Tax

IC-DISCs: Complicated Name
for Simple Tax Savings
By Gina Andersen with Amanda Wallis, Hayashi & Wayland Accounting & Consulting, LLP
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or decades, U.S. exporters have been
taking advantage of tax strategies designed with the exporter
in mind. Whether exporting farm crops,
wine or manufactured goods, tax savings
are within reach if accurate planning and
filing take place. Interest Charged Domestic
International Corporations, commonly
referred to as IC-DISCs, have been around
for over three decades and yet they are still
often misunderstood and overlooked. This is
unfortunate for the taxpayer because when
IC-DISCs are utilized, tax savings can be up
to 28 percent.

What is an IC-DIsC
and is it right for you?
The IC-DISC was formed as an incentive for
domestic companies to export internationally. This federal tax incentive promoted
exports by allowing companies to defer
income earned on the exports with interest charged. Since the Bush era tax rates
were enacted in 2003, this income deferral
approach turned into permanent, corporate level tax avoidance. A percentage of
export-generated income tax is avoided
as the income is only taxed as subsequent
dividend payouts. While it has often been
viewed as a tax incentive for manufacturing
companies, agricultural exporters qualify to
receive the savings as well.
so how does it work?
A U.S. exporter may elect to set up an entity
and form it as an IC-DISC. This corporation
may be in a brother-sister relationship to
the original entity or it may be a subsidiary.
Generally, a commission arrangement is
made between the two entities in which
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the U.S. supplier which is then not taxed
at the next level. This also works for flowthrough entities by providing the deduction
at the partnership or S corporation level. The
partner or S corporation shareholder is taxed
on the dividend at the lower rate.

the IC-DISC receives commission income
from the U.S. supplier. The U.S. supplier
receives a federal tax deduction for the
commissions it pays, and the IC-DISC
receives the commission income tax-free.
The IC-DISC returns the income to the
owners through dividends, which are taxed
at the federal dividend rates. Through this
approach, tax savings are generated at the
corporate level by providing a deduction to

Since the Bush era tax rates
were enacted in 2003, this
income deferral approach
turned into permanent,
corporate level tax avoidance.
A percentage of exportgenerated income tax is
avoided as the income is
only taxed as subsequent
dividend payouts.

Who qualifies?
Generally speaking, any U.S. entity that
manufactures goods in the U.S. and exports
internationally may qualify for these tax
benefits. There are, however, specific steps to
follow and qualifications to meet:
1. Upon formation, the IC-DISC must be
incorporated in the U.S. with a par value
of $2,500. This must be maintained at all
times through the tax year.
2. Form 4876-A must be filed to elect
treatment as an IC-DISC. Filing must take
place 90 days prior to the first day of a tax
year for an existing company, or within
90 days of beginning business.
3. At least 95 percent of all assets of the
IC-DISC must be qualified exports.
4. At least 95 percent of all gross receipts
of the IC-DISC must be export receipts,
or commissions generated from export
receipts.
5. Exports must be manufactured or grown
within the U.S. and no more than 50
percent of the export property may be
made up of goods imported into the U.S.
6. Exports must be sold for direct use or
consumption outside the U.S.
Tax savings Example
Farmers A and B own a strawberry farm.
Strawberries are sold within the U.S. as well
as internationally. In 2013 their partnership,
Farmer A&B LLP, will have $10 million in

sales and $8 million of expenses. Total
ordinary income for the partnership in 2013
is $2 million. The ordinary income is split
evenly between the two partners and each
will recognize $1 million on their respective
tax return. Farmers A and B have no other
sources of income and no deductions. Their
taxable income is $1 million. Total tax due, at
a marginal rate of 39.6 percent per partner,
will be $353,764 with total tax generated by
their partnership being $707,528.
Suppose that of the $10 million in gross
receipts, Farmer A&B LLP receives $5 million
of gross receipts from exports. Now, suppose
Farmer A&B LLP set up an IC-DISC prior to
the 2013 tax year. The IC-DISC may receive a
commission equal to the greater of 4 percent
of gross export receipts or 50 percent of
total taxable income. Farmer A&B received
$5 million in gross export receipts which
would equate to a $200,000 commission
paid. Comparatively, 50 percent of export
taxable income would result in $500,000
commissions paid. Paying the greater
commission to the IC-DISC would result in a
deduction of $500,000 for Farmer A&B LLP.
This would result in a reduction of ordinary
income from $2,000,000 to $1,500,000.
Farmer A and Farmer B each would
recognize partnership income of $750,000
with dividends of $250,000. Their individual
tax liability would be $314,264 for total tax
generated by their partnership of $628,528.
When compared to the previous example,
the tax savings seen would have been
$79,000. See Diagram A for the per-partner
calculation.

Whatshouldyoudo?
As you can see, the utilization of an IC-DISC
may offer significant tax savings for any
exporter of U.S. manufactured or grown
goods. With such large ramifications on
the line, if you are an exporter you should
consider this tax planning strategy. There
is still time to implement this structure for
the 2014 tax year. You should consult with a
tax professional to ensure the proper steps
are taken and the IC-DISC is formed correctly
so you can receive the maximum benefit
available to you. CG

Per Partner

Without IC-DISC

With IC-DISC

Partnership Income

$1,000,000

$750,000

Dividend Income

Savings

250,000

Taxable Income

1,000,000

1,000,000

Tax on Partnership Income 353,764

254,764

Tax on Dividend

50,000

Net Individual Income Tax

9,500

Total Tax

$353,764

$314,264

$39,500 per partner

Diagram A
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