disqualified and is not entitled to any of the benefits
of this bill on its export sales. ECAT encourages the Senate Finance Committee to
add a provision that would allow a partial benefit in those cases where the shortfall
in meeting the foreign economic presence is not deliberate nor recurring after the
IRS audit. The current DISC provisions recognize the need to address this problem
and allow for a distribution of assets in certain circumstances to enable the DISC to
cope with unforeseen problems in meeting the 95 percent test on qualified income
and assets.

We recommend that a corporation be entitled to the full benefits of the Foreign
Sales Corporation Act if the required percentage of activities was performed over-
seas in the two prior or subsequent years; in the alternative, the corporation would
be entitled to a benefit equal to the actual percentage of activites performed over-
seas divided by the statutory percentage of 50 or 85 percent.

The provision which treats the sale of foreign receivables by a U.S. corporation as
a dividend sharply reduces the support of this bill by the business community and
sitould be deleted. The sale is treated as a dividend even though the transaction is
clearly a sale of receivables and is similar to the normal sales of receivables which
take place every day between corporations and financial institutions. The devastat-
ing effect of this provision can be demonstrated as follows:

Assume a U.S. corporation sells inventory manufactured in the U.S. to an Austra-
lian corporation for $10,000,000.00, allowing 150 days interest-free terms, which is
common in the industry. The U.S. corporation then sells the $10,000,000.00 note re-
ceived from the Australian corporation without recourse to its Belgium subsidiary
for $9,500.000.00 (the present value of the receivable). The Belgium subsidiary col-
lects the receivable 150 days later and receives $10,000,000.00. Under current law,
this transaction would not result in any increase in the U.S. corporation’s tax. The
proposed law would affect the U.S. corporation in the following manner:

Subpart F income increased $500,000.00.

U.S. tax @ 46%.

The difference between the amount the Belgium subsidiary collected on the note
($10,000,000.00) and its cost for the note ($9,500,000.00) is $500,000 and would be con-
sidered Subpart F income taxable as a dividend to the U.S. parent.

Dividend income $9,500,000.00.

U.S. tax @ 46%. $4,370,000.00.

The sale of the note to the Belgium subsidiary is treated as an “investment in
U.S. property” even though it is a note of a foreign corporation. The “investment in
U.S. property” is then treated as a dividend to the U.S. parent to the extent of the
Belgium subsidiary’s previously untaxed earnings and profits even though the trans-
action is actually the sale of an asset.

The net effect of the proposed change in the tax law is to impose an additional
34,600,000 in U.S. taxes on the corporation which sold a foreign receivable generated
by goods exported from the U.S. at a loss of $500,000. It is indeed ironic that a bill
designed to encourage exports exacts such a tremendous tax penalty where none ex-
isted previously.

The proposal has already disrupted long-standing financing arrangements for
export sales because the provision is effective for all receivables sold after August 4,
1983 even though all other provisions of the bill are effective after December 31,
1983. This August 4, 1983, effective date already has created significant difficulties
and additional costs in Deere & Company’s financial and export activities.

A second part of that proposal would also treat the discount income as Subpart F
income when one foreign corporation purchased receivables from a related foreign
corporation. This provision has no relationship at all to the replacement of the DISC
since it applies to receivables generated by non U.S. exports which were never cov-
ered by the DISC. It will impede centralized foreign currency management practices
of multi-national corporations which are used to hedge their exposure to foreign
currency fluctuations. A substantial U.S. tax liability could be incurred as a result
of uncontrollable changes in foreign currency rates. This provision would signifi-
cantly penalize legitimate, cost effective foreign currency management at a foreign
location. These proposals are not needed to make the Foreign Sales Corporation Act
revenue neutral but instead are very controversial and were not included in three

revious drafts of the Foreign Sales Corporation circulated by the Treasury Depart-
ment. If they are to be considered at all, they should be the subject of a separate bill
instead of complicating an already delicate situation requiring the cooperation of
Congress, Treasury, the U.S. Trade Representative’s Office and exporters.

We also are concerned with the provisions of the bill that will not allow a foreign
tax credit for both exempt and non-exempt income earned by the proposed FSC.
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This could lead to double taxation and we would prefer to see this provision deleted
from the bill.

On behalf of ECAT and Deere & Company, I sincerely appreciate the opportunity
to present these views to you today. The business community is indebted to the
Treasury Department and the U.S. Trade Representative’s office for their coopera-
tion and open sharing of views during the drafting of this legislation. Many of the
delicate problems have already been resolved and we hope that our comments can
lead to the implementation of a replacement for DISC which will continue to pro-
vide a significant incentive for exports.

Senator DaANFORTH. Do you believe that as a general rule the for-
eign presence requirements under the FSC bill would provide for
serious hurdles for American business? Would that require changes
in activities and operations, or would this be something that would_
be readily accomplished by American business?

Mr. GarriELD. | don’t believe there is any problem whatsoever
with regard to the larger firms. The whole problem centers on the
small firms, and I do think that there should be an initiative to
raise the limit of this exemption. I think that $2'2 million export
revenues is really a very small sum. And since the criteria here is
to try to do something for exports, it should be made as large as we
can base into at this time.

Senator DANFORTH. Mr. Modahl.

Mr. MopaHL. I think that I would agree with Mr. Garfield. These
foreign provisions, when you mention the word foreign—they
sound complicated—but by and large, for larger companies, they
are workable. Some concern I have might be in relation to the ear-
lier testimony. We heard about exchange of information agree-
ments. Under the proposed legislation, we would provide thorough
information, and that is not a problem at all. But I think compa-
nies should be relatively free to select the site of their overseas op-
eration to combine with this, and their ability to use the DISC
shouldn’t turn on the existence of certain treaties that are present-
ly under negotiation. So, I would urge that that area be treated
with some caution.

Senator DANFORTH. Mr. Hardiek?

Mr. Harbiek. Up to this point, we have had the opportunity to
comment on approximately three drafts that Treasury has already
had, and we have found them receptive to the business communi-
ty’s concerns. If that type of exchange of information continues, we
believe we can work out all the problems that are there right now.

Senator DANFORTH. Thank you. Senator Grassley?

Senator GrassLEYy. Mr. Hardiek, how much of this involves do-
mestic manufacture?

Mr. HArDIEK. Approximately 40 percent.

Ssen?ator GrassLEY. How much would exports be reduced without
DISC?

Mr. Harpiex. That is very difficult to answer, Senator Grassley.
It certainly would be less because of the fact that our taxes would
increase and there would be less funds available with which to sup-
port that manufacturing, but I cannot give you an opinion at this
point. We have not really done a study of that to determine how
much it would decrease.

Senator GrassLEY. Will the substitution of FSC for DISC consid-
ering start up time—reduce exports temporarily?
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Mr. Harpiek. No. I do not think it would as long as there is a
smooth transition between the DISC and FSC and that there are
no subsidy barriers or import barriers placed by the members of
our trading community and the European Community.

Senator GRASSLEY. From the standpoint of administrative costs
that apply to the DISC, do you have any idea what the costs would
appear to apply to——

Mr. Harpiek. The Treasury rules have been changing substan-
tially. At one point, we thought that we would have to transfer at
least 50 people overseas in order to meet those requirements, but
as the drafts between the U.S. Trade Representative’s Office and
Treasury have evolved, those requirements have become substan-
tially less.

At this point, again, we do not have enough information about
what the final rules will be to provide that information to you.

Senator GrassLEY. Mr. Chairman, | have finished my questions.

Senator DANFORTH. Thank you. Senator Dole has no questions.
Gentlemen, thank you very much.

Mr. Howard, Mr. Heyde, Mr. Howard—two Mr. Howards—and
Mr. Reed.

STATEMENT OF FREDERIC K. HOWARD, JOHNSON & HIGGINS,
NEW YORK, N.Y., ON BEHALF OF THE COALITION OF SERVICE
INDUSTRIES, WASHINGTON, D.C.

Mr. F. Howarp. My name is Frederic Howard. I am vice presi-
dent and assistant treasurer of Johnson & Higgins. I am here today
on behalf of the Coalition of Service Industries, an organization you
probably have not heard from before.

It was formed in 1982. It now comprises 29 major service indus-
tries, industries like AT&T, CBS, Merrill Lynch, IBM, Sears Roe-
buck, Young and Rubikon. The primary purpose of the coalition is
really to foster an awareness of the importance of service indus-
tries in the world economy. I must say the remarks—I am not the
Mr. Howard who was mentioned earlier by Senator Chafee—but
based on the testimony reported by Mr. Chafee, I would certainly
accept him as a member of my family.

And my message today is really the philosophy expressed by Sen-
ator Chafee earlier. If this administration and the Congress really
believe that this does foster exports, and contributes to improving
our balance of payments deficit, and helps American companies in
foreign competition abroad, then there is no reason why it should
not be extended to services.

I think the only reason it probably wasn’t in the old days was
that it was just an oversight. But we all know the services are the
fastest growing segment of the export economy. They relate to
knowledge, business information, and high technology. Export of
services creates jobs at home. Export services create income as do
goods and export industries have to compete in the world economy
just like any other industry.

Now, we believe that UgTR and also the Commerce Department
are behind the extension of a DISC or FSC to services. It has only
been the Treasury Department that, I think, has resisted this kind
of an initiative. I have to see a Treasury Department study,
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though, that really backs their assertion that this would be a great
revenue cost to the Treasury.

And looking at the revenue costs, I think, is really only looking
at one side of the equation, as Senator Chafee indicated earlier. We
believe the revenue cost would be very small in comparisor. to
what is asserted for the existing DISC. My recommendation, there-
fore, is that the Congress modify the existing DISC or FSC to give
equal treatment to service industries, and we would be glad to
work with this committee or any committee or the administration
to provide all the kinds of protection that I think you want so that
service industries will be accorded equal treament and will not be
creating any abuses. Thank you, sir.

Senator DANFORTH. Thank you, sir.

[The prepared statement of Frederic K. Howard follows:]

STATEMENT OF FREDERIC K. HOWARD ON THE TREATMENT OF FOREIGN EXPORT INCOME

I am Frederic K. Howard, Vice President and Assistant Treasurer of Johnson &
Higgins. I am appearing here today on behalf of the Coalition of Services Industries,
Inc. (The “CSI”).

The CSI consists of 29 major U.S. service corporations which represent a wide
cross-section of the service industries of the United States, including brokerage, con-
sulting, and telecommunications. )

The CSI was formed in 1982 (1) to foster a public awareness and understanding of
the enormous contribution that these industries make to U.S.-economic growth, job-
creation, and balance of payments, (2) to identify and address public policy issues
affecting the growth of service industries, and (3) to contribute to the formulation of
a coherent national policy that permits service industries to compete with foreigners
on an equal basis in the international service market.

Private sector services industries are labor-intensive. They provide jobs for 55 mil-
lion Americans, over half of the American work force. Chart 1. These same indus-
tries generated 55 percent of the 1981 gross national product (GNP) and over 60 per-
cent of the total private sector GNP. Chart II.

These same industries have made the United States the world’s leading exporter
of services. The export of these services has produced a long-term, positive impact
on U.S. balance of payments. Surpluses from the export of services have consistent-
ly reduced merchandise deficits in our balance of payments. Chart II1.

The Congress of the United States recently recognized the enormous contribution
that U.S. service industries can and are making to the economic well-being of the
U.S. In the Export Trading Company Act of 1982, Congress defined export trade to
include both the export services and the export goods.

The purpose of DISC and its replacement is to formulate the export of products
produced in the U.S, thereby (1) creating or maintaining jobs for Americans who
produce or furnish those products, (2) reducing balance-of-payment deficits, and (3}
offsetting export tax benefits granted to foreign competitors. We wholeheartedly
support these admirable goals and the efforts of the Congress and the Administra-
tion to fashion an export incentive program that satisfies our treaty obligations and
the demands of the international marketplace.

However, export services create or maintain jobs for the Americans who furnish
those services, just like export products create or maintain jobs for Americans who
manufacture those products.

The income realized from the sale of export services reduces balance-of-payments
deficits, just like income realized from sales of export property.

Moreover, U.S. services industries are competing for a share of the international
services market with foreign competition that receives foreign export tax benefits
and other preferential treatment, just like foreign competitors of U.S. manufactur-
ers.

Nonetheless, the U.S. service industries are not accorded equal treatment with
other sectors of the U.S. economy by the Domestic International Sales Corporation
(DISC; export incentive program.

Specifically, the DISC program is designed to defer a certain portion of the export
income realized by a U.S. person from the sale or lease of export property (tangible
personal property produced or manufactured in the U.S.) for ultimate consumption



106

or use outside the U.S. As such, virtually all export sales of such property (with
some exception) can qualify for DISC benefits if properly structured.

By contrast, nearly all export service income realized by U.S. persons is excluded
from DISC benefits. Export services income includes income from the sale of ser,-
ices performed in the U.S. (1) that are consumed abroad, (2) that facilitate the con-
sumption abroad of export property or services, (3) that create intangible property
(such as advertising spots, or patents) sold or leased for consumption abroad, or (4)
that are performed abroad by U.S. based-persons.

The only export service income that qualifies for DISC benefits are engineering
and architectural services on construction projects, limited managerial services, and
some services related and subsidiary to the sale of export property. Thus, export
income realized from performing consulting services, educational services, financial
services, food processing services, health services, insurance brokerage services, in-
surance services on foreign risks, management services, maintenance services that
are not related or subsidiary, private postal services, stock brokerage services, tele-
communications and data processing services, transportation services, travel serv-
ices, to name a few, will ordinarily not be eligible for DISC benefits.

The Foreign Sales Corporation Act (FSC), the proposed replacement to DISC,
would exclude virtually the same export services that are excluded from DISC bene-
fits.

For the reasons stated above we respectfully recommend that your Committee
modify the DISC and FSC provisions to extend the benefits provided to the export of
services as well as goods. We firmly believe that increasing these benefits to cover
the service sector will greatly benefit the economy as a whole.

We on the Coalition of Services Industries Tax Task Force stand ready and will-
ing to assist your Committee in any way possible.

Thank you for the opportunity to present these remarks.
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APPEND1X

Coalition of Service Industries - Membership List

American Express

American International Group
American Medical International
American Telephone and Telegraph
ARA Services

Bank of America

Bechtel Power

Beneficial Finance

CBS, Inc.

Chase Manhattan Bank NA

Cigna (INA)

Citibank NA

City Investing

Continental Insurance

Deloitte Haskins & Sells
Flexi-Van Corp.

Fluor -

Intercontinental Hotels

1BM

Interpublic Groups of Companies Inc.
Johnson and Higgins

Manpower Inc.

March & McLennan -
Merrill Lynch

Peat Marwick & Mitchell

Philbro

Sea-Land Industries Inc.

Sears Roebuck

Young & Rubicam
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Senator DANFORTH. Mr. Heyde.

STATEMENT OF ROBERT D. HEYDE, CHAIRMAN, DISC TASK
FORCE, U.S. COUNCIL FOR INTERNATIONAL BUSINESS, WASH-
INGTON, D.C.

Mr. HEybpe. Thank you, Mr. Chairman.

My name is Robert Heyde. I am chairman of the DISC task force
of the U.S. Council for International Business, and a member of
the law firm of Miller and Chevalier.

The membership of the U.S. Council consists of substantially all
of the major U.S. exporters, and we are the U.S. arm of the Inter-
national Chamber of Commerce.

Our membership has a firm belief in free trade, but above all in
fair trade. And it is from this starting point that we approach S.
1804. The economic evidence is indisputable—that U.S. exports do
need help. While the strong U.S. dollar has been a major contribu-
tor to this situation, it is clear that exports are affected by tax
policy. We believe that the foreign sales corporation is the minimal
step toward creating a favorable tax environment that will help
U.S. exports on a permanent basis.

The foreign sales corporation, however, is not an export subsidy,
when compared to the European territorial tax systems. It is in-
stead a step toward such a system and therefore toward the goal of
fair trade.

We believe that the DISC provisions, while not perfect, have
served as an effective export policy. The foreign sales corporation
provisions will do likewise.

We also believe that the factoring of trade receivables provision
of the bill should be stricken, eliminating this controversial techni-
cal provision from the consideration of what a sound export tax
policy should be. One final point. We see an urgency in the prompt
enactment of this legislation. We support the extension of export
tax policy to services and we support an early consideration by the
Congress of the bill that will cover services. Thank you.

Senator DANFORTH. Thank you, sir.

[The prepared statement of Robert D. Heyde follows:]
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STATEMENT OF ROBERT D. HEYDE

BEEFORE THE COMMITTEE ON FINANCE

My name is Robert D. Heyde. I am the Chairman of the
DISC Task Force of the United States Council for International
Business ("Council") and a member of the Council's Tax Committee.

I am testifying before you today to present the Coun-
cil's strong support for S. .804. The Council finds the overall
proposal a workable and acceptable replacement for the current
Domestic International Sales Corporation tax rules, but believes
that some provisions of the Bill should be modified.

The United States Council for International Business is
a business policy-ﬁaking organization whose membership includes
some 260 United States corporations involved iﬁ international
trade. The Council functions primarily as the United States arm
of the Paris-based International Chamber of Commerce. The Coun-
cil is also a spokesperson for American business in international
forums such as the United Nations, the Organization for Economic
Cooperation and Development, and the International Labor Organ-
ization.

Exports are vital to the United States esanomy. Ex-
panded-exports result in increased employment for United States
workers and improve our trade balances. Because exports are so
crucial to our economy, the United States must ensure that United
States businesses can compete on an equal basis in foreign mar-

kets with other producers.
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Currently, United States businesses are encountering
increased difficulties competing with foreign producers in
overseas markets. In 1982 it was reported that exports had

decreased markedly since 1981, primarily due to high interest
rates and the overvalued dollar. (1982 Joint Economic Pepo;é)!
The export figures for 1983 are still more discouraging. From
January through August, 1983, exports were down 9.4 percent from
1982 figures, while imports increased almost one percent in the

same period. (U.S. Bureau of the Census, Highlights of the U.S.

Exports and Import Trade, Table 1 (Report FT 990) (August 1983).)

The United States must act to improve its export trade
and, thereby, its trade balances. Currently, the United States
trade deficit is enormous, reaching almost $37 billion as of
August, 1983. (Derived from figures in the U.S. Bureau of the

Census, Highlights of the U.S. Exports and Import Trade, Tables

E-2 and I-2 (Report FT 990) (August 1983).) It is predicted that
our country's trade deficit may reach $40 billion by the end of
1984. This record deficit is primarily attributable to our loss
of competitiveness because of the strong dollar, the recovery
in domestic demand, and our low export market growth., (OECD
Economic Outlook at 61-64 (July 1983).,) Clearly, expansion of
the United States export market is imperative.

The DISC rules have provided incentives to United
States industry to expand exports from the United States. The
DISC legislation became effective in 1971. Studies issued in

1982 show that during that eleven year period, United States
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exports, on a balance of payments basis, increased almost five
fold. Although the DISC provisions were only one of many fac-
tors influencing this growth, they were nonetheless an important
factor. In 1980, approximately 6.2 to 9.4 billion dollars of
United States exports were attributable to DISC, an increase of
about 36 percent over 1979 figures. (Treasury Department report
to Congress, December 27, 1982; confirmed by an independent Price
Waterhouse study, April 1982.) Until the recent recession and
inflation, United States exports, as a percentage of Gross
National Product, had grown ten times faster after enactment of
DISC than during the preceding decade. (Data Resources, Inc.,
April 1981.) DISC has clearly been an important incentive for
the United States export trade.

The DISC rules, however, have been contended to be an
illegal subsidy under GATT. Other countries grant incentives for
exports which equal or exceed those of the United States. For
example, the Unitea States taxes export ir:-ome at about three-
quarters of the effective rate on domestic income. Of all the
countries surveyed, only West Germany arguably provides less
support for exports than does the United States. Japan taxes
exports at less than two-thirds of the effective rate on domestic
income. The effective rate an export income in France is only
one-quarter of the rate on domestic income. (Horst, National

Planning Association, Income Taxation and Competitiveness in the

United States, West Germany, France, the United Kingdom, and

Japan, 1977.) Despite these substantial incentives for exports
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provided by other countries, our Administration, in an effort to
satisfy our GATT trading partners, has agreed to seek a replace-
ment for DISC which will be in compliance with GATT requirements.

The United States Council strongly recommends that any
replacement of DISC be at least as supportive of United States
exports as the DISC provisions have been. 1In this time of recov-
ery from a recent recession, high unemployment, and continuing
subsidization of foreign competition, an alternative that results
in reduced exports is not acceptable.

The United States Council finds the Administration's
attempts to clarify the foreign presence requirements encouraging
and endorses the overall scheme. It does, however, contend that
as presently drafted the foreign presence provisions of the Bill
create tax and business difficulties for industry. Wwhile under-
standing that some foreign presence attributable to export income
is necessary to satisfy GATT requirements, we suggest that fur-
ther modification of these draft provisions is in order.

Pending those clarifications, the United States
Council reserves final endorsement of some of the specific
provisions of the Bill. These provisions are discussed in the
attached technical memorandum.

There is one provision in the Bill which has no place
in export legislation. Section 2(c) of the Bill provides rules
intended to restrict the financing of certain trade receivables.
Whatever.the merits of those rules, this Bill should not be used

as a vehicle for tax reform legislation. S. 1804 is designed
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specifically as a response to an export problem with our GATT -
trading partners; its provisions should be confined to that
purpose.

The Council recognizes that any replacement for DISC
is intended to be revenue neutral. It, however, urges you to
consider authorizing a study on the impact of a Foreign Sales
Corporation-type program for service industries. Such a study
might be authorized under éhe pending Bill. 1In addition, the
Council supports the expansion of services that qualify as "for-
eign trading gross receipts®” under the Bill. The inclusion of
foreign construction and installation services, as well as some
financial and insurance services, would certainly aid in the
export of United States-manufactured products.

The United States Council supports S. 1804 as it em-
bodies what the Council believes should be the United States
government's minimum commitment to export trade. The Council has
careful’y considered the proposed legislation, and is convinced
that the Bill is basically sound and will benefit this nation's
export economy. The United States Council endorses S. 1804 and

urges you to support the enactment of this proposed legislation.
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United States Council for International Business

Technical Comments on S. 1804

The following items require amendment or further

explanation:

1. Section 921(c). ~-- The investment tax credit and certain

other credits are denied to an FSC. Because an FSC is taxed
separately, it should be entitled to the same deductions and
credits as any other corporation with appropriate limitations to
reflect that part of its income is exempt.

2, Section 921(d). -- Nonexempt foreign trade income of an FSC

should not be sourced as domestic source income under section
921(4), thus severely restricting foreign tax credits. The
source of this income should be determined under principles of
Code Sections 861 through 864.

3. Section 924(d)(1l)(A). -- This subsection requires that the

FSC or any person acting under a contract therewith participate
outside the U,S. in the solicitation, negotiation, or the making
of the contract relating to the export transaction. Many tax-
payers will contract with related incorporated sales subsidiaries
to perform solicitation, negotiation, or the making of the con-
tract for the FSC. If such foreign sales subsidiary (the con- -
tractee) is required to perform these functions as an agent of
the FSC, the FSC would probably be subject to tax in the foreign

country since the existence of a dependent agent would almost

certainly be considered a "permanent establishment” in that
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country. This problem can be eliminated by defining "partici-
pate” in such a way that the contractee need not be an agent of

the FSC.
4. Section 924(d)(3)(A)&(B). -- These sections define total

direct costs and foreign direct costs. The definition in Sub-
section (A) includes activities performed at any location by the
FSC or any person acting under a contract with such FSC. The

" definition in Subsection (B) of foreign direct costs makes no
reference to persons acting under a contract with such FSC. To
clarify this, the "person acting under a contract with such FSC"
language should be repeated in Subsection (B} or the definition
in Subsection (B) should read, "total direct costs as defined in
Subsection (A)."

5. Section 924(e)(3). ~- This provision refers to the cost of

transportation from the time of acquisition by the F&C to the
delivery to the customer. Cost compilation might be affected
by the terms of sale. Under CIF terms (Cost, Insurance, and
Freight), the shipping charges are separately identified on .the
invoice and/or related documents. 1In this instance, it might be
argued that the seller is arranging for insurance coverage and
'freiqht as agent of the purchaser since the cost of these items
are passed through without markup. In contrast, under FOB terms
(Free on Board), the freight charges do not appear as separate
items on the invoice, and clearly such costs are borne by the
seller on its own behalf. The inclusion or noninclusion of

freight in the direct costs test should not be dependent upon
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the formal terms of sale, since the two terms effect the same
economic result. The actual freight paid by the FSC should be
included irrespective of the terms of sale (CIF or FOB).

6. Section 924(g)(1)(A)(ii). -- This provision defines as

excluded receipts those receipts for sales or leases of property
which are for use by the United States or any instrumentality
thereof. To assure that foreign military sales are not excluded,
this paragraph should be cf%rified by providing that it does not
apply to a program under which the United States purchases prop-
erty for resale to a foreign government or instrumentality
thereof.

7. Section 925. -- This section states the transfer pricing
rules. This section should be rewritten such that the transfer
pricing standard is stated to be the arm's-length price with the
particular pricing rules being stated as safe haven rules within
the arm's-length standard. This-restatement of the transfer
pricing rules will enhance the position of the U.S. as to the
European GATT partiés and as to the varjous state taxing autho-
rities within the U.S. The state taxing authorities sometimes
attempt to attribute the income of DISC’s to their corporate
owners on the basis that the DISC pricing rules are not arm's-
length.

8. Section 925(b). -- This provision provides rules for com-

missions, rentals, and marginal costing. Although the same lan-
guage is used as appears in the DISC legislation under §994(b),

language should be included to the effect that the rules for
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commissions, rentals, and marginal costing should be the same as
contained in §994 and the Treasury Regulations issued thereunder
as of the date of enactment of the FSC legislation.

9. Section 927(d)(l)(B). =-- This section defines carrying

charges, which are taxed under §921 of the FSC legislation as
effectively connected income, as including any amount in excess
of the price for an immediate cash sale. It is unreasonable to
subject to taxation unstated interest on any terms other than a
cash sale when export transactions commonly have terms of from 60
to 180 days. The §482 standard of 180 days for trade receivables
should be applied in this instance so that no interest income is
attributed to receivables up to 180 days.

10. Section 927(d)(2)(B). -- This section permits grouping of

transactions, to the extent provided in regqulations, for all
purposes under FSC based on product lines or recognized industry
or trade usage. The phrase "to the extent provided in regula-
tions" should be stricken. Thr. ability to group should not be
contingent on the issuance of requlations, which may take several
years, but the Trcasury should be permitted to issue regulations
implementing grouping, just as Treasury is permitted to issue
requlations describing or implementing any other section of the
Code. The basic permission to group based on product lines or
recognized industry or trade usage should not be discretionary

with Treasury.
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" 1l. Section 927(e)(l). -- This section relates to source rules

for related persons and would appear to require parallel calcu-
lations under the DISC pricing rules. Such parallel calculations
are burdensome and should not be required. The meaning of this
section should in any event be clarified.

12. Section 2(b)(l) of the Bill. -- The 100 percent dividends

received deduction applies only to distributions out of earnings
and profits attributable to foreign trade income. This means
that non-foreign trade income is taxed twice - at the FSC level
and at the parent company level. Thus, the provisions act as a
disincentive to an FSC that has supstantial non-foreign trade
income: the extreme case would be the sale of military property,
in which 50 percent of gross receipts would be subject to double
taxation. The easy, and fair, solution would be to tax,only at
the shareholder level and deem that all earnings of an FSC are
distributed as of the close of a year.

13, Section /(b) of the Bill. -- Since the proposed bill ends

the tax year of existing DISC's on 12/31/83, it appears that

existing DISC's will be required to satisfy the assets tests of
§992(a)(1)(B) as of 12/31/83. This can be burdensome where the
DISC is on a fiscal year basis and is not used to qualifying on
12/31/83, and also because it is uncertain when the law will be
enacted. Since the asset qualification tests are in effect being

abandoned anyway by adoption of the FSC legislation, a provision
should be included expressly eliminating the asset qualification

test for DISC's on 12/31/83 if the shareholder uses an FSC

thereafter.
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Senator DANFORTH. Mr. Gerald Howard.

STATEMENT OF GERALD HOWARD, VICE PRESIDENT, TAXES,
SPERRY CORP., NEW YORK, N.Y., ON BEHALF OF THE SEMICON-
DUCTOR INDUSTRY ASSOCIATION, COMPUTER AND BUSINESS
EQUIPMENT MANUFACTURERS ASSOCIATION, SCIENTHIC AP-
PARATUS MAKERS ASSOCIATION, AND AMERICAN ELECTRON-
ICS ASSOCIATION, WASHINGTON, D.C.

Mr. G. HowARrp. Mr. Chairman, my name is Gerald K. Howard. I
am vice president and tax counsel for Sperry Corp. Today I am ap-
pearing on behalf of the high technology electrnnics industry and
its nationwide membership. Their names appear in my written
statement.

The tax treatment of exports is extremely important to this in-
dustry. Twenty percent of the U.S production of this industry is ex-
ported. And the amount of the exports is increasing at the rate of
15 percent a year.

We support the foreign sales corporation provisions. However,
you should be aware that this industry will not benefit from these
provisions. In fact, the tax incentive that we will receive will be 10
to 15 percent less than the tax incentive that we are currently re-
ceiving under the DISC provisions.

With this unintended tax increase in mind for the high technolo-
gy industry, we ask that a DISC rule that has caused us some diffi-
culty in the past be modified or clarified, namely that the defini-
tion of software be revised—excuse me, the definition of qualified
export property be revised to include software. We believe that this
will assist in eliminating the uncertainty that exists in the tax law
concerning software. Not only with respect to export property, but
with respect to investment tax credit and depreciation.

We don’t believe it was intended for the high technology indus-
try to suffer a decrease in the tax incentives that are provided and
we ask that software be included in the definition of export proper-
ty. Thank you.

Senator DANFORTH. Thank you, sir.

[The prepared statement of Gerald Howard follows:]
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STATEMENT OF GERALD K. HOWARD
VICE PRESIDENT, TAX PLANNING - TAX COUNSEL

SPERRY CORPORATION

BEFORE THE SENATE FINANCE COMMITTEE

February 3, 1984
On behalf of:

American Electronics Association

Computer and Business Equipment
Manufacturers Association

Scientific Apparatus Makers Association

Semiconductor Industry Association
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STATEMENT OF GERALD K. HOWARD

Mr. Chairman and honorable representatives, my
name is Gerald K. Howard. I am Vice President of Tax
Planning and Tax Counsel for the Sperry Corporation. Sperry
is a diversified high technology company in the business of
developing, manufacturing and selling information processing
systems and services, defense and aerospace systems, and
specialized farm machinery. The markets we serve are among
the largest in the world.

I am appearing today on behalf of the American
Electronics Association (AEA), the Computer and Business
Equipment Manufacturers Association (CBEMA), the Scientific
Apparatus Makers Association (SAMA), and the Semiconductor
Industry Association (SIA).

AEA is an’association of high technology electronics
companies representing all segments of the electronics
industries. AEA has over 2,300 members nationwide. AEA
companies accounﬁ for 63 percent of the worldwide sales of
U.S.~based electronics companies. Approximately eighty percent
of AEA companies are small businesses employing fewer than
200 people; twelve percent are large companies employing more
than 1,000 people.

‘ CBEMA is an association composed of approximately

42 manufacturers of computer systems, gophisticated business

33-890 O—84—-9
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equipment and other hig;‘technology electronics products.

SAMA is a national trade association representing
this country's manufacturers and distributors of a wide range
of scientific, industrial and medical instruments and equip-
ment. SAMA members.include 180 different companies, many of
which are small or moderate in size. These companies constitute
the bulk of American industry producing research, laboratory,
analytical, electronic test and measurement, and process
measurement and control instruments, as well as a wide range
of laboratory apparatus and equipment.

SIA is the trade association of those electronics
companies which manufacture integrated circuits and other
semiconductor products. These products are the basic building
blocks of most high technology electronics products. SIA has
56 member companies, which have well over $8 billion in sales
of semiconductor products.

Exports are a major business for U.S. hiéh technology
electronics companies. According to the Department of Commerce,
the electronics industry as a whole exported 11.6 percent of -
total U.S. merchandise exports in 1982. High technology
electronics companies are among the fastest growing exporters
from the United States. According to an AEA study, its members

export on average about 20 percent of their total U.S. production
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and their production has been growing at about a 15 percent
average annual rate. Because such a major portion of the
U.S. production of high technology electronics products is
devoted to exports, the tax treatment of exports is extremely

important to this industry.

Overview: Impact of the Proposed Substitution of FSC for DISC

Over the years the current DISC provisions have been
a most effective incentive for small as well as large electronics
companies to begin and expand their export activities. None-
theless, we fully appreciate the concerns of the U.S. Government's
trade representatives in assuring that the U.S. tax treatment
of exports does not constitute a clear violation of our trade
agreements, including the General Agreement on Tariff and
Trade (GATT). As a result, we encourage legislative efforts
to revise the current DISC provisions in order to meet our
trade requirements without increasing the general level of
income taxation applied to export activities. gased on this
view, we support the proposal to replace DISC with Foreign
Sales Corporations (FSCs), along the lines described in S. 1804.
We support the legislation even though it contains
one major disadvantage for high technology electronics companies:
the abandonment of the incremental computation of benefits as

provided under DISC in favor of a flat percentage of combined
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taxable income measurement of benefits causes a significant

tax increase on the export activities of most electronics
companies. Under the FSC proposal, qualifying taxpayers will
generally be permitted to treat as exempt from U.S. tax 17
percent of their combined taxable income attributable to
exports. However, most electronics companies have consistently
received DISC benefits on a larger percentage of their combined
taxable income. Although no definitive data exists for the
industry as a whole, a recent survey of twenty medium and large
electronics companies (which include six of our country's fifty
largest exporters) indicates that the percentage of combined
income of high technology electronics companies eligible for
DISC benefits is close to 20 percent, rather than the 17 percent
permitted under the FSC proposal.

This relatively high level of benefits received by
high technology electronics companies under DISC is attributable
primarily to the fact that the level of exports of these companies
has been growing rapidly, and the computation of DISC benefits on
an incremental basis provides a relatively larger incentive
for growing companies. We recognize that any shift in export
taxation rules, such as the FSC proposal, which limits U.S.
taxation based on foreign economic activity, cannot likely be

computed on an incremental basis. Thus, we do not ask that
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S. 1804 be modified in this respect. However, if electronics
companies generally are required to face a tax increase as

part of any process of replacing in a revenue neutral manner
the current DISC provisions with the provisions of S. 1804,

we do ask that a few of the DISC rules which have caused
significant problems for electronics companies be modified to
make the FSC provisions more workable as applied to these
companies. In particular, we recommend that changes be
included relating to the treatment of software and the so-called
foreign content rule. We also are concerned about various
technical problems relating to the specific provisions of

-S. 1804. Finally, we believe that, perhaps at a later date,
further and more fundamental changes in the treatment of
export income in particular -- and foreign income in general --

should be considered by this Committee.

Changes in the Treatment of Software

Computer software is the end product of what is
perhaps the world's fastest-growing industry. The significance
of this industry to the U.S. balance of payments and the U.S.
job market cannot be over-estimated. The importance of
cbmputer software as an industry is reflected in the following
figures showing worldwide software sales and income revenues

for 1983 and amounts projected for 1988:
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Revenues Percentage
(in millions of §) Increase
1983 1988
Vendor Software (mainly 6,704 23,932 357
by computer manufacturers)
Independent Software .
Companies 8,361 34,868 417
TOTALS 15,065 58,800 390

Source: IDC, Market Industry Research

In spite of its significance to the U.S. and world
economy, the legal and tax treatment of computer software is
today in a state of limbo from a number of points of view.
For example, presently software owners or developers have
little assurance that they will be able to eventually protect
their rights to software since various international legal
conventions (e.g., copyright law, patent law, trademark law,
etc.) all seem inadequate for this purpose. Further, the
status of software f;r many U.S. téx purposes, including the
investment tax credit and ACRS, is uncertain. In a similar
manner the eligibility of software under current DISC provi-
sions (and the proposed FSC provisions of S. 1804) is often
unclear. Software which is "bundled" with hardware (i.e.,

where software and hardware are sold together for a single price)



131

is likely eligible for DISC benefits under present law, and
FSC benefits under S. 1804. However, if a separately stated
price exists for the software, or if software 13 sold to

a customer in a separate transaction, eligibility for DISC
(or FSC) benefits is uncertain -- even where the software is
an integral part of a computer system exported by the same
taxpayer. 1In such cases no valid reason exists for allowing
any ambiguity as to whether the transfer of rights to use
computer software qualifies as "export property" for purposes
of the Foreign Sales Corporation Act.

Other countries are already addressing questions
relating to the tax and legal treatment of software and in
doing so are positioning their companies to obtain a large
and groying share of the software market. For example, the
EEC-sponsored ESPRIT (European Strategic Program for Research
and Information Technology), while scrupulously avoiding
protectionist rhetoric, nevertheless offers European Community
support to companies in this industry in targeted areas. Also,
Japan is presently focusing on the computer industry and
particularly on software development and is offering grants,
incentives, and special educational programs to develop a
technological edge in this area.

In Europe, treatment of software for value added tax

purposes has not yet clearly been resolved. However, several
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EEC countries (e.g., the Federal Republic of Germany, France,
and Belgium) take the positiocn that the sale or licensing of
software is a taxable transaction subject to VAT at the
consumer level. Thus, to the extent that the absence of VAT
on exported property constitutes an indirect export incentive
for these European countries, software exported from Europe
benefits from this incentive to the same extent as does other
eligible property. We should now begin to counterbalance
this effect.

- We do not believe that the fact that computer
software is frequently licensed (rather than sold outright)
to customers should have any particular significance in
determining the eligibility of software for FSC benefits.
Licensing is merely one of many devices used in an attempt
to protect the proprietary interest of the software developed
in the absence of a suitable legal convention to accomplish
this result. The key question then is: Does the right to
use software (either through ownership or through license)
constitute a property right? If so, there is no valid reason
for discriminating against this property (and the industry
which produces it) in establishing the tax treatment of exports.

We urge that the language of S. 1804 or the

accompanying legislative history clearly specify that
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computer software exported from the United States qualifies

as "export property."

Foreign Content Rule

Present DISC rules, proposed in most instances to
be carried forth in the PFSC legislation, spécify that a product
is eligible for DISC benefits only if 50 percent of the fair
market value of the product is attributable to manﬁfacturing
activity within the United States. Under these DISC rules
companies which initially manufacture products in the United
States, ship the products abroad for further manufacturing
and then reship them back to the United States for final
manufacturing and sale can be denied DISC treatment upon the
ultimate export of the products for final sale and use ocutside
of the United States. This result occurs even though 50 percent
of the value of the products when finally exported is in fact
attributable to U.S. manufacturing activity. The cause of
this result is a rule in IRS regulations (reflecting the
legislative history of the 1971 Act which created DISC) which
measures the foreign content of any product by its total value
when it is reshipped to the United States after foreign
. manufacturing rather than by the added value attributable to
the foreign manufacturing after the initial U.S. manufacturing.

In effect, the initial U.S. manufacturing activity is treated
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as foreign rather than U.S. manufacturing activity. We

urge that, as part of its consideration of FSC legislation,
Congress specify in the legislative history that the general
foreign content rule be interpreted so that all U.S. manu-
facturing activity is treated as giving rise to U.S. content

for purposes of the 50 percent requirement.

Related Technical Issues

As presently drafted, the proposed FSC legislation
raises technical issues that need to be clarified in the bill
or its legislative history. We understand that most of these
issues have been covered in the Administration's Technical
Explanation to the bill. We hope to comment on the Technical
Explanation once we have had a chance to review it. However,
there are several areas of particular importance that merit
discussion at this time and may not be covered in the Technical
Explanation.

1. Commission FSC

The proposed legislation is written in terms of a
buy/sell FSC rather than in terms of a commission FSC. The
Secretary is authorized to prescribe regulations "as may be
necessary" for the treatment of a commission FSC.

It is our experience and understanding that most

DISCs are commission DISCs, not buy/sell DISCs, and that most
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taxpayers would wish to establish commission FSCs once
this legislation is enacted. Therefore, the basic rules
applicable to a commission FSC should be contained in the

legislation, rather than being left exclusively to regqulations.

2. Letter of Credit Transactions

The proposed legislation requires that certain
economic processes take place outside the United States by
or on behalf of the FSC. One such activity is the assumption
of credit risk. In actual practice, a seller's credit risk may
be reduced (but not eliminated) if the buyer obtains a letter
of credit from an acceptable bank. Letters of credit are also
used to comply with foreign exchange controls of other countries
and as a means of facilitating transactions in the absence of
adequate credit information from foreign countries. Since a
seller retains some risk even when a buyer obtains a letter of
credit, the FSC legislative history should indicate that the
assumption of risk requirement can be met even when the trans-

action is covered by a letter of credit.

3. Investment Income

The proposed legislation recognizes that a FSC,
as a separate legal entity, may earn investment income. This
income is treated as U.S. source income that is effectively

connected with a permanent establishment within the United
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States. Accordingly, the FSC is subject to current U.S.
taxation on any investment income it earns. However, since
the proposed legislationrprovides a dividends-received
deduction only for distributions of earnings from foreign
trading income, investment income is taxed a second time by
the United States when it is repatriated. Since the PSC is
subject to U.S. taxation on investment income when it is
earned, there is no rearon to deny its parent a dividends-

received deduction when it is repatriated.

_Long-Run Tax Policy Changes

The necessity of considering FSC proposals at this
time relates to the requirements of our trade agreements.
However, at a later date the electronics industry believes a
broader reexamination of the tax treatment of export income,
and the tax treatment of foreign income more generally, is in
order. The current DISC provisions (and, with the changes
described above, the proposed FSC provisions) do provide an
appropriate framework for the taxation of U.S. exports.
However, at the same time existing law Subpart F provisions

provide countervailing disincentives for U.S. exports because

under Subpart F income earned by foreign affiliates from
resale abroad of U.S. exported products is often subject to

current U.S. tax. Examining the continuing rationale behind
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these_;fovisions and considering their modification or
elimination should be made a long-run priority gy this
Committee.

Indeed, an examination of Subpart F as it applies
to export transactions could be made in the context of a
consideration of the broader issues of the application of
Subpart F to all sales transactions and to many other inter-
company transactions. The Subpart F provisions were first
established in the early 1960's, when U.S. companies dominated
many international markets. As applied to current econonmic
competitive conditions, however, the provisions make it more
difficult for U.S. companies to remain competitive and expand
their operations. A thorough reexamination of these provisions

should be undertaken over the long run.

Conclusion

We strongly support the FSC proposal contained in
S. 1804 as a replacement for the current DISC provisions. We
reach this conclusion even though the shift from DISC to FSC
will significantly reduce the overall level of tax benefits
réceived by high technology electronics companies on export
transactions. However, while the FSC legislation is being
considered we believe that issues relating to the eligibility
of software and the foreign content rule should be clarified
in a manner which would make the FSC provisions more workable

as applied to high technology electronics companies.
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Senator DANFORTH. Mr. Reed.

STATEMENT OF ROBERT REED, VICE PRESIDENT, FINANCE,
INTEL CORP., SANTA CLARA, CALIF., ON BEHALF OF HIGH
TECHNOLOGY FSC COALITION

Mr. REep. Thank you, Senator.

My name is Robert Reed. I am vice president of finance for Intel
Corp., a leading manufacturer of semiconductors. Of our 1983 reve-
nue of $1.1 billion, over 30 percent was export sales. I am testifying
today on behalf of High Technology FSC Coalition.

FSC and DISC tax provisions are designed to stimulate U.S. ex-
ports and to provide investment and job creation in the U.S. They
work, and in particular, they work for the high technology indus-
try. At a time when foreign countries are offering high technology
firms substantial financial inducements to take our best jobs
abroad, DISC stands as one of the few financial incentives to
expand within the U.S. There are serious challenges to the U.S.
high technology industry in maintaining international competitive-
ness.

Huge investments are required for R&D and increasingly com-
plex and costly capital equipment. Foreign competition is benefit-
ing from targeted measures of their governments, specifically de-
signed to subsidize high technolgy development. For the U.S. indus-
try to remain competitive and grow, both industry and Govern-
ment must respond to this foreign challenge. Industry will continue
to invest in R&D and capital while Government provides an envi-
ronment where we can compete effectively.

DISC is a step in the right direction. Thank you.

Senator DANFORTH. Gentlemen, thank you very much.

[The prepared statement of Robert Reed follows:]
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STATEMENT OF ROBERT REED, ViCE PRESIDENT, INTEL CORP., ON BEHALF OF THE HIGH
TecHNnoLocy FSC CoavriTioN

Mr. Chairman, my name is Robert Reed. I am Vice President
for Finance of Intel Corporation, headquartered in Santa Clara,
California. 1Intel is a merchant semiconductor manufacturing
company with 1983 sales of $ 1.1 billion.

I am testifying before you today on behalf of the High
Technology FSC Coalition, a newly-formed coalition of companies
whose objective is to draw attention to the importance of the
DISC/FSC tax measures for America's high technology industries.
(A list of member companies is attached.) I am accompanied by
Michael Gadbaw of Verner, Liipfert, Bernhard and McPherson, who
is serving as counsel to our coalition. The message we bring to
your Committee, Mr. Chairman, is that enactm;nt of the Foreign
Sales Corporation tax measures, as a replacement for the current
DISC provisions, is critical to the future competitiveness of the
semiconductor and computer companies that are at the heart of the
U.S. high technology:; industrial sector.

