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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-
ation, and the statements of Senators Syrmns, Grassley, and Boren
follow:]

[Press release No. 83-207, Dec. 28, 1983]

FOREIGN SALES CORPORATION AMT

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.

The hearing will begin at 9:30 a.m. in Room SD-215 of the Dirksen Senate Office
Building.

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)
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DESCRIPTION OF S. 1804
(FOREIGN SALES CORPORATION ACT)

SCHEDULED FOR A HEARING

BEFORE THE

COMMITTEE ON FINANCE

ON NOVEMBER 18, 1983

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 rel.ting 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.
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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
Sales 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 hands. As originally enacted, DISC gen-
erally provided 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 pricing 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, Congress 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
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while still providing the same incentive for increased exports and
jobs. The most significant 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, Congress
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 subsidy that violated
the General Agreement on Tariffs and Trade (GATI'). Without
agreeing that DISC violates GAIT, the Administration has pro-
posed the repeal of DISC and its replacement with a new entity,
the "Foreign Sales Corporation" (contained in S. 1804, summarized
below).

- S. 1804-Foreign Sales Corporation Act

FSC Provislons
S. 1804, the proposed Foreign Sales Corporation Act, would pro-

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 tle 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 U.S. 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

recesses of the transaction take place outside the United States.
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 FSC 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 performance 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 FSCs and DISCs have the same tax-
able year as their parent corporations. It would provide 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
be forgiven and all previously deferred income could be distributed
tax-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 C less efficient than DISC since exporters would incur operat-
ing expenses (and perhaps foreign taxes) associated with their off-
shore FSCs. Also, compared to DISC, the FSC substitute favors
large, 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 itivested; such
flexibility is clearly important to business decisions. Second, the
consequences of failure of a DISC to meet the qualified assets test
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(ftnd 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.
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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 sees. 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 1983.1 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-US. 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 foreign 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.
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Subpart F income includes foreign base company sales 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-
sion 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. 4 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-

lThere are now five other categories of subpart F income taxed currently to U.S. sharehold-
ers of controlled foreign corporations: (I) income from the insurance of U.S. risks; (2)pessive
investment income such as dividends, interet, royalties, and rents ("foreign personal holding
company income"); (3) income from services performed for or on behalf of a related person by
the foreign subsidiary outside of the country in which it is incorporated ("foreign base company
services inome", (4) shining income earned by a foreign subsidiary outside of the country in
which it is incorporated, I that income is not reinvested in shipping assets; 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 foreign corporations in U.S property (such as loans to the U.S.
parent) are generally subject to US. tax to the extent of previously untaxed earnings (wc. 956).

'See Dnetic International Sales Coiporation Proposal of the [ft Tasuy Department 91st
Cong., 2d See. (Comm. Print 1970); Staff of House Comm. on Ways and Means, 91st Cong., 2d
Sess., Summary of Testimony Presented at Foreign Trade Hearinp Conducted by Committee on
Ways and Mean. 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 appeared that
the dollar was overvalued, a factor that tended-to reduce exports. In August 191f, President
Nixon moved to let the dollar float against other currencies.
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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. Largercorporations, the Department suggested, were able to reduce their
U.S. 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
proposed Trade Act of 1970.5 The proposed Trade Act passed the
House but was not enacted. The bill, H.R. 18970, would have
phased in the DISC provisions over three years. Deferral of ta
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 fin,' a long-range answer to the
balance-of-payments problem.6

The committee analyzed the effect of the disparate tax treatment
given U.S. companies which exported goods abroad and U.S. com-
panies which manufactured goods abroad in foreign subsidiaries, as
follows: 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 earnings 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

G H.R 18970, 91st Cong 2d Sen. (1970).
6 See H. Rep. No. 1435, -1b t Cong., 2d Son. 7-8, 15-20, 68-9 (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 sale 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.7

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.8 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
arranging sales through a broker handling the sales of many small
DISCs.

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

1971.1 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.

