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INTRODUCTION

• Wide spectrum of alternative means of “going global” –
ranging from independent sales agents to foreign direct
investment.

• Requires assessment of market opportunities, risks,
financial position and management capabilities.

• Have a plan and continually re-assess.
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CURRENT U.S. INTERNATIONAL TAX SYSTEM

• In a worldwide tax system residents are taxed on worldwide income,
regardless of source.

• In a territorial tax system, taxes are collected on income earned in
the country of source.

• The U.S. taxes are on a worldwide system. If you are a U.S.
company or citizen, you pay taxes on worldwide income.

• To avoid double-tax (one foreign, one U.S.), the U.S. system allows
for a foreign tax credit.
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WHEN U.S. INTERNATIONAL TAX RULES APPLY

• U.S. tax rules apply to inbound and outbound transactions.

– U.S. Inbound Transactions

• U.S. taxation of foreign persons doing business or investing in
the U.S.

– U.S. Outbound Transactions

• U.S. taxation of income of U.S. persons from engaging in
business activities or investing outside the U.S.
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CHOICE OF FOREIGN FORM

• Structures available:

– Doing business without foreign presence

– Foreign branch

– Foreign partnership or foreign joint venture

– Foreign entity – flow through or non-flow through
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NO FOREIGN PRESENCE

• Transactions without establishing a foreign branch or entity.
– License technology (royalties)

– Export

– Sales Agent

• Pros:
– Simplest way of entering the foreign market

– Low cost

• Cons:
– Competitive handicap

– Not building knowledge business

– Tax risk of creating presence
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FOREIGN BRANCH

• A part of the U.S. company physically located outside of the U.S.

• Pros:
– Market advantage due to local presence.

– Less complex than a corporation.

– Branch losses are included currently by U.S. shareholders.

• Cons:
– Branch income is currently included.

– Likely creates a foreign presence. Will have to file returns and report income.

– Permanent establishment (treaty countries) or foreign presence (non-treaty
situations).

– No liability protection for U.S. company.
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JOINT VENTURE

• An association of two or more independent entities for a common
commercial purpose.

• By contract or equity.

• Can be for discrete project (e.g. development of certain product) or
long-term.

• Pros:

– Local partner and expertise.

– Shared cost/risk.

– Gives opportunity to build up knowledge.

– May circumvent restrictions on foreign ownership.
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JOINT VENTURE (Cont’d)

• Cons:

– Complicated to complete. High legal fees.

– Potential conflict/failure.

• Shared management.

• Different perspective on financing.

• Different objectives.

– Possibly build competitor.

– Need careful choice of partner.
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FOREIGN ENTITY

• Separate legal entity located outside of the U.S.

– A variety of commercial activities.

• Pros:

– Presence in the foreign market.

– Limited liability.

– Income taxed when distributed (unless otherwise elected).

• Cons:

– More complex. Need to establish foreign structure.

– More costly.
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CHARACTERIZATION OF A FOREIGN ENTITY
FOR U.S. TAX PURPOSES

• In 1997, the IRS introduced elective classification regime.

– Under the elective regime, foreign legal entities can be treated for
U.S. purposes as:

• a foreign corporation

• a foreign partnership

• a foreign disregarded entity

– Exception: Certain foreign entities are per se corporations for U.S.
purposes. Published list of per se corporations.

– Non per se corporations elect to be taxed as a corporation or as a flow
through in the United States, regardless of its foreign status. Default rules
apply so much be careful.
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FOREIGN TAX CREDIT

• Potential Double Taxation.

• Foreign Tax Credit Relief.

– To be creditable foreign tax must be a “tax”

– Must be imposed on “income”

– Indirect foreign tax credit (§ 902)

– Direct foreign tax credit (§ 901)

• $-For-$ Credit Subject to § 904 Limitation. Limitation seeks to
limit credit for what U.S. would tax on foreign source income.
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FOREIGN TAX CREDIT

USCO USCO

GERMAN

FLOW THROUGH
GERMAN

CORPORATION

Foreign Income = 1000

Taxes – 300 (30%)

Income reported when dividend paid.