I would like to illustrate this point with some data taken
from the 1981 DISC Report. According to the Department of
Treasury, in 1980, high technology firms accounted for nearly 37
percent of reporting DISCs, and for 37 percent of DISC
receipts. Furthermore, nigh technology companies earned over 56
percent of DISC income in 1980, and accounted for 55 percent of
tax-deferred income.

What these data show is a little known and insufficiently
appreciated fact, namely, that the DISC is one of the few tax

provisions that reduce or mitigate the already disproportionately
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high.effective tax rate applicable to high technology
companies. Without the DISC, U.S. high technology companies
would be further disadvantaged, because they are heavily invested
in relatively short-lived equipment while U.S. tax policy rewards
those with long-lived equipment. A November 1983 study by the
staff of the Joint Committee on Taxation showed that the average
U.S. tax on U.S. income for computer and office equipment
manufacturers for 1980-1982 uaé—is.e percent, while that for
instrument manufacturers was 28.6 percent. Both tax rates were
well above the average for all U.S. companies. See also, High

Technology Tax Policies for the 1980's; A Report of the Ad Hoc

Electronics Tax Group, January 1984.

To understand why high technology companies have such a -
ma jor stake in the future of the DISC -- and the proposals to
replace it with a FSC == I would 1ik% to take a few moments to
talk about 1nternationa1 competition in high technology and the

international competitive challenges we face.

International Competitiveness In High Technology

The importance of international competitiveness in

electronics has beenrwell stated in a recent report of the Office

of Technology Assessment: -

4. The United States can continue to be highly competitive in
electronics and other technologlcally driven *nauatrlea; with
U.S. firme remaining leaders gn Innovation; In International

trade, and in sales and profits at home and abrocad. Not only

is this possible, it is necessary if the United States is to
maintain its standard o ving, its military security, and
if the U.S. economy is to provide well-paying and satisfying
jobs for the Nation's labor force. Electronics is
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indispensible to a broad range of manufacturing and service
functions, from computer-aided design or the structures of
office buildings to the switching of the telephones within
those buildings. Office of Technology Assessment,
International Competitiveness in Electronics, November, 1983.

U.S. high technoloygy companies are doing all they can to
meet the competitive challenges they face. The companies in our
coalition are typical of the industry in that their levels of
research and development substantially exceed all industry
averages with R & D as a percent of sales as high as 20%.
Moreover, they generally pay little or no dividends but rather
reinvest their profits in R & D and capital equipment. At the
same time these companies face increasing demandi for capital to
finance research and development and to pay for ever more complex
and expensive manufacturing equipment. Finally, U.S. high
technology industries pay high effective tax rates (relative to
other manufacturing industries).

High technology companies benefit from DISC provisions
because they are growing rapidly and they are heavily oriented
toward exports. In the semiconductor industry, for example, the
typical company exports over 30% of its sales. High technology
companies generally export a far high percentage of their U.S.
production than dgaa the average U.S. manufacturer. The DISC
provisions offset the competitive advantage which other countries
provide their exporters through such practices as the rebate of
indirect taxes and flexible arms-length pricing rules. Por high
technology companies, the disadvantage inherent in this situation

is compounded by the variety of other measures which foreign

33-890 O—84——10
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countries use to promote their domestic high technology
industries.

The dilemma facing the U.S. industry is that the
international competitive balance may be tipped in favor of
foreign competitors, not by any lack of effort on the part of
U.S. companies, but by the actions of foreign governments in
support of their own industries and the lack of focus of the U.S.
Government on the impact of its own policies on its high

technology industries.

Foreign Government Targeting

All major trade competitors of the United States have in
place policies designed to increase the international
competitiveness of their industriés in particular export
sectors. Foreign governments have, virtually without exception,
focused those targeting policies on their high technology
industries. Those policies, and the adverse consequences they
have in terms of the domestic and foreign market share of U.S.
high tech industries, are by now well-known.

The Japanese Government's coordinated use of R&D
subsidization, government loans, tax relief, preferential
procurement and market protection in an effort to surpass the

U.S. computer and semiconductor industries is a major case in
point. . The Japanese effoEE was focused on achieving superiority
in VLSI, which is critical for the development of computers and
telecommunication equipment. The French government has used

similar measures to promote its computer and telecommunications
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industries. In addition, six industries, including electronics,
machine tqols and biotechnology have been targeted as essential
export sectors through preferential government procurement and
credit. Germany, too, has focused its industrial policies on
high tech industries, and provides currently the highest level of
government support for R&D in the West, supplemented by
preferential procurement and credit. Newly developing countries
are, increasingly, implementing similar programs. The targeting
policies implemented by foreign governments continue to create an
advantage for foreign high tech industries in competition for
export markets.

As part of, or supplemental to, their targeting measures,
foreign~§overnments have structured their taxation systems in
ways aimed at improving the export performance of their
industries. Analysis of such foreign tax measures reveal that
other countries promote exports through tax measures to a greater
extent than does the United States. Japanese corporations are,
for example, able to avoid taxation on a foreign subsidiary's
income as well as on dividends paid to the parent corporation,
while at the same time benefitting from a deduction for
developing overseas markets. Both French and German corporations
are able to retain untaxed the foreign source income of their
foreign subsidiaries, while distributing to shareholders domestic
profit dividends that bear tax credits. 1In the Netherlands and
in Sweden, net losses from foreign branches are deductible, even
though income from those branches is not taxed. U.K.

corporations are able to accumulate untaxed profits overseas, and
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benefit from foreign tax credits, even if the foreign taxes in

question are not paid.

- .
s

The American Response

The response of the U.S. Government to foreign government
targeting should not be to emulate the efforts of our trading
partners. As the Office of Technology Aasessment has pointed
out, "there is no one thing the Federal Government can do that
will make a big difference for the future competitiveness of the
U.S. electronics industry, but there are many specific policy
concerns that deserve attention."™ One of those concerns should
be the future of the DISC provisions.

The DISC has, to d;te, served as an important means of
offsetting in part the export advantages that foreign high
technology industries enjoy as a result of foreign targeting
practices. The DISC has served as a needed incentive for
expansion of U.S. exports, and as an important benefit to all
exporters, Because of the rapid growth and the export
orientation of high tech industries, the DISC -~ oapeciallfaiho
computation of DISC benefits on an incremental basis -~ has been
of particular benefit to those industries. For those industries
considered 'high_technoloqy' in the Treasury's most recent DISC
report, the ratio of DISC receipts to total receipts of the

corresponding U.S. manufacturing induetry.:/ was more than three

* perived from the 1980 IRS Sourcebook of Statistics of Income,
Corporations.
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times that for other U.S. manufacturers.

In order that U.S. high technology companies are able to
continue to compete against their targeted foreign competitors,
it is essential that they continue to benefit from tax provisions
that assist and reward export sales to at least the same extent
as does the DISC. Any legislative substitute for the DISC muat
be carefully tailored in a way that protects the vital concerns
of its predominant beneficiary -- U.S. hiéh tech companies -~ and
in a way that maintains the existing balance of benefits to those
companies.

The proposed Foreign Sales Corporation would substantially
increase the effective tax rate for most high tech companies,
Under the FSC, a maxlmqg of 17 percent of‘taxable income
attributable to export sales would be tax-exempt. Most high tech
companies benefit currently from tax deferral on a significantly
higher percentage of their income. However, the tax increase
under the proposed FSC can, and should, be compensated for by
other changes in the tax structure.

In particular, the FSC should include language clarifying
that computer software qualifies as "export property" for
purposes of the Act. Despite the importance of software to
revente and employment in the U.S. high tech industries, and
despite its substantial contribution to the U.S. balance of
payments, the tax treatment of software is currently unclear.
Other countries have recognized the importance of their software
industries and are using export incentives and other means to

promote them. The FSC offers a needed mechanism for
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counteracting the advantages accruing to U.S. competitors in this
area,

The FSC should, in addition, designate as U.S. content all
content attributable to manufacturing activity within the United
States. U.S. companies are disadvantaged under the DISC when
they send goods abroad for further processing, reimport them, and
then export the finished product. Currently, the total value of
the product when reimported into the United States is considered
foreign content. This inequity should be eliminated under the
new law.

Finally, the FSC must be structured to accommodate the need
of small companies. The U.S. electronics industry in particular
is characterized by a large number of young, dynamic companies
that rely to a significant extent on export sales. It is
critical to the continued vitality of such compénies that new
legislation in no way diminish their incentive to expand export

sales.
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HIGH TECHNOLOGY FSC COALITION

Advanced Micro Devices
Control Data cOrporBtion

Data General Corporation
Digital Equipment Corporation
Hewlett-Packard Corporation
Intel Corporation

NCR Corporation

Sperry Corporation

Senator DANFORTH. You heard Secretary Pearlman’s testimony
with respect to Treasury’s position on expanding this legislation,
particularly to cover services, but I guess the same would apply to
software.

Treasury is very good at coming forth with estimates of the reve-
nue impact of changes in the tax law. Their general position is:
Don’t give up any dollars, and that is the big fight around here—
the deficit, as you know. It has a major effect on trade, and we are
all trying to keep the deficit down. I am sure it is much more diffi-
cult to quantify the effect of changing the law and improving sales,
generating business for American companies, but it would certainly
be helpful if one were considering the bill to have some notion as
to what the effect would be of including services and including soft-
ware.

Is there any way to get a handle on that? Any way to come up
with guesses or numbers as to what the effect would be on sales
abroad?

Mr. G. Howarp. Mr. Chairman, the anticipated revenue from
software with the high technology industry is anticipated to grow
by 390 percent over the next 5 years. And I think the only way
that we can assure that that increase will actually take place is to
provide some incentive for the development of the software and
also for the export of the software.

Senator DANFORTH. Do you, Mr. Howard, have an opinion?

Mr. F. Howarp. We have sent out a questionnaire memorandum
to our membership asking them for specific examples of how the
extension of DISC or FSC or services would improve their exports.
I hope, on the basis of that information, as economists may be able
to massage it, we can demonstrate that there will not be any reve-
nue loss by such extensions. '

Senator DANFORTH. If you can come up with anything, we would
certainly like to hear from you. I would guess that it is the case
that, while services and high tech exports are increasingly impor-
tant to the American economy, they are also increasingly competi-
tive, and targeted by our trading partners oftentimes for their
major growth areas. Your feeling is that, if other countries are
going to be emphasizing this important area, the United States has
to keep up with them. Thank you very much.

Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.



148

Let me ask Mr. Howard and Mr. Reed. Obviously, as you know
from my questions earlier, I am interested in this area. At the
same time, we know we are in a financial bind in the country
when we are spending $200 billion more than we take in, with no
end in sight. So, to do anything that is not revenue neutral—as the
term goes—is difficult. It’s not only difficult, it’s not helpful for the
country. Unless the payoff on the other end is really substantial.
Now, my question to you is, How really important do you view this
measure—your proposal—vis-a-vis, let's say, extending the R&D
tax credit? We have heard from the AEI before, and their testimo-
ny clearly indicated that the No. 1 item on their legislative agenda
was the extension of the R&D tax credit. Is that right?

I know what they said. Do you reflect that?

. Mr. G. Howarb. Yes, I do. .

Senator CHAFEE. ] am putting you on the spot, but we have
really got to know. You come up and testify that you are for it, but
how high is it on your worry list?

I am talking about the FSC.

Mr. G. HowARrp. The FSC is extremely important to the——

Senator CHAFEE. Yes, I realize that the FSC is, but now let’s get
to the extension of the R&D credits as compared to an inclusion of
software in the FSC.

Mr. G. Howarp. We feel that there needs to be an incentive in
the United States to not only spur the development of software but
to give the high technology group an incentive to export it, rather
than maybe go abroad to develop that software.

Senator CHAFEE. I suppose one of the answers is that you are
doing pretty well so far, aren’t you?

Mr. G. HowaARrb. Yes. There is no doubt that the United States as
far as the development of software is the leader. But, obviously, we
have to maintain that lead, and the competition is getting more dif-
ficult and difficult, especially over the last 2 years, we have no-
ticed, in Europe, and not only in Japan.

Senator CHAFEE. What do you say about that?

Mr. HEypE. Our primary mission is simply to enact S. 1804 as it
is. We do support the extension of the provisions to software and to
other services, but we realize that this is a fairly complicated ques-
tion as to the extent that services should be covered and we are not
sure that we can do the spadework in time to put this bill into the
tax bill. Consequently, we would like to see S. 1804 enacted as it is
or with amendments that will be somewhat substantially noncon-
troversial as to coverage, and enact S. 1804, and then look very
closely at services.

Senator CHAFEE. Thank you very much.

Senator DANFORTH. Senator Dole. ) '

Senator DoLE. No, I have no comments. I think Senator Chafee
has touched on it. If we could moderate the strength of the dollar,
that would probably help you more than all these tax subsidies—
they are called incentives in the statements—but they are, in
effect, subsidies. We would like to figure out how to do that. One
way to do that is to reduce the deficit, not to expand it, and I don't
know. You don’t have any estimates including services, right? Cost
estimates? You probably said it would generate money.
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Mr. F. HowaRrp. One study has been done by assistant professor
of economics, Robert Frenstra, at Columbia, and his estimate that
expanding DISC include services would generate an additional $300
to $600 million in exports. And that does not take into account the
additional merchandise exports that would be generated by the in-
creased service exports. His cost estimate is in the area of $60 mil-
lion, but that assumes that it would have an immediate jump into
DISC by all the service industries. I think it is going to take some
time for the service industries to set up their DISC.

Senator DoLe. I think as we massage this a little bit that we
might be able to rearrange the priorities a little—we never know
what might happen.

Senator DANFORTH. Gentlemen, thank you very much.

Mr. Aus, Mr. Overton, Mr. Scott, and Mr. Baldwin.

STATEMENT OF ROBERT AUS, PRESIDENT, ARMCO
INTERNATIONAL SALES, WASHINGTON, D.C.

Mr. Aus. Mr. Chairman. my name is Robert M. Aus, and I am
president of Armco International Sales, a division of Armco, Inc.
The primary responsibility of the division is exporting products of
domestic Armco divisions. We thank you for the opportunity to
appear before this committee.

Armco is actively engaged in export sales, since 1911, and pres-
ently exports products such as specialty steels and fabricated ma-
chinery to more than 80 countries routinely.

Under the DISC legislation, our exports have grown approxi-
mately 15 percent per year until a substantial decline occurred last
year. Armco supports the FSC proposal as a viable DISC alterna-
tive with the exception of the elimination of export receivable fi-
nancing income from the tax exempt classification. Trade financing
is an integral part of such export business. The Federal Govern-
ment has recognized this requirement through various trade fi-
nancing programs of Eximbank.

Most recently, the Eximbank has emphasized its trade financing
support for small export businesses as required by the ETC Act of
1982. Trade financing requirements stem from liquidity problems
in developing countries below market subsidized rates provided by
foreign governments, exposure to maxi devaluations in LDC'’s, long
lead-times for capital projects and normal competitivc factors.
DISC benefits are considered by Armco when product price financ-
ing packages are put together. In fact, our export operating divi-
sion operates at break-even or less without the DISC benefits. Sub-
stf:antial incremental business has been developed due to DISC ben-
efits.

In conclusion, Armco and many smaller exporters would suffer a
decline in incremental sales if partially tax exempt export trade fi-
nancing is eliminated. It has been argued that the FSC proposal as
presented is revenue neutral. Armco contends, however, that the
failure to promote export trade financing will have a negative reve-
nue impact and contribute to the growing trade deficit that
reached a record $66 billion last year.
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For these reasons, we implore the committee to provide in the
proposed FSC legislation a tax incentive for export trade financing
equivalent to that provided by the DISC law. Thank you.

Senator DANFORTH. Thank you, sir.

[The prepared statement of Robert M. Aus follows:]
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STATEMENT
ON
S. 1804--FOREIGN SALES CORP. ACT
BEFORE THE
SENATE FINANCE COMMITTEE
BY

- ROBERT M. AUS
PRESIDENT-ARMCO INTERNATIONAL SALES
ARMCO 1INC.

FEBRUARY 3, 1984

Mr. Chairman, my name is Robert M. Aus. I am
President of Armco International Sales, a division of
Armco Inc. The primary responsibility of the division
is exporting products of domestic Armco divisions. We
thank you for the opportunity to appear before this
committee.

Armco has actively engaged in export sales
since 1911 and presently exports products such as specialty
steels, fabricated steel products, oil field equipment and
other specialty products to more than 80 countries routinely.
Under the DISC legislation our exports have grown
approximately 15% per year until a substantial decline
occurred in 1983.

Armco supports the FSC proposal as a viable
DISC alternative with the exception of the elimination
of export receivable financing income from the tax-exempt

classification.
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Primary reasons for this objection are:
Trade financing is an integral part of much export -
business. (The federal government has already recognized
this requirement through various trade financing programs
of the EXIM Bank. Most recently the EXIM Bank has
emphasized its trade financing support for small
export businesses as required by the Export Trading
Company Act. Subsequent congressional action has
provided 2.7 billion dollars for small businesses.)
U. S. businesses must be competitive not only in price,
quality and delivery but also must be competitive in
the trade finance area.

Armco's export business is mainly in the capital

goods market. The nature of this market is:

Price sensitive due to strong competition from Western
Europe, Japan and Canada.

Most industrialized countries provide export financing
programs below world market rates.

Capital goods are often incorporated into large projects
such as dams, buildings, oil rigs, etc., with long lead
times before pay back. This creates a demand for
financing.

Developing countries lack liquidity in hard currencies,
necessitating longer repayment terms.

Capital goods require direct sales rather than reselling
through related foreign corporations. This is also

characteristic of small exporters.
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e Exposure to maxi-devaluations in LDC's and resultant
rescheduling of obligations.

Due to the nature of Armco's export activity,

Armco has restructured its export operation to achieve
efficiency and utilize the benefits of trade financing

provided by the current DISC law. DISC benefits are considered
when product price/financing packages are put together. 1In
fact, our division operates at breakeven or less without the
DISC benefit. Substantial incremental business has been
developed due to DISC benefits. '

Mr. Chairman, this Committee and the Administration
have consistently emphasized that any DISC substitute should
not only be admissible under the GATT but also provide
equivalent benefits and incentives for U. S. exporters as
the existing DISC legislation. S. 1804 iﬂ its present form
does not meet this test.

In conclusion, Armco and many smaller exporters
would suffer a decline in incremental sales if partially
tax-exempt export trade financing is eliminated.

It has been argued that the FSC proposal as presented
is revenue neutral. Armco contends, however, that the failure
to promote export trade financing will have a negative
revenue impact.

For these reasons, we implore the committee to
provide. in the proposed FSC legislation, a tax incentive
for export trade financing equivalent to that provided by

the DISC law.
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Senator DANFORTH. Mr. Overton.

STATEMENT OF RICHARD A. OVERTON, DIRECTOR OF
CORPORATE TAXES, MONSANTO CO., ST. LOUIS, MO.

Mr. OverTON. Yes, sir, my name is Dick Overton, and I am the
director of the corporate tax department for Monsanto Co.

Monsanto Co. strongly supports Senate bill 1804. Monsanto is a
major multinational chemical company, headquartered in St.
Louis, Mo. In 1982, Monsanto had about $900 million of export
sales representing about 18 percent of ifs total U.S. sales. Monsan-
to export business provides approximately 6,500 U.S. jobs. Monsan-
to believes that business needs an export tax incentive. Monsanto’s
experience is that the DISC impacts export sales principally in two
ways.

First, plant locations. For example, the DISC benefit was a signif-
icant factor in Monsanto’s decision to locate a large agricultural
chemical plant in Fayetteville, N.C. This benefited both the United
States and Monsanto since it resulted in a multimillion dollar in-
vestment in the United States, creating approximately 150 perma-
nent jobs.

It also significantly increased the Federal revenue, even after
taking the DISC benefit into account. And, finally, it substantially
increased local taxes. The second way that we find DISC is helpful
is in sourcing decisions. Monsanto has plants both in the United
States and abroad capable of producing the same products. The
IS)ISC benefit encourages managers to source from the United

tates.

Monsanto believes that the administration’s FSC proposal is
sound. The use of a foreign corporation would result in some dis-
ruption and added cost and increased complexities. However, it is
believed that these problems are manageable. Monsanto has previ-
ously submitted technical comments to Treasury, and we would
hope that any final legislation would take our comments into con-
sideration.

In conclusion, Monsanto believes that an export tax incentive is
essential, that DISC has been effective, and Monsanto believes the
replacement proposal will also be effective. Monsanto is a strong
supporter of this legislation.

Senator DaANrorTH. Thank you, sir.

[The prepared statement of Richard A. Overton follows:]
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STATEMENT OF MONSANTO COMPANY'S POSITION
BY DICK OVERTON BEFORE THE SENATE

FINANCE COMMITTEE ON SENATE BILL 1804

Tax Department for Monsanto Company.

I am appearing to testify in support of S, 1084, which
would replace the present export tax incentive known as a Domestic
International Sales Corporation with a new provision calling for
the creation of a "Foreign Sales Corporation." Monsanto strongly
supports S. 1804. Monsanto Company does have reservations about
certain provisions of the bill and has expressed those concerns to
the Treasury in a letter dated October 26, 1983, a copy of which
is attached. *

Monsanto Company is a major-multinational chemical company
headquartered in St. Louis, Missouri. Monsanto has investments in
166 manufacturing plants, laboratories, and technical centers in 20
nations employing 52,000 people. Monsanto maintains sales offices
or sales agents in 65 foreign countries selling more than 1,000
products in 100 countries. These include chemical, agricultural,
plastic, man-made fiber, and electrcnics products. Monsanto is a
major exporting company, and in 1982 had approximately $903'million
of export sales, representing 18% of Monsanto's total United States

sales,



The U.S. currently suffers from a substantial trade
deficit. Maintaining and increasing U.S. exports is vitally
necessary to reduce the trade deficit. In addition, U. S, ex-
ports are vitally necessary to preserve and increase the number
of U.S. jobs, It is Monsanto's view that business needs an ex-
port tax incentive. While it is true that the level of export
sales is influenced by a numbeéAof factors, including a strong
dollar, we believe taat DISC has increased the level of export
sales. This is borne out in the most recent Treasury Department
report on DISC, which indicates that DISC increased exports in
fiscal 1981 by $7 billion to $11 billion. 1In addition, the recent
study by.Price Waterhouse concludes that the DISC tax incentive
has increased U.S. exports between $1.5 billion and $7 billion,
and further concludes that DISC actually returns $1.24 to the U.S.
Treasury for each dollar of tax incentive provided. Monsanto
agrees with the studies of DISC's effect. While Monsanto cannot
evaluate these studies of all U.S. exporters in detail, Monsanto
can describe the effect of DISC on Monsanto. DISC has clearly
increased Monsanto's export sales.

One reason DISC has increased Monsanto's exports is that
the benefit is reflected in the Monsanto management accounting
system in each unit manager's yearly operating results on which
the manager's performance is evaluated. This ensures that the

DISC benefits are properly considered in management decisions.
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These management decisions can impact the level of export sales

in three ways:

1.

Plant Location Decisions

When Monsanto is deciding where a plant should be located,

the DISC benefit is taken into account. The DISC benefit is

a significant item in making U.S. plaqt sites more desirable

than foreign plant sites. The DISC benefit was a significant

positive factor in Monsanto's decision to locate a large ag-
ricultural chemical plant, for which 80% of the production was
for export, in the United States, Fayetteville, North Carolina,
rather than a foreign location. Several overseas locations,
including Puerto Rico and Belgium, were seriously considered
over an extended period. As a result of this decision, both
the U.S. and Monsanto benefited significantly in the following
ways:

. A new multimillion dollar investment was made in the United
States, creating construction jobs and approximately 150
permanent jobs.

. - Federal tax revenues were increased by many millions each
year by the 3ales of the goods manufactured in the plant,
even after taking the DISC benefits into account.

. Local property taxes were increased by an estimated $500,000
annually, and North Carolina state income taxes will be

increased substantially over a long period.

33-890 O—84—11
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Sourcing Decisions

Monsanto has plants capable of making the same product in

the U.S. and abroad for a number of its products. The sourcing
of foreign markets from U.S. versus foreign plants is a real
planning option for Monsanto managers. The DISC benefit is
important in encouraging managers to source from U.S. plants.

Whether a Product of Marginal Profitability Will Be Exported

at All

In some cases the DISC tax benefit can mean the difference be-
tween a product of low profitability being exported at all.

In depressed market conditions, selling prices are sometimes

so low that a producer cannot recover even the out-of-pocket
expenses., Without the tax incentive, these sales would normally
not occur. Such sales help keep U.S. jobs and reduce the balance
of trade deficit,

From 1971 through 1982 Monsanto increased its export sales

by 565%, which is approximately 400% greater than the rate of in-
crease of our domestic sales. While it is difficult to measure the
number of U.S. jobs created by our export business, one reasonable

method would be to base the number of export jobs on the ratio of

sales as compared with export sales. On this basis, Monsanto's

expcrt jobs increased 93% since 1971 for a total of approximately

6,500 export jobs in 1982.
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Monsanto has related the above to indicate the importance
of the DISC tax benefit to Monsanto's export business. Our interest
in the proposed FSC legislation is based primarily on our belief
that an export tax incentive comparable to DISC is very important
in maintaining and expanding American export business, thereby re-
ducing the trade deficit and keeping and increasing U.S. jobs.

Monsanto supports and commends the Administration in its
effort to provide an export tax incentive which is acceptable under
the General Agreement on Tariffs and Trade {GATT) and which produces
roughly the same tax benefit as DISC. We accept the Administration's
position as to the legal problems of DISC under GATT to the effect
that some change in DISC is necessary. Monsanto believes that the
Administration's FSC proposal is generally sound. The use of a o
foreign corporation would result in some disruption, added cost and
increased complexities in the operation of Monsanto's export business;
however, it is currently believed these are manageable.

Monsanto has some specific concerns with the proposed
legislation which we hope you will consider.

1. Foreign Economic Presence

The proposed legislation requires that certain economic
processes take place outside the U.S. While this may be

necessary to comply with GATT rules, it is very important that
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the new legislation not regquire exporters to move U.S. per-

sonnel to foreign locations. Such moving of U.S. personnel

effects reduction of U.S. jdbs, which defeats one of the

major purposes of the legislation which is to increase U.S.
jobs. Monsanto believes carefully drafted contractual ar-
rangements should provide the needed substance without re-
quiring the relocation of jobs.

Agent Status of Contracting Service Provider

The proposed law provides that the FSC, or. any person acting
under a contract with the FSC, must participate outside the
U.S. in the solicitation, negotiation, or the making of the
contract relating to the export transaction. The question is
whether a person contracting to perform these functions for
the FSC must be an agent of the FSC, or whether a supplier/
distributor contractual relationship will be sufficient. If
the contracting party must be an agent, this will probably
subject the FSC to foreign tax. The foreign tax will often
produce a total tax burden greater than the normal U.S. tax
rate of 46% and thus defeat the purpose of the FSC export
incentive. The contracting party should not be required to

be an agent of the FSC. This should be clarified in the law.
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3. Computation of Taxable Income

The computation of taxable income of the FSC and the related
supplier should be the same as under the DISC legislation.
This is important to prevent disruption and confusion and
also to preserve the validity of the Administration's revenue
estimates. The Administration's proposal appears to do this,
but the language should be clarified by express reference to
the existing rules,

In conclusion, Monsanto believes an export tax incentive
is essential to U.S. exports resulting in the decrease of the
trade deficit and the maintenance of df%?:36531 DISC has been
effective in contributing to these goals. Monsanto believes the
PSC proposal will also be effective in contributing to these goals
and, subject to the concerns mentioned above and in our detailed

techical comments, the FSC proposal should be enacted into law.
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Monsanto

TAX COMATVENT

Monsanto Company

800 N. Linddergh Boulaverd
St. Lours, Missoun 6168
Phone: 314) §94-1000

October 26, 1983

Mr. Alan Granwell
International Tax Counsel
Department of Treasury

3064 Main Treasury

15th & Pennsylvania Ave. N.W.
Washington, D.C. 20220

Dear Mr. Granwell:

The purpose of this letter is to transmit technical comments
on the Reagan Administration's proposed Foreign Sales Corpo-
ration (FSC) legislation.

Monsanto Company is a major multinational chemical companyv
headquartered in St. Louis, Missouri. Monsanto has invest-
ments in 166 manufacturing plants, laboratories, and technica..
centers in 20 nations employing 52,000 people. Monsanto
maintains sales offices or sales agents in 65 foreign coun-
tries selling more than 1,000 products in 100 countries.

These include chemical, agricultural, plastic, man-made fiber,
and electronics products. Monsanto is a major exporting
company, and in 1982 had approximately $900 million of

export sales, representing 187 »f Monsanto's total United
States sales.

Monsanto has always been a strong and consistent supporter
of DISC. ©DISC was a significant positive factor considered
by Monsanto ir. its decision to locate a large agricultural
chemical plant in the United States rather than a foreign
location. Monsanto continues to believe in the necessity
of a tax incentive for exports and is encouraged by the
Administration's proposal for a Foreign Export Sales Corpo-
ration. Because we support passage of the FSC legislation
(with the changes reflected in the technical comments), we
are submitting these comments, which are designed to make
FSC workable and effective in accomplishing its intended
purposes, for your consideration.
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Our comments are as follows. Section numbers refer to sections
of the proposed legislationm.

1.

Participation--§ 924(d) (1) (A)

This subsection requires that the FSC or any person acting
under a contract therewith participate outside the U.S.

in the solicitz.ion, negotiation, or the making of the
contract relating to the export transaction. Many tax-
payers will contract with related incorporated sales sub-
sidiaries to perform solicitation, negotiation, or the
making of the contract for the FSC.” If such foreign sales
subsidiary (the contractee) is required to perform these
functions as an agent of the FSC, the FSC would probably

be subject to tax in the foreign country since the existence
of a dependent agent would almost certainly be considered

a "permanent establishment" in that country. This problem
can be eliminated by defining 'participate’ in such a way
that the contractee need not be an agent of the FSC. Thus,
this section should include a de inition of "participation”
as follows:

"Participation includes situations where such corporation
concracts outside the U.S. with another person to perform
one or more of the enumerated functions, irrespective of
whether the other person is an agent of such corporatiocm.
The other person may be a related party and may subcontract
the performance of the enumerated functions."

It is anticipated that under this provision the FSC would
contract with a foreign sales subsidiary of its parent to
solicit orders for the account of such foreign sales sub-
sidiary, which would in turn be obligated to fill the
orders by purchasing from the FSC. The foreign sales
subsidiary might subcontract this sales solicitation
effort if that is a desirable marketing pattern. Such

a contract would meaningfully relate the sales effort

of the foreign sales subsidiary to the salzs made by the
FSC, but would not involve the FSC in a way which would
invite direct foreign taxation of the FSC.

It is noted that such a contract is entirely reasonable
from a commercial standpoint. The consideration for the
services of the foreign sales subsidiary is its resale
margin or commission, which is paid by the FSC.
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Total Direct Costs--§§924(d) (3) (A)&(B)

These sections define total direct costs and foreign direct
costs. The definition in Subsection (A) includes activities
performed at any location by the FSC or any person acting
under a contract with such FSC. The definition in Sub-
section (B) of foreign direct costs makes no reference to
persons acting under a contract with such FSC. To clarify
this, the 'person acting under a contract with such FSC"
language should be repeated in Subsection (B) or the
definition in Subsection (B) should read, ''total direct
costs as defined in Subsection (A)."

Freight Terms--§ 924(e)(3)

"This provision refers to the cost of transportation from
the time of acquisition by the FSC to the delivery to the
customer. Cost compilation might be affected by the terms
of sale. Under CIF terms (Cost, Insurance, and Freight),
the shipping charges are separately identified on the
invoice and%or related documents. In this instance, it
might be argued that the seller is arranging for insurance
covera%e and freight as agent of the purchaser since the
cost of these items are passed through without markup.

In contrast, under FOB terms (Free on Board), the freight
charges do not appear as separate items on the invoice,
and clearly such costs are borne by the seller on its own
behalf. The inclusion or noninclusion of freight in the
direct costs test should not be dependent upon the formal
terms of sale, since the two terms effect the same economic
result. The actual freight paid by the FSC should be
included irrespective of the terms of sale (CIF or FOB).

Transfer Pricing Rules--§ 925

This section states the transfer pricing rules. This
section should be rewritten such that the transfer pricing
standard is stated to be the arm's length price with the
particular pricing rules being stated as safe haven rules
within the arm's %ength standard. This restatement of

the transfer pricing rules will enhance the position of
the U.S. as to the European GATT parties.
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S. Computation of Combined Taxable Income--§ 925(b)

This provision provides rules for commissions, rentals,
and marginal costing. The same language is used as appears
in the DISC legislation under § 994(b). We agree with the
~—use of the same language. The existing rules for computing
combined taxable income, including marginal costing and
related grouping of transactions, are provided under
§ 994 of the DISC law and regulations issued thereunder.
These rules are complex, but by now users of DISC are
familiar with them. They should not be changed because
change will create unnecessary work for the IRS and for
taxpayers. In addition, changing these rules will render
invalid the basic planning assumption on which the FSC
legislation is based, i.e., that an exemption of 177 of
FSC income (which is computed with reference to combined
taxable income) will be equivalent to the average benefit
now received by DISC users. If the romputation of combined
t;xable income i{s changed, the amount of the benefit will
change.

Accordingly, we believe that the following language should
be added to § 925(b).

"Regulations pertaining to commissions, rentals,
and marginal costing, including related grouping,

_ issued under this section shall be the same as

regulations issued under § 994 as of the date of
enactment of the FSC legislation.”

6. Carrying Charges--§ 927(d) (1) (B)

This section defines carrying charges, which are taxed
under § 921 of the FSC legislation, as effectively
connected income, as including any amount in excess of
the price for an immediate cash sale. We think it
unreasonable to subject to'taxation unstated interest on
any terms other than a cash sale when export transactions
commonly have terms of from 60 to 180 days. We think the
§ 482 standard of 180 days for trade receivables should
be spplied in this instance such that no interest income
is attributed to receivables up to 180 days.
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Grouping--§ 927(d)(2) (B)

This section permits grouping of transactions apparently
for all purposes under FSC based on product lines or
recognized industry or trade usage. We agree with the
grouping concept. Our comments are:

(a) We believe that grouping of transactions is
essential to operation of an FSC without the
unnecessary expense and effort of separate
accounting for each transaction. While we
recognize that the Commissioner should issue
regulations implementing the grouping rules,
we believe the basic permission to group based
on product lines or recognized industry or
trade usage should not be discretionary with
the Commissioner.

(b) Grouping based on product lines or recognized
industry or trade usage 1s more restrictive than
the grouping currently permitted for DISCs under
§ 994 of the Code. Any change in the grouping
rules used for computing combined taxable income
will change existing procedures and will alter
the ultimate benefit to be derived from the FSC
legislation. (See comments on marginal costing
above.) Therefore, an exception should be stated
in § 927(d) (2)(B).

To implement the foregoing, this provision should
read as follows:

"(B)Grouping of transactions. Any provision of
this subpart which, but for this subparagraph,
would be applied on a transaction-by-transaction
basis may be applied by the taxpayer on the basis
of groups of transactions based on product lines
or recognized industry or trade usage. Different
groupings for different purposes are permitted.
Provided, this section is not applicable to the
rules for commissions, rentals, and marginal
costing, which are gove.'ed by § 925(b) of this
legislation and § 994 of the DISC legislation
and the Regulations thereunder."
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Source Rules--§ 927(e) (1)

This section relates to source rules for related persons
and would appear to require parallel calculations under
the DISC pricing rules. Such parallel calculations are
burdensome and should not be required. The meaning of
this-section should be clarified.

Election of Status of FSC--§ 927(f)

This provision requires that an election shall be made
by the FSC any time during the 90-day period immediately
preceding the beginning of its taxable year. Such
election should be permitted to be made within 90 days
after the beginning of the taxable year.

Effective Date and Transition Rules--§ 4

(a) Under § 4 relating to effective date and transition
rules, it appears that DISCs operated after 1/1/84
will not obtain the full benefits as under existing
law. In other words, the bill imposes a 1/1/84
cut-off date which forces taxpayers to gear up to
operate under the FSC by 1/1/84 even if this statute
is enacted late in 1983. It would be better tc
provide at least a 6-month transition period after
the enactment of the bill under which taxpayers
could operate under either a DISC or a FSC and
obtain full benefits (provided, of course, that no
transaction would receive benefits of both the DISC
and the FSC). It is very difficult for taxpayers
to change their operations and accounting procedures
to comply with the FSC law in the short time between
enactment and 1/1/84.

(b) 1If the bill is enacted in 1984, we feel a 6-month
transition period should be used under these
circumstances gs well.

(¢) In addition, since the proposed bill ends the tax
year of existing DISCs on 12/31/83, it appears that
existing DISCs will be required to satisfy the assets
tests of § 992(a)(l)(B) as of 12/31/83. This can be
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burdensome where the DISC 1s on a fiscal year basis
and is not used to qualifying on 12/31/83, and also
because it is uncertain when the law will be enacted.
Since the asset qualification tests are in effect
being abandoned anyway by adogcion of the FSC
legislation, a provision should be included expressly
eliminating the asset qualification test for DISCs

on 12/31/83 1f the shareholder uses an FSC thereafter.

(d) We think the same principle should be used if FSC
is enacted in 1984, i.e., the asset qualification test
for the end of the last year of DISC qualification
should be expressly eliminated.

We commend your efforts to draft and support an alternative to
DISC which will satisfy the objectives of the other parties to
the General Agreement on Trade and Tariffs. We have submitted
c?ese comments to help make the FSC legislation workable and
effective.

Sincer;iy yours,

— O ‘ B "..
,/:;e Avkaﬁfi;;zfﬁ:;:ngi
R. A. Overton

Director
Corporate Taxes

sg

bece: D. S. Brown 1920
R. E. Federer
T. J. Mahler
R. T. Pavlack
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Senator DANFORTH. Mr. Scott.

STATEMENT OF ROBERT T. SCOTT, VICE PRESIDENT, TAXATION,
JOHNSON & JOHNSON, NEW BRUNSWICK, N..

Mr. Scorr. Thank you, Mr. Chairman.

My name is Robert Scott. I am vice president for taxation with
Johnson & Johnson.

We want to thank you for the opportunity to appear before you.
We endorse all of the statements of the public and private wit-
nesses that have been heretofore made on the FSC or the FSC, and
I xﬁould like to just limit our comments briefly on section 2(c) of the
bill.

While that section has no relation to export incentives, nonethe-
less if the section is to remain, we have two suggestions. One would
be with respect to the factoring of foreign receivables. The factor-
ing of receivables by a controlled foreign corporation which arise
from the sale of goods manufactured abroad by another controlled
foreign corporation for ultimate use in consumption abroad does
not—unless the transaction generates subpart F income—have any
connection with the United States.

The income derived by a controlled foreign corporation from fac-
toring this type of income—or this type of receivable—should not
be subjected to current taxation by the Unites States. Now, it is my
understanding that S. 1804 has two objectives.

One is to encourage U.S. exports through the Internal Revenue
Code and the second is to make certain that any change that will
come about does not result in any net revenue loss to the Treasury.

Neither of these objectives would be adversely affected by exclud-
ing from the scope of section 2(c) the receivables from the sale of
goods manufactured abroad by a foreign corporation or for destina-
tion or for consumption abroad. Receivables which arise in base
company transactions should be subjected to subpart F.

It seems to me that there is no reason to defer the U.S. tax on a
sale of goods produced abroad and sold abroad from current U.S.
taxations, but then to impose a current U.S. tax on the factoring
income when a receivable from that sale is discounted, in an other-
wise bona fide commercial transaction. The factoring of this type of
receivable is revenue neutral from the U.S. standpoint, and the
only tax effect is a reduction in the foreign taxes.

Now, I would submit that the reduction of foreign tax through
legitimate commercial means should be encouraged and not dis-
couraged by U.S. tax policy. In the long run, this can only benefit
the U.S. Treasury.

The second item that I have on page 3 of my statement deals

with another way that the committee might consider in providing -

for an additional or a supplemental export incentive. It deals
with—and I won’t go into it—the use of factoring to foster the U.S.
exports. I think it is an intriguing idea and we would be happy to
discuss it with the committee or the staff if you so desire. Thank
you.

Senator DANFORTH. Thank you, sir.

[The prepared statement of Robert T. Scott follows:]
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STATEMENT OF ROBERT T. SCOTT
JOHNSON & JOHNSON
BEFORE THE SENATE COMMITTEE ON FINANCE
FEBRUARY 3, 1984

My name is Robert T. Scott. I am Vice President, Taxation,of
Johnson & Johnson, which is the world's leading manufacturer of health
care products. I am appearing before you today to testify on §.1804,
which would provide for the creation of a foreign sales corporation to
replace the current domestic international sales corporation (DISC)
provisions.

As a matter of national policy, Johnson & Johnson believes sonme
form of income tax incentive for exports is necessary and desirable.
However, I intend to limit my comments primarily to section 2(c) of
$.1804.

Section 2(c) of the bill provides that income earned by a
controlled foreign corporation from factoring receivables purchased
from any related corporation shall be taxed currently by the United
States as subpart F income. This section is completely unrelated to
either the Administration's foreign sales corporation proposal or to
the existing DISC provisions and should be considered separately by
this Committee.

However, if the Committee is to consider section 2(c), the scope
of the section, as currently drafted, is entirely too broad*. The
factoring by a controlled foreign corporation of receivables of
another controlled foreign corporation arising from the sale of goods
manufactured ocoutside the United States destined for use or consumption
outside the United States should be excluded from this provision.

The Factoring Pattern

The typical commercial factoring pattern involves the sale of a
receivable by one corporation at a discount to another corporation.
The liquidity of the selling corporation is immediately improved since
it realizes cash (less the discount) for the receivables which have
been sold. The selling corporation usually is relieved of any risk of
the receivables not being collected in due course. The discount
element of the transaction produces a deductible expense for the
selling corporation. The factor, usually assumes the collection risk,
services the receivable, collects the debt at face and thereby
realizes a profit.

*Income from the factoring of receivables can arise in at least
four different types of sales transactions: (1) a sale by a U.S.
corporation to a domestic customer; (2) a sale by a U.S. corporation
to a foreign customer; (3) a sale by a control.ed foreign corporation
to a domestic customer; and (4) a sale by a ccntrolled foreign
corporation to a foreign customer. Each of these transactions has
different effects on the U.S. economy and should be considered
separately when determining what United States tax treatment should be
accorded the discounting of the receivable arising out of the

transaction.
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Foreign to Foreign Factoring .

The factoring of receivables by a controlled foreign corporation
which arise from the sale of goods manufactured abroad by another
controlled foreign corporation for ultimate use or consumption abroad
does not, unless the transaction generates foreign base company sales
income, have any connection with the United States. The income
derived by a controlled foreign corporation from factoring this type
of receivable should not be subject to current tax by the United
States. :

For example, if a controlled foreign corporation incorporated in
country X sells $1 million of products produced in country X to its
customer, the income earned on that sale will be taxed by the U.S.
only when it is repatriated and a credit will be allowed for any
country X income taxes paid on the sales income. The result should
not be any different if the country X controlled foreign corporation
discounts that receivable arising in such a sale to a related foreign
corporation whether incorporated in country X or elsewhere.

Poreign owned country X competitors of the controlled foreign
corporation will be able to discount their receivables, taking full
advantage of the benefits of factoring, without an additional U.S. tax
burden on the discount income. If country X has no objection to the
factoring, and if the transaction is revenue neutral from the U.S.
standpoint, there is no sound policy reason for imposing a current
United States tax on this particular type of factoring income.

It is my understanding that there are two primary goals of
§.1804: (1) to continue to encourage U.S. exports through the
Internal Revenue Code and (2) to make certain that any change does not
result in a net revenue loss to the United States. Neither of those
objectives would be adversely affected by excluding from the scope of
section 2(c) receivables arising from the sale of goods manufactured
abroad by a foreign corporation for use or consumption outside the
United States (or with respect to receivables arising from services
rendered outside the United States). Receivables which arise from
sales or other transactions which result in base company sales or
service income cculd be included in the category of receivables the
discounting of which would be treated as subpart F inconme.

There is no reason to defer U.S. taxes on the above described sale
of the country X affiliate but then to impose a current U.S..tax on
the factoring income when the receivable from that sale is discounted
with a foreign affiliate in an otherwise bona fide commercial
transaction. The factoring of the receivable is revenue neutral from
the U.S. standpoint. The only tax effect is a reduction in country X
taxes. The reduction of foreign tax through legitimate commercial
means should be encouraged not discouraged by United States tax policy
since, in the long run, this can only benefit the United States

- Tieasury.
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Additional Export Incentive

Under the Administration's proposal in section 2(c), the
discounting of receivables of a U.S. affiliate by a controlled foreign
corporation arising from the sale of goods destined for ultimate use
and consumption in the U.S. would be subpart F inconme.

If this proposal were adopted, an additional export incentive
could be created by allowing a U.S. affiliate, manufacturing goods in
the United States for use or consumption outside the United States, to
discount those export receivables with a controlled foreign
corporation. The discount income realized by the controlled foreign
corporation would not be subpart F income. —0Of course, as set forth
above, the factoring of "foreign to foreign” receivables is U.S.
revenue neutral and should not be treated as subpart F incoxe.