7 H. Rep. No. 1435, 91st Cong., 2d. Sess. 15-16 (1970).
8 Id. 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 proposal 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 1970.10 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,1 1 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.1 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 Compare H.R. 10947, 92d Cong., 1st Sess. (1971) with H.R. 18970, 91st Cong., 2d Sess. (1970).
'' See H. Rep. No. 533, 92d Cong., 1st Sess. 39, 58-59 (1971).
12 See Hearings on H.R. 10947 Before the Senate Comm. on Finance, 92d Cong., 1st Seas. 14-16

(1971).
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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 sales. 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.1 s A provi-
sion was included instead that limited deferral of tax to 50 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 1982.14 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.15 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

Is See S. Rep. No. 437, 92d Cong. lot Sees. 12-13, 90-129 (1971).
"4 This period was reduced to seven years by a Senate floor amendment.
's H. Rep. No. 533, 92d Cong., 1st Sees. 58 (1971, S. Rep. No. 437, 92d Cong., let Sees. 90

(1971).
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designed to remove tax disadvantages for U.S. manufacturing, but
to avoid granting undue tax advantages to DISCs.1 I
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.' 7

The Tax Reduction Act of 1975 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
Export 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, legislative 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. I s

In considering the 1976 legislation, Congress examined the origi-
nal DISC provisions at great length. It concluded that the DISC
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
exports, Congress concluded, provided jobs for U.S. workers and
helped the U.S. balance of payments.

However, 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. 19 The Tax Reform Act of 1976 made

16 S. Rep. No. 487, 92d Cong., lot Sees. 13 (1971).
1 S. Ref. No. 1060, 93d Cong., 2d Sew. 4-5 (19,74). See also H. Rep. No. 1402, 93dCong.,2d
18 See, e.g., 8. 1439, 93d Cong., lt Sees. (1973);, H.R 15452, 93d Cong., 2d Ses. (1974);, H.R

17488, 93d Cong., 2d Ses. (1974).
"9 See H. Rep. No. 658, 94th Cong., lt Ses., 23-4 (1975);, S. Rep. No. 938, 94th Cong., 2d

See., 291-92 (1976).

38-890 0-84-2
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substantial changes in the DISC provisions. Perhaps most signifi-
cantly, the legislation adopted an incremental approach to DISC
benefits 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 generally was deferred on 50 percent of a DISC's income, re-
gardless of whether its exports had increased.20 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, because (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. 2 1

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 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 provisions
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. ese provisions 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

30 "Small" DISCs were excluded from the incremental rules.
21 Staff of Joint Comm. on Taxation, 97th Cong., General Explanation of the Tax Equity and

Fiscal Responsibility Act of 1982, 30-32 (Joint Comm. Print 1982).
1In 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, eventual-
ly, to shareholder level tax when distributed to individuals.
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export gross receipts by attributing a zero amount of export gross
receipts to that base period year. DISCs with adjusted taxable
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 appropriately
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 property must be manufactured, produced,
grown, or extracted in the United States. Exports subsidized by the
U.S. Government or exports intended for ultimate use in the
United States do not qualify as export property. The President has
the authority to exclude from export property any property which
he determines (by Executive order) to be in short 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 prohibited 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 solely 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 combirold 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 taxableayear
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 50 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
$50 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 $58 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.)

CumzNT LAw-DISC--50/50 Spurr op TI-Szc. 863(b)

(Exporter With Excess Foreign Tax Credits)

Parent DISC
U.S. source (taxable) ........... $25 Deferred ................................. $17
Foreign source (exempt) .... 25 Deemed distribution ............ 33

50 50

Taxable:
U .S. source incom e of parent ........................................................ $25
Deemed distribution-separate basket ................... 33

58

Exempt:
Foreign source income of parent .................................................. $25
D eferred in D ISC ............................................................................. 17

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
t0"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 sub part 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-
poses of the Subchapter S rules (Thompson v. Commissioner, 73
T.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 corporation may be en-
gaged in U.S. business. If it is engaged in U.S. business, then its
factoring income will be subject to U.S. tax. It is unclear under
present law whether foreign corporations that buy obligations of
U.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. 956(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
the full amount of the discount rather than 42.5 percent of half the
discount).
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B. The General Agreement on Tariffs and Trade (GATT)
Concern 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. 24 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.

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:1 of 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
equitable share of world export trade in that product (Article
XVI(3)).

Countries 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.2 5

23 This pamphlet uses the term GAIT 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).

26 The text of the GATT provision governing these remedies, Article XXIII, is included in Ap-
pendix B.
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The Illustrative List
In 1960, a GAIT 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 GAIT 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 GAT.r 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. 2

26 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. Connally. of Texas, to be Secretary of the Teasury, January 28 and February 2, 1971, at
39-40. See also U.S. Department of the Treasury, The Operation and Effet of the Domestic Inter.
national Sales Corporation Legislation, 1976 Annual Report at 30-32, and Jackson, "The Juris-

rudence of International Trade: The DISC Came in OATT," '72 Am. Journal of Int' Law 747,
1 & n.15.
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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 7

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 United 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 thcse 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.28 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-lengh 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
DISC and the tax practices of France, Belgium and the Nether-
lands.