Get indirect foreign tax credit.

Actual dividend

$700

Income and credit flow

up in current year.

Income Dividend 700

Plus Tax 300

$1,000

U.S. Tax 350

FTC 300

$50

Income 1,000

FTC 300

U.S. Tax 35%

Total 350

FTC 300

$50

DIRECT INDIRECT
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U.S. FLOW THROUGH (S CORP AND LLC)
CONSIDERATIONS

Individuals

German
Corporation

Foreign Income - $1,000
Taxes - $300 (30%)

Dividends - $700

Dividends - $700
US Tax - $166 (23.8%)
Total Tax ($300 + $166) = $466 (46.6%)

Individuals

German
Flow Through

Income Inclusion - $100

Inclusion - $1,000
US Tax $390 (39%)
FTC $300
Total Tax – $390 (39%)

Foreign Income - $1,000
FT - $300 (30%)

US S Corp
or LLC

US
US S Corp

or LLC
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WHEN TO USE FLOW THROUGH

• Expect Losses

• Ultimately individual shareholders who would lose
the indirect foreign tax credit. Must analyze in
relation to rates and expectations to use funds
offshore.

• Expect to bring money back immediately.
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DEFERRAL SYSTEM

• Where foreign rates are lower, U.S. system creates an
incentive to keep funds offshore.

• U.S. Multinationals offshore cash holdings are estimated
at $2.1 trillion.
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UNTAXED FOREIGN EARNINGS BY INDUSTRY
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TRENDS IN GLOBAL CORPORATE RATES

• U.S. corporate income tax rates have remained largely the same
since 1986, while the rest of the world have reduced their rates,
in many cases, significantly.

• Lower overseas rates promote deferral.

• Lower rates plus increase in foreign activity mean there is much
more reason to keep money offshore.
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VAT

• Value Added Tax (“VAT”) is similar to Sales Tax but
imposed throughout the system.

• Effectively is only imposed on the last user (i.e., the
consumer) through a series of credits.

• Rates can be very high. 20% is common.
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VAT (Cont’d)

• Illustration. Company A buys a widget for $100 and pays tax to seller
of $20. Resells it for $200 collecting $40 of VAT. Company A has
credit of $20 so only pays the government $20. Net cost to Company
A is zero.

• If you import, need to make sure you collect. Lesser presence to
collect than to pay income tax.

• Digital goods, such as downloading songs, generally subject to VAT
where delivered. The EU has been active in this area.

• Consider third party vendors to handle VAT issues.
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IC-DISC

The IC-DISC is an incentive that allows
certain U.S. exporters to convert ordinary
income taxed one rate into dividend income
taxed at a lower rate.
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WHAT IS AN IC-DISC?

The Interest Charge-Domestic International Sales Corporation
(IC-DISC) is a statutory provision in the Internal Revenue Code
(IRC) that was originally enacted in 1971 and modified in 1984.

• Provides a federal income tax export incentive for U.S.
manufacturers and distributors of U.S. Products to keep jobs
in the United States and sell their products for use outside of
the United States.

• The incentive is realized by allowing some or all of the
taxable income relative to export sales to be taxed as a
qualified dividend as opposed to ordinary income.
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WHAT DOES IT APPLY TO?

• Services Related to Qualified Sale. For Example, Architectural and Engineering
Services for Construction Projects Outside of the United States.

• Products that are manufactured, produced, grown or extracted within the United
States and sold for use outside of the United States (or leased) will qualify for
the benefits of the IC-DISC.

– Manufactured—Equipment, Machinery, High-Tech

– Produced—Food Products, Films, Software, Architectural Designs (Cheese, Seed, etc.)