In order to retain the same level of tax incentive provided by the
DISC provisions, a dividend received deduction equal to all, or a
portion of, the permitted discount on export trade receivables could
be provided. A dividends received deduction (or credit) would be
provided to the United States parent of the foreign affiliate
factoring company only with respect to dividends attributable to
income from the factoring of receivables arising in a transaction
involving exports from the United States. All other distributions
from the factoring company would be taxed in the normal course.

Prudent utilization of tax deferral or exemption with respect to
income derived from discounting selected categories of export
receivables should enable the United States to implement a GATT legal
export incentive program which would be revenue neutral. I believe
that this system may be easier to administer for both the Internal
Revenue Service and taxpayers than either the current DISC provisions
or the proposed foreign sales corporation bill. ’

I shall be happy to discuss these proposals with members of the
Committee or appropriate staff members at any time convenient to you.

#3000B
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Senator DANFORTH. Mr. Baldwin.

~—

STATEMENT OF PAUL BALDWIN, VICE CHAIRMAN, GILMAN
PAPER CO., NEW YORK, N.Y, ON BEHALF OF THE AMERICAN

PAPER INSTITUTE

Mr. BaLpbwiIN. Senator, my name is Paul Baldwin. I am vice
chairman of Gilman Paper Co. With me is Alvin Yanofsky, senior
tax attorney, international, of Internaticnal Paper Co., and Mi-
chael M. Abend, director of tax planning and analysis of Gilman
Paper Co.

We are appearing on behalf of the American Paper Institute,
which represents over 165 companies which produce over 80 per-
cent of the pulp and paper manufactured in this country. And we
thank you for the privilege of being able to testify before this com-
mittee.

I am going to submit a statement of the American Paper Insti-
tute, but I will limit myself this morning to a summary of that
statement.

Our industry is aware of the issues raised by our trading part-

ners under the general agreement on tariffs and trade—GATT. Re-
garding the existing DISC tax-based export incentive, in order to
help resolve these issues, our industry supports efforts to design a
viable DISC substitute. The U.S. paper industry has a large
number of DISC's and has an excellent record of export growth
which can be related to DISC.
_ A significant portion of the industry’s participation in foreign
markets is through export. Without a suitable tax-based replace-
ment, both large and small paper companies would have greater
difficulty competing in world markets at a time when our country
needs to increase its exports, particularly in light of significant
U.S. trade deficits.

The American Paper Insitute strongly supports the proposed tax-
based export incentive, but recommends reasonable clarification of
certain key provisions in S. 1804, and certain legislative changes to
facilitate use of that incentive by exporters.

We are particularly concerned with the administrative problems .
and costs faced by the smaller company. We recommend a signifi-
cant increase over the present $2'%. million amount allowable as
foreign trading gross receipts of a small FSC. Furthermore, as
noted in our detailed recommendations, we recommend that an al-
ternative measure of a small DISC be provided, one that is based
on taxable income.

We believe that S. 1804 is GATT compatible, but feel that this
feature should be strengthened even further by adoption of our rec-
ommendation that the FSC not be subject to U.S. tax on a portion
of its income. Shifting taxation to the shareholder level would
strengthen the FSC's foreign presence.

API would be more than willing to work with this committee and
- the Treasury in any way that you would wish. Thank you.

Senator DANFORTH. Gentlemen, thank you very much.

[The prepared statement of Paul Baldwin for the Amerxcan
Paper Institute follows:)

33-8%0 O—84—2
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STATEMENT OF
THE AMERICAN PAPER INSTITUTE
TO THE SENATE FINANCE COMMITTEE, FEBRUARY 3, 1984

My name is Paul Baldwin. 1 am Vice Chairman of Gilman Paper Company . With me
is Alvin Yanofsky, Senior Tax Attorney, International, International Paper Company,
and Michael M, Abend, Director of Tax Planning and Analysis, Gilman Paper Company.
We are appearing on behalf of the American Paper Institute, which represents over 165
companies which produce over 90% of the pulp and paper manufactured in this country.

Our industry is aware of the concerns raised by our trading partners under the General

Agreement on Tariffs and Trade (GATT) regarding the existing DISC tax-based export

incentive. In order to help resolve these issues, our industry supports efforts to design
a viable DISC substitute.

The export potential of U.S. paper companies would suffer without an acceptable DISC
replacement. Several studies have indicated that the European Community, Japan and
other foreign countries currently offer significantly greater incentives to their exporters
than have ever been available to U.S. exporters under the DISC provisions. Moreover,
as you are well aware, the DISC provision itself has been weakened in several tax
measures since DISC was enacted in 1971. The latest revision was contained in the
1982 tax bill which further reduced the DISC benefit by including deferred DISC income
as a tax preference item. But even at this lower tax benefit level DISC has been
effective, and our current problem is development of a DISC substitute which does not
result in any tax increase for exporters. Without a suitable tax-based replacement,
both large and small paper companies would have greater difficulty eompeting in world
markets at 8 time when our country needs to increase its exports.

The U.S. paper industry has an excellent record of export growth which can be related
to use of DISCs by both large and small companies. A significant portion of the
industry's participation in foreign markets is through exports. Between 1972 and 1981,
U.S. exports of pulp, paper, paperboard and converted products increased from $1.1
billion to $4.9 billion. The worldwide recession reduced exports in 1982 to $4.3 billion.

The American Paper Institute strongly supports the proposed tax-based export incentive,
but recommends reasonable clarification of certain key provisions in S. 1804, and certain
legislative changes, to facilitate the use of that incentive by exporters. In a separate
Appendix to this statement we have analyzed the foreign presence issue, and several
other issues as well, and recommended specific approaches.

Our industry representatives appreciate the work of USTR and Treasury in clarifying
the foreign presence requirements, but these and other rules impose a greater compliance
burden on both large and small exporters than the current DISC provisions, Nevertheless,
our member companies support this legislation and are prepared to meet its requirements.

In addition to the items outlined in this attachment, we want to express particular
concern with the administrative problems and costs faced by smaller companies. Two
suggestions would be to significantly increasee present $2,500,000 amount allowable as
foreign trading gross receipts of a small FSC and to provide an alternative measure of
a small FSC on the basis of taxable income. In any case, however, attention should
be devoted to easing the compliance and cost burden on small companies, in order to
permit these companies to realize their full export growth potential,
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In conelusion, 1 would like to offer one final comment on the broad issue of GATT
compatibility.

We believe that S. 1804 is GATT compatible, but feel that this feature would be
strengthened even further by adoption of our recommendation that the FSC not be
subject to U.S, tax on a portion of its income. Eliminating this requirement and shifting
taxation to the shareholder level would provide the FSC with a strong foreign presence.

Our final broad recommendation refers to effective and appropriate implementation of
this legislation. It is essential that Committee Report language clarify and/or explain
legislative language so that Treasury regulations properly reflect Congressional intent
in all areas. -

We thank you very much for this opportunity to present our views. Our detailed
recommendations are contained in the attached Appendix.
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APPENDIX
STATEMENT OF

THE_AMERICAN PAPER INSTITUTE

TO_THE SENATE FINANCE COMMITTER

FEBRUARY 3, 1984

‘

API strongly supports the proposed tax-based export incentive, but recommends
reasonable clarification of certain key provisions in S, 1804, and certain legislative
changes, to facilitate the use of this incentive by exporters,

Our analysis of this proposed legislation raises certain concerns. Listed below are
the major issues, and recommended specific approaches to deal with these problems.
Items 2 A-D would require appropriate legislative amendments.

1

A,

Requirement That Economic Processes Take Place Outside The U.S, -
Reasonable Clarification Needed

In order for export businesses to utilize the FSC incentive there needs to
be reasonable interpretation of terms used in these paragraphs. Good
progress has been made by the Administration in clarifying such terms as
"making of contract," "advertising" and "sales promotion." It is essential,
however, that such interpretation be confirmed in the Committee Report
so that subsequent regulations will properly reflect Congressional intent.
Definitions that focus on the required form of the transactions and provide
safe harbor tests should be contained in the Committee Report, where the
legislation is ambiguous, These tests must place emphasis on the technical
aspects of the transactions. Examples of these would be:

a) Formal acceptance of orders satisfy the "making of contract"
requirement,

b} only formal meetings need be taken into account in satisfying the
"foreign meetings of the Board of Directors and shareholders"

requirement, and

c) written authorizations provided to foreign board members or officers
should be considered foreign actions:

Further, since it is required that the FSC incur a certain percentage of
various costs, it is essential that the types of includable costs be clearly
defined so that the total (the denominators of the fraction) can be
determined with certainty.

Pricing Regulations

FSC transfer pricing rules should include all rules contained in the existing
DISC pricing regulations, including but not limited to marginal costing and

grouping.



2.

C.

177

Commission FSC

Clarification is required as to how an FSC will operate in the case of a
commission FSC,

PROPOSED AMENDMENTS

A.

U.S. Taxation of FSC Income

The FSC is not subject to U.S. tax on exempt foreign trade incofe. The
FSC is, however, subject to tax on foreign trade income other than exempt
foreign trade income and also on dividends, interest, royalties and_other
investment income. The shareholders of the FSC are allowed a 100%
dividend exclusion on exempt and ron-exempt foreign trading income, but
not on investment or other income.

A better approach would be to treat the FSC as not subject to any U.S.
taxation. As is the case with DISC, taxation would only be at the shareholder
level. The dividend exclusion could be adjusted to arrive at a "revenue
neutral” position (as, for instance, the proposal contained in Boren, S. 28).
This would allow an offset for any parent company losses, which is currently
available as an offset to distributions from a DISC. Although FSC dividends
could be deemed to its shareholders, we recommend that this not be
accomplished through the "Subpart F" provisions of the Internal Revenue
Code., To avoid the complexities of "Subpart F" we suggest that the FSC
deemed distribution requirements be established in a separate new Section
(sucl' as was established for the DISC; e.g., See. 995).

In this case, the shareholders would file an information return on behalf
of the FSC but the FSC would be relieved from all other U.S. tax return
and tax payment requirements. The principal shareholder of the FSC could
be required to maintain coinplete books and records of the FSC at a location
in the United States. -

One of the objectives of the DISC replacement legislation is to make the
replacement (FSC) GATT compatible, This is accomplished by giving the
PSC a foreign presence, We feel that requiring the FSC to be subject to
U.S. tax on a portion of its income weakens the FSC's foreign presence
position. On the other hand, if the taxation is shifted to the shareholder
level, the foreign presence argument is strengthened.

Taxable Year Requirement

The bill includes a requirement that the FSC adopt the same taxable year
as its largest shareholder. The present DISC rules do not include this
requirement and we see no reason for the FSC to be under a more restrictive
rule. We believe that allowing a FSC the same freedom of selecting a
taxable year as other foreign corporations strengthens its foreign presence
posture.,
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C. Transitional Rule - Eliminate Qualified Assets Test

As the transition rules for elimination of DISC now specify in this proposal,

all DISCs will cease to exist on December 31, 1984. This provision applies

not only to calendar year DISCs, whose fiscal years would ordinarily end

on this date, but also to fiscal year DISCs, whose year-ends ordinarily would

not fall on December 31. As a result, a great many more DISCs will be- -
required to meet the 95% assets test on December 31, 1984, and the supply

of PEFco obligations may very well be insufficient to meet the total demand

of the DISC community. Some DISCs, perhaps many, will be unable to
purchase the PEFco obligations needed to qualify their balance sheets, with
consequential loss of qualified status.

In order to prevent this unfair and unintended consequence, it is
recommended that the qualified assets test be eliminated for all DISCs,
effective December 31, 1984, Other tests, such as the qualified receipts
test, will suffice to insure that DISCs remain qualified at December 31, 1984.

An alternative approach would be to allow fiscal year DISCs to continue
until the end of the fiscal year ending after December 31, 1984.

D. Need for a Phase-in Period.

This proposal would require most exporters to establish a foreign office by
its effective date. Setting up this office would require decisions as to
staffing, location, and functions and would represent a significant
modification to most exporters' operations.

To afford exporters an opportunity to establish this office in a reasonable
manner, it is recommended that the proposal provide for a period of at
least one year after its enactment during which the taxpayer would qualify
for the benefits of the proposal without having to meet the foreign presence
requirements,
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PROPOSED AMENDMENTS

2. A. (1) EXAMPLE - FSC WITH NO INVESTMENT INCOME

Administration Alternative
Bill (FSC Subject (FSC Not Subject
to U.S. Tax) to U.S. Tax)
Export Taxable Income $1,000 $1,000
~ Allocable to FSC @23% T30 230
Exemption (17/23 x 230) 170 -
Net Subject to U.S. Tax 60 -
U.S. Tax @Q46% 28 -
Earnings and Profits 202 230
Dividend Deduction(100%) 202 (74%) __ 170
Taxable to Shareholders - 60
U. 8. Tax on Shareholders Q46% $ - $ 28
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2. A. (2) EXAMPLE - FSC WITH INVESTMENT INCOME

Export Taxable Income
Allocable to FSC @23%

Other Non-Foreign Trading Income
{Interest, Dividends, etec.)

Total FSC Taxable Income

Exemption (17/23 x 230)

Net Subject to U.S, Tax

U. S. Tax @46%

Earnings and Profits

Dividend Deduction (170 + 60 - 28)
Taxable to Shareholders

U. S. Tax on Shareholders @Q46%

Administration '
Bill (FSC Subject
To U. S. Tax)

330

170
160
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Senator DANFORTH. Very good testimony. I take it all of you be-
lieve that some sort of tax program—FSC or DISC is essential in
doing business in the world market today, that tax policy certainly
affects the ability of people in other countries to export their prod-
ucts and that the United States has to be competitive and have
some program, whether a continuation of the DISC, or whether it
is this new program.

Senator CHAFEE. Senator Dole.
Senator DoLE. I didn’t get that comment about gross receipts or
taxable income. I am trying to find it in your statement.

Mr. BALDWIN. Are you speaking to me, sir?

Senator DoLE. Yes.

Mr. BALDWIN. It is not in my statement. We added that later in
the summary.

Senator DoLE. Now, I don’t know that I quite understand that.

Mr. BaALbwiIN. What we are saying is that there are two possibili-
ties. One is the sales—$2'2 million limit for small DISC's. The
other alternative position would be to use a taxable income on the
small DISC’s rather than a $2%2 million in sales. That is an alter-
native. Determining whether or not this is a small DISC or a large
one.

Senator DoLE. Some, I think—chemical and paper—have a very
low tax rate—almost a negative tax rate. We did a study on who
pays taxes in America, and the chemical and paper industry were
way at the bottom.

his must have been based on low earnings.

Mr. BaLpwiN. I think that is somewhat reflective of the poor
earnings we had. It is fairly long term, but again, I believe in the
program. We are i‘ust trying to figure it out.

And again, as I understand it, most of the benefits of this pro-

am go to about 70 companies, and it is an expensive program
rom the point of view of revenue loss, so we need to be very care-
ful in what we do.

Former Senator Mondale, voting against it in 1971. [Laughter.]

Senator DANFORTH. Senator Symms?

Senator Symms. Thank you, Mr. Chairman, and I want to thank
you for holding these hearings today. As you know, I am a cospon-
sor of 1804. I would just like to ask unanimous consent to insert in
the record my remarks that I would have made had I been here at
the opening part, and I might just say to our chairman, Senator
Dole, that this subject was discussed at great length upstairs in the
Budget Committee earlier this morning by Senator Metzenbaum
with Secretary Regan.

And the way it finally ended was that Senator Metzenbaum
wanted the {13'% billion for the Treasury, and Secretary Regan
asked him if he was willing to take the responsibility for having
the balance of trade deficit get-worse if we had to ask all those
companies to fold their tents and come home. And Senator Metz-
enbaum then decided to go on and ask another question. So, that’s
where it was ended. [Laughter.]

Senator SymMms. I know the question I want to ask should be
asked to the next group of witnesses, and I will ask them but, in
view of the fact that some of you don’t represent what are normal-
ly called smaller companies, maybe I didn’t quite understand what

4
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you were discussing with Senator Dole, but it was my understand-
ing that under the old DISC provision, a small company could re-
ceive an interest free loan up to 40 percent or some such matter.
And they can't do that now?

How is a small company going to take advantage of this advan-
tage of this without some changes?

Mr. BaLpwiIN. I am only speaking for paper, but I would say that
we have specifically pointed out that we feel that there should be a
significant increase over the present $2% million limit.

Senator Symms. Excuse me, but would you agree that maybe
there should be some adjustments in the way we have this bill
presently written, so that they could at least have the same advan-
tage that they had in the past DISC?

Mr. BaLDwWIN. Yes

Senator SymMmms. And those of you from larger companies? Do you
agree with that?

Mr. BALDWIN. Yes.

Senator Symms. OK. Thank you. Thank you, Mr. Chairman.

Senator DANFORTH. Gentlemen, thank you very much.

The next panel is Mr. Katz, Mr. Roush, and Mr. Mirabito.

Mr. Katz.

S’FATEMENT OF JULIUS KATZ, MEMBER, AMERICAN
ASSOCIATION OF EXPORTERS AND IMPORTERS, NEW YORK, N.Y.

Mr. Katz. Thank you, Mr. Chairman.

My name is Julius Katz. I am chairman of Donaldson, Lufkin, &
Jenrette ACLI Futures, Inc., a commodity futures broker. The com-
pany is a subsidiary of ACLI International, Inc., a major interna-
tional commodities trading firm.

A sister company of our group is a major independent exporter
of fertilizers and agricultural chemicals and maintains an existing
“group. I am appearing here today on behalf of the American Asso-
ciation of Exporters and Importers.

With 1,400 U.S. company members nationwide engaged in the
export, import, and distribution of goods and services worldwide,
nearly half of the association’s members are exporters. A large pro-
portion of these exporters are small- and medium-sized companies.
Still others are now—just now—launching export activities.

The association believes that the DISC program provides an im-
portant aid to exporters and opposes elimination of the program’s
benefits. The association supports the administration’s good faith
efforts to devise a satisfactory alternative which would meet the
needs of U.S. exporters and resolve the dispute with some of our
trading partners in the GATT. In introducing S. 1804, the Adminis-
tration stated its intention to maintain the financial incentives of a
DISC like substitute to maintain exporter use to avoid any tax in-
creases for exporters and to insure that the FSC would continue to
be usable by small businesses in particular.

AAE] fully supports these goals, but we believe, however, that
the legislation as presently drafted falls short of meeting them in a
number of areas, particularly and most critically as regards small-
and medium-sized companies.
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To correct these deficiencies, the association recommends that
the committee make the following changes in the bill. The small
FSC option should be expanded to allow businesses with up to $10
million in foreign trading gross receipts to take full advantage of
this option for a transitional period of 5 years during which time
the definition of a small FSC would be phased down to $5 million.

The qualified assets requirement of the DISC option should be
eliminated to permit flexibility in corporate allocation of resources.
This is particularly critical for small exporters and new-to-export
firms.

The relationship between joint FSC’s and the Commerce Depart-
ment—ocertified export trading companies may need clarification if
export trading companies are expected to organize joint FSC's for
other companies. Antitrust protection now available to export trad-
ing companies’ shareholders does not extend to their suppliers. A
new certification procedure may need to be drawn up.

The factoring of receivables provides an important source of fi-
nancing for many domestic and multinational companies, and sec-
tion 2(c) would make it more difficult for American and multina-
tionals to finance U.S. exports. We believe that the inclusion of the
factoring provision is inappropriate if the bill is intended to pro-
mote U.S. exports.

My full statement provides an explanatlon of these proposals.
Thank you, Mr. Chairman. I would be pleased to answer any ques-
tion that members of the committee may have.

Senator DaNFoORTH. Thank you, sir.

[The prepared statement of Julius Katz follows:]
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TESTIMONY OF THE AMERICAN ASSOCIATION OF EXPORTERS AND IMPORTERS—HEARING
ON THE FOREIGN SALES CORPORATION AcT (S. 1804) PRESENTED BY JuLlus KaTz

Mr . Chairman, members of the Committee:

The American Association of Exporters and Importers {AAEI) welcomes
this opportunity to share our concerns about the Administration's proposal to
replace the DISC Program with a new Foreign Sales Corporation Frogram and to
offer recommendations to ensﬁre that any alternative meets the needs of U.S.

exporters, both larqe and small,

My name is Julius Katz, I am Chairman of Nonaldson, Lufkin & Jenrette
ACLI Futures Inc. This company is a commodities future broker. It 1s a
suhsidiary of ACLI International Incorporated, a major international
commodities trading company. A sister company of our group is a major
independant exporter of fertilizers and agricultural chemicals and maintains

and existing DISC,

1 am appearing today as a member of>AAEI‘s Export Committee and its
Executive Committee. As a former Assistant Secretary of State for Economic
and Business Affairs, 1 am personally interested in the international trade
and domestic economic aspects of the legislation before this Committee. I
believe they are also a matter of critical importance to the nation as a

whole.
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With 1,400 U.S.-cqmpany members nationwide engaged in the export,
fmport and distribution of qoods and services worldwide, nearly half of AAEI's
members are exporters. A large proportion of these exporters are small and
medfum-sized companies, Still others are just now launching export

activities.

AREl belfeves that the NISC Program provides an important aid to U.S.
exporters who must compete in the international marketplace with foreign
competitors who enjoy the benefit of taxation systems which are more favorable

to exporting than is the American system.

AAE] oppo'ses elimination of the Program's benefits. AAE] supports the
Administration’'s good faith effort to devise a satisfactory alternative which
will meet the needs of U.S. exporters and resolve the dispute with some of our

trading partners {n the General Agreement on Tariffs and Trade.

In introducing S, 1804, the Administration stated its intention to
maintain the financial incentives of a DISC-1ike substitute to maintain
exporter use; to avoid any tax increases for exporters; and to ensure that the
Forefgn Sales Corporation (or FSC) would continue to be usable by small

businesses in particular.,

AAED fully supports these goals. We helieve, however, that S. 1804,
as it is presently drafted, falls short of meeting them in a number of areas,

particularly and mst critically as reqards small and medium-sized companies.
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To correct these difficiencies, AAE] recommends that the Committee make

the following changes in S. 1804:

The "Small FSC" option should to expanded to allow businesses with up
to $10 million in foreign trading gross receipts to take full
advantage of this option for a transitinnal period of five years,
during which time the definition-of a “Small FSC" would be phased
down to $5 million., This approach would give those small businesses
with more than $2.5 million in foreign sales the time they need to

comply with the fuller FSC foreign activity requirements.

The “qualified assets”" requirements of the DISC option should be
eliminated to permit flexibility in corporate allocation of
resources. This is particularly critical for small exporters and

new-to-export firms,

. The relationship between "Joint FSCs" and Conmmerce Department --—
certified Export Trading Companies may need clarification if ETC's
are expected to organize joint FSCs for other companies. Antitrust
protections, now available to ETC shareholders, do not extend to
their suppliers. A new certification procedure may need _t; be

drawn up,
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“Factoring" of receivables provides an important source of financing
for many domestic and multinational companies. Capital earned by the
U.S. parent may be used to finance further exports. Section 2(c) of
S. 1804 would alter the tax treatment of income earned by a foreign
subsidiary which purchases the receivables of a related company, such
that a U.S, parent company would be taxed currently on its income even
if it is not distributed to the parent. As Section 2(c) would make it
more difficult for American multinationals to finance U.S. exports, we
believe its inclusion ts fnappropriate in a bill intended to promote

1.S. exports.

Thank you, M. Chairman. 1 would be pleased to try to answer any

questions the Committee may have.

Senator DAN¥ORTH. Mr. Roush.

STATEMENT OF MICHAEL ROUSH, LEGISLATIVE REPRESENTA-
TIVE, NATIONAL FEDERATION OF INDEPENDENT BUSINESS,

WASHINGTON, D.C.

Mr. RousH. Yes, Mr. Chairman. I am the Legislative Representa-
tive for the National Federation of Independent Business. In gener- '
al, NFIB supports the proposal as the administration has worked it
out. I will restrict my comments to four concerns that we have
\};vith it, the first two of which could be taken care of in legislative

istory.

The second two—perhaps at some point in the future—would
- need statutory changes. First is that the offshore presence test
needs to be as simple and as uncomplicated as possible. As I say, in
legislative history, that could perhaps be discussed.

The second thing that legislative history could perhaps discuss is
the area of the multiple ownership of an FSC concept that is per-
haps the most potentially valuable part~of the proposal, but it
needs to be filled out a little more. In the Treasury explanation of

the bill that was suggested this area is not very well discussed, and

- again, perhaps legislative history could discuss it at more length,
pAarticularly how it is to dovetail with the Export Frading Company
ct.

The second two proposals—the second group—the third and the
fourth concerns we have are dealing with the foreign trade in gross
receipts threshold level of 2% million.

We believe at some point it might be necessary to look at raising
that, and the fourth concern is that we also, as other witnesses
have said, think that at some point it should be looked at to
expand the concept to service companies and computer companies.

Those last two are real concerns, but why I say possible future
statutory language is that to the extent that either of them or both
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of them together could be shown to substantially increase the loss
to the Treasury, we would not support them at this time.

Senator DaANFORTH. Thank you, sir.

[The prepared statement of Michael O. Roush follows:]
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* National Federation
of Independent Business

The Cuardan of Small Business.

STATEMENT OF

MICHAEL O. ROUSH - *ﬁ -
LEGISLATIVE REPRESENTATIVE ~

NATIONAL FEDERATION OF INDEPENDENT BUSINESS

Before: Senate Finance Committee
Subject: S. 1804, The Foreign Sales Corporation Act of 1983
Date: February 3, 1984 -

My name is Michael Roush, Legislative Representative for the
National Federation of Independent Business (NFIB). On behalf of the
more than 560,000 members of the NFIB, 1 appreciate the opportunity

to comment on S. 1804, the Foreign Sales Corporation Act of 1983.

\
Since 1971, the Internal Revenue Code has provided a special tax

incentive for exporters through its Domestic International Sales
Corporation (DISC) provisions. This incentive permits an exporter
to defer indefinitely payment of Federal taxes on a portion of the
firm's export income, thereby providing exporters with an incentive

_to increasevexpOtc-related activities. Through the DISC incentives,
Congress had hoped to stimulate export activities and reduce our
balance of trade deficit while simultaneously increasing .eaployment
in export related activities. .

B inand . .
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In 1971, as now, our domestic economy suffered from a deficit in
our balance of trade accounts, and it was hoped that the DISC
incentives would spur American investment into exports. The DISC
rules were initially designed to equalize treatment with our foreign

trading partners whose exports are directly subsidized.

S. 1804 proposes a replacement of the DISC tax incentive with a
new concept entitled the Foreign Sales Corporation (FSC). The FSC
will be an incentive proposal much the same as DISC, but will also
be compatible with our treaty obligations under the General

Agreement on Tariffs and Trades (GATT).

Recently released statistics by the U.S. Department of Treasury
provide an {llustration of the extent to which small exporters
utilized the DISC incentives. The data reveals that 48% of all DISC
returns filed were companies with less than $5 million in assets.

Additionally, 307 of all DISCs were owned by small corporations.

While many small firms utilized DISC, many other small exporters
declined to take advantage of DISC. 1In a non-sclentific phone
survey of exporters, several reasons were given for the limited use
of DISC. They include: {insufficlent dollar amounts in repeat
export activity to warrant establishing a separate DISC subsidiary;
technical concerns about how a DISC owner would repatriate

tax-deferred dollars, the major incentive provided by the DISC

-2 -
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rules; and the complex reporting requirementa and qualifications for

maintaining a DISC.

Why DISC only partially succeeded in inczeasing the exports of
small business is a question worth exploring at this time. If the
Foreign Sales Corporation (FSC) proposal {s to succeed in its
purpose. i.e. stimulating exports, the needs of small exporters and

\
potential exporters need to be considered carefully.

S. 1804 proposes a dramatically revised and simplified incentive
for exporters, both large and small. The FSC provisions will allow
a permanent tax deferral on export earnings because the FSC will be
incorporated and located outside the United States. Locating the
FSC outside of the United States means that the FSC earnings are not
taxable in the United States. Further, any dividends distributed to
FSC shareholders will not be taxable {f certain requirements are met

for export revenues.

In general, revenues will qualify as FSC receipts if certain
minimum foreign presence tests and certain economic processes take
place outside of the United States. FSC income would be determined
by use of an arm's length pricing method, which {8 required by Gatt

rules and the IRC.

Large exporters will probably find this new proposal

substantially in line with their present method of operations and
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will find very few probleas in adapcing(éo the FSC methodology.
However, small exporters need to be concerned over how they will
comply with the FSC rules and with the foreign presence requirements

within FSC.

8. 1804 presents three options for the smell exporter. The
first option s eligible to exporters with $10 million or less in
export receipts; that is to continue to use the DISC rules, with one
modification. DISC earnings need not be distributed to shareholders,
thereby granting a permanent deferral on total DISC earnings. If
this option is chosen, the Federal government will assess an interest
charge on the tax deferral each year on a cumulative basis. This
option i{s probably the least attractive one to small exporters, who
would still be saddled with DISC and would not have the FSC tax

incentives.

The second option 1is available to firms with less than $2.5
million in export receipts. Under a simplified FSC arrangement, the
small exporter would not have to perform economic activities outside
the United States. However, a small FSC would still have to satisfy
the requirements for foreign incorporation, would need to maintain
an offshore office with appropriate accounting records, and maintain

a director to reside abroad.

The specific details on the exact degree of foreign presence

which would be requized of a small exporter have yet to be defined.

-4 -
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These details are crucial if this proposal is to be conaidered
attractive by small expozt;is. Pending release of these details,
NFIB will withhold its unconditional endorsement of this propoasal
because the fine details may make a substantial difference in how a
proposal of this type could be utilized. If growth in the number of
small exporters and growth in export receipts is desirable public
policy, it is in everyone's interest to insure that small exporters
face as few legal and tax battles as possible in utilizing this new

tax idea.

Another point worth reviewing is the question of where one draws
the line between large and small exporters. Currently the
distinction {s made at $2.5 million in export receipts. The 1980
Treasury statistics revealed that exporters with $5 million in
assets generated only about 5% of DISC income. Further study should
be done to determine whether the level of $2.5 million is high
enough to be a sufficient incentive to export. Perhaps the export
receipts level needs to be raised to $5 million for purposes of a
small FSC designation, because it may require a fairly large exporter

to comply with the foreign presence and economic processes tests.

A third provision of S. 1804 which I consider vefy innovative and
possibly crucial to growth of small business exports is the proposal
to allow multiple ownership of a FSC. This would allow the
occasional exporter and the very small volume exporter to participate

in the FSC tax benefits. With little up front investment in money
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and material required, small exporters may find this concept
attractive, and the Commerce Department will be able to piggyback
this concept onto the export trading company rules as an incentive

to potential small exporters.

Summatr

The FSC proposal eliminates many of the problems small exporters
found with DISC., 1In designing the new FSC proposal, however,
Congress must be careful to avold complication of off-shore presence
teats which will have the undesirable ilmpact of curbing exporés. To
provide incentives for small exporters, the foreign presence tests
need to be as ahbreviated as possible and to carry a revenue limit
which will ensure that only mature firms need qualify for add'tional

foreign presence tests.

The multiple FSC concept, based loosely on the Export Trading
Company model, could be the most useful provisions in S. 1804 for
new and small exporters. This new concept in exporting may be the

wedge we are seeking to expand the growth in exports by small firms.

Mr. Chairman, as you can see, it would not require very dramatic
changes to the Adainistration's proposal to ensure that FSC benefits
are made available to small exporters. With these three concerns
properly addressed, NFIB members would feel very comfortable

supporting S. 1804, the Foreign Sales Corporation Act of 1983.
128T
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Senator DANFORTH. Mr. Mirabito.

STATEMENT OF JASON MIRABITO, ESQ., BOSTON, MASS., ON
BEHALF OF SMALL BUSINESS UNITED

Mr. MiraBiTo. Thank you. I am Jason Mirabito. I am an attorney
and professor of law at Suffolk University, Boston, Mass.

I appear before you on behalf of SBU—Small Business United—
and SBANE—the Small Business Association of New England.
Much activity in the past has focused on U.S. exports, particularly
those exports of small companies, including the SBA small export
program, ETC legislation, and Eximbank.

The FSC is another important piece of legislation which I think
we have to consider. I have a statement which I wish to have en-
tered for the record, and I would like to make now several points
drawn from that statement.

The first point is our belief that FSC benefits should be extended
to service companies. Under the GATT, I believe it is permissible to
extend DISC or FSC benefits to service companies, and this indus-
try is particularly important in New England. Service companies
are growing at a fast rate and their overseas business is likewise
increasing at a fast rate.

The second point is a point that was made earlier by others. Ex-
ports of software should be entitled to DISC benefits. Another large
industry and an industry made up of small businesses in Massa-
chusetts and in New England in general is the computer software
industry. Under present legislation, it is unclear whether computer
software is entitled under DISC benefits. Arguably, the Service
may take a position that it is not so entitled if it takes the same
approach with respect to the definition of intangible property
under DISC that is already used with respect to the investment tax
credit for unbundled software.

Either legislative change or some clarification, I believe, is neces-
sary.

Third point. I believe the $2.5 million ceiling for small DISC's is
inadequate. I believe that the ceiling should be raised to $10 mil-
lion at least, to encompass the large number of DISC’s, the 85 per-
cent of the DISC’s, which earn less than $10 million. I think a
fourth point is that the interest charge on small DISC’s provided in
the bill should be decreased. I believe there is no requirement
under the GATT that legally requires the presently high interest
rate.

Finally, I would like to state our support for joint cooperation
among small companies under the FSC. I think it is essential to
allow small business to act jointly together, or together with re-
gional entities such as Massport in New England. Thank you.

Senator DANFORTH. Gentlemen, thank you very much.

[The prepared statement A. Jason Mirabito, Esq. follows:]
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a—
SBANE
SMALLETBUSINESS ASSOCIATION O’F NEW ENGLAND, INC.?

~—

MR. CHAIRMAN, MEMBERS OF THE COMMITTEE, AND AUDIENCE:

1. INTRODUCTION

THANK YOU FOR INVITING US TO SHARE WITH YOU OUR ORGANIZATIONS’
VIEW ON THIS VERY IMPORTANT PROPOSED PIECE OF LEGISLATION.

[ APPEAR BEFORE YOU TODAY ON BEHALF OF SMALL BUSINESS
UNITED, A NATIONAL COALITION OF SOME 14 METROPOLITAN, STATE,
AND REGIONAL SMALL BUSINESS ASSOCIATIONS, AND SBANE, THE
SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND, AN ASSOCIATION
OF MORE THAN 2,000 MEMBER COMPANIES; MANY OF WHOM ARE SUCCESSFUL
EXPORTERS OF VARIOUS INNOVATIVE PRODUCTS AND SERVICES.

IT. OQVERALL PERSPECTIVE

MR. CHAIRMAN, THERE HAS BEEN A GREAT DEAL OF GOVERNMENT
ACTIVITY IN THE RECENT PAST, ALL FOCUSING ON EFFORTS TO
STRENGTHEN THE U,S, EXPORT POSITION IN GENERAL AND SMALL
BUSINESS EXPORTS IN PARTICULAR, EXAMPLES INCLUDE THE

69 HICKORY DRIVE ¢« WALTHAM, MASSACHUSETTS, 02154 « (617) 890-9070
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THE SBA EXPORT LOAN PROGRAM, THE EXPORT TRADING COMPANY
AcT OF 1982, EXIM BANK EFFORTS TO REACH SMALL BUSINESSES,
AND OVERSEAS PRIVATE INVESTMENT CORPORATION,

NEVERTHELESS, THERE ARE STRONG FORCES AT WORK CAUSING
SMALL BUSINESS TO LOSE THE GROUND IN CAPTURING OVERSEAS
MARKETS WHICH HAD BEEN GAINED DURING THE LATE 1970’'s, MucH
OF THIS IS CAUSED BY THE ABSENCE OF A MONETARY POLICY TO
KEEP THE DOLLAR EXCHANGE RATE WITHIN REASONABLE PARAMETERS
AGAINST OTHER CURRENCIES., MANY SMALL EXPORTERS HAVE LOST
UP TO FIFTY PERCENT OR MORE OF THEIR EXPORT GAINS, AND
THIS HAS HAPPENED IN A TIME SPAN OF LESS THAN TWENTY-FOUR
MONTHS,

DURING THE LAST DECADE, THE AMERICAN ECONOMY IN GENERAL;
AND THE NEW ENGLAND ECOHOMY IN PARTICULAR, HAS WITNESSED
THE FORMATION OF MANY NEW COMPANIES, MANY OF WHICH OFFER
INNOVATIVE PRODUCTS AND SERVICES TO THE MARKETPLACE. THE
LONG TERM SURVIVAL AND PROSPERITY OF MANY OF THESE COMPANIES
DEPENDS ON THEIR ABILITY TO ENVER, BUILD AND MAINTAIN STRONG
POSITIONS IN INTERNATIONAL MARKETS,

SUPPLY-SIDE ECONOMICS, HOWEVER, DICTATES THE SLASHING
OF GOVERNMENT BUDGETS FOR DIRECT EXPORT PROMOTION AT A
TIME WHEN THE STIMULUS IS NEEDED MORE THAN EVER, WE ARE
WITNESSING GOVERNMENT POLICIES WHICH SEEM TO CONTRADICT
EACH OTHER AND WHICH TEND TO NEUTRALIZE, DIFFUSE, AND EVENTUALLY’
TO MINIMIZE THE EFFECTS OF ALL EFFORTS BY THE GOVERNMENT
AND THE PRIVATE SECTOR TO BUILD A STRONG ECONOMY BASED
ON SUBSTANTIAL EXPORTS OVERSEAS.
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SBANE GENERALLY FAVORS A COMPREHENSIVE AND COHERENT
LONG-TERM INTERNATIONAL TRADE POLICY WHICH TAKES ADVANTAGE
OF EQEkY POSSIBLE LEGALLY ACCEPTABLE OPPORTUNITY TO STIMULATE
AND TO FACILITATE EXPORTS BY SMALL COMPANIES,

SMALL BUSINESSES ARE OFTEN AMONG THE MOST INNOVATIVE
COMPANIES, AND MAKE A STRONG AND MEANINGFUL CONTRIBUTION
TO THE WELL-BEING OF THIS COUNTRY THROUGH JOB CREATION
AND EARNINGS FROM EXPORTS.

IN THIS CONTEXT, SBANE’S MEMBERS RECOGNIZE AND OBSERVE
REPLACEMENT PROPOSALS OF PRESENT DISC LEGISLATION WITH
A SENSE OF KEEN INTEREST, SBANE WOULD LIKE TO TAKE THIS
OPPORTUNITY TO ADVANCE ITS COMMENTS BEFORE YOU ON SENATE

BILL S. 1804,

11, E_PROPO GISLATI
A, DISC BENEF]TS SHOULD BE EXTENDED TQ SERVICE COMPANIES.

SBANE STRONGLY ARGUES IN FAVOR OF THE INCLUSION OF ALL
SERVICE COMPANIES, SMALL AND LARGE, FOR DISC BENEFITS,

THE DISC LEGISLATION WAS ENACTED DURING THE EARLY 1970°s.

SINCE THEN, AS WAS ELUDED TO EARLIER, THE NEW ENGLAND ECONOMY
HAS WITNESSED THE EMERGENCE OF MANY NEW AND INNOVATIVE

SERVICE COMPANIES, INCLUDING COMPUTER SERVICES, HUMAN CARE,
PRlVATé\bECTOR BUSINESS SUPPORT PROGRAMS, DATABANKS, RESEARCH
AND CONSULTING COMPANIES, MANY OF THESE FIRMS HAVE SUBSTANTIAL
OVERSEAS BUSINESS INCOME,
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NEVERTHELESS, SERVICE COMPANIES, OTHER THAN CONSTRUCTION,
ARCHITECTURE AND CERTAIN MANAGEMENT SERVICES, ARE INELIGIBLE
FOR DISC BENEFITS, UNDER INTERNAL REVENUE CODE SECTION
993(Ai(1¥(6). skoss RECEIPTS FROM ENGINEERING AND ARCHITECTURAL
SERVICES FOR CONSTRUCTION PROJECTS OUTSIDE THE UNITED STATES
ARE CONSIDERED QUALIFIED EXPORT RECEIPTS., THESE SERVICES _
MAY BE PERFORMED EITHER IN THE UNITED STATES OR ABROAD.

THERE ARE MANY OTHER TYPES OF SERVICES WHICH UNITED
STATES COMPANIES, AND SIGNIFICANTLY SMALLER BUSINESSES,

ARE PERFORMING, BOTH HERE AND ABROAD. THERE 1S NO REASON
WHY THOSE SERVICES NOT PRESENTLY COVERED BY THE DISC sHOULD
NOT BE AND CANNOT BE. IN FACT, NOW IS THE PROPER TIME

TO EXTEND DISC BENEFITS TO OTHER SERVICES, WE NOTE THAT
THE CONGRESS, IN ENACTING THE EXPORT TRADING COMPANY ACT

OF 1982, EXTENDED THE COVERAGE OF THAT ACT TO EXPORTERS

OF SERVICES AS WELL AS TO EXPORTERS OF PRODUCTS, THE EARLIER
WEBB-POMERENE ACT APPLIES ONLY TO EXPORTS OF PRODUCTS,

THE CONGRESS THERE APPARENTLY RECOGNIZED THE IMPORTANCE

OF THE SERVICE INDUSTRY IN THE UNITED STATES ECONOMY, BOTH
DOMESTICALLY AND ABROAD, IT 1S NOW TIME FOR THE CONGRESS
TO ACT AND TO END THIS DIFFERENTIAL TREATMENT WHICH IS
RECEIVED BY THE UNITED STATES SERVICE INDUSTRY,

WHILE IN THE NARROW SENSE OF THE WORD, THE EXTENSION
OF DISC BENEFITS TO SERVICE COMPANIES MAY LEAD TO REVENUE
LOSSES, THE BROADER VIEW DICTATES THAT THE JOB CREATION
RESULTING FROM THE EMERGENCE OF THESE FIRMS IS OF PARAMOUNT
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IMPORTANCE TO THE NATION., THIS PROCESS OF JOB CREATION
PROVIDES WEALTH IN THE ECONOMY AND CONSEQUENTLY PROVIDES

A STONG TAX BASE,

B, EXPORTS OF SOFTWARE SHOULD BE ENTITLED TO DISC BENEFITS.
AS YOU ARE DOUBTLESS AWARE, THE SOFTWARE INDUSTRY IS A
RAPIDLY GROWING SECTOR OF OUR HIGH TECHNOLOGY ECONOMY AND
SOFTWARE COMPANIES, WHO PROVIDE BOTH“PRODUCTS” AND SERVICES,
ENJOY A COMPETITIVE ADVANTAGE OVER THEIR FOREIGN SOFTWARE
COMPETITORS, YET, BECAUSE OF THE DEFINITION OF “EXPORT
PROPERTY" UNDER THE DISC, FEW SOFTWARE COMPANIES HAVE BEEN
ABLE "TO AVAIL THEMSELVES OF THE DISC,

WE NOTE THAT THE FSC LEGISLATION MAKES LITTLE CHANGE
IN THE EXPORT PROPERTY DEFINITIONS PRESENTLY SET FORTH
IN IRC SECTION 993(c)(2)(B), THAT SECTION SPECIFICALLY
EXCLUDES FROM THE DEFINITION OF EXPORT PROPERTY “PATENTS,
INVENTIONS, MODELS, DESIGNS, FORMULAS, OR PROCESSES, WHETHER
OR NOT THESE ARE ACTUALLY PATENDED, COPYRIGHTS (OTHER THAN
FILMS, TAPES, RECORDS OR SIMILAR REPRODUCTIONS FOR COMMERCIAL/OR
HOME USE), . . . OR SIMILAR PROPERTY,”

DISC BENEFITS ARE INTENDED PRIMARILY FOR INCOME PRODUCED
FROM THE EXPORT OF GOODS MANUFACTURED IN THE UNITED STATES,
1.E., YEXPORT PROPERTY.” A DISC MUST HAVE AS ITS PRINCIPAL
FUNCTION THE SELLING, LEASING OR RENTING OF EXPORT PROPERTY
FOR USE OUTSIDE THE UNITED STATES. IF THE PROPERTY THAT
A CORPORATION SELLS OR LEASES IS NOT “EXPORT PROPERTY,"
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THE CORPORATION DOES NOT QUALIFY AS A DISC.