In late 1976, the GATT Panel issued reports on the tax practices
of all four countries.29 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

21 Note on Exchange of Views, GAT Doc L/3574 (September 13, 1971) For discussions of
GAT'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 Case in
GA'TT," 72 Arnerwan Journal of International Law 747 (1978); Kwako, "Tax Incentives for Ex-

rts, Permissible and Proscribed: An Anal sis of the Corporate Income Tax Implications of the
VA Subsidies Code," 12 Law & Policv in int'l Bus. 676 (1980).
Is This exemption ap lies 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
case) on repatriation

2" Appendix B of this pamphlet reproduces in full the Panel's conclusions with respect to
DISC.
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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 would 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 distortiorn
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 Netherlads are similar in their analysis and conclusions
to the report on DISC. 30 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/4424 (Nov. 2,
1976); GA'T, "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 zot 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 face 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
frontier of the importing country. The argument of Belgium was as
follows:

"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."3 1

There was no GAT action on these Panel reports until Decem-
ber 1981. The delay was due in part to negotiations that led up to
adoption, in 1979, of an "Agreement- on Interpretation and Applica-
tion of Articles VI, XVI, and XXIII" of the General Agreement."
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
paidor 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
under 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.3 4 First, GAT
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-length pricing in transactions between ex-
porting enterprises and foreign buyers under common control.

31 GATF Doc. C/98. March 14, 1977.
5 See Agreements Reached in the Tokyo Round of the Multilateral Trade Negotiations, H.R.

Doc. No. I5, 96th Cong., Ist Sees., pt. o (1979o.
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 concepts 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.' 35 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
proposal formed the basis for S. 1804 and an identical House bill,
H.R. 3810.

The Treasury Department's annual report on DISC for 1981,
issued in July 1983, expresses the Administration's official position
on the GAIT 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 (GAIT) signatories. Those
signatories contend that DISC amounts to an illegal export incen-
tive which violates the GAIT. The DISC was found to be an illegal
export subsidy by a GAITr 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 6

That legislation is 5. 1804 (and the companion House bill, H.R.
3810).

56 15 Tax Notes 884 (June 14, 1982).
*6 Department of the Treasury. The Operation and Effect of the Domestic International Sale,

Corqoration Legislation, 1981 Annual Report 6 7 (July 1983).
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III. EXPLANATION OF S. 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 deduction 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 which 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 alleviate 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),37 (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
armis-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 treated 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.

A FSC 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 FSC 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 by 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 performance 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 foreign
economic process requirements. (These requirements do not apply
to small FSCs, described 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 respect 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 property, (3) transportation from the
time of acquisition by the FSC to the delivery to the customer, (4)
the determination and transmittal of the finalinvoice or statement
of account and the receipt 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 satisfying 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
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) attributable to advertising and sales pro-
motion, and the assumption 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, nione 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-

38-890 0-84-3
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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 carryin charges or unstated interest.

Income attriutable to excluded receipts would not be foreign
trade income and, therefore, no portion of such income would be
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 FS are intended to comply with the GATT rules.
If export property 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 property; (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 advertising 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 p ricing
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 cor porate level tax on exempt foreign trade
income and only a single-evel 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
of a FSC would be taxed currently on all dividends received from a
FSC.

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 defiition 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 category 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 proprly be included in the inven-
tory of the taxpayer if on hand a t the lose 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 Sub art 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.
person. This rule would apply notwithstanding the rule of current
law 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
property manufactured or produced in the United States for sale,
lease 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 FSC for use by any member of a controlled group of
which the FSC is a member, (2) patents and other intangibles, (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 property 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
export 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 a SC or DISC of which the cooper-
ative is 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 purposes of these provisions the term
investment income means divi ends, 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 grouping 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 partles.-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(aXl) is analogous to the bill's gross re-
ceipts pricing rule in proposed section 925(a)1); 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(aX2); 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 absent 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 presupposes that the export sale is subject to the bill's com-
bined taxable e income (CTI) rule (proposed section 925(aX2)).

FSC-77/23 SPLIT OF CTI ABSENT RESOURCING RULE

(Exporter With Excess Foreign Tax Credits)

Parent FSC
U.S. source (taxable) ........ $38.50 Exempt ............... $17
Foreign source (exempt).. 38.50 Taxable ............................ 6

77.00 23

Taxable:
U .S. source incom e of parent .................................................... $38.50
Taxable incom e of FSC .............................................................. 6.00

44.50

Exempt:
Foreign source income of parent .............................................. $38.50
E xem pt in FSC ............................................................................. 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).36 To maintain parity 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 present 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.