– Grown—Agricultural and Horticultural Products, Processed Timber

– Extracted—Seafood, Scrap Metal

 Primary products form oil, gas, coal or uranium do not qualify
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WHAT DOES IT APPLY TO? (Cont’d)

• Indirect sales by a U.S. manufacturer will qualify for the
benefits of the IC-DISC.

– e.g., U.S. Manufacturer builds an industrial machine in
Wisconsin and sells to a distributor in Illinois. Distributor in
Illinois sells machine to customer in Canada within one year.

 Both the manufacturer in Wisconsin and distributor
in Illinois can utilize an IC-DISC.
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U.S. SOURCED GOODS

• Products must contain at least 50% U.S. content
to qualify for the IC-DISC

– No more than 50% of the total fair market value can
be attributable to components imported into the
United States.
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BENEFITS OF THE IC-DISC – CONVERTING
ORDINARY INCOME TO QUALIFIED DIVIDEND RATES

• Ordinary income derived from the normal course of your enterprise is
taxable at maximum marginal rate of 39.6% for federal income tax
purposes.

• Qualified dividend income is taxable at a maximum marginal rate of
23.8%.

• Possible deferral of income.

– Regulatory guidelines are very strict, but deferral can be an effective strategy in
the right circumstances.

• Estate planning opportunities.
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HOW TO SET UP THE IC-DISC

• The IC-DISC is a separate legal entity (corporation) that is incorporated
within any state in the United States.

– Single class of common stock with minimum capitalization requirement ($2,500).

– Must have separate checking account and books & records.

• Once incorporated, the newly-formed corporation elects non-taxable IC-DISC
status with the Internal Revenue Service (IRS).

– This election must be filed with the IRS within 90 days of incorporation.

• IC-DISC benefits are realized on a go-forward basis only.

– Benefits are realized as of effective date of incorporation of the IC-DISC.
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STRUCTURE: PASS-THRU WITH A DISC SUBSIDIARY

A
BA

S Corp.
(Exporter)

DISC

Dividend

Commission

2013: < 39.6% >

DISC

23.8%

Dividend
1

2

1 Commission Agreement Pay based on on of two methods. Profit or sales.

2 Agreement to perform services for DISC
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STRUCTURE: C CORP. AND BROTHER-SISTER DISC

A B A B

C Corp.
(Exporter)

DISC

Dividend

Commission

< - >

2013: < 35.0% >

-0- Tax

23.8%



30

COMMISSION

• Sale of goods for delivery outside of U.S.

• Commission is greater of 4% of export gross receipts or 50%
of export taxable income.

– No transfer pricing study.

– No issues with regard to related parties, business purpose, arm’s
length.

• Transaction-by-transaction computation to provide greater
benefit.

– Or use total of export transactions.



31

EXAMPLE
Foreign trading gross receipts 20,000,000

Cost of goods sold 14,000,000

Gross margin 6,000,000

S, G & A expenses 3,000,000

Export sales net income 3,000,000

IC-DISC commission is greater of

50% of export net income 1,500,000

4% of export receipts 800,000

IC-DISC Commission 1,500,000

Federal tax savings @ 39.6% 594,000

IC-DISC dividend distribution 1,500,000

Federal tax cost @ 23.8% (357,000)

Net tax savings 237,000

(or $1,500,000 @ (39.6%-23.8%)
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KEY POINTS

• The IC-DISC is completely non-disruptive to your normal
daily operations.

– Export property does not need to be physically segregated from
non-export property.

– Customers, vendors, employees do not need to have any
involvement in the IC-DISC.

 The IC-DISC merely collects the commission and pays a qualified
dividend.

– Done at year end by accounting firms or other experts.

– FREE MONEY!
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FOREIGN BANK ACCOUNTS

• Very severe penalties for not properly reporting.

• Need to report your own foreign bank accounts.

• Need to report foreign entities account if you either
directly or indirectly own more than 50% of the equity
or have signing authority over the accounts.
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Thank you for attending

today’s presentation.