ONE OF THE ORIGINAL JUSTIFICATIONS FOR THE DISC, AND
PRESUMABLY NOW THE FSC, 1S THAT THE TAX INCENTIVE ALLOWS
U.S. CORPORATIONS TO PRODUCE IN THE UNITED STATES AND TO
EXPORT THE FRUIT OF THEIR LABORS RATHER THAN DO SO ABROAD,
THUS GIVING EMPLOYMENT TO U,S, WORKERS. [T MAY BE FOR
THIS REASON THAT SECTION 993(c)(2)(B) WAS ENACTED (REGARDING
THE DENIAL OF DISC BENEFITS FOR "INTANGIBLE PROPERTY,”)
THE REASONING, PERHAPS QUITE RIGHTFULLY SO, GOES AS FOLLOWS,
IN A FOREIGN PATENT LICENSE OF A U.S,-OWNED FRENCH PATENT,
THE U.S. COMPANY GIVES A FRENCH COMPANY THE RIGHT TO MAKE,
USE AND SELL THE PRODUCT IN FRANCE. IF THE PATENT 1S FOR
AN INNOVATIVE ELECTRIC MOTOR, THE U.S. COMPANY/PATENTEE
THUS GIVES THE FRENCH COMPANY THE RIGHT TO MANUFACTURE
THE ELECTRIC MOTOR IN FRANCE. THIS HAS TWO EFFECTS, AT
LEAST, ONE, FRENCH WORKERS ARE EMPLOYED TO MANUFACTURE
THE ELECTRIC MOTOR, PROBABLY USING MATERIALS PURCHASED
FROM OTHER FRENCH COMPANIES, TWO, WHAT MIGHT HAVE BEEN,
WITHOUT THE LICENSE, U,S. EXPORTS TO FRANCE BY THE U.S.
COMPANY/PATENTEE ARE DISPLACED IN PART OR IN WHOLE BY SALES
OF THE LICENSED MOTOR BY THE FRENCH COMPANY/LICENSEE. THUS,
U.S. WORKERS AND U.S. MATERIALS ARE NOT EMPLOYED AND PURCHASED,
RESPECTIVELY,

THE SITUATION WITH REGARD TO EXPORTS OF SOFTWARE PROGRAMS
IS ENTIRELY DIFFERENT, THE PROGRAMS ARE CONCEIVED, DEVELOPED,
WRITTEN AND DEBUGGED, WITH APPROPRIATE DOCUMENTATION, BY
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U.S.-BASED PROGRAMMERS, AND ARE USUALLY EXPORTED ABROAD
IN THE FORM OF TAPES, FLOPPY DISKS, CARTRIDGES, ETC., TOGETHER
WITH THE DOCUMENTATION, THERE MIGHT BE A TRANSLATION OF
THE PROGRAM AND RELATED DOCUMENTATION INTO THE LANGUAGE
OF THE COUNTRY OF DESTINATION (THIS TASK IS OFTEN PERFORMED
IN THE U,S. BY SOME COMPANIES), BUT FOR ALL ESSENTIAL PURPOSES,
THE SOFTWARE EXPORTED 1S IN ALL SUBSTANTIAL WAYS A PRODUCT.
IMPORTANTLY, THE BENEFIT 1S TO U,S. EMPLOYMENT, UNLIKE
" THE FOREIGN PATENT LICENSE SITUATION GIVEN ABOVE.

THE ARGUMENT CAN BE MADE THAT EVEN UNDER THE PRESENT
LAWS AND REGULATIONS SOFTWARE COMPANIES MAY LEGALLY QUALIFY
THE EXPORTS OF THEIR SOFTWARE AS PROPER EXPORT PROPERTY,
SOME LARGE SOFTWARE COMPANIES APPARENTLY HAVE ALREADY FORMED
DISCs., ALSO, MANY COMPUTER COMPANIES WHICH BUNDLE THEIR
SOFTWARE WITH THEIR HARDWARE RECEIVE DISC BENEFITS FOR
THE “BUNDLED" PRICE., NOT THE HARDWARE PRICE ALONE. HOWEVER.
NOT MANY COMPANIES WHICH PRODUCE AND TRANSFER UNBUNDLED
SOFTWARE HAVE AVAILED THEMSELVES OF POTENTIAL DISC BENEFITS,
THE ARGUMENT THAT THE DISC MAY ALREADY COVER SOFTWARE DERIVES
FROM AN ANALYSIS OF THE RELEVANT REGULATIONS. REGULATION
1,933-3(F)(3) PROVIDES TWO EXCEPTIONS FROM THE DEFINITIONS
OF INTANGIBLE PROPERTY, ONE FOR A COPYRIGHTED ARTICLE WHICH
IS A FILM, TAPE, RECORD OR SIMILAR REPRODUCTION, MosT
COMPUTER SOFTWARE PROGRAMS ARE USUALLY EMBODIED EITHER
ON A TAPE OR A FLOPPY DISC AND THUS ARGUABLY A “RECORD.”
ALSO, THE REGULATION STATES THAT A COPYRIGHTED BOOK, IF
THERE ARE RESTRICTIONS ON COPYING, AND A LICENSE FOR A
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MASTER RECORDING TAPE FOR REPRODUCTION OUTSIDE THE UNITED
STATES ARE CONSIDERED EXPORT PROPERTY, SOFTWARE PROGRAMS
ARE ngALLY.PROTECTSD BY COPYRIGHT AND ARE LICENSED; THESE
LICENSES ALnosf ALWAYS INCLUDE PROHIBITIONS ON MAKING COPIES.,
WITH SOME SOFTWARE COMPANIES, A SOFTWARE PROGRAM 1S PRODUCED
IN THE UNITED STATES AND A MASTER TAPE OR DISC IS SENT
ABROAD FOR STRICTLY CONTROLLED REPRODUCTION AND DISTRIBUTION,
SOMEWHAT CLEARLY, THEN, AN EXPORT OF SOFTWARE PROGRAMS
SOULD QUALIFY FOR DISC BENEFITS IF THE OTHER REQUIREMENTS
FOR A DISC ARE MET.

HOWEVER, A FINAL PROBLEM IN THIS AREA 1S THAT THE INTERNAL
REVERNUE SERVICE HAS MAINTAINED (IN REVENUE PROCEDURE 69-21)
THAT UNBUNDLED SOFTWARE IS SPECIFICALLY CHARACTERIZED AS
AN INTANGIBLE ASSET. THIS CHARACTERIZATION OF SOFTWARE
AS INTANGIBLE 1S INCOMSISTENT WITH THE GENERAL LEGAL AND
TECHNICAL DEFINITIONS OF PRODUCT TANGIBILITY. SPECIFICALLY,
IT IS INCONSISTENT WITH FEDERAL TAX COURT CHARACTERIZATIONS
OF ANALOGOUS PRODUCTS (THE TEXAS INSTRUMENT CASE {551 F.2p 599); THE
WALT DISHEY PRODUCTIONS CASE [549 F.2D 5761; AND THE BING CROSBY
PRODUCTIONS CASE (588 F,2p 1293]), THE FACT THAT THE SERVICE CONSIDERS
UNBUNDLED SOFTWARE AS AN INTANGIBLE OBIVIOUSLY CAN CAUSE PROBLEMS FOR
THOSE FORTWARE COMPANIES CONSIDERED FORMING A DISC,

PERHAPS PART OF THE UNCERTAINTY 1S DUE TO THE FACT
THAT THE TIME OF THE DISC’S ENACTMENT, THE “UNBUNDLED"
SOFTWARE INDUSTRY WAS SMALL AND CONGRESS COULD NOT HAVE
FORESEEN THE EMERGENCE OF THIS IMPORTANT INDUSTRY. TODAY,
HOWEVER, THE INDUSTRY 1S LARGE AND GROWING FAST, BOTH
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HERE AND ABROAD, WHILE A U.S. COMPANY MAY WISH TO RISK
CHALLENGE BY THE SERVICE AND FORM A DISC, IT WOULD SEEM

TO USE THE BETTER COURSE TO AMEND THE DISC/FSC DEFINITION

OF EXPORT PROPE&TY TO INCLUDE EXPORTED COMPUTER SOFTWARE
PRODUCED IN THE UNITED STATES. THE PRESENT TIME APPEARS

THE MOST PROPITIOUS TIME TO MAKE SUCH AMENDMENTS AS NECESSARY
TO AFFORD DISC/FSC BENEFITS TO U,S. SOFTWARE COMPANIES,

c. THE $2,5 MILLION CEILING FOR SMALL FSC’'S Is INADEQUATE.
SBANE FAVORS RAISING THE CEILING FOR SMALL FSC'S GROSS
FOREIGN RECEIPTS, AS PROPOSED IN $,1804, FROM $2.5 MILLION
To $10.0 MILLION,

THIS RAISE IN THE CEILING MAKES SENSE BECAUSE IT WOULD
TAKE UNDER ITS AEGIS THE MAJORITY OF SMALL COMPANIES PRESENTLY
UTILIZING THE DISC, FoRrR DISC TAX YEAR 1980, DISCs WITH
GROSS RECEIPTS UNDER $10 MILLION CONSTITUTED NEARLY 85
PERCENT OF ALL DISC RETURN IN TERMS OF NUMBERS, BUT ONLY
ABOUT 10 PERCENT_OF TOTAL DISC GROSS RECEIPTS, THE EXTENSION
OF THE CEILING FOR SMALL FSC’'S TO THE $10 MILLION LEVEL
WOULD THUS HAVE A RELATIVELY DE MINIMIS EFFECT ON REVENUE
LOSSES, YET WOULD CERTAINLY HAVE A DISPROPORTIONATE POSITIVE
EFFECT ON SMALL BUSINESSES. IT SHOULD ALSO MAKE THE FOREIGN
INCORPORATION ROUTE MORE ATTRACTIVE TO A GREATER NUMBER
OF SMALL COMPANIES, '

D. THE INTEREST CHARGE ON SMALL DISC’'s SHOULD BE DECREASED.
WE NOTE THAT S.1804 PROVIDES., FOR CERTAIN SMALL BUSINESSES,
THE SO-CALLED "INTEREST CHARGE™ DISC ALTERNATIVE. WHILE

83-8%0 O—B4—14
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IN THEORY THIS ALTERNATIVE WOULD BENEFIT SMALL COMPANIES
BY HOT IMPOSING THE FOREIGN PRESENCE REQUIREMENTS, NEVERTHELESS
TYING THE TAX DEFERRAL TO THE PAYMENT OF INTEREST CHARGES
ON THE DEFERRED INCOME PEGGED TO THE T-BILL RATE ESSENTIALLY
NEGATES MOST OF THE DEFERRAL BENEFIT IN THESE DAYS OF HIGH
INTEREST RATES., THE GATT MAY REQUIRE AN INTEREST CHARGE,
BUT IT IS MUCH DEBATABLE WHETHER THE INTEREST RATE MUST
BE THE (HIGH) INTEREST RATE SOUGHT TO BE IMPOSED UNDER
$.1304,

OUR CONTENTION THAT THE PROPOSED FSC LEGISLATION IS
LESS THAN IDEAL FOR SMALLER COMPANIES IS BROUGHT OUT BY
THE SEPTEMBER 27, 1983 CONGRESSIONAL RESEARCH SERVICE (CRS)
REPORT, WHICH STATES THAT "SMALLER EXPORTERS WOULD RECEIVE
A SMALLER TAX SAVINGS UNDER FSC THAN THEY CURRENTLY RECEIVE
UNDER DISC* (CRS STuDY, AT "ABSTRACT,” 28, 29, 31)., ON
THE OTHER HAND, ”"FOR MOST LARGER FIRMS THE TAX BENEFIT
SHOULD BE APPROXIMATELY THE SAME” (CRS STuDY, AT 24),
WHAT WE ASK, THEREFORE, IS THAT AT LEAST SMALLER COMPANIES
NOT BE TREATED ANY LESS BENEFICIALLY THAN UNDER PRESENT
LAW,

E. JOINT COOPERATION AMONG SMALL COMPANIES MAY BE ESSENTIAL
T10_THE VIABILITY OF THE FSC FOR THESE COMPANIES.

SBANE FAVORS THE ABILITY OF JOINT PARTICIPATION AMONG SMALL
BUSINESSES RELATIVE TO REGISTRATION AND MAINTENANCE OF
FOREIGN SALES CORPORATIONS.
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THE LEGISLATION SHOULD INCLUDE COMPREHENSIVE ASSURANCES
THAT SUCH JOINT PARTICIPATION IS COMPLETELY EXEMPT FROM
THE PURVIEW OF THE U.S., ANTITRUST LAWS ALONG THE SAME LINES
ESTABLISHED UNDER THE EXPORT TRADING COMPANY AcT OF 1982,

SBANE FAVORS A ROLE AS "VEHICLES FOR FOREIGN INCORPORATION"
FOR REGIONALLY ORGANIZED, NON-PROFIT AGENCIES SUCH AS PORT
AUTHORITIES, AS DISCUSSED IN THE ORIGINAL ADMINISTRATION
PROPOSALS OF MARCH 9, 1983 oN “TAX ALTERNATIVES TO DOMESTIC
INTERNATIONAL SALES CORPORATION (DISC).”

[V, SUMMARY

SBANE VIEWS AND WILL FOLLOW THIS LEGISLATION WITH GREAT
INTEREST., SBANE FAVORS A BROADENING OF THE ELIGIBILITY

CLAUSE, SIMPLE PROVISIONS FOR COMPLIANCE BY SMALL BUSINESS,

BROADENING OF COVERAGE TO SOFTWARE AND SERVICE COMPANIES
AND SPECIAL TOOLS (JOINT PARTICIPATION AND A ROLE FOR REGIONAL
NON~PROF IT AGENCIES) FOR IMPLEMENTATION AND ADMINISTRATION,
SBANE's BOARD OF DIRECTORS, I1TS INTERNATIONAL TRADE
COMMITTEE, AS WELL AS INDIVIDUAL MEMBERS, STAND READY,
WITHIN THE LIMITS OF THEIR ABILITY, TO PROVIDE YOU WITH
ANY ADDITIONAL SUPPORT, COMMENTS, OR FEEDBACK YOU MAY DESIRE
ON THE ABOVE SUBJECT.
THANK YOU.
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Senator DANFORTH. Obviouslg, if we are to ward off duties im-
posed by other countries on U.S. exports, something has to be done
with DISC—other than just reenacting DISC. And that something
is proposed by the administration. It does impose on U.S. business-
es requirements to conduct some activities abroad. Obviously, a
large international corporation is presently in a position to conduct
aciivities abroad—the smaller the company, probably, the less
likely it is to be able to do that.

Were you encouraged by the testimony of—maybe you weren't
here for it—the Assistant Secretary of Commerce, Mr. O’Day, who
said that he thought that there was a relationship between this bill
and the Export Trading Company Act and that there was a possi-
bility of joint ownership of foreign operations and, further, that the
Commerce Department was going to undertake a special effort to
try to get out into the country and work with smaller businesses to
try to figure out ways of complying with the new law.

Mr. RousH. Mr. Chairman, in general, we are encouraged by
that. As I mentioned though, I think it needs to be a little better
defined, a little better discussed.

Senator DANFORTH. Would you rather discuss that with them
and work it out, or would you rather have us resolve the inflexibil-
itieg——

Mr. RousH. That is why I mentioned legislative history, particu-
larly with that proposal. I think discussing it with them first, yes,
which we have been doing, and then to the extent that that is
fruitful, perhaps in some of the legislative history, a discussion of
it.

Senator DANFORTH. My own view would be to have the most
flexibility possible so that the law would be complied with. No
doubt about that if we are to give American businesses the oppor-
tuni}tg to put together what the Assistant Secretary of Commerce
called creative a&proaches to meeting the objective.

Mr. RousH. We certainly support creative approaches to the
process. As I understand the export trading compang process at the
moment, it is just beginning to barely reach small businesses. It is
primaril{ being taken advantage of by larier corporations, and
that could perhaps be cited as evidence that they need to do a little
bit more in developing that mechanism, particularly as they con-
nect it with this. ,

Senator DANFORTH. That is interesting to know because the pur-
pose of the Export Trading Company Act was specifically for small-
and middle-size businesses.

Mr. RousH. That is right.

Senator DANFORTH. And the theory that larger businesses had
their own operations. It would seem to me that this is a very close
fit—\-,-this. b‘}l is a very close fit, with export trading companies.

es, sir?

Mr. MiraBiTo. Mr. Chairman, I think that it would certainly be
important to provide some legislative guidance to the Department
of Commerce in that respect. I don’t think that is the complete
answer to the problem, however, because many small firms that
have not been in the export business previously might be well ad-
vised to get into it themselves rather than through an export trad-
ing company.
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Senator DANFORTH. I am glad to hear that from both of you be-
cause that bill was largely Senator Heinz’ and my effort and I am
disappointed to hear that.

Did you have any questions?

Mr. MiraBiTo. I wanted to make one final comment, if I might.
Looking at my own testimony and hearin% that of others represent-
ing small businesses, I think what small business is looking for ba-
sically is equality under the FSC legislation similar to that they
now have under the DISC legislation.

Senator DANFORTH. Is what?

Mr. MirABITO. uality of treatment. I don’t think it exists
under the present administration bill. I think that comes out very
clearly in the recent Congressional Research study on the FSC.

Senator DANFORTH. Isn’t that inherent, though? I mean, we
would all like it, but if you are saying you have to do something
abroad relating to sales activity, you have to have some kind of
representation abroad, that would tend to favor somebody who is
now doing business with a sales force abroad.

Mr. MiraBITo. But I think it is possible to extend the $2.5 million
so-called small FSC—as I said earlier—to $10 million or $§5 million
to include a large number of what one might call small companies,
but which in their own rights are actually a little bit larger than
small companies.

I think for those companies which choose to go the so-called in-
terest charged DISC route, the present rate of interest which is im-
posed on the T-bill rate almost-negates most of the benefits.

Senator DANFORTH. Yes.

Mr. Mirenito. I think that one can lower that rate without of-
fending the GATT.

Senator DaNFORTH. OK. We will look at it. I think that the ques-
tion we are going to have to resolve is what kind of bill is going to
be able to meet the challenges—and our pur , as Ambassador
Lighthizer indicated. This isn’t going to be rolling over and playing
dead. So, we have to meet the objections that were lodfed against
DISC by enacting something a little bit different than DISC.

Mr. RousH. Just adding to that comment, if you don’t mind, Mr.
Chairman. Our experience with our members is that relativel
few—almost minisculely few—of our members were able to avail
themselves of DISC and one of the reasons that we have a very
general, positive interest in this—even as introduced—is that we
think there is potential for more of them to use this mechanism as
convoluted as it mifht appear at first, so that the expanded
number of users will more than compensate, hopefully, for any
other problem it might have.

Senator Symms. Mr. Chairman, can I ask a question on that?
Would one of you please explain to me how the present DISC
works and with respect to the section on the interest free loan, vis-
a-vis the way you project this one will work and why, if under the
present lanf'uages,éou can’t get the benefit out of what you could
under the old DISC?

Mr. RousH. As far as explaining how the present DISC works, 1
can’t do that. I would have to submit that in writing, but as far as
the commenting on the interest charge DISC, it is my counsel’s
belief that that will be a very rarely used mechanism by the kind
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of people we represent, that they would go to the small FSC before
they would go to the interest charged DISC.

Senator Symms. OK. Do you agree with that?

Mr. MirABITO. Yes. I agree with that.

Senator Symms. OK. That is really what I wanted to hear.

Senator DANFORTH. Do you have any more questions?

Senator Symms. No more questions.

Senator DANFORTH. Gentlemen, thank you very much.

Mr. Farrell and Mr. Rasmussen.

Mr. Farrell.

STATEMENT OF EDWARD L. FARRELL, ALEXANDER GRANT & CO.,
WASHINGTON, D.C.

Mr. FARreLL. Mr. Chairman, my name is Edward L. Farrell, Jr. I
am a tax partner with Alexander Grant & Co., which is a member
firm of Grant-Thornton International, one of the major public ac-
counting firms of the world.

Preeminent among our clients are many young growing business-
es. It is as the professional advisers to this middle market segment
o(f)‘d the business community that these comments are addressed
today.

I am sure it is not news to anyone here today when it is specifi-
cally requested that a focus be placed upon the 20 to 30 percent
- reduction in benefits offered under the Foreign Sales Corporation,

as opposed to the DISC with respect to new and high growth ex-
porters.

But even more importantly, let me state clearly that if a liberal
view is not adopted as to what constitutes compliance with respect
to the foreign management and economic process requirements,
there is no doubt that there will be few if any small and middle
market companies which will be able to utilize the foreign sales
corporation.

It would seem clear, therefore, that the small foreign sales corpo-
ration is the only hope of attempting to address the double alba-
tross of reducing the tax benefits and increasing the costs for the
foreign management and economic process requirements. The first
task therefore, we believe, is to increase the test level at which the
small foreign sales corporation can be fully utilized.

The $2.5 million gross receipts level must be substantially in-
creased and, in addition, in order not to be unfair to low margin
exporters, an appropriate alternative nets profits test should be
available. Depending on the extent to which the foreign manage-
ment and economic process requirements are pushed, the threshold
level should be increased.

In addition, further consideration should be given to finding
ways to enhance the advantage and flexibility of a small foreign
sales corporation, such as exempting it from the carrying charge
provisions or submitting a sub-S corporation to own a foreign sales
corporation.

Our last point I would like to speak on today relates to the
burden of proof regarding compliance ‘with the foreign nianage-
frplegt and economic process requirements, where an affadavit is

iled.
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The mere shifting of the burden of proof is not enoug
“should be a time limit in which the service could chall

th. There
lenge the

method under which a company—especially a smaller company—is
using to comply. I am not referring to the veracity of the state-

ments, but to the method.
In addition, Congress should provide oversight as to the

nature of

the challenges which the service would be making with these affi-

davits. Thank you very much for the time today.
Senator DANFORTH. Thank you, sir.

[The prepared statement of Edward L. Farrell, Jr., follows:]
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TesTIMONY FOR EXPORT TAX INCENTIVE LEGISLATION PRESENTED BY EDWARD L.
FARRELL, JR.

We are pleased to present our comments to the Senate
Pinance Committee regarding the Foreign Sales Corporation Act of
1983.

Alexander Grant & Company is part of one of the major CPA
firms in the world, Grant Thornton International. We have offices
{n over 60 cities in the U.S. and in more than 60 of the world's
rajor trading countries. Preeminent among our U.S. clients are
many young growing businesses which have their own peculiar
needs. It is, as the professional advisors to this middle-market

segment of the business community, that we address our comments.

MM%WM
Growth Companies o rom 20% to 33

Too often, the major multinational co:p;zationa and their
representatives dominate the discussion of vital international
tride issues. However, many now realize that {f the U.8. is to
regain its world-wide competitive position, middle-market
companies must also find and exploit world-wide markets for their
products. It is critical that their voice be heard and their
needs be met. It is with much dismay, therefore, that we approach
the major thrust of the proposed Foreign Sales Corporation Act of
1983 (hereafter FSC), i.e., a reduction in tax benefits for new
and high growth companies in favor of the established and mature

exporters. For these conpanies the net benefits may very well be
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from 20% to 33% less than under the current Domestic International

Sales Corporation (DISC) rules.

Foreign Management and Economic Process Requirement

If a liberal view is not adopted as to what constitutes
compliance with regard to the foreign management and economic
process requirements, there is no doubt that there will be few, if

any, middle-market companies which will be able to utilize the FSC.

Proposal to Expand the Small FSC

In addition to the reduction in benefits, such middle-
market companies will also have to bear the costs of complying
with the foreign management and activities requirements. 1In order
to redress this unfortunate situation, it is proposed that the

small FSC be amended as follows:

(1) Raise the level of foreign trading gross receipts
which may be taken into account by a small FSC from $2.5 million
to between $10 million to $20 million, depending on the extent of
the foreign presence requirements. In aﬁdition, in order not to
penalize exporters with low profit margins, it is manditory that
there should be an alternative net profits test. These levels

should automatically be increased with inflation.
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{2) Permit a small FSC to benefit from the graduated
rate schedule of Internal Revenue Code Section 1l(b).

(3) Direct the Secreta:y to prescribe regulations
permitting a small FSC more liberal rules in determining profits
under the marginal costing rules when a small FSC is seeking to
establish or maintain a market for export property. For example,
for the first five years for which a small FSC exports a product,
the no-loss rule could be made inapplicable.

(4) Exempt a small FSC from the "carrying charges"
provisions of proposed Section 927(d){i) at least with respect to
sales which by their terms are not due beyond six months.

(5) Permit an ng Corporation” under Internal Revenue
Code Section 1361 to own and enjoy the benefits of a small FSC.

(6) Exempt dividends from a small FSC (or a regular FSC)
from the personal holding company proy}siona of Internal Revenue
Code Sections 541, etc. The General and Technical Explanation of
the Reagan Administration's Proposal for Replacing Domestic
International Sales Corporation provides that such dividends will
be excluded from "ordinary gross income" for purposés of
determining personal holding company income (Item 7 of the
Technical Explanation). The draft legislation does not contain
such a provision. It is important for many growing businesses to

be free from this concern.
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The above comments have been directed specifically to the

small FSC, which we hope could be expanded so as to be useful to a
"broad segment of middle-market exporters and prospective

exporters, all of whose potential for exporting needs to be guided

and harnessed in this critical time.

Foreign Management and Economic Process Requirement

If a liberal view is not adopted as to what constitutes
compliance with regard to the foreign management and economic
process requirements, there is no doubt that there will be few, if

any, middle-market companies which will be able to utilize the FSC.

Burden of Proof Regarding Foreign Management
and Economic Process Requirements

The Administration's Technical Explanation (last
paragraph of Point 5) provides that if a FSC files an affadavit
with the Commissioner in the prescribed form, such FSC "shall be
considered to meet the foreign presence requirements."” Section
924(f) of the proposed law merely provides that the burden of
proof with respect to such issue is upon the Secretary. In order
to strengthen this matter, we suggest consideration be given to
the following:

(1) The Secretary should be prohibited outright from

attacking the method of compliance as outlined in an affadavit
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after one year has lapsed from the date it is received by the

Secretary.
(2) The Secretary should periodically report back to

Congress as to the nature of the challenges it is mounting on the

issue of foreign business presence in instances where affadavits

have been filed.

Miscellaneous Technical Recommendations

{1) The bill has two sections entitled "Sec. 2."

(2) Non-Poreign Trade Income (FTI) of a PSC (i.e.,
passive income and carrying charges) will be taxed to the FSC
aseffectively connected income and again when distributed to a
corporate shareholder and again when distributed to the ultimate
individual shareholders. There does not appear to be any reason
for such harsh treatment. We suggest that a FSC be exempt from
taxation on non-FTI if it distributes same to its shareholders in
a taxable distribution. Alternatively, an exemption should be
provided when such 1ncone‘a1teady subject to U.S. taxation in the
hands of a FSC is diatributed.

(3) There should be a mechanism whereby a U.S.
controlling shareholder with a net operating loss for a particular
year could share or allocate such loss to the FSC. This would
Prevent an occurrence whereby an FSC pays tax yet the parent has

an operating loss for the same period.
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Senator DANFORTH. Mr. Rasmussen.

STATEMENT OF THOMAS J. RASMUSSEN, DIRECTOR, DELOITTE
HASKINS & SELLS, WASHINGTON, D.C.

Mr. RasmusseN. Thank you, Mr. Chairman.

My name is Tom Rasmussen. I am director with Deloitte Haskins
& Sells, an international accounting firm. I appreciate the opportu-
nity to appear before you today to comment on this legislation.

My comments are directed at section 2(c) of the bill, which would
overturn the currently permissible Federal income tax treatment
of international factoring transactions.

Specifically, the bill would amend section 553 of the Internal
- Revenue Code so that discount income earned by a controlled foi-
eign corporation from accounts receivable purchased from a related
person would be included in Subpart F income. The bill would also
amend section 956 of the Code to treat a CFC'’s purchase of receiv-
ables from a U.S. person as an investment in U.S. property.

The transaction at which section 2(c) is directed is a common
method used by U.S. corporations to factor trade receivables. Con-
gress, when it enacted Subpart F in 1962 and again when it amend-
ed it in 1976, was concerned with preventing CFC’s from accumu-
lating offshore untaxed passive income and from repatriating cash
without tax as a disguised dividend.

‘The factoring arrangement violates neither of these concerns be-
cause the income earned by the CFC is income earned from an
active trade of business or factoring, and the purchase of receiv-
ables from a U.S. parent corporation is not a dividend, but merely
an acceleration of cash that the U.S. company would receive in any
event. -

These amendments should be deleted from this legislation be-
cause they would affect all companies engaged in international fac-
toring, not just Domestic International Sales Corporations or FSC's.
Thus, these amendments should be given careful consideration
apart from the unique considerations involved in the FSC legisla-
tion. Further, we recommend that these amendments not be en-
acted in any form because they would prevent™U.S. companies from
effectively managing foreign currency exposure. They would
remove an efficient source of funds for U.S. operations. They would
encourage the investment of corporate funds overseas, and they
would have little, if any, meaningful impact on efforts to reduce
the Federal deficit by increasing revenues.

Finally, Senator, if section 2(c) of the bill is enacted, then its ef-
fective date should be changed from August 4, 1983 to the date of
enactment or later so as not to penalize by retroactive taxation
transactions that are completely legal under U.S. tax law. Thank
you. sir.

Senator DANFORTH. Thank you, sir. :

[The prepared statement of Thomas J. Rasmussen follows:]
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Statement of
Thomas J. Rasmussen
On S. 1804, Regarding Federal Tax
Treatment of International Factoring Transactions,

Before the Senate Committee on Finance

I am Thomas J. Rasmussen, a Director in the National Affairs
Office of Deloitte Haskins & Sells, an international accounting
firm. 1 am pleased to have the opportunity to appear before the
Committee today to express my views on a proposal which could
affect a number of our clients.

The proposed Foreign Sales Corporation (FSC) Act (S. 1804)
will, if enacted, replace the existing Domestic International
Sales Corporation (DISC) statute with a different set of rules
for providing tax benefits to U.S. exporters. The FSC.legislation
was developed as a result of a dispute between the United States
and other signatories of the General Agreement on Tariffs and
Trade (GATT), who claim that the DISC is an illegal export
subsidy. However, section 2(c) of the FSC proposal goes beyond
the context of this dispute to upset the permitted tax treatment
of a transaction used by companies to factor or sell their trade
receivables To tontrolled foreign corporations (CFCs). The bill
would amend sections 553 and 956 of the Internal Revenue Code to
(1) treat discount income of a CFC from accounts receivable
purchased from a related person as subpart F income and (2) treat

the purchase of the accounts by the CFC from a related U.S.

.person as an investment in U.S. property.
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In our opinion, these proposed amendments have no place in
legislation whose purpose is to replace DISC and, in any case,
represent an unjustified attempt to penalize a legal and
economically valid arrangement that provides important

financial benefits to American businesses.

In cur testimony we will explain our reasons for
disagreeing with the bill's proposed amendments to sections 553
and 956. We will also discuss the nature of the factoring
arrangement, its compatibility with U.S. tax principles and the

necessity for allowing it to continue.

I. Description of the Factoring Transaction.

The transaction at which section 2(c) is directed is a
common method used by U.S. corporations to factor trade
receivables. Typically, a U.S. parent corporation with
accounts receivable from the sales of its products will sell
those receivables to a subsidiary that is a CFC, usually one
established in a low tax jurisdiction. The parent sells the
receivables at a discount to reflect the subsidiary's
assumption of administrative expenses and risk of loss in
regard to collection of the receivables. The discounted price
of the receivables is the fair market value of the receivables

and as such is the same price at which the corporation would

sell the receivables to an unrelated party. The subsidiary
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collects the receivables from the parent's customers and uses
the proceeds to purchase additional receivables from the
parent. Any risk of loss is born by the subsidiary. Because
of the interaction of various provisions of the Internal
Revenue Code, this transaction does not result in added tax

burdens to the U.S. company or to its CFC.

I11. The Effect of the Foreign Sales Corporation Act on the

Factoring Transaction.

The proposed legislation will change the.curtenc tax
treatment of the factoring arrangement in two respects. First,
the FSC legislation statute would amend the definition of
foreign personal holding income contained in section 553(a) to
include '"[I)income from an account receivable or evidence of
indebtedness arising out of the disposition of property
described in section 1221(1), or the performances of services,
by a related person . . . .'" Thus, the discount income earned
by the factoring subsidiary would constitute subpart F income.
Second, the FSC legislation would amend section 956 to include
the accounts receivable purchased by the subsidiary within the
definition of " United States property.” Thus, the
shareholders of the CFC would be subject to tax on the
factoring arrangement if the other requirements of section 956

were met.
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II11. Reasons Why the FSC Amendments to Sections 553 and 956

Should Not Be Enacted.

A. Legislative Background of Subpart F Legislation.

To understand why the proposed amendments to Subpart F set
forth in the FSC legislation should not be enacted it is

necessary to recall Congressional intent in drafting subpart F.

Generally, a U.S. corporation is not taxed on the earnings
of a foreign subsidiary until the earnings are repatriated in
the form of a dividend. In passing the Revenue Act of 1962,
Congress concluded that this general rule of deferral of U.S.
income tax on earnings of foreign subsidiaries could be abused,
especially in situations In which subsidiaries operated in
so-called tax havens. Consequently, the Revenue Act of 1962
provided that certain undistributed income of controlled
foreign corporations -- subpart F income -- was to be included
in the income of U.S. shareholders in the year earned, whether
or not distributed as a dividend to the shareholders. Congress
also recognized that U.S. shareholders of CFCs might have an
incentive to bring the subsidiary's cash back to the U.S. in
ways that technically did not constitute a dividend for tax
purposes. To thwart such techniques, Congress enacted section

956 as part of the subpart F legislation.

$3-890 O—84—15
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The rationale for section 956 was that the use of untaxed
earnings of a CFC to invest in U.S. property was the
substantial equivalent of a dividend and should be taxed
accordingly. Thus, the investment by a CFC in the stock or
debt obligations of a U.S. person was treated as an investment
in U.S. property. Nevertheless, Congress recognized from the
beginning that some investments in U.S. property by CFCs were
not disguised dividends and should be exempted from section
956. Such investments were normal commercial transactions in
which there was no intention to make the funds available for an
indefinite period to the U.S. shareholders. Thus, section
956(b) (2) (C) permitted CFCs to 1nveai in the obligations of

related or unrelated U.S. persons as long as these obligations

arose in connection with the sale or processing of property and
did not exceed levels that were ordinary and necessary to the

trade or business of the parties involved.

In 1976 Congress amended section 956 to narxow the
definition of "U.S. property'" because of a recognition that the
section as it stood was overly broad and discouraged investment
in the U.S. Accordingly, Congress added another exception to
section 956, permitting a CFC to purchase the stock or debt
obligations of unrelated U.S. persons. This exception would
permit a CFC that wanted to invest its working capital to do

80 in the U.S. rather than abroad, thereby reducing the

accumulation of funds offshore.
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B. Factoring Transaction is Not a Disguised Dividend.

The purchase of a U.S. corporation's accounts receivable
by a CFC is not a disguised dividend that Congress sought to
prevent by enacting section 956. It must be remembered that
the cash transferred to the U.S. company is a payment at fair
market value for short term assets. The IRS itself in a recent
private letter ruling concluded upon facts typical to these
factoring arrangements that a bona fide sale had occurred
between the parent and its subsidiary. Such a sale cannot be a
dividend because adequate consideration passes between the
parties; the parent is not unilaterally enriched by the

transfer.

In reality, the CFC and the U.S. company are swapping
current assets. The factoring of accounts receivable simply
accelerates the receipt of cash by the U.S. company that would
have received the cash in due course from the collection of the
receivables from thitq parties. In fact, the U.S. company on
its books already accounted for the earnings related to these
receivables before it sold them at fair market value to the

subsidiary.



224

The factoring arrangement is clearly distinguishable from
an investment in the parent company's stock or debt. Such an
investment would provide cash to the U.S. company that it would
. not have otherwise received in the ordinary operation of its
business. On the contrary, a U.S. corporation that factors {its
receivables to a CFC would eventually have received that cash
from its customers who putchaéed goods on credit. That the
U.S. company chooses to generate cash from its receivables
earlier than it normally would in no way indicates that the
company has received a disguised dividend from its foreign

subsidiary.

It must be recognized in the context of the factoring
arrangement that the U.S. company and its CFC effect a.bona
fide sale of the receivables at fair market value and without
recourse to the parent corporation. The risk of loss for
collection of the receivables is entirely with the CFC. 1If it
is unable to collect from the parent corporation's customers,
its earnings, not the parents, are adversely affected. A
disguised dividend, on the other hand, means that a non
arms-length transaction has occurred between a corporation and

its shareholders.
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Disguised dividends may be in the form of loans without an
intent to create a true debtor-creditor relationship, or
bargain sales of corporate property, or excessive payments to
shareholders for their property. In transactions that give
rise to disguised dividends the corporation makes available to
its shareholders cash, property or somc other benefit without
receiving proper compensation. In the factoring transaction,
however, there is a bona fide sale of receivables for cash at
an arms-length price. The CFC assumes the risk of loss and the
U.S. shareholder, who pays a market price, receives cash from
the subsidiary that it would have received sooner or later from
customers.

C. Factoring Transaction i{s Not a Disguised Loan.

The economic reality of the factoring transaction is not
the same as that of a loan between a CFC and its parent. A
loan by the CFC would provide an additional source of cash to
the parent with relatively little given up by the parent in
return. In the factoring transaction, there is a bona fide
sale of batches of receivables in which the parent gives up its
right to collect the receivables and also transfers its risk of

loss for failure to collect.
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The IRS in its recent private ruling on this issue (PLR
8338043, June 17, 1983) focused its analysis of the distinction
between a loan and a sale of receivables on whether the i
transfer of receivables involved a transfer of the substantial
incidents of ownership. The Service listed twelve factors that

related to this determination:

1. Which party bears the economic risk of loss inherent

in owning the receivables;

2. Who has the absolute power of disposition;

3. Is the transferee entitled to any interest accruing

on the receivables;

4. Who is obligated to collect the monthly payments and

bear the expenses in connection with their collection;

5. Who is obligated with respect to all property,

excise, sales, or similar taxes;

6. Can the transferor hold the transferee harmless from
and against any action brought against the transferee which
might arise out of the transferor's acting as agent for the

transferee in making collections;
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7. Are the customers notified of the transfers of their

obligations;

8. Does the transferee retain the right to inspect the

records and the books of the transferor at any time;

9. Is the servicing of the receivables performed by the
transferor and, if so, does the transferee supervise the

operation;

10. Does the transferor receive the entire face amount of

the receivables transferred;

11. Are all receivables transferred to the transferees;

12. Are any other forms of collateral pledged, such as
guarantees, insurance assignments, limitations on payment of

dividends, etc.

The Service concluded from the racts presented to it in
PLR 8338043, that the transaction constituted a sale not a
loan. The facts in this ruling are typical of offshore
factoring arrangements. This ruling also implicitly recognizes

the economic validity of the offshore factoring arrangement.



228

Although it is true that private letter rulings are not
precedential, there is no question that the Service's analysis
of this iesue in PLR 8338043 reflects the economic reality of
the factoring arrangement and is supported in law. The fact
that this transaction occurs between related parties does not
alter its substance as a bona fide sale rather than a loan. In
fact, the subpart F provisions themselves assume that a bona
fide contract for the sale of goods or services may be entered
into between a U.S. shareholder and its CFC, in order for the
CFC to generate foreign base company sales or services income.
Thus, the involvement of related companies in the factoring
arrangement in no way indicates that the transaction is

anything other than a valid business relationship.

D. The Factoring Arrangement Does Not Violate the Policy

Behind Section 956.

By purchasing the accounts receivable of its parent
corporation, the CFC simply stands in the shoes of its parent
for the collection of the receivables. In the process, the
subsidiary allows its parent to use at an earlier point the cash
it would have received from cﬁstomers to carry on its trade or
" business. Congressional intent in enacting section 956 was not
to discourage all investments in the U.S, by foreign corpora-

tions but to penalize those transactions that allowed U.S.

corporations to have the free use of their subsidiary's
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accumulated earnings. Even though the factoring operation
allows a U.S. corporation to realize cash in its operating cycle
at an earlier point than it otherwise would have the factoring
operation is neither legally nor economically the type of trans-

action that Congress sought to prevent in enacting section 956.

Congress emphasfzed its intent when in 1976 it narrowed
the scope of section 956 in order to avoid the unnecessary
accumulation of earnings offshore or the investment of CFC earn-

ings in the stock or debt obligations of foreign entities.

Your committee believes that the present scope of the
provision is too broad. In its present form it may, in
fact, have a detrimental effect upon our balance of
payments by encouraging foreign corporations to invest
their profits abroad. For example, a foreign corporation
looking for a temporary investment for its working capital
is, by this provision, induced to purchase foreign rather
than U.S. obligations. In your committee'’'s view, a
provision which acts to encourage, rather than prevent,
the accumulation of funds offshore should be altered to
minimize any harmful balance of payments impact while not
permitting the U.S. shareholders to use the earnings of
controlled foreign corporations without payment of tax.

H. Rep. 94-658, 94th Cong., lst Sess. (Tax Reform Act of

1976).
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The factoring arrangement conforms to Congressional intent
by bringing cash back to the U.S. to support business
operations. Thus, factoring the parent's receivables is not
the free use of a (oreign subsidiary's earnings that is

prohibited by section 956.

E. The Factoring Transaction Does Not Violate the Policy

Behind Subpart F as a Whole.

The intent of Congress in enacting Subpart F was to
eliminate tax deferral on types of income which are normally
susceptible to tax haven arrangements. The intent was not to
tax the trade or business income of a corporation carried on
entirely in a foreign country. The proposed legislation,

however, would subject just such income to taxation.

An offshore receivables company is in the business of
factoring receivables. Its primary income is from collecting
the receivables at face value after purchasing them at
discount. This income arises initially from the ordinary
commercial transactions of the U.S. affiliate. The CFC, in
purchasing these receivables, stands in its parent's shoes by
assuming the risk associated with non-collection of the

receivables. There is no guaranteed return to the CFC, and its
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income is not fixed or determinable as is the case with
interest income. Thus, the CFC's &}scount income is not the

type of income that Congress sought to include within Subpart F.

F. There is No Reason to Eliminate Foreign-to-Foreign

Factoring.

As discussed previously, one of the changes made by the
FSC amendments would be to cause discount income earned by a
CFC from accounts teceivable purchased from a related person to
be included as subpart F income. This change would prevent a
CFC from purchasing accounts receivable from its U.S. parent
and from related foreign entities. If the intent of the FSC
amendments to Subpart F is to prevent tax-free repatriation of

earnings, then certainly this change goes beyond even that

intent.

By impeding foreign-to-foreign factoring, the FSC
legislation would prevent multinational corporations from
conducting a rational program of international currency
management. Such programs are essential in a world of volatile
exchange rates where it is necessary to be able to hedge

currency exposure that i8 a normal part of transactions in a

company's receivables.
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G. Revenue Effects.

Should the FSC amendments to Subpart F be enacted the
factoring of receivables by CFCs would most likely cease but it
ie incorrect to assume that additional revenue would thereby
pour into the U.S. Treasury. On the contrary, foreign
subsidiaries would simply continue to accumulate earnings
offshore and employ them in foreign investments -- the very
result deplored by Congress in the Tax Reform Act of 1976. The
only way that U.S. corporations would bring back earnings of
foreign subsidiaries would be if such earnings were adequately
covered by foreign tax credits. Thus, the U.S. Treasury will
gain little if any revenue through the section 956 amendments
either because of the deferral of tax on the foreign
subsidiary's earnings or because of the operation of the
foreign tax credit should such earnings be repatriated. While
it is true the proposed taxation of the discount income under
Subpart F would bring some revenue, the amount of such income
would be 8o small as to make little difference in the

Administration's attempt to reduce the Federal deficit.

1V. Effective Date.

The effective date of the proposed amendments is stated in

the bill to be August 4, 1983. There is no justification for
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threatening perfectly legal transactions with retroactive
taxation. If these amendments become law, they should become

effective from the date of enactment.

V. Summary.

From the standpoint of legislative history, economic
reality, and increasing Federal tax revenues, the FSC
amendments to Subpart F make little sense. We therefore
strongly urge the Administration to withdraw these amendments
and Congress to reject them {f not withdrawn from the Foreign

Sales Corporation Act.

Senator DANFORTH. Mr. Farrell, have you examined the explana-
tions issued by USTR and Treasury relating to foreign presence re-
quirements?

Mr. FARRELL. Yes, sir. I have briefly reviewed some of those. Yes.
But I feel we need more information. I feel we need to know wheth-
er short-cut methods are going to be available for complying. I just
feel that there is not enough information yet to determine whether
or not these are really workable.

They could be very costly. They could be quite easy to comply
with. That has still been left in the air.

Senator DANFORTH. OK. Mr. Rasmussen, how do companies treat
DISC geferral as an accounting matter? Do they maintain cash re-
serves’

Mr. RasmusseN. It is my understanding, Senator, that some com-
panies maintain reserves for the deferral, and some do not. It has
been the position of my firm that we recommend companies to
maintain reserves for the DISC's.

Senator DANFORTH. Thank you very much.

[Whereupon, at 11:58 a.m., the hearing was adjourned.]

[Th;}following communications were made a part of the hearing
record:
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The Honorable Robert J. Dole

Chairman

Senate Committee on Finance .
sD~219

Washington, D.C. 20510

Dear Mr. Chairman:

I am writing to express my support for S. 1804, the “Foreign
Sales Corporation Act of 1983," on which your Committee held a
hearing on November 18, 1983,

As the Delegate to Congress from the territory of Guam and as
Chairman of the Hous. Insular Affairs Subcommittee, I want you to
know of my interest in this legislation and my willingness to coop-
erate in its consideration by the Congress. I understand the original
draft bill contained a "tax exchange of information® provision, which
was removed before formal introduction of the measure, and that several
Members of Congress would like to restore that language. I would sup-
port their effort during further congressional action on the bill.

Please let me know if 1 can provide additional information or
asaistance to you and your Committee in this regard.

Member of Congress
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The Honorable Robert Dole
Chafrman )

Senate Finance Committee

Room 221, Senate Dirksen 8uilding
Washington, D.C. 20510

Dear Senator Dole:

The Governor of Guam, the Honorable Ricardo J. Bordallo, has
authorized the Washington Liaison Office to submit for the record
this letter {n support of S. 1804.

Governor Bordallo and the People of Guam endorse the concept of
Foreign Sales Corporations and especially the provision that they
ge in?orporated tn the possessfons of the United States of which
uam {s one.

Inasmuch as the underlying purpose of Domestic International Sales
- Corporations (DISC) and the proposed Foreign Sales Corporations
(FSC) is to encourage U.S. exports, the Governor and the People of
Guam respectfully recommend that S. 1804 be amended to restrict
the situs of incorporation to the possessions. We make this
recommendation for reasons that we will now exposit.

1. Tax Haven Problems

A DISC {s typically a domestic subsidiary of a U.S. company that
fs engaged in exporting. Since the “book of account” of both the
holding company and the subsidiary are maintained at the honme
office in one of the states the Internal Revenue Service has ready
access to determine the accuracy and veracity of all records.

The U.S. Congress has conducted extensive hearings to determine the
revenue losses incurred fn tax haven countries throughout the world.
The Administration has voiced concern and plans to close these
toopholes. Neither effort has been successful,

Allowing the new FSCs to incorporate in any foreign country could

result in their locating in tax haven countries. The Internal
Revenue Service would not be able to determine {f the records
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maintained within the United States are the same as the “permanent
book of accounts” maintafned at the foreign count location. The
true income and profits would therefore be difficult to verify,

This problem would not exist §f the FSCs were mandated to locate
in the U.S. possessions. Despite uninformed and unfounded
atlegations, the U.S. possessions are not and, in fact and law,
cannot be tax havens.

The same Internal Revenue (ode and regulattons enforced in Kansas,
West Virginia and Hawaif are currently and equally enforced in
Guam, the U,S. Virgin Islands, Amerfcan Samoa, and will be
applicable in the Commonwealth of the Korthern Marfana Islands on
January 3, 1985,

The powers of the U.S. Attorney and the U.S. District Courts of,
Kansas, West VYirginia and Hawaif to enforce and subpoena tax and

bank records are the same as the powers of the U.S. Attorneys and

the U.S. District Courts of Guam, Virgin Islands and the Commonwealth
of the Northern Marifana lslands.

The U.S. Banking Codes and Regulations are equally enforceable in
Kansas as they are in Guam and the other possessions.

Pursuant to the Supremacy Clause and the Plenary Powers Clause of
the U.S. Constitution, unless specif(cal)y exempted, the U.S. codes
are applicabla to the possessions.

The possessions are NOT tax havens. Many forefgn countries are tax
havens. Failure to restrict the situs of the new FSCs to the
possessions could give rise to a new breed of tax haven problems.
S. 1804 should therefore be amended to 1imit the fncorporation
situs to the U.S. possessions.

11. Balance of Trade

The Congress and the Administration have been complaining about the
current imbalance of trade. Authorizing fncorporation in any
foreign country would further aggravate the problem.

If al) the approximately 8,000 DISC are authorized to incorporate

in foreign countries rather than the U.S. possessions, the revenue
loss in trade and taxes for the U.S. would be substantfal when we

consider the cost of --
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enmployees
“foreign trading gross receipts”
) l; sale exchange or disposition of export property
2 *engineering or architectural services for
construction projects located outside the
Unfted States
dg managerial services
meetings of the shareholders and 8oard outside the
United States
] travel
2 hotel and related costs
f; banking services
9 legal and accounting retafiners

E office space

If the incorporation sftus is restricted to the U.S. possessions,
a1l the aforestated costs would 1nure to U.S. citizens in the
possessions which would keep the money within the U.5. system
therefore not fncreasing our trade deficit, while increasing the
U.S. tax basis and revenue.

111, Budget Consfiderations -

The President's FY'8S5 Budget proposal does not provide for capital
{fmprovement funds for the possessions of Guam, Virgin Islands and
the Commonwealth of the Northern Marfana Islands. American Samoa
was allocated a meager $1.6 million.

Previous Executive Budgets have provided anywhere from $30 - $80
million annually in construction grants for the possessions,

The federal deffcit issue caused the Administration to zero out any
construction grants for the possesstons. The possessions are
suffering the same type of deficit problems the federal government
{s experiencing. They therefore cannot afford to underwrite needed
fnfrastructure costs on thefr own,

The federal government has one of several chofices:

1) appropriate for the construction needs of the
possessfions;

2) allow the possessions to wallow in their problems;
3) pass legislatfon that would enhance the economy of

the possessions thereby encouraging them to become
self-sustaining. )

33-8%0 O—84-—16
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The first two optfons are unacceptable because of the federal
deficit and the U.S. image abroad. The third option {s therefore
the most viable,

Restricting the incorporation sftus to the territories would assure
the possessions of being the beneficiary of all the expenses and
gross receipts listed above.

The possessions would also benefit from the FSCs locating there in __
8 number other ways. The exposure and requirement that certain
activities, especfally board and shareholders meetings, be held in
the possessions would provide the possessions with exposure to
corporate heads that it would not otherwise have.

Corporate directors would be made aware of the potentia) of Guam
as the offfce and financial center for the Astan Pacific region,
These directors would see, firsthand, Guam's --

-- accessibility to markets in the Asfan Pacific region

-- politically stable and receptive business climate

-- efficient communications systems 1inking Guam to the
United States and Asfia

-- efffcient air and water carrier services

-- Ao:er costs of 1{ving than other office centers in
sfa

-- potentfal as the sftus for manufacturing and other
corporate related activities.

The same would be true for the other possessfons. The end product
would be that the economies of the possessions would be enhanced,
therdy reducing their dependence on handouts in the federal budget,
thereby reducing the federal deficit without increasing the foreign
trade deficit.

IV. GATT CONFORMITY

The issue of locating in the possessions not conforming to GATT has
been rajsed.

The European community has not indicated full support of the FSC
legfislation as introduced. Any version passed by the U.S. Congress
will probably be challenged, The current DISC system has been in
disoute for the last 14 years.
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If disputes and challenges are going to be raised anyway, the
U.S. Congress might as well make sure that U.S. citizens in the
possessions are the beneficiaries of the money spent by U.S.
companies in sur attempt to satisfy GATT. Forefgn countries
should not benefit from the new FSC.

The new FSC should encourage the export of U.S. goods and
commodities not jobs and money.

The Governor and the People of Guam extend thefr sincerest "S§
Yu'us Ma'ase" for your attention and hopefully your affirmative
consideration of this statement.

Respectfully submitted,

NJAMIN J.F. ARUZ
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February 3, 1984

The Honorable Robert Dole
Chairman

Committee on Finance
United States Senate
Washington, D, C. 20510

Dear Mr. Chairman:

Today as you discuss the tax proposal to replace the domestic
international sales corporation (DISC), I believe there is a need
to focus attention on the role of the small business community {n
our Nation's export picture.

1 recognize that the Administration drafted 5. 1804 with the
objective of meeting the concerns of the General Agreement on
Tariffs and Trade (GATT). This ts clearly s laudable objective
and effort. Nevertheless, the repeal of DISC should not be accom-
plished at the expense of the small business person. It i{s essen-
tisl that we remain cognizant of the fact that small business
creates approximately 80 percent of the net new jobs in this country
and may wvell be a tremendous source of new American export oppor-
tunities. 1In fact, according to the United States Coamerce Depart-
ment, there are approximately 20,000 United States firams which
possess export potentisl, but hsve been unable to participate in
foreign trade due to the complexities of fnitiating an export
operation.

In order to encourage a greater small business involvement
in the internstional trade arena, I introduced yesterday the
International Trade Tax Act of 1984. This proposal would provide
a so-called de minimis rule or safe harbor for small firms. These
provisions would not dramatically change the present proposal under
consideration other than to provide a small business dimension to
this legislation.

This would be accomplished by minimf{zing the incidences of
foreign presence for a small firm. Specifically, a small busi-
ness would be allowed to exempt some of {its international trade
income by establishing s subsidiary, known as a "small American
international trade corporstion” (AITC). Unlike S. 1804, this
plan would not require a small business to maintain an office,
books or records overseas. In addition, the export subsidiary
vould not be required to appoint a nonresident director. In
order to qualify ss s small AITC, the small firm would be
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required to have under $10 million in average gross receipts and
be incorporated overseas, in a United States possession or in a
foreign trade zone. In addition to deriving revenues from the
sale, exchange or disposition of goods, s small AITC would be
allowved to generate foreign trading gross receipts from the per-
formance of services. Ny proposal would also require the Treasury
Department to draft regulations permitting shareholders of an AITC
to participate on & joint basis or in a joint trading company ven-~
ture., Pinally, to ensure a smooth trsusition for small fires which
curreatly operate a DISC, these small businesses would be allowed
five years to effectuate compliance with the new export tax measure.

My approach {s specifically designed to reduce the complex-
ities of export trading for the small business and to provide a
viable incentive for these firms to enter the international
marketplace.

In vievw of the vital role of small business in the job gen-
eration process, I strongly urge this panel to give favoradle
consideration to the unique needs of the small business community
in 1its attempt to capture an equitable share of this Nation's ex-
port trade.

Thank you for the opportunity to present my views on this

{mportant issue.
E_( i

With best wishes and kind regayds,

Nowak
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STATEMENT OF THE HONORABLE FROILAN C. TENORIO
RESIDENT REPRESENTATIVE TO THE UNITED STATES
COMMONWEALTH OF THE NORTHERN MARIANA ISLANDS

BEFORE THE
SENATE COMMITTEE ON FINANCE

IN ITS CONSIDERATION OF
S. 1804 (FCREIGN SALES CORPORATION ACT)

Thank you, Mr. Chairman, I am honored to be afforded this opportunity
to present testimony to the Committee on S. 1804, which would permit the
establishment of Foreign Sales Corporation (FSC's) in lieu of Domestic
International Sales Corporation (DISC's) for special tax treatment on
their forélgn trade income.

The Commonwealth of the Northern Mariana is in favor of the goals
of this legislation. We believe it will benefit American business, improve
U.S. relations with its trading partners, and contribute to the economic
development of the Northern Marianas and other U.S. territories. I should
like to limit my remarks to the application of this legislation to the
territories in general and the Northern Marianas in particular,

First of all, the Northern Marianas, along with Guam, American Samoa,
and the U.S. Virgin -Islands, are outside the customs territory of the
United States. Thus, the Northern Marianas qualifies in the bill as an
acceptable location for FSC's. This i{s a very wise approach to take for
several reasons. An FSC located in the Northern Marianas or the other
territories which qualify has all the advantages of doing its business
under the U.S. flag while still receiving favorable tax treatment. It
has access to the courts of the United States to enforce its rights in
its commercial transactions. The banking, postal, and communication systems

are all American. There is assurance of continuity and stability of
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government and law, and no danger of expropriation or civil unrest. Also,
the Northern Marianas and the other territories provide trade and tax
incentives to businesses which contribute to their economic development

in addition to those which this bill would establish. Foreign locations
for FSC's cannot, of course, offer these advantages.

The United States also will benefit when an FSC locates in the
Northern Marianas or another territory. The same United States courts
which protect the businessman also assure the government that its tax
and other laws are fully enforceable. The United States will also be
fulfilling to a greater extent its international obligations to promote
the economic development of its territories. Not the least effect will
be a broader tax base in the territories, an increased shift from public
sector to private sector employment, greater fiscal stability, lower
unemployment, and a reduced need for Federal subsidies.

For these reasons, the Committee should consider limiting the eligible
locations for establishing an FSC to the four U.S. flag territories outside
the customs territory of the United States. This will insure against
tax haven problems, assure enforcement in Federal courts, avoid the need
to consider foreign taxation, and greatly simplify the legislation. This
will also more greatly stimulate the economic growth of the territories
and reduce their drain on the U.S. Treasury.

Mr. Chairman, the Commonwealth of the Northern Mariana Islands would
be proud to provide a home for Foreign Sales Corporations under this bill.
I am certain that American businesses will find our .3lands ideal as
the closest location to Japan and the Asian countries, with many local
incentives to economic activity, and with the warm "Hafa Adai" spirit
with which we welcome all who come to visit or share our place in the
sun,

Thank you, Mr. Chairman.
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— EXECUTIVE SUNNARY

The American Association of Exporters and Importers (AAEl) strongly supports the
concept of the Domestic International Sales Corporation (DISC) and opposes any
elimination of its benefits. If an alternative program is needed to meet
complaints of U.S. trading partners in the GATT, the substitute should not offer
less benefits than are presently available to DISC users,

AAE]l supports the Administration's qood faith effort to devise a satisfactory
alternative which can meet U.S, exporters' needs and resolve the situation in
the GATT, However , AAEI believes that the Forefqn Sales Corporation (FSC) Act,
S. 1804, as 1t is presently drafted, falls short in a number of areas in meeting
the Administration's export promotion qoals for the legislation, particularly as
regards small and medium-sized exporters.

AAE] recommends that the Committee amend S, 1804 in the following ways to
address these apparent deficiencies;

€xpand the "Small FSC" option to allow husinesses with up to $10 milifon
in foreign trading qross receipts to take full advantage of this option
for a transtitional period of five years, during which time the definition
of a "Small FSC" would be phased down to $5 millfon, (This approach would
qive those small husinesses with more than $2.5 million in foreign sales
time to comply with the fuller FSC foreign activity requirements,)

Spell out that the "Interest Charge™ DISC option will be made available to
companies forming new DISCs after passage of this legislation, as well as
to those already estahlished at the time of passaqge.

Eliminate the “"qualified assets” requirements of the DISC option to permit
flexidbility in internal allocation of resources which fs particularly
critical for small exporters and new-to-export firms,

The relationship between "Joint FSCs" and Commerce Department -
certified Export Trading Companies may need clarificatfon 1f ETC's are
expected to orqanize foint FSCs for other companies. Antitrust
protections, now available to ETC shareholders, do not extend to their
suppliers. A new certification procedure may need to be drawn up.

Delete the provisfons, in Sectfon 2{(c) of S. 1804, which would alter the
tax treatment of income earned by a foreiqn subsidiary which purchases the
recefvables of a related company such that a U.S. parent company would be
taxed currently on fts fncome even if it is not distributed to the parent,
{"Factoring" of recefvables provides an important source of financing for
many domestic and multinational companies. Capital earned by the U.S,
parent may be used to finance further exports. As Section 2{(c) would make
it mre difficult for American multinationals to finance U.S. exports, its
inclusion {s fnappropriate in a bill whose overall qal is to promote U,S.

exports.)
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The American Association of Exporters and I!mporters (AAEI) welcomes this
opportunity to share our concerns abor.t the Administration's proposal to
replace the Nomestic International Sales Corporation (NISC) Proqram with a new
Foreign Sales Corporation (FSC) Program and to offer recommendations to ensure

that any alternative meets the needs of U.S exporters, hoth large and small,

With 1,400 U.S.-company members natfonwide engaged in the export, import and
distribution of goods and services worldwide, AAEI 1s the only organization in
the country specifically representing the interests of exporters and importers.
Nearly half of AAEI's members are expnrters. A large proportion of these
exporters are small and medium-sized companies, Still others are just now
launching export activities, AAEl helieves that the Dléc Program provides an
important aid to 11,5, exporters who must compete in the international market-
place with foreiqn competitors who enjoy the henefit of taxation systems which

are more favorable to exporting than §s the American system,

AAEL stronaqly supparts the concept of the NISC and opposes any elimination of
its benefits, If an alternative program to the DISC {s needed to address
objections of our trading partners in the General Aqreement on Tariffs and
Trade, the substitute should not offer less benefits than are presently

avaflable to NISC users,
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Whether or not the FSC alternative will be viewed by our trading partners as
"GATT-leqal" will likely depend as much on political factors as it will on
technical features of the program. Given the continuing disputes between the
United States and the European Community (EC) ahout aqricultural subsidies,
steel imports and other issues, we can envision continued debate about the FSC
proqram, We believe that by comparison with the export incentive programs in
some EC countries, the foreign presence requirements in the Administration's
proposal are mre suhstantive and more hurdensome than might be necessary to

meet complaints,

In general, we endorse the qovernment's qood faith effort to regolve this
internationa) dispute while preserving the benefits of a NISC-11ke program for
U.S. exporters, We urge below, however , that the cateqory of companies that
could qualify for exemption from substantial foreign activity requirements be

expanded to a broader qroup of small exporters than {s currently proposed.

In introducing S. 1804 (The Foreign Sales Corporation Act of 1983) the Admin-
fstration stated its intention to maintatn the financial incentives of a
DISC-like substitute in order to maintain exporter use, to avoid any tax
fncreases for exporters, and to ensure that the FSC would continue to be

usable by small businesses in particular,

AAEl fully supports these qoals, We are concerned, hawever , that the

legistation as it s presently drafted does not meet all of them as well as ft
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could and must §f the replacement of the DISC program with S, 1804 is not to
result in less, rather than more, incentive for U.S. exporters to heqin or

expand their bhusiness abroad.

We should ttke to focus in particular on those areas where we bhelieve the
legislation fails to 1ive up to the requirement that small businesses be able

to use the program,

The foreiqn presence requirements pose the greatest obstacles to the program's
usability by small companies., As it is now drafted, the small business
exception provisions, while headed in the right direction, do not oo far

enough,

FSC REQUIREMENTS

Orqanizational and Foreign Presence Requirements

As presently drafted, S. 1804 requires that to qualify for the tax exempt

treatment of a part of its foreign trade income, a FSC must:

. be created or organized under the laws of any foreign councry or of
any t,S, possession;

. maintain an office outside the U,S.;

maintain a set of permanent books of account at that office (and
have these records as well in the U.S.);

. have at least one non-1l.S. resident on 1ts Board of Directors; and

. hold all Board and shareholder meetinqs outside the U.S.
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Further, the FSC must perform the following activities (either {tself, or
through an agent) in connection with any transaction qualifying as 2 gross
receipt, The FSC must:

. participate outside the U.S. in the solicitation (other than

advertising), the negotiation, or the making of the contract
relating to a transaction; and -

. 50 percent or more of the total direct costs incurred by the FSC
attributable to a transaction must be incurred for activities
performed outside the U.S. (1.e. in foreign direct costs).

Alternatively, a FSC may qualify 1f 85% of the tota! direct costs attributable
to the transaction are incurred in each of at least two of the following

astivitigi;

1. advertising and sales promotion;

2. processing of orders and arrangements for delivery (outside
the U.S.) of the export property;

3. transportation from the time of acquisition by the FSC (or the
beainning of a commission relationship for such transaction)
to the delivery to the customer;

4, determination and transmittal of a final invoice or statement
of account and receipt of payment (1.e. billing and collection);
and

o
.

assumption of credit risk,

The key concern that we have with the Administration's proposal, as it relates
to both large and small exporters, is the level of foreign activities which a

FSC must engage in to qualify for the tax exemptions.
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The small business exporter, we believe. will be particularly affected by these
requirements. The hasic requirement of offshore presence (and fts attendant
capital outlays) in and of itself poses a real obstacle to small exporters,
especially those which have no experience ahroad. The long list of further
activities {if strictly required) would put the FSC program beyond the reash

of a larqe number of small exporters.

The Small Business Administration has estimated that some 20-30,000 small
manufacturers could export hut don't, efther because they lack information
about exporting opportunities and methods or because they are scared off hy

what appear to be overwhelmingly complex and costly procedures.

If the Administration expects the small business community which uses the DISC
to take similar advantaqge of the FSC (and if it hopes to draw in some of the
untapped export potential among the 20-30,000 non-exporters), we believe that
the provisfons reqarding small husiness exceptions to foreiqn presence require-

ments must be clarified, and in some important respects, modified.

SMALL RUSINESS EXCEPTIONS

S. 1804 offers two exceptions from the rules governing FSCs, for small

conpanies: 1) an Interest Charge DISC and 2) Small) FSC Provisions.
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[nterest Charge DISC (Section 2)

This section provides an alternative to the FSC program for businesses with
less than $10 million in qualified export receipts. These companies could
continue to use their NISCs, and to pay interest (at the Treasury bill rate)

on deferred taxes.

The value of tax deferral to any company lies in the use of the money ft would
have had to pay until such time as the tax is due. For many snall_companies.
payina an interest charge nn that deferral could wipe out its value completely.
Depending upon the interest rate and the cost of funds to the exporter, the
fnterest charqe could exceed the current henefits of DISC in the lonq run, as
deferred income accumulates and interest on that income comes due., However,
for some small companies, the availahility of any extra capital for export

expansion (even for a short period of time) will be welcome.

We believe there is a qod deal of confusion within the business community on
the question of whether new DISCS, as such, can-be formed after the FSC leqis-
lation hecomes effective, MWe understand from one of the drafters of the
Administratfon's proposal that the interest charqe DISC option {s to be made
available to new NISCs, as well as to those already established. We urqe the

Congress to spell out this intention in the FSC legislation,

In-order to make the Interest Charqge DISC option valuahle to small companies,
(and particularly these which are new to export), the "qualified assets"”

requirements of the NISC option (that tax deferred income be invested in
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qualified export assets) should be eliminated., Companies that are just now
launching export activities will need areater flexidility in the use of earned

capital (particularly {f they must expend some of it on interest payments).

Small FSC Provisions

S. 1804 would permit small businesses with less than $2.5 million fn foreign
trading gross receipts to use the new FSC provisions 1f they satisfy the

foreign incorporation, office maintance, accounting, and non-resident hoard
member requirements for FSCs. The foreign economic activities requirements

would be waived.

AAE] believes that small husinesses could meet these requirements (especially
1f they could jointly maintain foreiqn offices). The $2.5 million limitation,

however , would exclude a larqe numher of small husinesses now using DISC,

We support the recommendation, made by the U.S, Chamher of Commerce before
this Cormittee on November 18 of last year, that “the Small FSC option be
expanded to allow businesses with up to $10 million in foreign trading gross
receipts to he ahle to use this option for a transitional period of five years
during which time the definition of a Small FSC would be phased down to $5
millfon,” This phased-in approach would qive those small businesses with rore
than $2.5 million in foreign gross receipts time to develop the internatl
structure (and resource allocation) needed to comply with the fuller FSC
foreign activity requirements., {The amendment to Section 924 (b)(2)(B) to

accomplish this is appended below.)
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We believe that raising the limit on the exclusion to $10 million in foreign
sales would be insianificant in terms of our trading interests. We note, for
exanple, that fn the 1981 DISC year, the DISCs that accounted for nearly 85%
of all returns (DISC's with less than $10 million in DISC foreiqn sales),
accounted for only some 8.4% of total DISC gross receiptstl/ Although the
benefits in total dollar terms arc minimal, we believe the benefit to the U.S.
economy in the long run of ensuring the usability of the FSC hy these “larger*”

small businesses is substantial,

Joint FSCs

AAE] appreciates the thinking behind the Administration's joint FSC proposal.
While we believe that a joint FSC provision §s desirable, we have some
questions about the proposal and, more hasically, we question the extent to
which small companies in particular will indeed make use of this option to
satisfy the foreign activities requirements for FSCs. We note a pervasive
reluctance among small companies to give up any control of their business to
any other company, or indeed to share information and control with other
companies. This would appear to be particularly so for companies with little

or no experience in foreiaqn business.

l/ 1981 Annual Report, "The Operation and Effect of the Domestic
International Sales Corporation Leqgislation®, the Department of the
Treasury, July 1983, Table 4-3 (p. 22).

33-890 O—84——17
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In fact, at & recent seminar AAE! held on the Essentials of Successful
Exporting for Small and Medfum-Sized Companies, representatives of highly
successful exporting companies counseled would-be, or relatively inexperienced
exporters, not to beqin exporting through other companies, Specifically urged
was personal involvement, full control by top management of all practical and
financial exporting decisions, and maintenance of maximum flexibility, A
representative of one of the olde;t export management companies in the country
pointedly noted that new exporters are not god candidates for export
management company and export trading company handling of their foreign
business., Getting experience for themselves in foreiqn markets was urqed as

the first step in taking advantage of export opportuntties,

AAE]l has in the past consistently supported the efforts of the Administration
and the Congress to promote U.S. exports by encouraqing the formation of

export trading companies, Whether or not ETCs formed under the new certifica-
tion program of the Commerce and Justice Departments will succeed in bringing
small manufacturers into the export sector in large numbers remains to he seen,
As yet, the Commerce Department has certified only one ETC proposing to export
the products of its small member companies exclusively (U1,S. Farm-Raised Fish
Trading Company). All other certificates granted to date have been to one or

more large companies, which may or may not ultimately aid small companies in

exporting.
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We would ask, further, for clarification on whether the Administration
envisfons jotnt fSCs sharing pricing and other information which activity

could rafse antitrust liabilities for them, If so, does the Administration
contemplate seeking passage of legistation (or amendment of S. 1804) to provide
protection to joint FSCs similar to that offered by ETC certification under the
Export Trading Company Act of 19827

We have raised these questions with the Office of the U,S. Trade Representative
and with the Uffice of Trading Company Affairs fn the Department of Commerce.
We understand that, although not specifically focussed on, the Administration
starts from the premise that joint FSCs will not be considered "non-competitive
per se*, While we welcome this attitude, we helieve some specific language in
the statute to this effect would be more reassuring to exporters contemplating

forming foint FSCs.

We understand also that the Administration expects that companies which plan to
form a joint FSC, and which anticipate or fear antitrust liahflity, will @ to
the Commerce Nepartment for an ETC certificate, Counsel in the Office of
Trading Company Affairs reported to us that that office has not been asked to,
nor has it tooked in any depth into the relationship between ETCs and FSCs.
The Department does not know how a certificate might differ for FSC
collaboration (as versus more extensive sharing of information entailed by

fuller export trading company activities).
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We wonder how the certification process might work for a trading company
applicant proposing to administer a FSC for some af its members and to conduct
export trading company operations for other suppliers who are not in the FSC.
Under the terms of S.1RN4, would the ETC itself become a member of the jfoint
FSC? The Commerce Department has acknowledqed that as the ETC certificate is
now designed the antitrust protection that it confers is limited to the
shareholders of the incorporated ETC {tself -- {.e. the protection does not
extend to any activities of the individual companies (suppliers) which a

certified ETC may be serving, or from which it may be taking title to qoods.

We believe that the Administration may view the new joint FSC concept as one
way to spur participation of smaller companies in export trading companies.

If it is to accomplish this, we helieve that S. 1804 should spell out this
practical option and address the provision of antitrust protection for
individual companies which form a FSC within the framework of an export trading
company. This will be particularly important for the vast majority of smaller
companfes which are not moving to join as shareholders with other compantes to
form a full-fledged ETC but which are expressing an interest in making use of

others' ETCs to expand their export business.

in sum, we believe that expectations of extensive use of joint FSCs by small
businesses may be unrealistic (except for the purposes of satisfyinqg foreign
office requirements under the small business exception option). Ratsing the

level of participation in single small FSCs (which can qualify for the
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exemption from foreign activity requirements) to $10 million in foreign trading
gross receipts will do more to encourage small companies to export than might

an opportunity to jointly undertake extensive foreign activities.

Income from Trade Receivahles of Related Persons

The factoring of receivables provides an important source of financing for many
domastic and multinational corporations, The capital earned by the !I.S, parent
may be used to finance further exports. Section 2(c) of S. 1804 would alter
the tax treatment of income earned by a foreign subsidiary which purchases
receivables of a related company such that a U.S, parent company would be taxed

currently on its income even if it is not distributed to the parent.

Realistically speaking, the dollar contribution of large enterprises to the
U.S. export effort (and to the UI.S. halance of trade) far exceeds that of
smal) companies {the "potential” thousands notwithstanding). By making it
more difficult for Amerfcan multinationals to finance U.S. exports, AAE!
believes that the adoption of this provisfon is clearly antithetical to the

overall qoal of promoting U.S. exports which S. 1804 {s intended to further.

One further aspect of Section 2(c) which we find disturbing 1s‘that the
provision as now written is to q into effect on Auqust 4, 1983 (the date on
which the bi1l was introduced). As a matter of practical business functioning,
this retroactive tax provision poses 2 serious hurden for business planners.

It unfairly penalizes the vast majority of tax payers who do not become

aware of proposed changes in tax (or other) laws until after a law 1s enacted.

The retroactive provision would put even those companies which do follow
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legislative proposals closely in the position of having to make business .
decistions based on a speculative evaluvation of whether the legislation will
pass in its present form or will be amended. AAEl urges the Congress to avoid

adding to the uncertainties that already face U.S. exporters.

Conclusion

As a stronq and consistent supporter of an open international trading system
and the multilateral agreements which have made it possible, AAEl belfeves that
if a program is to be devised to meet GATT objections, it must be undertaken in
good faith, We do not support, as some have suggested, drawing up a FSC
program on paper and then not administering it properly. In the lonq run, such

a course would be self-defeating.

In practical terms, we believe that active involvement overseas by new
exporters and small exporters strugqling to expand their business overseas
will be a healthy development, However, AAE] urqes the Congress to recoqnize
that even “larqer” small exporters will be denied the maxinmum help they need
in financing their exports if the substitute program does not ease their
transition into substantial foreiqn operations over time.

AAE]l believes that any substitute for the NISC should not reduce the benefits
that the DISC has provided to U.S. exporters. AAEl stands ready to help this
Committee in any way we can to draw up a realistic, and satisfactory, NISC
substitute which will give U.S. exporters the tools they need to remain

competitive and expand their business in the international marketplace.
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Appendix

——

Amendment to Small FSC Provisfon of S, 1804 -

Amend Section 924(b)(2)(R) to read:

(1) In qgeneral .- any foreian tradinq qrass receipts of a small FSC for the
taxable year which exceed $5,000,000 shall not be taken into account in
determining the exempt foreiqn trade income of such corporation and shall not
be taken into account under any other provisions of this subpart,

Add new section 924(b)(2)(R)(v):

(v) Phase-in of limitation --

Subhsection (i) shall be applied by

If the taxable year beqins in suhstituting for "$2,500,000" the
calendar year following amount:
1984 $10,000,000
1985 9,000,000
1986 8,000,000 -
1987 7,000,000

1988 6,000,000
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Statement of
Rochester Tax Council
Before the Committee on Finance
Hearings on S$.1804 -
Foreign Sales Corporation Act of 1983

Friday, November 18, 1983

In lieu of oral testimony, the Rochester Tax Council appre-
ciates this opportunity to submit a brief written statement of
its position and comments with regard to S.1804, the Poreign
Sales Corporation Act of 1983. The Rochester Tax Council is an
organization of major companies that have strong affiliations
with the Rochester, New York area. The Council has regularly—
taken an active interest in corporation tax policy issues, par-
ticularly those relating to international business. The Coun-

cil's members are:

Bausch & Lomb, Inc.
Champion Products
Gannett Co., Inc.
Garlock, Inc.

Gleason Works Company
Eastman Kodak Company
The R. T. French Company
Schlegel Corporation

Security New York State Corporation
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Sybron Corporation

Xerox Corporation

Members of the Rochester Tax Council are strong supporters
of free and open inteznationai trade and consequently support
the General Agreement on Tariffs and trade (GATT). <Consistent
with this support of foreign trade, we took an active role in
the enactment of the Domestic International Sales Corporation
(DISC) legislation in 1971 and have continued to endorse and
support DISC legislation., We believe that exports of American
goods have been encouraged by this legislation in a way that
balances exporting incentives of other countries and gener-
ally promotes free trade, cConsequently, we believe that the
position taken‘by GATT with respect to the Uniteé States DISC
legislation is unfair and inappropriate. Nevertheless, we are
prepared to accept the reality of the GATT decision and the
United States' commitment to propose a legislative alternatz;e
to DISC.

Any alternative to DISC should be premised on the fact that
the DISC legislation has provided a practical and simple mech-
anism to encourage exports of American products. In our state-
ment to this committee on Aprii 20, 1976, we reported the
results of a statistical analysis made by members of the
Rochester Tax Council for the period 1971 through 1975, The
results of this study, based on the reports of the industrial
corporations included in our Council, showed that exports had

increased from $549.7 million to $1,085 billion, an increase of
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more than 97 percent., As of 1972 approximately 19,400, or 12
percent of the approximately 161,300 individuals employed by
industrial members of-.the Council were engaged in manufacturing
or sales jobs which were sustained by export sales of these
member corporations. In 1975 approximately 26,100, or 14.5
percent of the approximately 180,100 individuals employed by
industrial members were engaged in manufacturing or sales jobs
sustained by reason of export sales, Thus, between 1972 and
1975 export related jobs in the Rochester area increased by
more than 34 percent. This dramatic increase in the number of
employees engaged in export related jobs resulted from a large
increase in export sales as opposed to domestic sales during.
the period. During this period export sales increase by 69
percent, whereas domestic sales increased by 36 percent only.
While we have not completed our new study to update this infor-
mation, the information from one of our larger members con-
cludes that in 1982 28 percent of its United States employment
is sustained by export sales. As noted above in 1975, Council
members generally had 14.5 peréént of its employees in export
related jobs. Thus, we believe that the efficacy of the DISC
legislation in promoting exports has continued to be drama-
tically illustrated by the actual experience of the members of
the Council. Therefore, based on our own practical experience
as well as the broader studies that have been completed by
others, we believe that goals of the present DISC legislation
must be continued by some means that is both practical and cost

efficient.,
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We support S.1804 because we believe that it can accomplish
the goals that are presently being accomplished by the existing
DISC legislation. Our representative has worked for many
months as part of the business group that has met frequently
with the Office of the United States Trade Representative and
the Treasury Department. These mqgtings have been most con-
structive and we wish to express our appreciation to the Office
of the United States Trade Representative and the Treasury
Department for the constructive responses that they have given
to suggestions from this business group. We believe that this
exchange of views has accomplished much which ig reflected in
$.1804 in developing a proposal that is not only intended to
continue the policy goals of existing DISC legislation but is
also intended to do so through a means that is both practical
and cost efficient,

There are, however, some important points that need to be
clarified before we can feel comfortable that the Foreign Sales
. Corporation (PSC) is a practical, cost efficient alternative to
DISC. These issues include the (ollowing:

1. the Office of the United States Trade Representative
and the Treasury Department in meetings with the ad
hoc business group have developed a draft working
paper which clarifies the foreign presence require-
ments under proposed sections 924 and 925. This
draft, after appropriate refinement, should be

included in the legislative history of S.1804.
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$.1804, and in particular the background material
developed by the Treasury Department and the Office of
the United States Trade Representative, are almost
exclusively based on the assumption of an PSC that
will buy export products from a related supplier and
then resell these products. However, most DISCs oper-~
ate as commission agents for related suppliers and it
is broadly anticipated that most FPSCs will also oper-
ate as commission agents. Consequently, we consider
it quite important that your staffs, in association
with the Treasury Department and interested business
groups, reevaluate the provisions of S.1804 in gen-
eral, and section 924(e) in particular, to confirm the
need for, and the efficacy of, the requirements of
section 924(e) in the case of a commission FSC,

Most of the attention in the development of S.1804
seems to have been either on very large multinationals
or small businesses that qualify for the small FSC
definition of section 922(b). More attention needs to
be given to problems of medium size companies such as
several of the members of the Rochester Tax Council
who do not qualify as small FSCs, but who cannot
afford to employ additional persons in the Virgin
lglands or other areas remote from their business
operations to take on administrative burdens added by
this legislation. This legislation should operate in
a manner that will not impose new obstacles or signi-

ficant costs on American companies exporting abroad.
-5 -
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4. While we take no position on the merits of the pro-
posal, we believe that section 1{(c) of the Act (deal-
ing with treatment of certain trade receivables) is
unrelated to this important legislation and can only
complicite and obstruct this legislation. 1If it is
deemed appropriate to make legislative changes with
respect to the treathent of such trade receivables, it
should be handled as sepérate legislation or as part
of an omnibds tax bill.

In summary, subject to the specific-points noted in the
preceding paragraph, we endorse and support S.1804. We look
forward to working with your staffs and in continuing to work
with the Treasury Department and the United States Trade Rep-
resentative in clarifying and improving this legislative;pro-

posal.
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STATEMENT OF
WILLIAM B. MODANL
MANAGER, TAX AFPAIRS
DIGITAL EQUIPMENT CORPORATION
on behalf of
THE NATIONAL FOREIGN TRADE COUNCIL, INC.
. on S. 1804
THE FOREIGN SALES CORPORATION ACT
before the

SENATE FINANCE COMMITTEE

PEBRUARY 3, 1984
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My name is William B. Modahl. I appear on behalf of the National
Foreign Trade Council as a member of its Tax Committee. I am Manager,
Tax Affairs for Digital Equipment Corporaéion, the world's second
largest computer company. The Council is a private, non-profit orga-
nization which represents more than 600 companies engaged in inter-
national trade and investment. The Council supports S. 1804 as a
framework for the resolution of certain questions that bhave arisen

with respect to the DISC provisions of the tax law.

The Domestic International Sales Corporation (DISC) provisions of the
Internal Revenue Code were enacted in 1971 to enhance the com-
petitiveness of U.S. exporters. While DISC has succeeded in improving
U.S. competitiveness, it has also been a source of controversy since
its enactment. In particular, DISC has been challenged as an export
subsidy that is inconsistent with the General Agreement on Tariffs and
Trade (GATT), to which the U.S. is a signatory. Although the United
States has never conceded the question of whether DISC is consistent
with our GATT obligations, the U.S. Trade Representative has assured
the GATT Council that the administration would propose legislation to
"address the concerns” of the complaining GATT members. S. 1804, the

Foreign Sales Corporation Act, is the product of that promise.

In order to address the diplomatic problems raised by our trading
partners, the NFTC supports the effort to enact a more clearly
GATT-consistent substitute. Of course, any final substitute must per-

form the same function as that performed by the current DISC; i.e., to
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partially restore the competitive balance that is upset by foreign tax
practices. To be effective, any substitute should give U.S. exporters
at least the same level of benefit as that which currently comes from

DISC.

DISC and Exports

DISC has been very successful at encouraginjy U.S. exports. In its
1983 report on the 1981 DISC year, the Treasury concluded that DISC
accounted for increased exports of $7.2-$11.0 billion that year. In
addition, a recent Price Waterhouse study has suggested that this
increase in exports may generate sufficient economic activity to
result in a net revenue gain from DISC. The number of DISCs has grown

dramatically from about 3,500 in 1972 to more than 17,000 in 1983.

At Digital almost 40 percent of our sales are overseas. Our inter-
national business has helped us to achieve global economies of scale
necessary to being competitive at home and abroad. For example,
without this volume, we would be severely limited in our ability to
finance our increahing levels of R&D. DISC has helped expand exports
at Dj-ital. By making such sales incrementally more profitable, it
gives managers an incentive to make the extra effort needed to sell
overseas. Digital's experience is not an uncommon one. Rather, it is
a real-life case that supports the Treasury's overall view of the

relationship of DISC to high technology manufacturers. As the
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Treasury's 1981 Annual Report demonstrates, high technology exports

are quite sensitive to changes in DISC treatment.

Exports and U.S. Jobs

A recent report from the Commerce Department's Office of Trade and
Investment Analysis demonstrates.that the link between U.S. export
performance and U.S. employment is far greater than generally
understood. For example, export-related jobs account for one in eight
manufacturing jobs and one in six jobs in non-manufactured goods.

From 1977-1980 export related job growth accounted for 30 percent of
all private sector growth. The drop in exports from 1980-1982
accounted for 40 percent of the increase in U.S. unemployment. Based
on Commerce Department and Treasury figures, in'1981 DISC accounted

for approximately a quarter of a million jobs for Americans.

With this close relationship of jobs and exports in mind, the precipi-
tous decline in the U.S, trade position is disturbing. The NFTC's
Balance of Payments Committee estimates that the merchandise trade
deficit will be §59 billion for 1983 and $100 billion for 1984. The
Commerce Department has described the drop in U.S. exports as
"catastrophic,” and has suggested that the optimistic estimates of
robust economic growth have overlooked this effect. It is a matter of
high national priority to expand exports. The role that DISC has

played in supporting exports and export related employment argues

33-890 O—84——18
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strongly for the continuation or expansion of the current level of
benefits for exports. Any DISC substitute should preserve these bene-
fits and should be designed so as to minimize the need to create jobs

outside the U.S.

DISC and Foreign Tax Practices

Among the reasons American-exporters have difficulty meeting foreign
competition are the tax and non-tax export subsidies employed by our
trading competitors. Practices such as direct agricultural subsidies
and industrial targeting policies can give foreign competitors an
unfair advantage over U.S. exporters. Further, foreign governments
provide both explicit and subtle tax policies that provide special
advantages to their exporters. Unfortunately, many of these practices
are either not covered under the GATT rules, or are expressly per-

mitted as exceptions to those rules.

For example, some countries have adopted a "territorial®™ taxing con-
cept under which a nation does not generally tax the foreign source
income of their companies. To the extent export sales generate
foreign source income, these companies pay little or no home country
tax. By contrast, U.S. companies pay a U.S. federal tax of up to 46

percent on export income.

Another tax advantage many foreign competitors hold is their

governments' heavy reliance on national sales taxes or value-added
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taxes. These taxes are generally rebated on export sales, and, con:

sequently, there is no domestic tax burden imposed on products

destined for export.

Pinally, in my experience, foreign tax officials, as a matter of
export policy, frequently do not rigorously examine the export-related
transactions of their nationals. By contrast the U.S. zealously
enforces the arm's-length standard for transactions among related par-
ties. While the NFTC does not mean to suggest that U.S. tax admi-
nistrators should depart from their high standards, it is important to

recognize the realities of the marketplace.

Congress enacted the DISC legislation in 1971 to offset, at least in
part, these foreign tax advantages. In the current parlance, the

effort was made toward "leveling the playing field."

S. 1804, Foreign Sales Corporation

In considering the merits of S. 1804, one must recognize the ground-
rules for its construction. To satisfy our trading partners, the
legislation must be consistent with GATT. Because of the federal
budget deficit, the legislation must be revenue neutral. If these
limits were not essential, the Council would prefer an expansion of
the existing benefits to both present users and the services sector of
the economy. Nonetheless, under these constraints, S. 1804 provides a

reasonable framework for a DISC replacement.
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DISC and GATT

The consistency of the DISC with the GATT rule has been challenged
since the DISC was adopted in 1971. Arguing that the GATT rules per-
mit the rebate of indirect taxes (e.g., sales taxes and value-added
taxes), but not direct taxes (e.g., income and payroll taxes), the
European Communities and others souyght, and in 1976 obtained, a GATT
panel ruling against the DISC. The United States responded by
challenging the tax practices of France, Belgium and the Netherlands
under which foreign subsidiaries are not generally taxed on foreign
source income. The United States was also successful in obtaining a

favorable GATT panel ruling against the three “territorial" tax prac-

tices.

These disputes have been linked procedurally since 1976. The United
States took the position that the GATT panel report on DISC should not
be adopted by the GATT Council, thereby making it a binding GATT
ruling, unless the GATT Council adopted the reports on France, Belgium

and the Netherlands.

On December 1, 1981 the GATT Council adopted all four of the panel
reports. Along with these reports, however, the GATT Council also
adopted a set of principles that have collectively become known as the
"qualifier.” The effect of the qualifier was to permit the continued

use of territorial taxing concepts.
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Under the rules of the qualifier, if arm's-length pricing is observed,
there is no obligation to tax economic processes that take place
beyond a country's territorial limits. 1In addition, the qualifier
expressly acknowledged that any country may adopt methods to reduce

international double taxation.

The qualifier set the groundrules for a DISC replacement. Conse-
quently, the proposed legislation permits a reduction of tax only with
respect to income derived from economic processes outside the terri-
torial limits of the U.S. Since the qualifier expressly permits
methods designed to reduce international double taxation, the tax
benefit is an exemption from tax, rather than the challenged tax

deferral method of DISC.

The FSC legislation relies upon the rules of section 482 of the
Internal Revenue Code for the determination of what income is earned
by the FSC. However, for administrative convenience, taxpayers are
permitted to rely upon the performance of certain activities outside
the U.S. to qualify for the assignment of a prescribed amount of
income. A portion of the income earned under the administrative rules
is deemed to be U.S. source and a portion is foreign sourc®. Subject
to certain limits, the foreign source income is exempt from U.S. taxa-

tion.

Although the legislation includes the possibility of a commission

relationship between FSC and its related supplier, it is not clear how
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a commission agent would qualify under the administrative convenience

rules. These presence tests need comprehensive clarification.

In addition to the foregoing general observations on the legislation,
a number of technical tax {ssues has arisen. The foffowinq are the

major ones:

1. Determination of Source Por Non-Exempt Poreign Trade Income (PTI).

Under S. 1804 only a portion of FTI would be exempt. The remainder,
non-exempt FTI, would be currently taxed and treated as U.S. source
income. The automatic characterization of this income as U.S. source
may adversely affect some taxpayers. The source of this income should
be determined under the general provisions of the Internal Revenue

Code,

2. Poreiqn Tax Credit With Respect to Non-Exempt FTI. It appears

that no foreign tax credit will be available for any PTI. While we
can understand the reason for denying the foreign tax credit for
exempt income, to the extent non-exempt PTI is subject to a creditable

foreign tax, the foreign tax credit should be allowed.

J. Other Tax Credits. Proposed IRC section 921(c) would deny FSCs a

number of tax credits, including the investment tax credit. We see no
reason for the depial of credits that are properly apportioned to FTI

that is not exempt.
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4. Pactoring. Section (c) of the bill would adversely affect the
factoring of trade receivables and is generally unrelated to the FSC
issue. This is a highly technical, complex issue. The factoring
issue should be carefully considered for its negative effects on
wholly appropriate business practices. These non-tax motivated tran-
sactions include factoring receivables of a manufacturing affiliate to
a financing affiliate within the same foreign country, or factoring
for the purpose of centralization of currency fluctuation risks.

Since the question of factoring has no bearing whatsoever on the FSC

issue, any changes should be considered separately.

5. Cliff on Disqualification. 1In order to use the administrative

convenience rules, a taxpayer must perform 50 percent or 85 percent of
certain direct costs. We are disturbed about the prospect that a tax-
payer might inadvertently miss the qualification by perhaps a fraction
of a percentage point. Rather than a complete denial of benefits,
consideration should be given to a procedure that would allow a pro-
portionate reduction of tax benefit in the event a taxpayer fails to

meet the prescribed percentage levels.

6. Transition Rules. Special care must be taken to assure that any

transition from a DISC system to a PSC system is a smooth one. In ...
particular, all DISCs should not be required to meet the export assets

test of § 992 as of the same date. Further, DISC benefits shquld be

continued for those long term contracts entered into prior to enact-

ment of this legislation.

In conclusion, the Council supports S. 1804 as a framework for the

resolution of the trade related disputes that have arisen under DISC.
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MACHINERY AND ALLIED PRODUCTS INSTITUTE

Statement of the
Machinery and Allied Products Institute
to the
Senste Committee on Finance
Concerning S. 1804,
“Foreign Sales Corporation Act of 1983"

Suspary of Principal Pojnts

&

Subject to certain procedural objections and based on our understanding that

normslcy in GATT deliberations will be unattainsble for U.S. trade negotiators wvhile

DISC remains in effect, we endorse the conversion of the DISC export tax incentive to

s F8C-type mechanism using a territorial concept of taxing jurisdiction. In our

opinion, the FSC legislation, 8. 1804, should conform to the followving principles and

objectives:

1. A U.8., export tax incentive continues to be a necessary part of

3.

4.

s.

our foreign trade policy, and it should operate as a territorisl
jurisdiction exception to our existing federal income tax if our
purpose is to respond to GATT complaints about DISC.

All accumulated DISC deferrals must be deemed previously taxed and
Dot subject to further taxation.\

The FSC should be designed to provide an export tax incentive

equivalent in scope and effect to the tax concessions for export
activity generally made availsble by the governments of our = jor
trading partners to their taxpayers.

FSC should be msde as simple to use as possible, consistent with

recognized standards of GATT-compatiblility, and small business
"relief" provisions should be mede as liberal as GATT standards
and revenue constraints will permit.

Careful attention should be given to the DISC-FSC transition so

that DISC activities can be concluded in an orderly manner and FSC

- e =
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operations can be cosmenced without loss of intended benefits for
affected parties and transactions.
6. In view ofrthe degree of urgency assigned to this matter by the
U.8. Trade Representative, Congress should act on the proposal in
the Second Session of the current Congress.
For technical comments and recommendations beyond the scope of this summary,

please refer to the msin body of the MAPI statement.
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% MACHINERY AND ALLIED PRODUCTS INSTITUTE %

S, 1804; ic i F i
Export Tax Incentjve
Introduction

The Machinery and Allied Products Institute (MAPI) is pleased to have this
opportunity to present its views to the Senate Committee on Finance concerning 8.
1804 to establish a Foreign Sales Corporation (FSC) replacement for the existing
Domestic International Sales Corporation (DISC) export tax incentive. We request
that our statement, including the summary of principal points, sttached, be included
in full text in the record of this public hearing.

MAPI's Interest
As the Coxmittee may know, MAPI is the nationsl organization, research amm,

| and advocate for the capital goods and sllied product industries in the United
States. The industries in question are among the largest exporters in this country
and, as a consequence, MAPI has & direct and immediste interest in the subject of the
current proceeding. It may be recalled that we vigorously supported the
establishment of DISC as part of the Revenue Act of 1971 to restore some measure of
balance to U.8. government participation as compared to other countries'
perticipation in the encouragement of export activities. Similarly, we have defended
DISC as a viable and vital mechanism of U.8. export policy, and a positive factor
influencing our balance of trade and payments, nationsl income, and U.§, employment
vhenever it has come under question here' by persons unfamiliar with its purposes and
beneficisl effects.
Some Reascus for tbe Bill
We nov find ourselves confronted with s proposal to eliminate DISC and to
establish g FSC mechsanism in its place because of complaints by certain co-

signatories to the General Agreement on Tariffs and Trade (GATT), including several
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that engage in extensive export subsidization such as necessitated the creation of
DISC in the first instance. Further, ve are informed that U.S. negotistors have
exhausted their remedies—vis-a-vis DISC—for the resolution of disputes within the
GATT framevork, and that the Office of the U.S. Trade Representative cannot proceed
wvith its program for the dismsntlement of tariff and nontariff trade barriers because
this country is considered to be in violation of its international obligations as
long as DISC continues in effect. More recently, the European Community (EC) has
formally demanded that the GATT Council set up s working party to determine the
"damsges" from DISC to the EC and other signatories, a demsnd that was rejected
pending U.S. congressional progress in bringing DISC into conformity with GATT.

To summarize our position, we have serious reservations sbout the handling

of the DISC issue in Geneva, in;luding the unilateral concession adverse to U.S.
interests, and vithout congressional and pvhlic notification, made on June 8, 1979,
by & Treasury Department representative of secondary rank. In our opinion, some
representatives of the Executive Branch have either abandoned or have vacillated
about DISC, thereby aggravating the impasse in Geneva and prejudging the fate of DISC
in the Congress. Having stated this procedural objection and sensing that a
restoration of normalcy in GATT deliberations is not attainable for U.S. trade
negotistors as long as they remain attached to the DISC "lightning rod,” ve are
prepared to work for enactment of S. 1804 in order to convert the current export tax
incentive to a territerial jurisdiction mode of the type used under GATT by certain
of our vociferous tndi.ng partners.

In that connection, we feel that no reparations for DISC should be owed to
the complainants, because neither DISC nor FS8C (as conceived) provides levels of

export subsidization and/or trade restriction approaching those of our msjor trading
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partners. Also, we are fully aware that the conversion of DISC to FSC on a revenuc
neutral basis will not necessarily resolve their discontent where they are
noncompetitive in certain export markets notwithstanding their subsidization
advantages. If we do not maintain that DISC is "legal" under the compact in spite of
our conversion to FSC, the other signatories will continue to press for ;hmge-.
Aleo, we are avare that if the FSC has no operational substance it will draw
criticism. Indeed, even if our export tax incentive were to disappear as an object
of controversy, the same countries would continue to protest another domestic tax
practice, namely, state taxation of multi-jurisdictional enterprises on a worldwide
combined reporting basis, & subject we expect to come before this Committee in the
next Congress—if not sooner.
Certain Pundgmenta] Principles
Acknovledging some perceived redundancy to the exercise and the
inconvenience of reorganizing, MAPI endorses the DISC-FSC "transformation,” subject
to our further views set forth below, in order to retain an essential tax incentive
and remove an impediment to trade negotiations under GATT. Whereas we have mumerous
technical observations to make, we believe that the lggilh:ion should be shaped in
the light of certsin fundamental principles, as follows:
1. An export tax incentive continuee to be needed and should operate
as a territorial jurisdiction exception to our existing systea if
our objective is to respond to GATT complaints.
2. All accumulated DISC deferrals sust be deemed previously taxed and
not tubjecr.rto further taxation,
3. The FSC should be designed to provide an export tax incentive
equivalent in scope and effect to the tax relief for export

activity generally made available by the governments of our msjor
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trading psrtners to their taxpayers. "Parity" for U.8. exporters
may require some flexibility with respect to the revenue-
neutrality of the propossl.

4, The F8C should be made as simple to use as possible, consistent
with recognized standards of GATT-compatibility, judged by actual
practices rather than abstract notions of complisnce, and small
business "relief" provieions should be made as liberal as revenue
constraints and GATT standards will permit,

5. Careful attention should be given to the DISC-FSC transition so
that DISC activities can be concluded in an orderly manner and FSC
operations can be taken up without loss of intended benefits for
affected parties and transactions.

6. In viev of the degree of urgency sssigned to this matter by the
U.8. Trade Representative, Congress should act on the propossl in
the Second Session of the current Congress.

Further general and technical comments are set forth below following a

background note.

Background

Policy Considerations
DISC was enacted as part of the Revenue Act of 1971 to help increase the

level of U.8. exports and improve the U.8. balance of payments and trade, the latter
of which vere then more or less continuously in deficit. Considerable concern
leading to enactment had to do with export subsidization practices of our msjor
trading partners, pntict;hrly those that (1) relied more heavily on value-added
texes th‘q income taxes and applied such value-added taxes to ;lported goods vhile

rebating the taxes for exported goods, and/or (2) used concepts of territorisl



283

jurisdiction that could be psrticularly advantageous for export operations. Inasmuch
a8 this country had no tax on value added with its built-in export subsidy and
slready used a worldvide concept of taxing jurisdiction for its income tax, Congress
countered vith income tax deferral for a portion of export income through the DISC
mechanism.

Later, persons who doubted the efficacy of DISC as an incentive and worried
sbout ite cost succeeded as part of the Tax Reform Act of 1976 in linking the tax
benefit to the snnual increase in s firm's export sales. Then, still later, as part
of a generalized thrust against tax preferences, Congress reduced the DISC benefit
somevhat as part of the Tax Equity and Fiscal Responsibility Act of 1982.

GAIT Review of DISC

Meanvhile, our co-signatories to the GATT became perturbed about the DISC
because they considered it to be an export subsidy of a type that wvas illegal under
the treaty. In 1972, three EC nations submitted a complaint to the GATT Council,
vhich then convened a panel of experts to study the matter and report on its
findings. The United States filed its own grievances sgainst the same three
countries, charging that their territorial systems of taxation also constituted
illegal export subsidies. The panel of experts reported in 1976 that DISC was in
violation of GATT because--as nesrly as ve can determine—the U.8. firms were not
paying interest to the Treasury Department on the deferred u.xen and hence were
enjoying tax exemption contrary to GATT rules. The Buropean territorial systems were
found to be compatible with GATT as long as arm's-length pricing was used.

In 1981, after mch time spent by the EC and U.S8.-"adversaries" in trying to
reach a compromise, the GATT Council accepted the panel report subject to

understandings that (1) territorial systems would be acceptable with arm's-length
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priciu‘; and (2) countries could challenge DISC individually but the United States
would maintain its right to defend.
Further Challenges and Then FSC

In mid-1982, DISC was again challenged, this time by Csnada and the EC
member nations. In October 1982, the Office of the U.S. Trade Representative stated
that the Reagan Administration would ask Congress for a GATT-compatible DISC
replacement. Subsequently, the Treasury Department was instructed to draft .a
proposal, the general outline of which was released to the public in March 1983 and a
more definitive outline of which vas released in June 1983. S. 1804 and ite
con!nnion bill, H.R. 3810, were introduced in August, and Tresasury is now working
on--and, at the time of preparation of this statement, has not yet released—e
revised technical explanation of its proposal. The FSC proposal is said to be
designed to achieve undisputed legality under GATT, and would be revenue-neutral as
compared to existing law (including DISC). Unlike DISC, FSC would be foreign-
incorporated and would have to meet various requirements of foreign mansgement and
foreign economic processes., Also, rather than conferring tax benefit by federal
income tax deferral, s PSC would basically derive its benefit from U.8.-foreign tax-
rate differentisls. A portion of the foreign trading income of a FSC would be exempt
from taxation in this country, and the entity could be opersted in a buy-sell or
commission format.

Qualifying small FSCs would be excused of the foreign presence requirements,
and qualifying small DISCs could continue as DISCs sudject to interest charges

payable to the Treasury Department based on the Treasury bill rate.

Ihe Propossl: In General
We previously mentioned in summary, certain "fundamentals” that either

should be reflected in the FSC propsal or, if already present in the Administration's
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version, should be preserved as the legislation passes through Congress. Some
smplification follows.

It is apparent from the dislogue that has taken place in Geneva that the
expert panels and our trading partners sre inclined to construe the Subsidies Code of
GATT more in accordance with the letter than the spirit. Therefore, a territorial
taxing system can be utilized to allow exporters to divert export income to low-tax
jurisdictions, wvhereas a tax deferral to benefit export income within a system such
as the U.8, federal income tax with its worldvide taxing jurisdiction will not be
countenanced. The effects of the two approaches might be identical, but one will
evidently remain unacceptable. Under these circumstances, and given that the
proposed FSC--as already mentioned, is said to have been designed to be GATT-
compatible beyond dispute, we ugx;ee that the territorisl-exception approach is best.

As to the continuing need for an export tex incentive, we think it is
essential. DISC was crested in response to export tax subsidization and trade
restrictive practices that were extensive, snd the situation has not abated.
Furthermore, we do not subscribe to the view held by some that export tax subsidies
are mesningless vhere currencies are in a flosting relationship with one another. It
may be true in a theoretically pure float that the surge of exports induced by the
incentive would drive up the price of the U.8. dollar in world currency markets
thereby offsetting the advantage provided by the‘ incentive in the first instance.
However, the only perfect floats that exist are in imperfect models of the global
economy. Currency relationships are affected from day to day by central bank
intervention and ;ny pudblic- and privgte-uctor interactions th;t influence the
relative values. If the "float” theory had any empirical validity, export incentives

would not be used and GATT signatories would not object to DISC.

33-890 O—84—19
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On the subject of export incentives generally, we should point out that s
self-executing tax incentive such as DISC or the proposed FSC is an sppropriate and
efficient response to the tax incentives employed abroad. At nne time, the Tressury
staff expresscd reluctance about this, suggesting that lower taxes overall or
increased Eximbank authorizations might suffice. Treasury has since been disabused
of the notion, but wve feel compelled to repeat that a few percentage points of
reduction in corporate taxes overall would not make up for the specifically targeted
incentive of a DISC or FSC. Also, Eximbank financing is neither self-executing nor
videly available, even though it is very important in its own right.

Accumulated Deferrale

In changing avay from ;he DISC mode, it is essential that accumulated DISC
deferrals be deemed previously taxed and not subject to further taxation. Although
the DISC benefit has alvays been referred to as a "deferral," the predominant view
vithin the independent accounting and corporate taxpayer commmities has slways been
to the effect that the deferral would be permanent. It is only on this basis that
the DISC mechanism—intended to place U.8. exporters on a more nearly level playing
field with their heavily subsidized foreign competitors—could have bad its intended
effect., Most U.8.-based companies with DISC subsidisries have pot trested potential
DISC taxation as a contingency for which they must accrue. Consequently, taxstion of
the accumulated deferrals on any basis could have a devastsating effect on their
financial statements and the markets for their securities, not to mention the
unexpected drain on cash flow.

We should add that taxing the accumulated DISC deferrals would bé
inconsistent with the purpose of continuing the export tax incentive wvhile simply
changing it to a GATT-compatible format., Also, there has been nc discussion of

"retroactively”™ curbing the DISC incentive, vhereas a tax on accumulated deferrals
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would have that effect. Considering that exporters entered into transactions with
certain understandings and expectstions regarding the tax effects, a tax on the
deferrals at this time would be a most inequitable reversal of the ground rules.
Further, ve have every resson to think that a tax on the accumulated
deferrals would be contrary to tbe national interest. For DISC year 1981—ended June
30, 1981, the most recent year for which complete data are available—Treasury
estimates that DISC increased exports by $7 to $11 billion over what they would have
been without DISC, roughly a 16 percent increase over DISC year 1980./] This
increase in exports induced by DISC means that a very substantial number of domestic
jobs were created solely by virtue of the DISC. Inasmuch as nonelectrical machinery,
transportation cquipment, and chemicals accounted for the largest dollar amounts of
DISC income, one can see that important sectors of the econdwy were buoyed by the
export stimulent. Although Treasury's static analyeis of revenue impact showed s
$1.65 billion loss for DISC year 1981, at least one private-sector organization u&
more dynamic revenue snalysis techniques has concluded in a woderate price response
scenario that for every dollar spent on DISC in terms of revenues foregone, the
Treasury receives $1.24 in sdditional revemue collections./2 _
Obviously, these beneficial effects of DISC would not have been realized to
the extent indicated if the DISC incentive had been reduced, and serious hardship
would he occasioned by taxing sccumlated deferrals after-the-fact. 8. 1804 deals
with this mstter properly, and any efforts to tax the deferrals should be resisted.

1/ "The Operation and Bffect of the Domestic International Sales Corporation
Legislation—1981 Annusl Report,” Department of the Treasury, July 1983.

2/ "Bconomic Impacts of the Domestic International SBales Corporation (DISC) Tax
Proviefons,"” Price Waterhouse (Mashington, D.C.), April 1982,
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Pagjty

In the best of all worlds, it perhaps would be unnecessary to have
countervailing subsidies, countervailing duties, quotas, and the like. Market forces
vould operate without thé interference of tariff and nontariff barriers.
Corporations and entire nationsl economies would concentrate on vhat they do best,
and growving economic interdependence would result not only in a more efficient
allocnt.ihon of resources but also in more harmonious relationships among members of
the global economy. Of course, we have not yet reached this state of Nirvana, and
instead must vork through loosely knit confederations like GATT. Where there are
trade impediments such as exist with territorial-jurisdiction tax systems that can be
designed or used to discriminate in favor of export activity, our response could be
to adopt a similar practice (FSC, more or less); sdjust strictly vithin the framework
of our existing system (e.g, DISC); respond in some nontax context; do nothing &t
all; ask our friends to mend their vays; or engage in some combination of the
foregoing.

Whatever the approach, ve are attempting to eliminate or to some extent
neutralize the objectionable activity. In deciding on DISC in the early 1970s and in
moving to & FSC now, it has seemed to us that equity for U.8, exporters requires that
they be given a substantiel incentive equivalent in scope and effect to the tax
mechanisme made available by the governments of oux; ‘njor trading partners to their
exporters. We recognize that exact parity cannot be ;chieved. but some spproximation
of parity shouid be the objective. Although a revenue-neutral FSC may seem more
acceptable in these times of federal budgetary stringency than one that has a major
revenue cost, ve wuld remind the Committee that the original DISC was—as indicated
in the background, earlier~-truncated twvice, less for concern about U.8, exports than
to satiefy certain revenue projections. Also, as already noted, there is sudbstantisl
suthority for the proposition that DISC did not have any cost to Treasury because of

reverue feedbacks.
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We simply suggest that the Committee stay flexible about revenue-neutrality,
and not sllow a preoccupation with such neutrality to prejudge questions that may
arise about liberalized definitions, transfer pricing, the determination of exempt
foreign trade income, and other characteristics of S. 1804 having cost implications.
Simplici -

The FSC should be made as simple to use as possible, consistent with
recognized standards of GATT compatibility in practice, and the small business
provisions should be as liberal as revenue constraints and GATT standards will
permit. FSC, as proposed, already has certain advantages over DISC in this regard in
that there are no qualified sssets or receipts tests, no requirements of increases
over base periods, and no producer's loan provisions. On the other hand, FSC
presents some complications of its own associated with foreign incorporation,
management, and economic processes. Accepting that FSC must have some foreign
attributes to satisfy our trading partners that we have kept the faith with GATT, we
recommend that the Committee require as few as are needed to pass muster under GATT.
If Treasury has not done so, it should present information in the public record to
show to what extent export marketing companies of territorial-tax jurisdictions
respond to GATT requirements of foreign presence and economic substance. Indeed, the
Committee may find it feasible to slacken the requirements now contained in 8. 1804,
especially as to economic processes taking place outside the United States.

Other initiatives also might be considered with a view to simplification.
For example, the FSC should be authorized to make very extensive use of agents,
related or unrelated and wherever located. Further, perhaps the list of activities
relating to the disposition of export property could be made less onerous, or, if
that is not feasible, the legislative history could set the stage for liberal

construction of the statute. Access to the adminjstrative pricing rules should be
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facilitated rather than hedged about by onerous preconditions. The FSC should be
designed to minimize organizational disruption; fit in with the existing export
marketing apparstus (excluding DISC, which is to be terminated in most instances);
and be accommodative of normal marketing patterns, typical customer responses, and
existing and anticipated order flows. We will return to several of these suggestions
presently.

Inasmuch as smaller businesses may find themselves somewhat inconvenienced
at the start by the rules of foreign incorporation, management, and economic
processes, they should receive specigl consideration. The provisions for an electing
small FSC and an "interest charge DISC" seem entirely appropriate to us, but we do
not know how Treasury settled on the $2.5 million and $10 million amounts,
respectively, and believe that the "ceilings" could be somewhat higher in deference
to smaller firms.

Trangitions

Transitions always are a nettlesome part of the tax legislative and
regulatory process, and S. 1804 is no exception to the rule., HMany taxpayers have
commented that S. 1804 does not seem'to contemplate an orderly phase-out of DISC
activities. Some have estimated that it could take nine months or so to wrap up DISC
affairs. Clearly, some time will be needed to introduce the new FSC entity, with its
own set of rules and regulations, while unwinding the old DISC operations.
Furthermore, the old and new organizations should dovetail so that export
transactions that "bridge the gap" in one way or another do not lose eligibility for
benefits under one of the two regimes. We specifically request the Committee to
address itself to transitions in more detail in either the statute or the Committee
report, as appropriate. Moreover, we are inclined to think that the statute, as

proposed, itself needs work because of certain impressions conveyed by it.
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On a matter of particular concern ‘to manufacturers of machinery, S. 1804 has
at least one very distinct transitional "gap" that needs filling. Specifically, a
company might solicit export business and then conclude a contract at a much later
date because of backlogs, normal delays, and the engineering complexity of unique
goods. It will be seen that solicitation is one of the activities that would have to
be undertaken by a FS8C. With FSC becoming effective on a particular date such as
January 1 of the first year beginning after?mctment, one could foresee a situation
in which solicitation might have occurred before the effective date with respect to a
transaction closed after such a date. In the absence of an appropriate transition,
it would seem possible that neither DISC nor FSC benefits would be available. We do
not believe the sponsors of S. 1804 intended this, and we recoumend thac attention be
given to the omission.
Timing

With the fate of DISC now in question (if not finally determined) due to
GATT-related complaints, capitulation by certain Executive Branch personnel, and the
sense of urgency transmitted by the Office of the U.S. Trade Representative, an
element of uncertainty has been introduced for exporters. A major U.S. foreign-trade
policy has been put in question, and should not be allowved to go unanswered any
longer than is absolutely necessary. Also, for reasons already noted, we would be
most reluctant to have the matter of accumulated DISC deferrals be swept up in the
dialogue with respect to federal budgetary deficits that may resume in earnest
following the 1984 elections. Either DISC should be left as is—~which may no longer
be tenable--or the FSC replacement should be installed without ado. Under the
circumstances, we feel that congressional action on the matter during the Second

Session of the current Congress would be timely and well advised.
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Some Specifjics
Against the backdrop of the general impressions already stated, we have a
number of more specific comments and recommendations to offer, listed in order of

general significance.

Economic Procesges
Secti 24(d) (1) (A

The economic processes requirements of FSC are met with respect to the gross
receipts of such a company derived from any transaction if, among other things, the
FSC (or any person acting under a contract with such corporation) has participated
outside the United States in the solicitation (other than advertising), the
negotiation, or the making of the contract relating to such transaction.

Comment .~~0One concern we have with "solicitation” is that an unsolicited
order could come to a U.S. related party from 8 foreign customer under circumstances
in which the FSC has not actually "solicited" or "negotiated.” This could happen
because the customer is unaware that the manufacturer's export business is to be
channeled through its FSC as compared to the export marketing organization previously
in place. Also, such a bypass would seem particularly likely to occur in the case of
follow-on or replenishment orders simply extending business placed at an earlier
date. Possibly, the FSC could still "make the contract" under Section 924(d)(1)(A),
and the FSC might even meet thg 85 percent alternative test if the foreign economic
processes requirements are kept flexible. It appears doubtful that the FSC could
meet the 50 percent test of Section 924(d)(1)(B).

Whether it is accomplished in the statute or Committee report, Congress
should keep the concepts of "solicitation" and '"negotiation" fairly flexible so that
ungsolicited orders of the type just described will not be lost. Indeed, all of the
foreign economic process tests should be slack enough to accommodate unanticipated

-~

export situations that otherwise would qualify for tax-advantaged treatment.
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Foreign Economijc Process Percentages
(Sections 924(d)(1)(B) and (d); 2]

These sections contain the requirements for performing foreign economic
processes 8o as to have the FSC incur either 50 percent of the foreign direct costs
associated with all the specified processes or 85 percent of the foreign direct costs
associated with any two of them, The activities in question relating to the
disposition of export property are set forth in Section 924(e).

Comment .-~Although the tests were worked out by Treasury in fairly close
conjunction with outside organizations, including representatives of the business
community, there is enough residual complaining about the foreign economic process
rules to warrant their review. As a threshold matter, one might ask whether the
percentage requirements are not too high. To our knowledge, no information has been
given to the public to explain how those percentages were derived. There are any
number of ways to ease the requirements, lower petc?ntages being but one, and we
believe that the Committee should review and provide information in its report with

zespect to these determinations.

Agents' Fees
Secti 24(d)(1)(A) and

The foreign economic processes referred to in the sections just noted may be
burdensome, and scme FSCs will want to have them be performed, to the extent
permissible, by agents. The statute does not address the question of fees paid to
persons acting on behalf of FSCs. —

Comment .—We already have noted that the proposal is not a model of clarity
vwith regard to the extent to which agents may be used by FSCs to meet their foreign
economic processes requirements. Clarification is needed, and it is a priority item.

Beyond that, information should be provided concerning the fees paid to persons
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acting on behalf of FSCs. It has occurred to us that, if fees are substantial, they
will consume foreign trade income of the FSC, leaving less as exempt amounts. On the
other hand, the same result might be occasioned by having the FSC perform the foreign
economic processes on its own. Assuming that agency fees would be at arm's-length,
would the usual rules apply? Or would it be necessary to have something specific to

the FSC context?

Foreign Direct Costs
(Sectiong 924(d)(3)(B) and (e))

All or some of the Section 924(e)- activities must be performed either S0
percent or 85 percent outside the United States, according to the definition of
"foreign direct costs."

Comment .-~The locus of the Section 924(e) activities will not always be
clear. For example, where is advertising "performed" if it is contracted for with a
U.K. agency but is "beamed" into the United States, the United Kingdom, and Canada?
Where is "arranging for delivery (outside the United States) of the export property"
performed if it is contracted for in the United States for delivery outside the
United States? 1Is the "transportation” test met if the FSC or its agent arranges
transportation to a foreign destination within the United States? Is the result
changed at all if most of the transportation actually occurs in the United States
(e.g., a delivery of goods by rail from Seattle to Tijuana)? What is the "location"
of the assumption of credit risk?

Again, these matters require attention, either in the statute or the

Committee report. We think it is desirable for IRS to have some guidance from

Congress for the preparation of its regulations.
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iasi : o
(Bection 924(d)(4))

Here, the proposal states that the Secretary shall prescribe such
regulations as may be necessary to carry out the purposes of Sections 924(d) and (e)
in the case of commissions, rentals, and the furnishing of services. .

Copment .--We question whether everything about a commission FSC should be
left to the Secret‘ary as it pertains to economic processes and the disposition of
property. Why is the bill written mainly in terms of a buy-:ell FSC? As the
Committee may know, most companies have commission DISCs and would want commission
FSCs because they are easier to use (e.g., no passage of title issues, etc.). The
statute provides no guidelines for commission FSCs other than the implicit direction
to the Secretary to satisfy the purposes of the provisions a_s they pertain to buy-
sell F8Cs. We doubt that Treasury should be left with this much discretion, and

suggest that the Committee provide more guidance.

-
Geetion 925(e))

N Various activities relating to the disposition of export property are set
forth in the context of the 50 percent and alternative 85 percent foreign activities
tests already mentioned.

Comment .~-These provisions raise more questions than any others in the
proposal. For example, how, if at all, do the five categotiel of "disposition
activities" mentioned in Section 924(e) fit into the three categories of foreign
activity (i.e., solicitation, negotiation, or making of the contract) in Section
924(d)? Why is "advertising" mentioned in Section 924{e)(1) when it is excluded from
"solicitation" in Section 924(d)(1)(A)? Also, we doubt that all of the disposition
activities would fit a commission FSC as compared to a buy-sell FSC.

8imilarly, what do various words and phrases mean in Section 924(e)? How

does one "process a customer order"? Might one merely send the order by facsimile to
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the U.S. related party, or is something expected beyond handling? What is
contemplated by "transportation from the time of acquisition by the FSC . ., . to the
delivery to the customer"? How does one "determine' a final invoice? Is '"determine"
intended to mean "prepare"? What is meant by "sssumption of credit risk"? Can a
U.S. bank "receive payment" as a collection agent for a FSC, or will that be
considered an activity performed inside the United States? We hope that some light
will be cast on these matters by Treasury's upcoming revised technical explanation.
Certainly, the Committee report should contain further definition, with at least one
objective being ease of FSC administration.

Affidavits
(Section 924(£)(1) and (2))

The proposal states that, in any judicial or administrative proceeding
involving the issue of whether a FSC meets the requirements of foreign management for
a taxable year or a transaction meets the requirements that economic processes take
place outside the United States, the burden of proof will be upon the Secretary if a
written statement addressing such issue has been filed by an authorized officer of a
FSC who is a citizen and resident of the United States. The document in question
will have to be a verified written statement made by such officer under penalties of
perjury declaring that such corporation meets the requirements of foreign management
for the taxable year and specifying how such requirements have been met; or declaring
that specified transactions of the corporation for the taxable year meet the
requirements of the law and explaining how that has been done.

Cooment .—~The areas of "foreign management” and "foreign economic processes”
could be E;ficult ones for both administration by the taxpayer and enforcement
activity by IRS. The affidavit procedure seems to be a relatively simple way of
disposing of the matter, but it also raises questions. For example, what is the

obligation and exposure of the FSC officer who signs the affidavit if he does so
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wvithout complete certainty that his concept of compliance conforms with that of IRS?
Does the affidavit procedure relieve the taxpayer in any way of audit on the question
of foreign management or foreign economic processes? How will the Secretary carry
‘his burden of proof on the foreign presence issues where he chooses to contest them?

We emphasize that we do not object to the affidavit procedure, but simply
would like to know more about it.

Subgidies

(Section 924(g)(1)(B))

Certain receipts will not be included in foreign trading gross receipts,
according to the proposal, including receipts of a FSC from a transaction where the
transaction is "acccmplished by a subsidy granted by the United States or any
instrumentality thereof.”

Comment .--We reaiize that the "subsidy" concept has been adopted directly
from Code Section 993(a)(2)(B) of DISC, and therefore is not new. Bowever, we would
like to know whether the provision would be implemented as it has been under DISC, or
vhether Treasury has other things in mind. For example, some persons consider tax
deductions, exclusions, exemptions, credits, etc., to be subsidies, wvhatever the
purpose. We suggest that the Committee act to prevent Treasury from taking this view
of a "subsidized" activity--assuming that there is to be any change from the DISC

approach--for purposes of excluding certain amounts from foreign trading gross

receipts,
Mili t
(Section 924(g)(2))

Thie provision would state that the term "foreign trading gross receipts"
wvould not include 50 percent of the gross receipts for the taxable year attributable
to the disposition of, or services relating to, military property (within the meaning

of Section 995(b)(3)(B)).
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Copment .—Although we understand that this military property restriction is
already found in DISC, we seriously doubt the wisdom of continuing a 50 percent
denial of benefits for military property exports. If a high national priority
applies to equipping U.S. allies with the means to resist aggression and if exports
of military property increase national income and domestic employment while improving
our defense industrial base, why should there have been this discrimination in the
first place and why should it be continued now? As the Committee msay be aware, U.S.
manufacturers of “wunitions list" items are in competition with foreign manufacturers
of such goods just as much as are manufacturers of other property. The March 1983
outline of the FSC proposal did not contain this exclusion, snd, in our opinion,

8. 1804 ghould be purged of it as well,

Copmissjons, Rentals, Marginal Costing
(Section 925(b)(1) and (2))

The Secretary would be instructed to prescribe regulations setting forth (1)
rules which aras consistent with the general rules for transfer pricing in the case of
commisaions, rentals, and other income; and (2) rules for the allocation of
expenditures in computing combined taxable income in certain instances where a FSC is
seeking to establish or maintain a market for export property.

Comment .~~Again, we have a section of the bill that delegates rather
considerable authority to the Secretary. The principal of "consistency" with another
portion of S. 1804 would apply in formulating regulations for commissions, rentals,
and other income, However, there does not appear to be much, if any, direction with
regard to marginal costing. If it is desirable to follow the DISC principles ‘in any
of these areas left to Treasury, the statute or the legislative history should say so

and not leave the matter to Treasury by default.
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inistrativ icj
(Section 925(¢)(1) and (2)}

The requirements for the use of administrative pricing will be met for a
sale by a PSC provided that "all" of the activities of Section 924(e), mentioned
earlier, and "all" of the activities of Section 924(d)(1)(a), also stated earlier,
_have been performed by the FSC or by another person acting under a contract with such
FsC,

Comment .—As we read thi; provision, access to administrative pricing would
be much more difficult than the basic test of qualifying for foreign trading groses
receipts from a transaction. Specifically, it appears to us that gll activities
relating to disposition of export property and all activities of solicitation,
negotiation, and the making of the contract would have to be satisfied. Also, are we
to understand that the 50 percent and alternative 85 percent tests would have no
bearing on the question of access to administrative pricing? What consequences would
flow from a finding that a FSC had, in fact, not fully complied with the
administrative pricing requirements for a transaction where such pricing was applied?
Although we realize that arbitrary transfer pricing may be vulnerable to criticism by
our GATT friends, we think that it can be made consistent with their standards
vithout putting severe restrictions on- its use.

Therefore, we suggest that the Committee simplify access to administrative

pricing to broaden the appeal of FSC and lessen the burdens of FSC administration.

Direct Use Outside the Unjted States
(Section 927(a)(1)(D))

The terms "export property" would be construed to mean property that, among
other things, is held primarily for sale, lease, or rental in the ordinary course of
trade or business by, or to, a FSC, for direct use, consumption, or disposition

outside the United States.
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Copment .~-We understand that DISC law disqualifies a DISC sale from a
related manufacturer to a related U.S.-based company with an overseas branch even
though the branch receiving the goodaf then sells from its forei;n location to
unrelated parties. This type of marketing structure is used by some companies, for
example, to lower customs duties into the European Community. Inasmuch as the
transactions we are discussing are exports but are following & more complicated
pattern of distribution, we request that the Committee consider whether it would be
possible for combined taxable income in the FSC context to be defined as the export
sales income of all affiliated U.S. companies in an unbroken chain of distribution so

that sales of the sort just noted would qualify for tax-advantaged treatment.

(Gestion 927 ta)(1(C)

The FSC bill states that export property cannot have more than 50 percent of
fair market value attributable to articles imported into the United States, among
other criteria.

Comment .--It has come to our attention that a product manufactured for
export under the DISC rules would not qualify where it is begun in the United States
(e.g., 40 percent value-added), worked on across the border (e.g., another 40 percent
value-added), and then finished and tested in the United States (20 percent value-
added), prior to export. As we understand the matter, the DISC provisions would
treat the export article in this instance asuh;ving 80 percent foreign content, even

though it does not. Perhaps the FSC bill should indicate that no amount of value-

added in the United States would be treated as foreign content.

Among the categories of excluded property is one covering patents,

inventions, models, designs, formulas, or processes whether or not patented,
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copyrights (with scme exceptions), good will, trademsrks, trade brands, franchises,
or other like property.

Comment .—We are concerned that this provision might be construed to exclude
computer softwvare. Either Section 927(a)(1) should make clear that export property
includes computer software or Section 927(a)(2) should clarify that computer software

is not excluded. Treating the subject matter as "included"” property would be

preferable.
Related Persons
(Section 927(e)(1})

This item would state that, under regulations, the income of a person
described in Section 482 from a transaction giving rise to foreign trading gross
receipts of a FSC which is treated as from sources outside the United States shall
not exceed the amount wvhich would be treated as foreign source income earned by such
person if the pricing rule under Section 994 (DISC intercompany pricing rules) which
corresponds to the rule used under Section 925 (FSC transfer pricing rules) with
respect to such transaction applied to such transaction.

Comment .—This provision would establish some sort of limitation on foreign
source incame by reference to the DISC pricing rule of Code Section 994, The meaning
is unclear to us, and ve do not think that the language is very well composed.
Consequently, we will look for an explanation in Treasury's revised technicsl
explanation. Meanwhile, we suggest that the Committee ascertain wvhat is intended,

review the propriety of the limitation, and plan to explain the ssme in the Committee

report ,

Source Rule
(Section 921(d))

This provision states that (1) all foreign trade income of a FSC (other than
exempt foreign trade income), (2) all interest, dividends, royalties, and other

investment income received by a FSC, and (3) &ll carrying charges received by a FSC,

3-890 O—¥4—20
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shall be treated as income effectively connected with the conduct of a trade or
business conducted through a permanenc establishment of such corporation within the
United States. Income described in paragraph (1) would be treated as derived from
sources within the United States.

- Comment .--We do not know why this source rule would require that nonexempt
foreign trade income all be treated as effectively connected with a permanent
establishment in the United States. The proposal does not sppear to follow the
existing source rules set forth in Code Sections 861 through 864. More
significantly, as worded, the proposal would seem likely to reduce foreign tax
credits for reasons that are not readily apparent to us. We suggest that the
Committee ascertain Treasury's raticnale for this proposed source rule, and consider
in light of that reasoning and the excess foreign tax credit position of many
corporate taxpayers whether some portion of the income in question should not be
foreign source.

Foreign Offjce
i 22 DM

The term "FSC" would be defined to mean any corporation that, among other
requirements, maintains an office located outside the United States during the
taxable year.

Copment ,~-What form must the foreign office take? Can it be part of an
existing office if it pays an allocable chare of the rent? Can it "share" the
personnel of an existing office? We believe that some minimm standards aimed at
ease of taxpayer administration should be set forth either in the statute itself or

in the Committee report.

Exempt Foreign Trede Incoms
{Section 923)

Sectica 923 defines "exempt foreign trade income" to mean the aggregate

amount of 211 foreign trade income of a FSC for the taxable year determined either
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with or without regard to the administrative pricing rules. In the case of income
determined without regard to administrative pricing, 34 percent of the foreign trade
income derived from a qualifying transaction would be treated as exempt. For income
determined with regard to administrative pricing, 17/23 of the foreign trade income
derived from a qualifying transaction would be treated as exempt.

The term "foreign trade income" would mean th:. gross income of a FSC
attributable to foreign trading gross receipts (as defined in proposed Code Section
924).

Comment .—Working backward from the transfer pricing rules of proposed Code
Section 925, we do not have any difficulty with the mechanics of computation in
ascertaining exempt foreign trade income. However, vwe fe?I that the background
documents accompanying the bill--particularly the technical explanation—should have
explained exactly how the "34 percent" figure and 17/23 fraction were derived.
Presumably, the amounts chosen yield results that, in most instances, are equivalent
to those under the DISC, consistent with the proposition of the drafters that the
proposed FSC should Le revenue-neutrai. Inasmuch as the computstion of exempt
foreign trade income is a very sensitive part of the entire proposal and has a direct
bearing on the amount of tax benefit to be derived from export transactions, we feel

that some illumination (and perhaps liberalization) would be in order.

The Small FSC
ion 92 2

A qualifying small FSC would not be subject to the foreign management and
foreign economic processes provisions of pioponed Section 924(b), (c), and (d). Ome
of the qualification requirements is a limitation on foreign trading gross receipts
at $2.5 million. Receipts in excess of that amount would not be taken into account
in determining the exempt foreign trade income of such a corporation and would not be

taken into account under any other provisions of Subpart C dealing with FSC.
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Comment .~-To repeat a point made earIier, one wonders why $2.5 million of
foreign trading gross receipts was set as the limitation on the exemption of emall
FSCs from the foreign management and foreign economic processes rules. The revenue
cost associated with this rather minor "concession" could no be great, and the
Congress should consider raising the amount in question to enhance the usefulness of
FSC to small businesses, provided that this can be done without jeopardizing the
status of FSC under GATT. The limitation would seem to be particularly confining for
smaller companies engaged in low-margin export transactions.

Overseas Receivables Companjes
(Section 2(c))

Subsection (a) of Section 553 (defining foreign personal holding company
income) would be amended to include income from an account receivable or evidence of
indebtedness arising out of the disposition of property d;ucribed in Section 1221(1),
or the performance of services, by a related person (within the meaning of Section
954(d)(3). Subsection (b) of Section 956 (defining United States person) vouid be
amended by adding at the end a new paragraph stating that the term "United States
property" includes an account receivable or evidence of indebtedness arising out of
the disposition of property described in Section 1221(1), or the performance of
services, by a United States person who is a related person (within the meaning of
Section 954(d)(3)).

Section 4(a){2) of the bill would go on to state that the amendments made by
Section 2(c) shall apply to accounts receivable and evidences of indebtedness
acquired by the foreign corporation after August 4, 1983, in taxable years ending
after such date.

Comment .,--Our principal concern about these changes is that they are not
germane to the FSC legislation. It is our understanding that the Treasury and

congressional tax staff wanted these "reforms" (as they refer to them); were not
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confident that they could accomplish them administratively; and viewed the FSC
proposal as a vehicle to belp them achieve their purpose. Inasmuch as FSC is enough
to have on the égenda at one time, we would prefer to have these items deleted from
the bill.

On the merits, overseas receivables companies established as controlled
foreign corporations in, typically, low-tax jurisdictions, are viewed by the staff as
borderline "subpart F' companies. From the business standpoint, they are effective
for (1) managing excess offshore liquidity, (2) reducing affiliates transactional
exposures, (3) centralizing credit risk, (4) accelerating cash flow, (5) reducing
foreign exchange exposure, and (6) reducing the need for costly short-term external
financing. Further, we think that a particularly sound case can be made for these
companies in terms of U.S, tax policy where their sole activity is the factoring of
foreign affiliates' receivables. In any event, we do not feel that the subect

belongs in the FSC bill.

Foreign Tax Credit
(Section 2(d))

It would appear that the FSC proposal would deny the foreign tax credit to
the portion of foreign trading income that is taxed by the United States as well as
to the tax-exempt portion,

Comment .~-Although there is no reason to have foreign tax credits with
respect to income that is exempt in the United States, it is not clear to us why the
FSC proposal would deny credits for creditable foreign taxes paid with respect to
nonexempt foreign trade income. This provision seems objectionable, and should not

be retained in the bill in the absence of a clear and convincing policy rationale.

Taxable Year
{Section 3(b)) )
For purposes of the subtitle in question, the taxable year of any FSC or

DISC would be the taxable year of that shareholder (or group of shareholders with the
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same twelve-month taxable year) having the highest percentage of voting power. In
contrast, the technical explanation of June 14, 1983 stated that the taxable year of
a FSC would be required to be the same fiscal year as a majority shareholder "(or any
other accounting period for which the FSC establishes a business purpose to the
satisfaction of the Commissioner.)"

Camment .—~Considering that tbe technical explanation stated that the taxable
year of the FSC could be different from that of the parent company for good cause
shown, we are uncertain as to why the bill itself does not contain such a provisions.
Is this additional flexibility with regard to the taxable year alveady provided
elsevhere in the Code in a provision allowing the Commissioner to approve a different
taxable year Jor a subsidiary? On yet another matter, if a parent company has a
September 30 fiscal year, could a FSC still begin on ite effective date—presumably
the first day of the calendar year—and file a short-year return? If not, why not?
Export Trade Corporation

The FSC technical explanation of June 14, 1983 indicated that the untaxed
subpart F income of an export trading company (as defined in Section 505(b)(2) of
Public Law 92-178) would be considered treated as amounts previously included in
gross income of a shareholder and therefore exempt from taxation.

Comment ,—We are unable to find 8 provision dealing with accumilated income
of an export trade corporation in S. 1804. The representation made in the technical
explsnation should be carried out in the statute.

Sexvice Industries

Some service industries apparently would be covered in the FSC proposal and

others would not. Perhaps it would be useful to commission a Tressury study with

recoomendations to Congress on the matter of extending coverage to other enterprises.
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COMMENTS OF CARGILL, INCORPORATED ON
THE FOREIGN SALES CORPORATION ACT OF 1983 (S. 1804)
SUBMITTED TO THE SENATE COMMITTEE ON FINANCE

Cargill, Incorporated (herein "Cargill") is
engaged in the export of such agricultural commodities as
grain, cilseeds, cotton, tallow, soybean meal, flour,
fertilizer, refined oils derived from oilseeds, corn-based
fructose, seeds, boxed beef and peanut-based products. It
has used the DISC provisions of the Internal Revenue Code in
connection with the export sales of all such products.
Cargill strongly supports maintenance of the DISC or the
substitution for DISC of FSC benefits that are compatible
with the requirements of the General Agreement on Tariffs
and Trade (GATT) and which provide benefits essentially

equivalent to those now provided by the DISC.

Comments on the Proposed Co-exemption for Cooperatives

Under the present DISC, a producer selling
fungible products through an intermediary is not e!:4yible
for DISC benefits, whether the producer sells to a producer-
owned cooperative or to a proprietary company. Under the
provisions of S. 1804, FSC benefits would be extended to
such producers, but only if they marketed their production
through an eligible cooperative. Cargill opposes the

inclusion of this provision in its present form and urges
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that it be deleted. 1In this, we support the position taken
by Deputy Assistant Secretary of the Treasury, Ronald
Pearlman, in his statement to the Committée. If the pro-
vision is retained, we urge that benefits be made available
to all qualifying producers whether they sell to a
producer-owned cooperative or to a proprietary firm. Only
in this way can a significant, competitive disadvantage to
proprietary firms competing with the cooperatives be

avoided.

Comments Covering The Treasury Department's

Technical Explanation

Cargill here suggests no 6ther changes in the
language of S. 1804, but offers the following comments on
the Treasury's Technical Explanation (hereinafter "TE"). In
the comments that follow, references to pages and paragraphs
are those of the TE.

a. Permanent Establishment Requirement. The

first complete paragraph on page 6 states, in part, "More
than one FSC may share an office for this purpose, however,
the office must constitute a 'permanent establishment' to
satisfy this requirement." It is not clear from this
whether a FSC which does not shars an office must maintain
an office which constitutes a "permanent establishment."

Cargill urges that the language be clarified to exempt an
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FSC which does not share an office from the "permanent
establishment" requirement in order to avoid adding an
additional foreign activities requirement that would seem
unnecessary given the other foreign presence requirements of
S. 1804. In any event, to avoid ambiguity, the term
"permanent establishment" should be defined.

b. Sale of a Portion of Transaction. On page

12, the third complete paragraph provides an exception for
"fungible products" to the general rule that the participa-
tion by a FSC in the solicitation, negotiation, or making ef
a contract must be accomplished on a transaction-by-transac-
tion basis, To avoid a problem of interpretation, Cargill
suggests that this exception be expanded to include
"fungible products or products sold in bulk."

c. Transportation. The foreign presence

requirement pertaining to transportation should be modified
to accommodate the special circumstances that exist in
marketing of grain and like commodities. Export contracts
for the sale of grain, for example, often call for delivery
several months after the contract is made. Grain delivered
to thé—buyer's vessel at an export terminal in the Gulf of
Mexico is ordinarily drawn from a lot or bin that contains
grain, commingled, that originated in several different

parts of the country. Thus, in practice it is not possible

to identify the origination point of each bushel of grain
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used to fill an export obligation. To facilitate meeting
the foreign presence requirement pertaining to transporta-
tion where grain and other commodities ordinarily commingled
are concerned, the total direct costs of transportapion must
be limited to "costs incurred for transportation after the
goods have been identified to an export contract.”

Otherwise exporters of these products will not be able to
meet this foreign presence test, and may thereby lose the
ability to use the administrative pricing rules.

d. Receipt of Payment. Page 16 of the TE allows

the initial payment for an export sale to be "collected by a
bank located in the United States as long as such bank has
standing instructions to immediately transfer such funds to
a bank account of the FSC outside the United States.” On
letter of credit sales and cash against document sales, the
FSC or its agent will be the one, in many instances, that
will perform the actual collection task; that is, presenting
documents to the buyer, or buyer's bank, for payment. If
presentation of documents is made to the buyer's bank! the
bank will either issue a check to the collection person, or
it will transfer funds directly to an account of the seller
via electronic transfers. If presentation of documents is
made to a buyer, the buyer will usually notify his bank to

transfer funds electronically to a bank account of the
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seller, or sometimes the buyer will actually present a check
to the seller's collection person.

To assure that the receipt of payment test can be
met under these circumstances, Cargill suggests that the
relevant language be changed to read "initial payment can be
received in the United States as long as the proceeds are
immediately transferred to a bank located in the U. S. and
such bank has standing instructions to transfer such funds
immediately to a bank account of the FSC outside the United
States.,"

e, Assumption of Credit Risk. This activity is

one of five to be assessed under the "direct cost" test. A
FSC would be considered to have performed this activity
outside the U. S. if (a) the FSC is contractually bound to
as~ume the credit risk associated with an export sale, and
{b) the FSC reduces its foreign trade income by a portion of
the actual bad debts incurred from export sales.
Normally, there are no direct costs involved in the assump-
tion of credit risk. Therefore, Cargill urges that assump-
tion of credit risk not be considered one of the activities
looked to in determining whether 50% of all direct costs or
85% of the direct costs of two of the activities are
incurred outside the United States.

Instead, Cargill proposes that assumption of

credit risk should be considered a separate activity. Then,
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if the 50% test were elected, the assumption of credit risk
would be mandatory. On the other hand, if the 85% test were
elected, the FSC would be required either to perform 85% of
the direct costs of two of the remaining four activities if
it chooses not to assume credit risks, or would have to meet
one of the four remaining tests if it elected to assume
credit risks.,

Cargill also urges that assumption of credit risk
should be excluded from those activities which must be
pe;formed by the FSC if the FSC elects the administrative
pricing rules.

Or, Cargill suggests that an activity which might
be described as "bad debt collection" be substituted for
credit risk activity under the direct cost test. Total
direct costs of this activity would include the costs of (1)
communicating with delinquent customers, and (2) obtaining
legal or collection services required in pursuing delinquent
customers. The foreign direct costs would consist of that
portion of the total direct costs incurred by the FSC or its
agent for the performance of these services outside the
United States. The cost of advice from a related supplier
to a FSC pertaining to these matters would not be con-

sidered.
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Conclusion
Cargill supports maintenance of the DISC or—the
substitution of a FSC which is both GATT-legal and provides
support now offered by the DISC. Cargill believes that
S. 1804 is workable if the provisions for extending benefits
to producers are deleted or appropriately modified and if

the Treasury Department's TE is modified as suggested above.

Steven A. Hornig
February 23, 1984

SAH/cv
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February 14, 1984

Honorable Robert Dole
Chairman

Senate Finance Committee

Room 219

Senate Dirksen Building

washington, D. C., 20510

Dear Senator Dole:

Allow us to submit the views on the Foreign Sales Corpora-
tion Act of 1983, S. 1804, from several members of the Industriai
Sector Advisory Committee for Small and Mincrity Businesses. As
we note below, these are the views of the undersigned only and
not of the committee,

The Industrial Sector Advisory Committee for Small and
Minority Business, known as ISAC-14, is one of 14 committees of
citizens established under section 135(c)(2) of the Trade Act of
1974, P.L. 93-618, to advise the Secretary of Commerce and the
United States Trade Representative about the views,'intetests,

opinions, and concerns of private industry concerning foreign

trade. Most other ISAC's represent particular industries, such as

leather goods or nonferrous metals. ISAC-14 represents all small
and minority businesses, in whatever industry. Its thirty
members from around the country serve without compensation and,
indeed, even without reimbursement for the cost of travel to
reach the meeting place.

ISAC-14 has been particularly active in the past two years

of its present membership in the area of export promotion: (i)
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it has set out a description of the problems peculiar to small and
minority businesses; (ii) has provided the Secretary of Commerce with
a report on the acts and omissions of one of the district offices of
the Small Business Administration in encouraging exports by small and
minority businessmen; (iii) has provided the Secretary with a program
of publicity and promotion to encourage small and minority busines-
smen to export; and (iv) is working with the Department of Commerce
on an experimental program to use the Foreign Commercial Service at a
reasonable fee to identify markets for products, lubricating oils and
hydraulic fluids, that the Department does not usually monitor.
Representatives of ISAC-14 are also active in bringing the views of
small and minority businessmen to various offices of the government
and to other advisory, policy, and legislative committees. Among
such efforts have been those directed to presenting the views of the
Committee members to the Administration concerning tha Poreign Sales
Corporation bill, -

We should like to tell you and your committee members what
we have been telling them. Indeed, several persons in the
Executive Branch have suggested that we bring our views to you.
These views follow. Please note, however, that our Committee is
not chartered to present its views to Congress. Its duty is
limited to advising the Secretary of Commerce and the United
States Trade Representative. Accordingly, the views presented

below are those of the three persons who sign this statement.
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Although all three are members of ISAC-14, Mr. von Allmen is the
chairman of the ISAC, and we believe they represent the views of
the other members who have expressed an opinion concerning the
bill, this letter is not an official document of the Committee,
but only the personal views of the signatories. Descriptive
information on the signatories is attached.

The two guiding principles for our suggestions are
simplicity in application and attractiveness to lenders -~ the
first, in order that small and minority businessmen actually use
foreign sales corporations (FSC's); the second, in order to help
solve probably the most severe continuing problem of small and

minority businessmen, obtaining financing on reasonable terms.

Simplicity in Application

After some examination, we are forced to conclude that the
transfer pricing rules are the opposite of simple (pp. 14-16,
22, and 23 of the bill). The complexity of them can only
dissuade small and minority businessmen ftom{gsing an FSC., The
rules are derived from, and very similar to, the transfer pricing
rules for the Domestic International Sales Corporations (DISC's).
Two anecdotes concerning DISC's will therefore make our point. A
small businessman that we know reports that his DISC was
established by one of the eight largest accounting firms.
Subsequently, when he changed accounting firms for ot: :r reasons,

he was told by the successor that his DISC had been set up
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incorrectly and had to be redone. Faced with this disagreement
between two large accounting firms, he is at a 1loss to know which
is correct -- if either. Perhaps both are correct in part. The
cost to him of originally establishing the DISC and then redoing
it is $30,000, plus the continuing uncertainty whether his DISC
is proper. Very few sm$11 or minority businessmen will be
willing to spend that much money to purchase such uncertainty.

The second anecdote is the report from one of the persons in
the Executive Branch that the Internal Revenue Service's audits
of DISC's provided the largest return per man hour in
deficiencies of any of the Service's audit programs. This is the
price.-of the uncertainty the user of the DISC must pay =--
intensive audit, its accompanying expenditure of time and fees
for attorneys and accountants, and subsequent assessment of
deficiency. The same price will be paid for establishing the
FSC's, which have such similar transfer pricing rules. We
venture to say that for most small and minority businessmen, this
will be a price that they cannot afford.

For small and minority businessmen, provide a simple rule.
We suggest this: 1let all profits from export sales by small
expor£ers be placed in the FSC. This eliminates the need for
transfer pricing rules, It still leaves the small exporter the
task of calculating its costs of exported goods. This alone is no
small problem, especially where the exporter produces more than

one product and exports only some of any one product that he

33-890 O—84—21
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produces. One need only think of the complexities of presenting
the cost-justification defense of the Robinson-Patman Act, 15

U.S.C. 13(a), Automatic Canteen Co. v. FTC, 346 U.S. 61 (1953),

to understand the difficulties the small exporter faces only in
caléulating his profits from exports. He should not in addition
be expected td assume the additional burden of the transfer
pricing rules.

Once the profit from the export sales is put into FSC, the
percentage for exempt income should be applied against this
profit. This percentage should be 34%. Tﬁere are at least three
reasons for this., The first is that this is the percentage in
the present version that an exporter, under certain
circumstances, may possibly attain. Second, small exporters need
such an exemption because of the difficulties that exporting
presents for them, In addition to all the other difficulties of
being small, they must face, often with no additional staff, the
extra tasks and risks of exporting and the disporportionately
greater amount of paperwork. Third, an exemption of 34% is
probably just the amount that the small exporter needs in order
to obtain the financing he now cannot get or cannot get on
reasonable terms. This is discussed at greater length below.

We understand that several foreign countries have complained
about the exemption for small exporters as presently provided for
in the bill. While we do not take the foreign relations of the

United States lightly, we believe that in this case the obvious
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answer is the best one. The effect is de minimis. Small
exporters sell a tiny percentage of all of our exports. The
increase in the share of small exporters that will follow from

our suggestions will still be de minimis.

Attractiveness to Lenders

As we have mentioned abo?e, the most severe continuing
problem faced by small and minority exporters is obtaining loans
on reasonable terms or even obtaining them at all. The big banks
are reluctant to make loans that are, from their point of view,
small, and the small banks are fearful of lending where the
customers are foreign. All banks cite the burden of paperwork
and of loan administration as a serious additional problem for
them.

The Small Business Administration is a good friend but only
a lender of last resort, and is limited only to a guarantee of up
to one-half million doilars, inclusive of_any other guarantees
the business has from the Administration.

The Export-Import Bank is now trying to fulfill the mandate
in its recent re-chartering to extend the benefits of its program
to small aid minority businesses, but so far results have been
few., Up to now it has processed no loan less than five million

dollars.
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A serious problem with the programs of both the SBA and the
Export-Import Bank is that they are primarily guarantors of loans
by commercial banks. Even with these guarantors, commercial
banks have been very reluctant to make loans to small exporters
or to make them on reasonable terms. The main reason appears to
be the heavy burden of paperwork and cost of loan administration.

At present, therefore, the problem of financing continues
unsolved for most of the small and minority exporters. This bill
provides the first effective solution. As we understand the
bill, the tax-exempt income, the 34% in our suggestion, can be
shared with anyone who is a shareholder in thé FSC. Thus, in’
addition to interest on its loan, a lender to small exporters
coula receive a share of the tax-exempt income. This additional
income, which would pay the relatively high costs of paperwork
and loan administration, should be a sufficient inducement to
bring lenders to service the small and minority exporters that
they are not now serving. At the same time, the cost to the
exporter would be approximately no more than the interest on the
loan. To take an oversimplified example: -

If today the exporter made $200 on an export sale, then,
assuming 46% tax rates, he would pay-Federal income tax of $92,
leaving him $108. Under the bill, however, the exporter would
pay taxes on only $132, because, assuming the most favorable
circumstances, $68 (34%) would be tax exempt. He would thus pay

taxes of $61, leaving $139 ($200 minus $61). If he then paid 508
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of the exempt $68, or $34, to the lender, he would have left
$105, only slightly less than he would have today. But he would
also have the additional benefit of making the sale he presumably
would not otherwise have made without the loan, and this should
more than make up for the reqular interest that he also would
pay.

Further, if the lender performed his service as an Export
Trading Company under the Export Trading Company Act, 15
U.5.C.4001 et. seq., he could probably receive insurance under
programs of the Export-Import Bank both for 90% of his loan and
for the exporter's receivables (that would be assigned to him).

Thus all interested parties benefit: the exporter receives
financing he cannot now get and makes additional sales and
profits, the lender makes a profit at low risk, the locality
where the exporter is located receives extra business,
employment, and taxes, and the United States gets the additional
exports it so badly needs. And these benefits are brought by the
free market, spurred by this bill, rather than by bureaucracy.

To prevent any problems with the IRS later, the bill should
specify that the exempt income can be shared among the
shareholders of the FSC according to the resolution of the board
of directors or shareholders' agreement, in any way they want, so
long as such sharing meets a legitimate busines purpose. That

way there will be no problem in negotiating the financing
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arrangements with the bank or other lender, who would become
shareholders in the FSC along with the small exporter, and get
their share of exempt income in the form of dividends.

Observe that the above example is justification for the 34%
as the percentage of exémpt income for small exporters. One can
expect that the lender will ask for about half of it, because it
will have heavy costs of paperwork and loan administration: It
must create or help create the FSC, it will have to draft or help
draft a shareholder's agreement and by-laws, will delegate an
employee to sit on the board of directors, and then will have to
make sure that the corporate forms of the FSC are maintained and
that all requirements of this bill, when law, and of the Internal
Revenue Code in general are met. The lender will have to do
these things because, as it is better able to do them than the
small exporter, it will be more efficient for the lender to do
them. But the cost to the lender to do them will not be light.
Half of the 34% exempt income will probably be the amount needed
to attract the lender's capital. As the above example shows, the
remaining half will keep the small exporters approximately where
they are today without this bill but now with reasonable
financing and increased sales. Thus the 34% for the small
exporter is well warranted.

We see this as the main advantage of this bill for the small

exporter -- a resource for obtaining financing on reasonable
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terms, All other parts of the bill affecting the small exporter
should be written to align with or enhance this advantage. The
calculation of the amount of the exemption should be simplified,
by the means suggested above, so the lender will have a clear
idea of how much exempt income it will receive. If the chance
for exempt income is the main inducement to lenders that are not
now making loans or are making them on unreascnable terms, the
amount of exempt income to be obtained must be made definite or
else there will not be sufficient inducement. Similarly, other
points should be adjusted for the lender's benefit. The tax year
for small exporters should be elective and not determined by the
tax year of the largest shareholder (see pp. 40-41 of bill). If
the lender has a strong preference for a particular tax year but
will not be the largest shareholder of the FSC, this just pre-
sents an unnecessary obstacle to the loan.

Perhaps a more important change is to change the limit for a
small exporter from $2,500,000 to $10,000,000. Those companies
who sell items of high cost but not of high profit will be unduly
squeezed by $2,500,000. Again this should be seen in light of
the need to attract financing on reasonable terms. The lower
limit will provide the average exporter too little exempt income
to interest lenders. Assume the exporter makes 10% on sales.
Ten percent of $2,500,000 is $250,000. Thirty~four percent of
that is $85,000. One-half of this is $42,500., This cannot be



324

considered a sufficient inducement for lenders who have shown
great reluctance until now to make their funds available.

Yet by raising the amount to $10 million, you will still not

~have so large an effect that foreign members of GATT can
reasonably complain,

In sum, we suggest as guiding principles for the provisions
concerning small FSC's, simplicity in application and
attractiveness to lenders. Follow these principles and you will
free from entangling complexity and lack of capital the
entrepreneucial spirit of American small and minority exporters.

We add one other point. At present the bill does not allow
an exemption for the income of services exported by small and
minority businessmen, with two minor exceptions (p. 7 of bill).
One argument for not doing so is not persuasive: that the FSC's
are supposed to be revenue-neutral regarding the DISC's and there
were no dgreater benefits for services under the DISC's. The
answer to this is that our economy had changed considerably in
the last twelve years since the DISC law was passed; services now
make up a larger share of the gross national product. Many
industries that produced goods then are now either gone or much
reduced in volume. Unless we allowed services to benefit from
FSC's, the FSC bill would not be revenue-neutral; it would reduce

the tax benefits that were enjoyed when the DISC law was passed.
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A second argument for not doing so is more persuasive. The
common rule of international tax law is that the country where
the service company performs its services may impose its taxes;
the U.S. will give a credit under its taxes for the taxes paid to
the host. Whatever additional credit the U.S. may give will just
be “"soaked up" by the host country by an increase in its tax
rate. But even assuming that all or most host countries would
apply this "soak-up" tax, the point would not apply to those
services rendered to foreigners in ways not taxable by the
foreigners' governments. In these cases, the small and minority
exporter of services should have the same 34% tax exemption as
the small and minority exporter of goods.

Allow us to direct your attention to H.R. 4741, recently
introduced by Congressman Henry Nowack. There, small exporters
are allowed up to $10 million of exports, services are included,
and flexibility in tax year for the small exporter is allowed.

Thank you for allowing us to submit these comments on the
proposed bill.

Yours truly,
€ sy sy (éé)/.f’zq',r
Erwin von Allmen L A<
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DESCRIPTIVE INFORMATION ON THE SIGNATORIES

Erwin Von Allmen is president of W. C. Smith, Inc., in
Philadelphia, Pennsylvania, manufacturers of confectionary
production machinery. W. C, Smith, Inc. has been a serious
exporter for over ten years, exporting between one-fourth and
one-half of its production. It was awarded an E by President
Ford for outstanding export performance.

Among many other activities devoted to increasing exports by
small minority businesses, Mr. Von Allmen is the chairman of ISAC
14 and a member of the District Export Council for Philadelphia.

Donna Foster is a member of the board of directors of the
Chamber of Commerce of Fairfax County, Virginia, and has been a
member for four years of the Chamber's Committee on inter-
national trade. She was one of the Chamber's representatives on
the trade mission to Zurich in October 1983, to promote exports
from Fairfax County.

She has been president of Foster Consultants of McLean,
Virginia, for the past ten years, a company that, among other
things provides foreign language capabilities, such as

translations, and expertise in foreign trade.

Richard Levy has been heavily involved in the experimental
program of the Department of Commerce to find foreign markets for
lubricating oils and hydraulic fluids sold by small and minority
businessmen.

He is an attorney with offices in Alexandria, Virginia.
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84-08
SUBMITTED STATEMENT OF
AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGANIZATIONS
ON S. 1804, THE FOREIGN SALES CORPORATION ACT OF 1983

February 17, 1984

The AFL-CIO o.pposes S. 1804, which would replace domestic international sales
corporations (DISCs) with foreign sales corporations (FSCs) providing similar tax giveaways
for e;port-related activities. Continued manipulation of the nation's tax code is
unwarranted, We support the termination of DISCs with no new tax gimmicks established as
a replacement.

OISCs were established in 1971 in order to offset purported tax-related disadvantages
born by U.S. export industries, and were supposed ta provide a net increase in the nation's
exports. Under current rules, DISC benefits (deferral of tax on 42.5% of profits) apply to
income attributable to export receipts in excess of 67 percent of export receipts in a 4-year
base period. .

Foreign nations, particularly members of the European Community (EC) opposed the
DISC provision on the grounds that it violates the General Agreements on Tariffs and Trade
(GATT) rules against subsidizing exports with tax breaks. - -

The proposal to replace DISCs with FSCs is an attempt to cori;orm to GATT rules by
establishing certain foreign presence requirements. To qualify as an_FSC, an entity must be
organized under the laws of a foreign jurisdiction, and must have at least one director who i-s
not a U.LS. resident. It must keep an office outside the U.S. and maintain certain
bookkeeping operations both at that office and in the United States. Shareholders' meetings,
board meetings, and the entity's principal bank account must be held outside the U.S. The
FSC provision would establish a tax exclusion, in contrast to the DISC program which allows
an indefinite deferral of tax on a portion of qualified export income.

Althougt:o the replacement of DISCs with FSCs may address objections raised under the
GATT, the fact remains that such tax gimmicks cost billions in revenues but provide no

meaningful benefit in terms of improved trade performance or increased employment.
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worst trade balance ever recorded, while the cost of the program in lost federal revenues
has‘continued to climb. The federal budget for fiscal year 1985 estimates that DISCs will
cost $940 million in lost federal revenues, compared to $870 million in fiscal year 1984,

Under a flexible exchange rate system, tax-oriented export-incentives are ineffective.
Such export incentives are offset by an appreciating dollar, which makes U.S. exports more
expensive in foreign markets, and makes foreign imports cheaper in the United States.
Improvement in the nation's trade performance is best achieved by enforcing the nation's
laws, implementing a fair trade policy, and improving monetary and fiscal policy, not
through new tax gimmicks.

DISCs and FSCs also suffer fram inadequate targeting -- a deficiency inberent in tax~
based incentives. There is no assurance that the benefits provided by the tax gimmick will
be reflected in lower export prices. Many other uses for the tax windfall exist, including
increased dividends, higher retained earnirgs, increased executive compensation, or a rise in
foreign investment. These uses defeat the programs' ostensible purpose of promoting
exports and creating employment here in the United States.

Another problem is that the benefits of such programs tend to be heavily ccncentra.t-ed
in the hands of a small number of large firms. In 1981,;for example, the Treasury
Department reported that 35.2% of the benefits of the DISC program went to only 26 DISCs,
out of the 8665 DISCs in existence that year. This is because a handful of firms conduct a
large share of total exports.

One justifiction for the establishment of the DISC program in 1971 was that U.S.
corporations supposedly were more heavily taxed than their foreign-based competitors.
During the period since the program's enactment, however, numercus tax changes have
bestowed massive largesse upon U.S. corporations, removing any possible tax disadvantage.
The investment tax credit was restored in 1971 and liberatized in 1975, the corporate tax
rate was reduced from 48 to 46% in 1979, and the corporate tax was virtually eliminated as

a meaningful source of revenues by the accelerated cost recovery provisions of the 1981 tax

act. _
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The federsl budget deficit, currently running between $180 and $200 billion, is &
principal source of high real interest rates in the United States. The relatively high yields
on dollar-denominated assets have caused the foreign exchange value of the doliar to
appreciate significantly, raising the price of U.S. exports in averseas markets and making
foreign imports cheaper here in the United States. Tc improve the nation's trade
competitiveness requires a reduction in the federal budget deficit.

Tax loopholes benefiting corporations and the rich represent s significant drain on
federal revenues, ard should be closed in orcder to cut the deficit, reduce interest rates and
improve the nation's trade talance. Terminating DISCs would generate a cumulative
addition of $10.9 billion in feceral revenues in fiscal years 1985 through 1989. Enacting the
FsC ;;ropos.a! would, hcwever, create a new revenue drain.

The AFL-CIO believes there is no need for export promotion through tax preferences.
Experience with the DISC program demonstrates that such tax gimmicks cost billions ~but
have no perceptible positive influence on the nation's trade balance. We bdelieve that the

DISCs should be terminated, and not replaced by FSCs,

33-890 O—84—22
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Statement of

Honorable Armistead I. Selden, President

American League for Exports and Security Assilstance, Inc.

to the

Committee on Finance

United States Senate

on

S.1804

"The Foreign Sales Corporation Act of 1983"

- February 3, 1984
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Mr. Chalrman, Members of the Committee:

The American League for Exports and Security Assistance
(ALESA) appreciates the opportunity to present testimony
to the Senate Finance Committee with respect to S.1804,
which would provide a substitute for the current Domestic
International Sales Corporation (DISC) program. We believe
this is a critical pilece of legislation which should be
passed in this session of the Congress.

I should first note that ALESA 1s a labor-management
organization currently consisting of five national and
international unions and thirty three U.S. corporations
employing hundreds of thousands of workers., A list of
our membership is attached. ALESA's principal goal is
to encourage the export of American goods and services
in consonance with the security and economic goals of this
country.

As the Committee members are well aware, the DISC
was originally established not to give American companies
an advantage over foreign competitors, nor simply to provide
American companies with a 1little extra profit. The DISC
was intended to provide American companies with tax treatment
similar to that already normally accorded to foreign competi-
tor companjes by thelr home governments, and t& provide
an added inducement for American firms to focus.more atten-
tion on export markets. We believe that in general the
DISC accomplished those objectives. However, as we all
know, in 1981 the GATT Council determined that the DISC
was a subsidy under GATT rules, and should be terminated.
The legislation we are reviewing is an attempt to maintain
& similar program to the DISC which meets with GATT approval.

It seems to us there are two basic questions the Commit-
tee must address in its deliberations on this legislation.
First, 1s such a program still necessary? Second, is there
any real reason to change the current program simply to
comply with a questionable GATT determination?

For economic reasons, we strongly believe the basic
program should be continued. Treasury Department studies
generally indicate that the DISC has had a positive effect
in increasing exports. Given the current staggering American
" balance of trade deficit, the difficulty American exporters
face 1in pricing their goods in overvalued dollars, and
the slow rate of economic recovery among our trading partners,
this is hardly the time to abolish a program which has
a positive effect on our export levels. We need increased
exports to improve employment levels, assist industry to
get back on its feet, and bring our international financial
accounts back into balance.

/
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We also believe there are strong political reasons
to maintain this program. Our long term trading objective
should be to reduce the role governments play in offsetting
the real competitive forces which would otherwise determine
international trade flows. To do so, we must gradually
attempt to obtain agreements on common practices in such
areas as tax treatment, tariff and non-tariff barriers,
export credits, and other government subsidies. Unilaterally
dropping the DISC system without any corresponding change
in the tax policy of our competitors will certainly not
provide our trading partners any incentive to bring their
tax practices more into line with our own in the future.

The issue of conforming to the GATT is more complex.
There are certainly strong arguments against the GATT deter-
mination that the DISC 1s a subsidy. However, the United
States is the world's largest participant in the internation-
al economy. We have a strong vested interest in strengthening
multilateral institutions which facilitate international
trade and financial flows. To ignore the GATT would be
inconsistent with that interest. It i1s to our long run
advantage, therefore, if we can devise a system which pro-
vides essentially the same benefits as the DISC while at
the same-time aveiding an appearance of inconsistency with
the GATT. -

ALESA members do have some specific concerns with
respect to the interpretation of several provisions in
the proposed legislation. However, it is our belief that
these reservations can be resolved when the Executive Branch
devises a set of administrative regulations to put the
new program into effect. Overall, we believe it is so
important to pass the legislation in this session, that
we should not risk becoming sidetracked trying to tie up
all loose ends through changes in statutory language.

We do have one major concern, however, which requires
a statutory remedy. The current DISC legislation provides
that the tax benefits available to a company when it exports
military equipment are only half those benefits provided
for all other exports. S.1804 as currently drafted continues
this discriminatory treatment. We bellieve that this provision
should be dropped.

Through the Arms Export Control Act, the Congress
has already assured that no exports of military equipment
will be licensed which are contrary to the national interest.
The Export Import Bank is prohibited from financing defense
related equipment, a practice which is by no means emulated
by our overseas competitors. Most sales of defense equipment
are made against tough competition to NATO and other allied
industrial countries, and to relatively wealthy Third World
countries, neither of which receive Foreign Military Sales
(FMS) financing.
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It 1s, therefore, unclear why there should still be
yet another roadblock in the way of U.S. exports of defense
equipment. From the .- 2rspective of a machinist, or welder,
or design engineer, or longshoreman, it 1s unclear why
the government should encourage the export of an engine
going into a civilian aircraft or vehicle, while showing
less interest in whether the same or similar engine is
exported if it goes into a military aircraft or vehicle.
Either way, the question is whether the government prefers
to see those American workers employed, as opposed to their
European, Asian, or other counterparts overseas. We, there-
fore, conclude that in the case of the DISC or its successor
program, all exports should receive similar treatment.

Mr. Chairman, once again I would like to note ALESA's
appreciation for the opportunity to present our views to
you and the Committee. We strongly urge that you report
out this bill quickly and work for its early passage.
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K. A.JOHRNSON
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STATEMENT OF THE PILLSBURY COMPANY ON 8. 1804,
THE POREIGN SALES CORPORATION ACT OF 1983

The Pillsbury Company ("Pillsbury®) processes and exports food
products and is also actively engaged in the export of raw

agricultural commodities such as grain and soybeans.

Pillsbury has utilized the DISC provisions of the Internal
Revenue code both in connection with its export of raw agricultural
products as well as its export of food products which are processed in
the United States. Pillsbury has found that the DISC provisions have
been of material assistance in encouraging export transactions and in
providing the incentive necessary to make the required investment in
export assets. While we are satisfied to continue with DISC as it is
now drafted, we appreciate the GATT and other international
considerations that are involved and support the efforts of the
Mninistration to develop a GATT-leqgal alternative to DISC that

provides comparable benefits to existing DISC users.
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- Pillsbury has been most concerned about those provisions of the
foreign sales corporation (FSC) proposal which :.qﬁ?:. foreign
presence in order for an exporter to qualify. This has been a
particular problem in the case of Pillsbury's export of raw
agricultural products since agricultural exporting generally takes
Place in a different context than the export of industrial or other
processed goods. For example, agricultural exporters generally do not
advertise or engage in extensive sales promotion. Also, agricultural
exports are characterized by substantial amounts of transportation
within the United States before the commodities reach the point Qt
export loading, and frequently title passes to the purchaser within
the boundaries of the United States. Accordingly, U.S. agricultural
exporters may not be paying for any foreign transportation. 1In
addition, most agricultural sales do not involve the extension of
credit, Finally, many agricultural exporters, large and small, carry
on extensive export activities with no foreign presence whatsoever and
may deal with foreign and domestic customers whose offices are located

within the United States.

Pillsbury had made kﬁown to the Administration its concerns with
the provisions of 8:1804, and has been pleased by the cooperative
attitude reflected by the officials of the office of the U.S. Trade

Representative and by the Treasury Department. These ageﬂcies have
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been most cooperative in seeking to develop léi;ttonl to the problems
presented by the PSC legislation to the agricultural exporting
community. The technical explanation of S§.1804 sent to Chairman Dole
on February 1, 1984 by Deputy Assistant Secretary Pearlman is a
helpful document in that it spells out in considerable detail the
position of the Treasury Department on many of the most ambiguous
provisions of the legislation. We believe that it is ellcntig} that
the language of the technical explanation be incorporated in the
Finance Committee's report on 8.1804 so that it forms the basis of
regulations, if the legislation is ultimately enacted., It would
simply not be acceptable for the Internal Revenue Service to have the
ability to draft regulations based upon the existing bill without the
guidance contained-in the technical explanation. This is legislation
that requires as much certainty as possible and we believe that the
language of the technical explanation should be reflected in the
legislative history of the bill.

Pillsbury does, however, have considerable concern over the
application of the 50 and 85 percent direct cost tests as they relate
to the "assumption of credit"™ category for purposes of the foreign
economic processes that must be met in order to earn foreign trading
gross receipts. The Treasury's technical é;planation states that the
FSC will be considered to bear such credit risk "if it contractually

bears such risk," but then goes on to suggest that no costs are
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incurred unless the debt becomes uncollectible. This is a completely
unrealistic and undesirable interpretation since it appears to
indicate that even if an exporter has assumed a credit risk (which
risk amounts to a continéent liability of the exporter), the direct
costs relating to this item cannot be met unless the debt becones
uncollectible. This approach seems to place an undue premium on
having poor credit experience, an approach which is at variance with
what the legislation should be encouraging. Pillsbury urges that the
credit risk test be deenmed satisfied if the exporter can demonstrate
that it has contractually borne the credit risk involved, regardless

of whether there has been a bad debt arising from the transaction.

Pillsbury‘strongly supports the position expressed by Deputy
Assistant Secretary Pearlman at the February 3, 1984 hearing in which
he stated that proposed Section 927(a) (4), relating to fungible
agricultural products exported through cooperatives be deleted from
the legislation. This provision would place private agricultural
exporters at a significant competitive disadvantage and could result
in a proliferation of pooling arrangements which would greatly distort
competition between cooperatives and othet exporters. It could also,
as reflected in Treasury's statement, result in a significant revenue

loss to the Treasury.
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CONCLUSION

Pillsbury supports enactment of 6§.1804 if the Congress believes
that it is necessary to replace DISC with a GATT-compatible
substitute. However, Pillsbury believes that it is essential the
language of the Treasury technical explanation of February 1, 1984 be
incorporated in the legislative history of the legislation, and that
the assunption of credit risk test of Section 924(e} (5) be deemed
satisfied if a FSC has contractually borne a credit risk even if it
incurs no bad debts. Pillsbury also supports the proposed deletion of
the agricultural cooperatives provision as recommended by Treasury in

its testimony.

We would be pleased to work with Congressional staff members in
developing any legislative or Committee report language to implement

the foregoing objectives.

—

A. Johnsaon
Vice esident and Tax Counsel

Ao/ /29

Dated
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STATEMENT OF THE SYNTHETIC ORGANIC CHEMICAL -
MANUFACTURERS ASSOCIATION
REGARDING THE FOREIGN SALES
CORPORATION ACT OF 1983 (S. 1804)

The Small Business Committee of the Synthetic Organic
Chemical Manufacturers Association, Inc. (SOCMA) welcomes this
opportunity to submit this statement in connection with the
Committee's hearings on S. 1804, the Foreign Sales Corporation
Act of 1983. SOCMA is a nonprofit association of producers of
organic chemicals. A majority of its one hundred members are
small companies with annual sales of less than forty million
dollars. A list of SOCMA members is attached to this state-
ment.

SOCMA commends the efforts of the Senate Finance
Committee to develop legislation which will meet the objections
of our GATT trading partners yet maintain the important export
incentive that the DISC program has provided for American
business. We feel that S. 1804 represents a significant step
toward this gcal, and, with only a few exceptions, we would
urge the speedy enactment of its provisions.

Our primary reservation is that provisions of S. 1804
are not adequate to protect the interests of small businesses.
To a large corporation with already substantial foreign con-
tacts, the establishment of a Foreign Service Corporation (FsC)
may not be particularly burdensome. However, the foreign pre-

sence and management requirements of S. 1804 (Section 924(4))

-2-
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would prevent the vast majority of small business from availing
themselves of the FSC tax benefits and thus discourage them
from engaging in export sales. Clearly, this is a consequence

that the American economy can ill afford.

S. 1804 has attempted to mitigate this problem by
including some provisions which would enable certain small
businesses to maintain the tax advantages they currently enjoy
under the DISC system by establishing small FSCs (Section
922(b)), jointly owned FSCs, or interest charge DISCs (Section
995). While we endorse the objectives of these provisions, we
are concerned that they will not be sufficient to meet the
needs of most of SOCMA's small business members. We therefore
recommend that S. 1804 be amended to make these and other

options available to more small exporters.

Small FSCs
Under Section 924(b)(2), a FSC with $2.5 million or

less in foreign trading gross receipts would be exempt from the
most costly of the foreign management and econumic process
requirements and would be permitted to retaifi ‘only a de minimus
foreign presence. Such an FSC would still be required to
maintain an office outside the United States, keep a summary of
its permanent books at its foreign office, aﬁa4have at least
one director who resides.outside the United States. However,
its management, bank accounts, and major economic activities

could remain in the United States.

-3-
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We believe that this provision is essential to the
continued success of America's small export firms. However,
the $2.5 million limit will freeze out the majority of SOCMA's
small to medium-sized member firms. These businesses typically
generate enough gross receipts to disqualify them from the
Small PSC exemption, yet their profits will not be large enough
to allow them to meet the onorous requirements for establishing
an ordinary FSC.

SOCMA therefore urges that the limit be raised to $5
million. We feel that this is a far more realistic figure, and
we believe that it would significantly ease the burden on the
American export industry. In addition, we would like to lend
our support to the suggestion of the Chamber of Commerce of the
United States that transitional limits of from $10 million down

to $5 million be used over the next five years to allow firms

time to comply with the new tax laws.

Jointly-Owned FSCs

S. 1804 would allow companies to reduce some of the
costs of establishing their own FSCs by grouping together and
organizing jointly-owned FSCs. We applaud this plan as a use-
ful option for small businesses which would like to enter the .
export market but cannot afford the initial capital expendi-
tures which setting up an independent FSC would entail.
However, we would urge the Committee to insert an explanatory

provision into the legislation, or to call for the promulgation

-4-
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of explanatory Treasury regulations, which would ensure that
such joint ventures will be able to operate in a manner thuaite ¢
will not require the disclosure to all shareholders of a pir-g .
ticipant's confidential business information such as produ«t ¢

sales and profit on such sales.

Interest Charge DISCs

Section 2 of S. 1804 would permit small businessm
with less than $10 million in export gross receipts to maintain
their current DISCs, but would require them to pay interest: at
the Treasury bill rate on the tax deferred. SOCMA does not
view this as a viable alternative to the DISC program now in
effect. The medium sized firms with DISCs which might benef;t
from such an option are disqualified by -the $10 million limit,s
while the smaller firms which qualify are the least able to
afford the extra interest cost. The only benefit this alterna-
tive would provide to these small businesses is the difference:
between the Treasury bill rate interest charge and the present .
cost of borrowing money, a benefit substantially less attrac-
tive than the current DISC rules or the proposed FSC rules.

'SOCMA therefore recommends that the qualifying limit
for this option be raised from $10 million to $25 million for a,
five year transition period to enable more firms with existing
DISCs to take advantage of it while they form FSCs. In addi-
tion, we suggest that S. 1804 be ameﬂééd to provide an alterna-

tive DISC-type mechanism for the smallest exporters. This

-5-
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provision should enable a company with $164,000 or less in
taxable export income (the small businegs definition in §
995(f) of the Internal Revenue Code updated for inflation since
January 1, 1976) to maintain a DISC in the United States with-
out paying interest on the deferred taxes if it meets the
following minimum requirements: -

1. It retains one or more foreign agents who
maintain offices outside the United States to
represent it in foreign countries;

2. It grants such agent(s) an exclusive or nonex-
clusive agency agreement, franchise agreement,
or distribution license with respect to the’
product sold; and

3. It engages in foreign economic processes by
having its foreign agent(s) perform at least
three of the following activities:

(a) solicit orders from and negotiate

sales contracts with customers;

(b) process customer orders:

(c) Dbill customers and receive payment:;

(d) engage in advertising and promotion acFivi—
ties; or

(e) assume credit risk, risk of loss from cas-
ualty, damage, etc. or foreign

exchange loss.



345

A DISC meeting the above criteria would be deemed to
be earning income from economic activity outside the United
States, as required by the GATT. The amount of income subject
to tax exemption would be computed in the same manner as for
foreign-based FSCs. We feel that this proposition strikes a
reasonable balance between conciliating the members of the GATT
Council and ensuring that our smallest exporters are not placed

at an unfair competitive disadvantage in the world market.

Conclusion

SOCMA supports the attempt made in S. 1804 to deal
with the problems faced by small businesses in establishing and
maintaining overseas operations in order to qualify for khe FSC
tax benefits. However, we feel that the small business provi-
sions, though aimed in the right direction, do not go far
enough. We urge the Committee to give serious consideration to
the recommendations we have presented so that a greater number

of small American businesses may prSfitably engage in the

international export trade.

83-890 O—84—28
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TESTIMONY BEFORE THE UNITED STATES SENATE
COMMITTEE ON FINANCE
CONGRESS OF THE UNITED STATES

S.1804
FOREIGN SALES CORPORATION ACT OF 1983

by
Ophelia Jatta, President
International Business Development Group, Inc.

Mr. Chairman, I am Ophelia Jatta, President of International
Business Development Group and ! represent the interest of America's
small, women and minority owned businesses. On behalf of these
businesses I wish to thank you and the Committee for the
opportunity to testify and endorse the passage of the Foreign
Sales Corporation Act of 1983.

The passage of the Foreign Sales Corporation Act can
create greater harmony between the United States and the European
Community. This harmony can lead to increased American tradé
and investment. We are confident this increased trade by
America's larger corporations will make it easfer-for us - America's
small, women and minority owned businesses - to become more
involved in exporting and international trade.

The Internal Revenue Code of 1954 created the Domestic
International Sales Corporation (DISC). DISC allows the deferral
of U.S. income tax on a portion of its export profits. The
European Community believes that DISC is a subsidy and not allowed
under the Subsidies Code of the General Agreement on Tariffs and
Trade (GATT). This contjroversy has made.DISC a highly contentious
issue and threatened to slow down progress on oiher important

trade problems. Therefore it is crucfal that Congress pass the
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Foreign Sales Corporation Act of 1983 to replace DISC with GATT
compatible tax rules which do not diminish the competitive posture
of American exporters. The Foreign Sales Corporation Act would
make it much easier for America to improve its trade deficit and
compete for a larger share of the world's market.

The Foreign Sales Corporation Act allows American exporters
to have a greater presence abroad by setting up a foreign office
and appointing an office director and staff. This added
presence abroad will benefit the small exporter and will make it
easfer for them to enter the export market particularly exporting
to developing countries.

Statistics show that small businesses account for 48 percent
of the nation's business output, 43 percent of tpe gross national
product, over half of all industrial inventions and innovations,
and perhaps most important employ more than 55 percent of the
labor force in private industry. Thus small and emerging
business enterprises are at the forefront in providing new and
better jobs for all Americans.

Companies with twenty or feweremployees provide two-thirds
of all new jobs in the private sector ; firms with five-hundred
orfewer;mployees created 87 percent of net new jobs. It is the
enterprising young firms four years or less in age that comprise
the vigorous new force in job creation. If we are to increase
America's strength in the world market we must get this new
vigorous force of the small business involved in international

trade.
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The largest potential sales besides the U.S. market is the
world's developing countries where three-fourths of the earth's
people live. Other industrialized country governments have
recognized this evolving market and enthusiastically aid their
home industries in putting together attractive packages in order
to consummate sales to developing countries. It has now become
a truism that more than ever before America's prosperity depends
on trade with developing countries.

With this truism in mind Congress recently passed the Export
Trading Company Act of 1982 to encourage the promotion of new
export trade. This bill legalized export trading companies. It
is now much easier for small and medium sized businesses of all
kinds to operate in less developed countries because smaller
operators can share the overhead costs involved in overseas
operations.

The President and the Congress is also to be commended for
passing the Caribbean Basin Initiative. This effort to revitalize
the economy of developing countries is necessary because

America's small businesses can achieve their export
goals best in an open, market-oriented international system.
Therefore we will continue to encourage Congress and the executive
branch to work with developing countries who wish to improve
their ciimate for private investment and develop their indigenous
private sector in an environment of free and.fair markets.

Minority business owners play a special economic role in

America. 8lack Americans alone did more business with corporate
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America than China, Russia, Japan & Africa combined. B8lacks
generated $157 billion plus several times that amount in disposable
income last year. 1In order to effectively flex this economic
muscle Blacks are volunteering their time and getting more involved
in political decisions and policies affecting their communities.

In keeping with their historical ties Black American
entrepreneurs are especially interested in continued Congressional
support of the African Development Bank. America has significant
political, security and economic interests in Africa which
underscore the need to strengthen our ties with the nations of this
region.

Recently the Inter-American Development Bank set up a subsidiary
equity corporation to sponsor joint venture projects (Inter-American
Investment Corporation). We hope the African Development Bank
will be encouraged to do the same. These investment corporations
can provide capital for export projects and directly benefit
America's small businesses.

A recent survey showed less than 1/10 of 1 percent of American
people are concerned about major foreign policy issues and
decisions. As business owners we feel it is our duty to learn
-what is bést for America and actively participate in foreign policy
issues which strengthen our country. With this spirit of caring
we want to volunteer our time and our resources to your Committee
whenever you require them. OQur members are eager to participate
in any executive or legislative inftiative to help America and

its people. When you are planning economic, social, polftical
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and trade strategies for investment in EuroAsia, the Middle East

and Africa, Japan & China, The Caribbean and Latin America, and
other parts of the world, we urge you to remember us and include

us in your plans. We are the vigorous force that creates 87 percent
of all new jobs in America and we want to do more.

Overall the goal of our testimony today is to let the
Committee know we are in full support of the Foreign Sales
Corporation Act of 1983 and other legislation which makes {t
easfer for America's businesses to compete in the international
marketplace.

Thank you sincerely for the opportunity to address the

Committee.
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I. Introduction

We are a family owned agri-business company that was founded
prior to Statehocod in 1893. We are engaged in originating grain
from the producer as well as storing and purchasing said grain.
Since 1893, the company has been proud of its record of communit&
and customer service. We are indeed proud to be Oklahoma's
oldest, and largest, independent grain dealer.

Our DISC was formed in 1980. Since that time, we have used
the tax deferrals afforded by DISC to greatly expand our opera-
tions and employment. We have also increased the portion of our
sales that go for export. In view of our nation's balance of
trade deficits and unemployment, we feel we have continued our
ideal of community service by using the benefits derived from
DISC to provide jobs and increase exports.

Our primary objection to the proposed FSC legislation is the
foreign presence requirement. Since we are secondary exporters,
we do not currently have offices, employees, or bank accounts
outside the United States and hope that we are never forced to
do so. Passage of the proposed FSC legislation would require us

to establish all three.

II. Summary of Statement

We believe the present DISC program is not in violation of
U.S. obligations under the General Agreement on Tariffs and Trade

(GATT), and urge that it be retained in its present form.
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However, if overriding political considerations make it necessary
to repeal DISC, we urge the Committee to consider the points below
as it reviews S. 1804, which would substitute the FSC program for
DISC.

(a.) Under FSC, two "small business" exceptions are proposed
-- an "interest-charge DISC" with $10 million or less in qualified
export receipts, and a "small FSC" with receipts of $2.5 million
or less. We believe these limitations -- which would allow the
sale of only about 58.7 thousand metric tons (2 Ships) and 14.6
thousand metric tons (1/2 Ship) of hard winter wheat, respectively,
at current prices -- are too restrictive and should be substan-
tially increased. Many country elevators in the hard winter wheat
belt would handle in excess of these amounts during one harvest.

(b.) The requirement that payment must be received outside
the U.S. is unworkable and extremely risky. Consider the economic
effect on our country's exporters if they had funds on deposit in
Argentina in 1981 when its currency was devalued and conversion
of funds to U.S. dollars for movement outside of the country was
forbidden by law. As a minimum, it should be permissible to depos-
it payments in a domestic bank account of a FSC.

(c., We believe many medium-size DISC's with sales too large
to qualify for the small business exceptions will be unable to
afford the costs involved in activgly managing a FSC. We urge
that Coiigress clearly indicate its intent regarding the economic
processes which may be carried out for a FSC under contract by

another outside the United States.
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III. &e would propose the following:

(a.) Add a provision in which a secondary exporter sells to
a primary exporter and the commodity is going for export, the
secondary exporter be allowed to qualify under the FSC without
having to meet the foreign presence requirements. (Similar to
current DISC requirements.)

{b.) Franchise Company. A U. S. exporter could have a

foreign corporation established, for example, in the Virgin

Islands, and could assign to that company (on a tax free basis)

the worldwide rights for the sale of products or commodities for
the parent company. The U, S. exporter would then take back a
license to export commodities or other products in payment of a
fee to the company holding the exclusive sales rights. The "
allowable fee would be calculated in relation to current DISC
benefits. For example, 1.8% of export sales (used in the FSC
pricing) has the flavor of a royalty payment. The qualifying
sales would be for export destination, as under present DISC
rules. The income of the franchise holding company could be
distributed subject to an intercompany dividend received deduc-
tion providing the same benefit as in the case of a foreign
corporation that is itself selling products under the foreign
presence administrative rules provided by S. 1804.

The previous GATT consideration of DISC and related foreign
tax practices solely concerned actual selling activities. The
GATT rules as they have developed, therefore, focus upon the
location of actual selling activities, i.e. solicitation, negoti-
ation, and the making of contracts, processing orders, shipping

and the like.
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The GATT controversy has not considered taxation of a foreign
corporation that would hold trade names, copyrights, or other in-
tangible rights, such as the right to market goods. Such a foreign
corporation would be performing the function that it purports to
perform. In addition, it is within the discretion of any country
to determine whether it will allow a domestic deduction of payments
for utilization of such rights to an offshore corporation and the
treatment of such income when earned or when distributed. Thus
the proposal can be presented as GATT compatible.

The only requirements to be met would be the existence of a
foreign corporation and a properly drafted franchise contract.

?his would provide the type of bright line that would permit sim-
plified, assured compliance and minimal disruption of export
activities.

{(c.) Foreign Incorporation. The foreign incorporation

requirements are likely to be burdensome and costly. An alter-
native should be provided that would enable a company to form a
domestic corporation and elect to have that corporation be treated
as foreign corporation for all purposes of the tax law. There

is a precedent for such a provision. Present Section 897(i)
provides that foreign corporations can elect to be treated as
domestic corporations. Such a provision should eliminate the waste
of millions of dollars in incorporation fees that would have to be
paid to foreign jurisdictions under the present FSC proposal.

(d.) Agricultural Products. The GATT provisions contain a

specific reference to incentives for exporting primary agricultural
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products and specifically allow incentives for exporting these
products. The United States should utilize these provisions to
authorize a continuation of DISC status for taxpayers involved

in the export of primary agricultural products. In such a situa-
tion, it would not be necessary for the United States to impose
an interest charge.

(e.) Cooperatives. The present proposal to replace DISC
with FSC and amend the DISC section of the code contains provi-
sions that would favor agricultural cooperatives at the expense
of other agricultural concerms. I recommend that this bias be
eliminated so that the law will be neutral as to cooperatives
and other agricultural enterprises.

Proposed Section 927(a) (4) (A) should be modified to read
as follows: "Fungible agricultural products shall be treated as
meeting the requirements of paragraph (1) (B) to the extent that
such products are sold for direct use, consumption, or disposi-
tion outside the United States." Corresponding changes should
be made to the interest payment DISC provisions. Thus, the pro-
posal concerning fungible agricultural commodities would be

retained, but the favoritism fcr cooperatives would be eliminated.

Conclusion
We believe that all of the above proposals are necessary to
give the U.S. exporter the flexibility to choose which is best
for his particular operation to remain a DISC or a FSC. We also

believe that the exporter should be given this opportunity of
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choice, as we feel it is in the best interest for the United
States to keep the capital investments, bank accounts, and
employment in the U.S. rather than foreign countries.

It appears that we have our economy turned around and that
employment is on the rise, capital spending is beginning to
increase, and it's our belief that we should continue to keep
them moving in this direction. The above proposals would assist
the U.S. exporters in doing their part in boosting the U. S.
economy.

There are some U.S. banks that we would not want to usé
for depositories, let alone foreign banks, particularly after
the experience we've had with the demise of the Penn Square Bank
in Cklahoma.

As a secondary exporter, we urge you to give us the options
that are economically sound for us to compete with the large
domestic, international and _foreign exporters. We're not asking
for any preferential treatment, just an opportunity to be compet-
itive with all U.S. and foreign exporters.

Respectfully submitted,

W. B. JOHNSTON GRAIN COMPANY

ﬂfw%&w

Lew Meibergen

Crairman & Chief Executxve Officer
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I Introducﬁion

We are a family owned seed company that was incorporated in
1946 after operating as a proprietorship since 1893. We are en-
gaged in origination and contract production from the producer
of primarily small grain seeds, native and tame grasses, alfalfas,
field peas and mungbeans. To the best of our knowledge, it was
our Company that introduced mungbean production in the U.S. The
mungbean has allowed wheat producers in our area to double crop
with a legume. We are very proud of our record of introducing
new crops and new varieties of existing crops to our area.

Our DISC was formed in 1980. Since that time, we have used
the tax deferrals afforded by DISC to greatly expand our opera-
tions and employment. We have also increased the portion of our
sales that go for export. In view of our nation's balance of
trade deficits and unemployment, we feel we have continued our
ideal of community service by using the benefits derived from
DISC to provide jobs and increase exports for our farmer prdaucers.

Our primary objection to the proposed FSC legislation is
the foreign presence requirement. Since we are small é&porters,
today we would qualify under either of the exemptions to the
foreign presence requirements. We are a member of a family owned
controlled group of corporations that includes two DISC. The
inclusion of the two DISC automatically precludes us from gquali-
fying for the small FSC exemption even though our export sales,

both direct and indirect, are less than 2 1/2 million dollars.
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The 10 million dollar DISC exception and the 2 1/2 million
dollar FSC exception limits our export sales growth because we
dd not ha;e foreign offices, employees or bank accounts. Passage
of the proposed FSC legislation would require us to establish

all three which are etonomically unfeasible for an exporter of

~——

our size.

II. Summary of Statement

We believe the present DISC program is not in violation of
U.S. obligtaions under the General Agreement on Tariffs and Trade
(GATT), and urge that it be retained in its present form. However,
if overriding political cogiiderations make it necessary to repeal
DISC, we urge the Committee to consider the points below as it
reviews S. 1804, which would substitute the FSC program for DISC.

The requirement that payment ﬁﬁst be received outside the
U.S. is unworkable and extremely risky. Consider the economic
effect on our country's exporters if they had funds on deposit in
Argentina in 1981 when its currency was devalued and conversion
of funds to U.S, dollars for movement o;tside of the country was
forbidden by law. We are painfully and economically aware of the
consequences of such political actions through our experience in
attempting to collect on a draft drawn against a customer in

Argentina in 1981. As a minimum, it should be permissible to

deposit payments in a domestic bank account of a FSC.

III. We would propose the following:

: (a.) Add a provision in which an exporter sells to another
exporter and the commodity is going for export, the exporter be
allowed to qualify under the FSC without having to meet the foreign

presence requirements. (Similar to current DISC requirements.)
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~

(b.) Franchise Company. A U.S. exporter could have a for-

eign corporation established, for example, in the Virgin Islands,

and could assign to that company (on a tax free basis), the world-

wide rights for the sale of products or commodities for the parent
company. The U. S. exporter would then take back a license to
export commodities or other products in payment of a fee to the
company holding the exclusive sales rights. The allowable Tee
would be calculated in relation to current DISC benefits. For
example, 1.8% of export sales (used in the FSC pricing) has the
flavor of a royalty payment. The qualifying sales would be for
export destination, as under present DISC rules. The income of
the franchise holding company could be distributed subject to an
intercompany dividend received deduction providing the same bene-
fit as in the case of a foreign corporation that is itself selling
products under the foreign presence administrative rules provided
by S. 1804.

The previous GATT consideration of DISC and related foreign
tax practices solely concerned actual selling activities. The
GATT rules as they have developed, therefore, focus upon the
location of actual selling activities, i.e. solicitation, negoti-
ation, and the making of contracts, processing orders, shipping
and the like.

The GATT controversy has not considered taxation of a foreign
corporation that would hold trade names, copyrights, or other in-
tangible rights, such as the right to market goods. Such a foreign
corporation would be performing the function that it purports to

perform. In addition, it is within the discretion ot any country

33-8%0 O—84—24
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to determine whether it will allow a domestic deducgion of payments
for utilization of such rights to an offshore corporation and the
treatment of such income when earned or when distributed. Thus
the proposal can be presented as GATT compatible.

The only requirements to be met would be the existence of a
foreign corporation and a properly drafted franchise contract.
This would provide the type of bright line that would permit sim-
plified, assured compliance and minimal disruption of export
activities.

(c.) Foreign Incorporation. The foreign incorporation

requirements are likely to be burdensome and costly. An alter-
native should be provided that would enable a company to form a
domestic corporation and elect to have that corporation be treated
as foreign corporation for all purposes of the tax law. There

is a precedent for such a provision. Present Section 897 (i)
provides that foreign corpoiations can elect to be treated as
domestic corporations. Such a provision should eliminate the
waste of millions of dollars in incorporation fees that would have
to be paid to foreign jurisdictions under the present FSC proposal,

(d.) Agricultural Products. The GATT provisions contain a

specific reference to incentives for exporting primary agricul-
tural products and specifically allow incentives for exporting
these products. The United States should utilize these provisions
to authorize a continuation of DISC status for taxpayers involved .
in the export of primary agricultural products. In such a situa-
tion, it would not be necessary for the united States to impose

an interest charge.
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(e.) Cooperatives. The present proposal to replace DIoC
with FSC and amend the DISC section of the code contains provi-
sions that would favor agricultural cooperatives at the expense
of other agricultural concerns. 1 recommend that this bias be
eliminated so that the law will be neutral as to cooperatives
and other agricultural enterprises.

Proposed Section 927(a) (4) (A) should be modified to read
as follows: "Fungible agricultural products shall be treated as
meeting the requirements of paragraph (1) (B) to the extent that
such products are sold for direct use, consumption, or disposi-
tion outside the United States." Corresponding changes should
be made to the interest payment DISC provisions. Thus, the pro-
posal concerning fungible agricultural commodities would be

retained, but the favoritism for cooperatives would be eliminated.

CONCLUSION

We believe that all of the above proposals are necessary to-
give the U.S. exporter the flexibility to choose which is best
for his particular operation to remain a DISC or a FSC. We also
believe that the exporter should be given this opportunity of
choice, as we feel it is in the best interest for the United
States to keep the capital investments, bank accounts, and employ-
ment in the U. S. rather than foreign countries.

It appears that we have our economy turned around and that
employment is on the rise, capital spending is beginning to in-
. crease, and it's our belief that we should continue to keep them

moving in this direction. The above proposals would assist the
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U. S. exporters in doing their part in boosting the U. S. economy
and reducing our balance of trade deficit.

There are some U.S. banks that we would not want to use for-
depositories, let alone foreign banks, particularly after the
experience we've had with the demise of the Penn Square Bank in
Oklahoma and the problem we are having in Argentina.

As an exporter, we urge you to give us the options that are
economically sound for us'to compete with the large domestic,
international and foreign exporters. We're not asking for any
preferential treatment, just an oppértunity to be competitive
with all U.S. and foreign exporters on an egqual basis.

- Respectfully submitted,

JOHNSTON SEED COMPANY

President
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I. Introduction

The Agri-Products Exporters Association s a small
organization whose. membership 18 composed of mainly agri-
businesses of various types throughout the Midwest, upper Midwest
and Southwest portions of the U.S. The majority of our members
are in the grain and grain related products and bi-products
bugsiness, all of which are primarily secondary exporters. We do
have some members that are not entirely in agri-business such as
various financial institutions.

Our primary objection to the proposed FSC legislation is
the foreign presence requirement, The majority of us are not
large exporters or primary exporters and do not have offices of
any type overseas or overseas bank accounts. We sincerely hope
that we are never forced to have to open up foreign offices or
foreign bank accounts; however in our opinion, the passage of the
proposed foreign sales corporation would require us to establish
overseas offices, foreign bank accounts, and force us to invest

capital outside of the continental U.S.A.

II. Summary of Statement

We urge the Committee to consider the points below as it
reviews S. 1804, which would substitute the FSC program for DISC.

{(a) Under PSC, two "small business" exceptions are
proposed -- an "interest-charge DISC" with $10 million or less {n
qualified export receipts, and a "small FSC" with receipts of
$2.5 million or less, We believe these limitations -- which

would allow the sale of only about 58.7 thousand metric tons (2
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ships) and 14.6 thousand metiic tons (1/2 ship) of hard winter

wheat, respectively, at current prices -- are far too restrictive

and should be substantially increased. Many country elevators in

the hard winter wheat belt would handle in excess of these
amounts during a single harvest.

(b) The requirement that payment must be received
outside the U.S. is unworkable and e:tremely risky. Consider the
economic effect on our country's exporters if they had finds on
deposit in Argentina in 1981 when {ts currency was devalued and
conversion of funds to U.S. dollars fcr movement outside of the
country was forbidden by law. 28 a minimum, it should be
permissible to deposit payments in a domestic bank account of a
PSC.

(c) We believe many medium-size DISCs with sales too
large to qualify for the small business exceptions will be unable
to afford the costs involved in actively managing a FSC. We urge
that Congress clearly spell out its intent regarding the economic
processes which may be carried out for a PSC under contract by
another outside the United States,

III. We would further propose the following:

(a) Add a provision in which a secondary exporter sells
to a primary exporter and the commidity i{s going for export, the
secondary exporter be allowed to qualify under the FSC without
having to meet the foreign presence requirenments. (Similar to

current DISC requirement.)
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(b) Franchise Company. A U.S. exporter could have a

foreign corporation established, for example, in éﬂe Virgin

Islands, and could assign to that company (on a tax free basis)

the worldwide rights for the sale of products or commodities for
the parent company. The U.S. exporter would then take back a
license to export commodities or other products in payment of a
fee to the company holding the exclusive sales rights. The
allowable fee would be calculated in relation to current DISC
benefits. Por example, 1.8% of export sales (used in the FSC
pricing) has the flavor of a royalty payment. The qualifying
sales would be for export destination, as under present DISC
rules. The income of the franchise holding company could be
distributed subject to an intercompany dividend “}eceived
deduction providing the same benefit as in the case of a foreign
corporation that is itself selling products under the foreign
presence administrative rules provided by S. 1804.

The previous GATT consideration of DISC and related
foreign tax practices solely concerned actual selling activities.
The GATT rules as they ﬁave developed, therefore, focus upon the
location of actual selling activities, i.e. solicitation,
negotiation, and the making of contracts, processing orders,
shipping and the like.

The GATT controversy has not considered taxation of a
foreign corporation that would hold trade names, copyrights, or
other intangible rights, such as the right to market goods. Such

a foreign corporation would be performing the function that it

-3-
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purports to perform. In addition, it is within the discretion of
any country to determine whether it will allow a domestic
deduction of payments for utilization of such rights to an
offshore corporation and the treatment of such income when earned
or when distributed. Thus the proposal can be presented as GATT
compatible. B

The only requirements to be met would be the existence of
a foreign corporation and a properly drafted franchise contract.
This would provide the type of bright 1line that would pernmit

simplified, assured compliance and minimal disruption of export

activities,
(c}) Foreign Incorporation. The foreign incorporation
requirements are 1likely to be burdensome and costly, An

alternative should be provided that would enable a company to
form a domestic corporation and elect to have that corporation be
treated as foreign corporation for all purposes of the tax law.
There 1is a precedent for such a provision. Present Section
897 (i) provides that foreign corporations can elect to be treated
as domestic corporations, ~Such a provision should eliminate the
waste of millions of dollars in incorporation fees that would
have to be paid to foreign jurisdictions under the present PSC

proposal.

(d) Agricultural Products. The GATT provisions contain

a specific reference to incentives for exporting primary
agricultural products and specifically allow incentives for

exporting these products. The United States should utilize these

- -4~
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provisions to authorize a continuation of DISC status for
taxpayers involved in the export of primary agricultural
products. In such a situation, it would be necessary for the
United States to impose an interest charge.

(e) Cooperatives. The present proposal to replace DISC
with PFSC and amend the DISC section of the code contains
provisions that would favor agricultural cooperatives at the
expense of other agricultural concerns. We strongly recommend
that this bias be eliminated so that the law will be neutral as
to cooperatives and other agricultural enterprises,

Proposed Section 927(a) (4) (A) should be modified to read
as follows: "Fungible agricultural products shall be treated as
meeting the requirements of paragraph (1) (B) to the extent that
such products are sold for direct use, consumption, or
disposition outside the United States.” Corresponding changes
should be made to the interest payment DISC provisions. Thus, the
proposal conce;glng fungible agricultural commodities would be
retained, but the favoritism for cooperatives would be
eliminated.

Conclusion

We believe that all of the above proposals are necessary
to give the U.S. exporter the flexibility to choose which is best
for hls'particular operation to remain a DISC or a FSC. We also
believe that the exporter should be given this opportunity of

choice, as we feel it is in the best interest for the United
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States to keep the capital investments, bank accounts, and
employment in the U.S. rather than foreign countries.

It appears that we have our economy turned around and
that employment is on the rise, capital spending is beginning cto
increase, and its our belief that we should contiﬂzé to keep thenm
moving in this direction. The above proposals would assist the
U.S. exporters in doing their part in boosting the U.S. econonmy.

As primarily secondary exporters, we urge you to give us
the options that are economice}ly sound for us to compete with
the large domestic, international and foreign exporters. We're
not asking for any preferential treatment, just an opportunity to

be compe:itive with all U.S. and foreign exorters.

Respectfully submitted,

AGRI-PRODUCTS EXPORTERS
ASSOCIATION
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NATIONAL CONSTRUCTORS ASSOCIATION

]
1101 15th Street, N.W. Washington, D. C. 20005 (202 466-8880

AND ENTINEERY
INDLSTE Y

February 16, 1984

Mr. Roderick A. DeArment
Chief Counsel
Committee on Finance

Room SD-219
Dirksen Senate Office Building
Washington, D.C. 20510

Dear Sir:

S. 1804 (Foreign Sales Corporation Act)

The National Constructors Association ("NCA") has represented
many of America's large national construction companies for
over thirty yeawrs. The organization presently consists of
approximately fifty member companies who are engaged in
building major process plants and related facilities for
electrical power generation; oil refining, chemicals and
petrochemicals; paper, mining, steels and metals production
and fabrication; and other major process and manufacturing
needs. Our industry accounts for more American taxpayers
working abroad than any other single industry. Our comments
concerning the proposed legislation are as follows:

Foreign Contact Reguirements.

To conform to the General Agreement on Trade and Tariffs
("GATT") rules, the Foreign Sales Corporation Act of 1983

(the "Act") provides that a Foreign Sales Corporation ("FSC")
must have a foreign presence, it must have economic substance,
and activities that give rise to the export income must be
performed by the FSC outside the U.S. customs territory.

These results are achieved through three sets of foreign
contact requirements.

First, to qualify as a FSC, a foreign corporation must have
a foreign presence. Foreign presence is achieved by meeting
certain definitional criteria and electing to be subject to
taxation as a FSC. The definitional regquirements for a FSC
are as follows:

a. It must be a corporation created or organized under
the laws of a foreign country or a U.S. possession;

DESIGNERS & ERECTORS
OiL REFINERIES—CHEMICAL PLANTS—STEEL MILLS—POWER PLANTS
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b. A FSC may not have more than 25 shareholders at any
time during the taxable year;

c. A FSC may not have any preferred stock outstanding
at any time during the taxable year;

d. A FSC must maintain an office located outside the
United States and maintain a set of its permanent
books of account at that office. It must also main-
tain sufficient t»x records at a U.S. location; and

e. At least one member of the Board of Directors of the
FSC must be an individual not resident in the United
States, although he may be a citizen of the United
States.

The second set of foreign contact requirements is embodied
in the definition of foreign trading gross receipts. For a
FSC to have foreign trading gross receipts two additional
requirements must be met - the foreign management and
foreign economic process requirements. A FSC would be
treated as having foreign trading gross receipts only if
the management of the corporation during the taxable year
takes place outside the United States and only if the
economic processes with respect to particular transactions
take place outside the United States. The management test
applies to functions of the FSC for the taxable year.

In contrast, the economic process test generally applies
to every transaction on a transaction-by-transaction basis.

The requirement that the FSC be managed outside the United
States would be treated as satisfied for a particular

taxable year if (1) all meetings of the Board of Directors
and all meetings of the shareholders are outside the United
States, (2) the principal bank account of the corporation

is maintained outside the United States at all times during
the taxable year and, (3) all dividends, legal, and account-
ing fees, and salaries of officers and members of the Board
of Directors paid during the taxable year are disbursed out
of bank accounts of the corporation outside the United States.

Economic processes are treated as taking place outside the
United States if two requirements are met. The first require-
ment is that, with respect to any transaction, the FSC must
participate outside the United States in the solicitation
(other than advertising), the negotiation or the making of

the contract relating to the transaction. This test can be
met if either the FSC or any person acting under contract
with the FSC has performed one or more of these activities
outside the United States.
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The second requirement is that the foreign direct costs
incurred by the FSC attributable to the transaction must
equal or exceed 50-percent of the total direct costs incurred
- by the FSC with respect to the transaction or that the FSC
meet an alternative 85-percent test. The term “total direct
cost" (the denominator of the fraction) means, with respect
to any transaction, the total direct costs incurred by the
FSC attributable to the activities relating to the disposi-
tion of the export property. These activities are those
performed at any location within or without the United States
by the FSC or any person acting under contract with the FSC.
The term "foreign direct cost" (the numerator of the fraction)
means the portion of the total direct costs incurred by the
FSC which are attributable to activities performed outside
the United States. Although the activities must be performed
outside the United States, either the FSC or any person
acting under contract with the PSC may perform the activities.

For purposes of the foreign direct cost test, the costs
of five activities relating to the disposition of export
property are considered. The activities are (1) advertising
or sales promotion, (2} the processing of customer orders
and the arranging for delivery (outside the United States)
- of the export property, (3) transportation from the time of
4 acquisition by the FSC to the delivery to the customer,
(4) the determination and transmittal of the final invoice
or statement of account and the receipt of payment, and
(5) the assumption of credit risk.

The requirement that the foreign direct costs incurred by
the FSC equal or exceed 50-percent of the total direct
costs incurred by the FSC attributable to a transaction
may be met by an alternative 85-percent test. Under this
alternative test, a corporation would be treated as satis-
fying the requirement that economic processes take place
outside the United States if the foreign direct costs
incurred by the FSC attributable to any two of the five
activities relating to the disposition of export property
equal or exceed 85-percent of the total direct costs of
/——at least two of these five activities.

The burden of proof with respect to the foreign management
an ocess requirements would be shifted to the
Secretary of the Treasury if a written statement addressing
the issue has been filed by an officer of the corporation.
The statement to be filed with the Secretary must be made

by an officer of the PSC who is a citizen and resident of
the United States, and must be made under penalty of perjury.
Furthermore, the statement must declare that the corporation
meets the economic process requirements and the foreign manage-
ment requirements and must specify how the requirements have
been met for the particular transactions.
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The third set of foreign contact requirements are incor-
porated into the transfer pricing rules. The taxable
income of a FSC from the sale by the FSC of export property
in connection with the transaction involving a related
supplier may be determined using Section 482 pricing rules,
or, if certain conditions are satisfied, one of two admin-
istrative transfer pricing rules. 1In order to use the
special administrative pricing rules, a FSC must meet two
requirements. The first requirement is that all of the
activities with respect to which the direct costs are
taken into account for the 50-percent foreign direct cost
test must be performed by the FSC or by another person
acting under contract with the FSC.

These five activities are advertising and sales promotion,
processing of customer orders and arranging for delivery
of the property, transportation, billing and receipt of
payment, and the assumption of credit risk. The second
requirement for use of the administrative pricing rules

is that all of the activities relating to the solicitation
(other than advertising), negotiation and making of the
contract for the sale must be performed by the FSC (or by
another person acting under contract with the FSC).

These two requirements can be met wherever the activities
are performed. The activities do not have to be performed
outgide the United States. :

To summarize, to be treated as having foreign gross receipts
and hence foreign trade income, the foreign costs of certain
activities relating to-the disposition of export property
must be substantial (either 50-percent of the cost of all
five activities or 85-percent of the cost of two of the
activities). To use the administrative p¥icing rules, all
five of the activities must be performed by the FSC or by
another person acting under contract with the FSC.
Furthermore, other activities (solicitation, negotiation,
and making of the contract of sales) must be performed by
the FSC or by another person acting under contract with
the FSC.

NCA Concerns.

our main concern with the above provisions is their

relevance and applicability to the construction industry.
Based on the Administration's explanation of the Act, we
would expect that compliance with the definitional require-
ments of a FSC as well as the foreign management requirements
could be met by our members without undue hardship; however
the applicability of the "economic process” rules to quali-
fying construction project services needs substantially

more clarification and amplification.
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It is obvious that the "foreign economic process" require-
ments were tailored to apply to corporations engaged in

the manufacturing and/or sale of goods abroad and not
companies such as ours which export services. Advertising,
arranging for transportation/delivery and assumption of
credit risks are activities which are a material part of
the export process for production companies which are not
generally engaged in by construction companies. We believe
that the FSC legislation should either be amended to include
a separate set of such "economic process" rules for our
industry or, at the very least, the legislative history
should be drafted to include some specific guidance (by

way of example) as to how the tests are to be applied to
the facts of our industry.

A second concern is technical compliance with the numerous
administrative requirements. Although the Administration's
explanation discussed many of the definitional and foreign
management requirements, many issues are left unaddressed.
Some areas of concern are the establishment and staffing

of the FSC's foreign office; if an agent which is a related
company must be compensated on an "arm's-length®™ basis; the
exact degree of control a FSC must exert over its business;
and if compliance with foreign management and economic
process requirements can be demgnstrated other than by an
officer's verified statement. Although compliance with

the many foreign contact requirements may be administra-
tively possible and economically feasible, more specific
guidelines are needed to prevent members of our industry
from inadvertently failing to qualify as a FSC and to
ensure that reasonable and workable regulations that carry
out Congressional intent are ultimately implemented.

We appreciate your consideration of our proposals.

Sincerely,

S PRI 19V P

Lawrence N. Fisher
Chairman, Tax Committee

LNF:bjm
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National Association
of Manufscturers

ALEXANDER B TROWBRIDGE
President

January 25, 1984

The Honorable Robert J. Dole
Chairman  ~

Committee on Finance --

United States Senate

221 Dirksen Senate Office Building

Washington, D.C. 20510

Dear Senmator Dole:

I am writing to ask that the Finance Committee act quickly and favorably
on S. 1804. This bill is the Administration’s proposal to replace the current
Domestic International Sales Corporation (DISC) provisions of our tax laws
with a new export incentive which uses a Foreign Sales Corporation (FSC).

This change is needed to meet long-standing objections by our trading partners
that the DISC violates the General Agreement on Tariffs and Trade (GATT).

As you know, NAM testified in support of the FSC concept at the Finance
Camittee's earlier hearings on S. 1804, held November 18, 1983. At that
time, we recommended a rumber of changes which would both simplify and improve
the FSC approach. We remain hopeful that such changes can be accamodated. We
believe, however, that the most impcrtant goal is to move the Administration's
FSC proposal praoptly through the legislative process.

Recent statistics on our merchandise trade deficit for 1983 as well as the
current account deficit indicate the need for every possible aid to U.S.
expcrters if we are to retain an adequate degree of cumpetitiveness.
Uncertainty about continuation of DISC or availability of an adequate
substitute has hindered exporters long enough, and the need for an early
solution to this problen is great. NAM therefare urges the Finance Committee
to assign a high priarity to this legislation.

I request that this letter be included in the public record of the
hearings on §. 1804.
Sincerely, :g ) ,2

cc: The Honorable Donald T. Regan
The Honcrable William E. Brock

1776 F Stroet, N.W.

Washingion, 0.C. 20008
(202) §28-3000

33-890 O-—-84—25
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Aerospace Industries Association of America, Inc.

Office of the President
January 30, 1984

The Honorable Robert Dole

Chairman

Committee on Finance

United States Senate

221 Dirksen Senate Office Building-
Washington, D. C. 20510

Dear Mr. Chairman:

As the national trade association representing the major American
manufacturers of commercial, military and business aircraft, helicopters,
alrcraft engines, spacecraft and related components and equipment, the
Aerospace Industries Association of America, Inc. (AIA) has a keen aware-
ness of the critical problems facing the United States in today's inter-
national marketplace.

From the aerospace industry's vantage point as a major exporter of
high technology products, we are well aware of the importance of exports
to both the industry and the national economy, and the benefifs derived
from a healthy balance of trade. In 1983, the industry's total export
volume reached $16.3 billion, contributing to a positive aerospace balance
of trade of $12.8 billion, N

But the continuing ability of the U. S. aerospace industry to con-
tribute a large trade surplus to the total U. S. balance of trade will
depend upon the industry's ability to effectively counter the growing
competitive strength of foreign aerospace producers. It is therefore
imperative for the United States to strengthen the network of policies
and practices that are critical for assisting zerospace -- and other
U. S. exporting industries -- to maintain their nlace in the world market.

Recognizing the {mportance of exports to thei~ economic well-being,
our foreign trading partners have traditionally employed an array of export
incentives to their businesses and industries, with direct and indirect
tax incentives playing a significant role. In contrast, the United States
has had basically only one export tax incentive -- the Domestic International
Sales Corporation (DISC). The Administration's proposal to replace DISC

1725 DeSales Street, N.W. Washington, D.C. 20036 ¢ (2024294600

o
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with a foreign sales corporation (FSC) -- as set out in S. 1804 -- is
responsive to complaints raised by other signatories to the General Agreement
on Tariffs and Trade (GATT). Furthermore, evaluation of this alternative to
DISC by the Treasury Department and the Joint Committee on Taxation indicates
that FSC will entail a smaller revenue loss than is the case with current tax
provisions.

The aerospace industry firmly believes in the need to replace DISC
with an export_ incentive that is in accordance with U. S. international commit-
ments under the GATT, and strongly supports the Administration's efforts to
resolve the controversy with our GATT partners in a flexible framework that
aids U. S. exports, refining the required details at the appropriate time.
To this end, we strongly urge the Committee to favorably report S. 1804 at
the earliest possible date in order to assure final action before the adjourn-
ment of the 98th Congress. .

Yours very truly,

St

Karl G. Harr, Jr.

cc: Members of the Committee on Finance
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1625 EYE STREET, NORTHWEST, WASHINGTON, D. C. 20008

Janua~y 31, 1984 3311974

The Honorable Robert Dole
Chairman, Senate Finance Committee
United States Senate

Dirksen Office Building
Washington, D, C. 20510

Dear Senator Dole:

I am writing this letter in support of the principles expressed
in S$.1804 on the tax treatment of foreign sales corporations under
the assumption that our present DISC legislation must be changed. 1In
that event, several areas of the proposed legislation should be clarified
as indicated below and I hope that these comments can be included in
your hearings record on February 3, 1984,

The International Economic Policy Association is & nonprofit
organization, established in 1957 to analyze international economic
public policy issues including trade, investments, and taxation that
affect U.S. businesg and our national interest. As you know from our
many appearances before your Committee, we have continually supported
efforts to strengthen the ability of U.S. business to compete in the
world export market. For your information, I am enclosing a list of
our Board of Directors.

For over two decades, a separate interpretation to which the United
States agreed in 1960 of Article XVI of GATT has caused U.S. exporters
considerable problems. We agreed that a rebate of direct income taxes
was an illegal subsidy but allowed the Europeans to rebate their indirect
value-added taxes {which were being developed at the time). The United
States Congress affirmed that executive interpretation for the first
time when it passed the Trade Agreements Act of 1979 containing approval
of the subsidies code. After repeated promises by past administrations
that the question of Article XVI would be renegotiated in Geneva failed,
the U.S. Govermment settled on the DISC to forestall taxes on export
income as a counterpart of the rebates of value-added taxes which
Europeans were allowed.

. Now, however, because of complaints by our trading partners and
a finding by GATT, we must rewrite our tax code so that the tax laws
on export income will be considered "GATT legal™ (even though GATT is
an executive agreement and not a treaty approved by the Congress). As
indicated above, our first preference would be to leave DISC as in
present law but assuming the U.S. must make changes, $.1804 needs
modification,
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In order for the foreign sales corporation (FSC) tax treatment
to have the same beneficial effect as the present DISC, Section 2(c) (1)
should be narrcowed or deleted from the proposed legislation.

As presently written, this section is aimed at foreign factoring
of a domestic receivable. It treats eny income earned by a ccntrolled
foreign corporation from factoring receivables of an afflliate as
foreign personal holding company income for the first time. This is
too broad for it not only covers foreign factoring of a domestic U.S.
corporation's receivable but the factoring income of a foreign corpora-
tion from purely overseas transactions. The net effect of this would
be to subject a new category of foreign-source income, earned by a
foreign-located company in the active conduct of foreign business, to
current taxation in the United States.

The United States tax code has steadfastly held to the basic
principle that foreign-source income is not subject to tax until it
is actually repatriated, except of course for those provisions of Sub-
part F which cover abuses. The taxing of income from factoring receiv-
ables (generated as a direct result of an active trade or business
undertaken outside the United States) would jeopardize the present
export trade financing undertaken by many U.S. corporations. Since
under the present DISC, such income is not taxable in the U.S., deletion
of this provision would not place a presently taxable source of income
into nontaxable status and would therefore mean no loss of revenue to
the U.S. Treasury.

Second, many U.S. exporters have used the commission, rather than
the resale type of DISC; and the changes made by the legislation in
Section 924 (e) could cause a hardship for commission-type foreign sales
corporations. We believe that the qualifying activities in this type of
FSC must be modified to accommodate those activities undertaken by a
commission-type foreign sales corporation while allowing the parent to
undertake its normal and customary duties.

Third, we believe that the foreign presence test requiring that
50 percent of the direct costs associated with specified items (or 85
percent of two of the five specified items) be performed outside the
United States is too rigid. Under the present DISC rules, we understand
that there can be a taxable distribution to permit qualification of the
income. fThe foreign sales corporation should have a specific allowance
for partial qualification if after all good faith efforts are made, the
statistical qualification for all income to be nontaxable is not met.

Fourth, the legislation mandates a "short year" for present DISCs
by requiring that they terminate by December 31, 1983 and treats any
past accunulated income as previously taxed. However, some DISCs might
normally end their business year on a date after December 3lst. The
December 1982 Treasury Department report on DISCs, for instance, shows
that 46.2 percent of the tax returns analyzed were for accounting periods
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ending between January and June (with 29.3 percent between February
and June). This is 8 significant number and in shortening their tax
year to less than twelve months, their DISC status could be jeopardized
by not being able to meet the qualification rules. We believe that
present DISCs should be allowed to use a modified asset qualification
rule exempting them from the asset test in the shortened year.
Alternatively, the DISC should be allowed to finish out its natural
year so that it can meet the qualification rules in its normal course
of business. o

Fifth, we believe that Section 2(a) amending "Section 922. FSC
Defined, (a) 1) (B)" should not limit an FSC to "no more than 25 share-
holders.” Congress has made a conscious effort in its policies to
encourage small, medium and large companies to export in the recently
passed Export Trading Company legislation. In an effort to have groups
of companies export, an FSC open to participation by a1l agreed pro-
ducers of a product or service should be encouraged. The U.8. policy
should be to maximize our export base and therefore FSCs should not
be 1imited at 25 members.

Sixth, the Congress should raise the limitation of foreign trading
ss receipts for small FSCs from the low base of $2.5 million to

S mfllion. We estimatec that based on Treasury Department data this
would represent less than 5 percent of the total gross receipts of all 1980
DISCs, about 7 percent of their total net income, and about 8 percent of
the total so-called tax-deferred income. It would be a small price to
pay for encouraging a greater number of non-fortune 500 companies to
export and lower U.S. unemployment.

Finally, we applaud you and the Administration for proposing that
past eaccumulated DISC income is to be deemed previously taxed as of
December 31, 1983; for if this legislation were to move through the
Congress without this provision for grandfathering past DISC benefits,
we would have to oppose pagsage of any part of it.

The United States faces a potential trade deficit of over $100
billion in 1984 and close to an $80 billion current account deficit
for the same year. The drain from this on our domestic employment
is now of crisis proportions. We must take every step possible to aid
our exporters in a world fraught with sharp competition that is not
always free and open, and often based on special incentives, rebates
and credits by foreign govermments. To slt back and do nothing is a
sure prescription for deindustrialization; we must be prepared to equip
our exporters with the same advantages given to others.

Thank you for allowing us to present our views on this legislation.
Singerely,
Fonald L, Danielian
Executive Vice President
and Treasurer

Enclosure . -
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“MAYER. BROWN & PLATT
CCUNSELCRS AT LaAn

888 SEVERTEENTH STREET NW 102 783 44ad

TELCx 892603
WASH.NGTON DS 2CC0Ce CAB.E .EmavDC

January 3, 1984

Roderick A. De Arment

Chief Covasel

Committee on Finance

U. S. fenate

221 Senate Dirksen Office Building

Washington, D. C.

Dear Rod:

20515

Enclosed for your convenience {8 a copy of ay December 9
statement for the record of the Noveaber 18 hearing on the
pending FSC legislation (S. 1804).

1 agssume that it is not necessary to file again this
statement for the record of the recently announced February 3

hearing.

If, however, 1 am wrong in this regard, please make

ny Deceamber 9 statement a part of the February 3 hearing record.

JLO/sr
Enclosure

Sincerely,

Aoy

Jerry L. Oppenheimer
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MAYER. BROWN & PLATT

COUNSELOAS AT AW
CmiCa00
“ONOON

~Ew vOMR 808 STVINTEEINTH STALLT N W FPYRITH s
OgEnveEn TELEX 892603
=OuUBTON WALSHINGTON. DC 20006 CABLE LEwaYOC

December 9, 1983

By Hand

The Bonorable Robert J. Dole
Chairman

Committee on Finance

U. S. Senats

221 Senate Dirksen Office Building
Washington, D. C. 20510

Re: November 18, 1983, Hearing on Foreign Sales
Corporation Act (S. 1804) and Its Arplication
- to Webb-Pomerene Corporations ana Their Meabers

taar Mr. Chairman:

This is to suggest for the record of your hearing that it
is important that this bill and its history make {t clear that
the benefits of this legislatioan will be available both to Webb-
Pomerene corporations and to their members which aight choose
to sell to Webb-Pomerene corporations through affiliated Foreign
Sales Corporations ('FSCs").

As you may know, Webb-Pomersne organizations may be or-
{qnizod as associations or corporations in accordance with the
918 Webb-Pomerens Export Trade Act. Some forty Webb-Pomerane
export organizations are novw registered with the Federal Trade
Commission.

Both the DISC and the Webb-Pomerene legislation were in-
tended to encourage exports. Thus, it {s appropriate that the
DISC Handbook for Exporters released by the Treasury Department
on January 24, 1972, asade {t clear that a Webb-Pomerene organi-
zation can be a DISC provided it is organized as a corpora-
tion. (A copy of the relevant portion of the handbook is at-
tached for your conveniencs.)}
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The Honorable Robert J. Dole
Page Two
December 9, 1983

Webb-Pomerene associations and their meabers have benefited
from the DISC legislation, and it is our understanding that the
policy of the pending legislation is to substitute FSCs for
DISCs. Novortgclcu, ic {s {mportant to assure that this
policy is reflected in rhe technical language of the bill as it
would affect Webb-Pomerene corporations.

We would, of course, welcome the opportunity to answer any
questions and to confer with your staff regarding techanical
aatters.
Respectfully, _

h‘-{wv‘d‘ <.\

Jerry L. Oppenheinmer

JLO/sv
Enclosure
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of\from unrelated DISCs. or (2) sell on a commission basis for
such persons. A DISC can also manage the export activities of
unrei\ted DISCs. Where the best course for a business has been
through an independent distributor. there is no reason
why such an arrangement should not continue. It might be advan-
the business to organize its own DISC which would
through an independent distributor.

How can a dmail businessman use a DISC?
an can use a DISC rwith a minimum of

lhmnw;oxpomd . Can a DISC be of benefit to me?

The Government would Nke to encourage persons to export
who never exported before and\[DISC should prove helpful in this.
There is a minimum of formalit required to set up and operate a
DISC. The Commerce Departmaut has experts in its National
Office and its 42 field odices who \re available with advice and
informntion for the new exporter. (Xmmerce will provide infor-
mation on economic conditions, foreidn markets. specific export.
opportunities. and [".3. (tovernment spohsored commercial exhibi-
tions abroed. Financing for U.S. expolNs is available through
commercial banks and the Export-ImporX Bank ihich. along
with Commerce. will supply information on rt loans, guaran-
tees and insurance. The telephone number of Yhe National Office
of the Commerce Department is (area code 202\ 967-3131.

Can a group of small producers set up a DIS

Yes. There are no limitations or requirements as to\the number
of shareholders, and a DISC can handle the exports oAany num-
ber of Thited States producers whether reiated or unrel
contemplated that in many instances several smail produc
arrange among themseives to export through a jointly
DISC.

Can a Webb-Pomerene Association be a DISC?

Yes. provided it is organized as a corporation. If the association
is not in corporate form it mayv reorganize as a corporation and
readily qualify as a DISC. A Webb-Pomerene Association which
qualifies as a DISC would have one-half of the Federal income

L
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tax on its export earnings deferred and could make “producer’s
loans” to its member companies or other export producers.

siness necessity requires me to keep my foreign selling
organization. Would a DISC be of benefit to me?

[d¢; for example, a U.S. producer that has a foreign seiling
subsidiary or an independent foreign distributor which it intends
vnll generally find it advantageous to have a DISC to act

| already have an export department that | intend to
maintaiy. Would a DISC be of heneflt to me?

Yes. One of the advantages of also forming a DISC is the
simplified allocatign method that would be available.

What property a DISC expor??

Property manufactuxed. produced. grown or extracted in the
Chited States (including Puerto Rico and the possessions of the
United States) qualifies fox sale through a DISC. At least 50 per-
cent of its value must be atributable to Thnited States content.
Components and finished products. agricultural commodities and
minerals would be qualified RISC exports. However, property
which benefits from certain govexnment export subsidies, or which
has been declared by the Presidext to be in short supply in the
United States. would not qualify. \\s vet. no property has been
declared to be in short supply for\this purpose.

What is an export?

In the case of a sale. the property mig
of the United States for use outside of the
case of a lease. the place where the prope
whether there is an export.

To whom may a DISC sell?

A DISC may sell to any related or unrelated pexson where the
property is to be delivered outside the Uhnited StateX for use out-
side the United States. .\ DISC may also sell and make delivery
in the ["nited States to a second DISC for export by
DISC if the two DISCs are unrelated. Sales to other pe
a DISC for delivery in the United States will qualify only\¢ thev
are unrejated and it is established that after the sale by the RISC
there is no further sale. use or processing within the U nited Sdytes

6

be delivered outside
United States. In the
¢ i3 used determines