38 In the Present Law section of this pamphlet, the taxpayer with excess 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-77/23 SPLIT OF CTI WITH RESOURCING RULE

(Exporter With Excess Foreign Tax Credits)

Parent FSC

U.S. source (taxable) ........ $52 Exempt ............... $17
Foreign source (exempt).. 25 ECI ................... 6

77 23

Taxable:
U .S. source incom e of parent .................................................... $52
E C I of F S C ................................................................................... . 6

58

Exempt:
Foreign source income of parent .............................................. $25
E xem pt in FSC ............................................................................ . 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(bXl)F). -

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 business

In order to provide relief for small businesses who may 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 share elders of the DISC. The amount of the inter-
est would be based on the tax otherwise due on the deferred



36

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
ear. 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 beginning 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 average 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 pay 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 group of corporations which in-
cludes a FSC (unless the other FSC 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 requirements for-use of the administrative pricing rules is pro-
vided for small FSCs. Because these activities may be performed by
the FSC or by another person acting under a contract with the FSC
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.



38

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(aXl) 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 issup 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 9

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 oreration. 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-

39 H. Rep. No. 533, 92d Cong., 1st Sess. 58 (1971); S. Rep. No. 437, 92d Cong., 1st Sees. 90

(1971).

(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
Merchan.Percent dise

DISC year Percent of trae
Amount of total Amount export balance

exports in.
crease

1972 ........................ NA NA $35 NA -$6,416
1973 ........................ $2,180 3.1 730 33 911
1974 ........................ 2,900 2.9 1,120 39 -5,343
1975 ........................ 2,380 2.2 1,150 48 9,047
1976 ........................ 2,860 2.5 1,220 43 -9,306
1977 ........................ 3,900 3.2 750 19 -30,873
1978 ........................ 3,640 2.6 730 20 -33,759
1979 ........................ 4,500-7,000 2.4-3.8 990 14-22 -27,346
1980 ........................ 6,200-9400 2.8-4.2 1,410 15-23 - 25,338
1981 ........................ 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 Pesident (1983).

The Treasury estimates of the cost effectiveness of DISC have
been criticized in a study by Price Waterhouse. 40 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-is 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 1 They point out that the fixed exchange rate system
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 6lar. 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 Soles Corporation
(DISC) Tax Provisions, A study prepared for the American Business Conference, et. at., (April
15, 1982).

4' See J.G. Gravelle and D.W. Kiefer, Deferral and DISC: 7o Targets of Tax Reform, Con-
gressional Research Service (February 3, 1978) and D.L. Brumbaugh, DISC: Effects, Issues and
PropsedReplacements, 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 highest, and because the dollar
appreciation which may result from the operation of the DISC leg.
isolation reduces income from offshore investments. 48

Some economists fault the design of the DISC program on the
ground that it is inadequately targeted. The 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. 44 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 of 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 0.3

r cent of the total 8665 DISCs in that year. Almost half of the tax
benefit (49 percent) went to 89 DISCs, or 1 percent of the total. The
main reason for this concentration of DISCbenefits 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 provisions 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 ado pted in 1971, Congress was
concerned that tax incentives provided by 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-

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

4 Foreign asset holding. of U.S. investors yield foreign currency income. When the dollar
appreciates, the value of this fore investment income drop in dollar terms.

14 See T. Horst and T. Pugel"lThe Impact of DISC on the Prices and Profitability of U.S. Ex-
ports," J. ol fLtitw Economics, Vol. 7, 73-87 (1977).
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ated capital recovery system (ACRS) in 1981. Since the U.S. invest-
ment credit and ACS 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 GAIT 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.4 5 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-
suits 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 export 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.46 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

", Although there is some ambiguity, direct taxes are generally defined to include: corporate
and persona] income, payroll, property, wealth, gift, estate, and other taxes which are imposed
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.

46 Under these facts, the 1550 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

Item Small Typial Pro osedItmDISC DS

1. Combined account:
Gross export receipts ........................ $100.00 $100.00 $100.00
Total deductions ............... 80.00 80.00 80.00
Combined taxable income ................ 20.00 20.00 20.00

2. FSC account:
Gross FSC receipts ............................ NA NA 100.00
Total deductions ................................ NA NA 95.40

Acquisition cost (transfer
p rice) ......................................... NA NA 94.40

Other FSC costs .............. NA NA 1.00
FSC net income .................................. NA NA 4.60

Exempt income ........................... NA NA 3.40
Effectively connected income. NA NA 1.20

3. DISC account:
DISC taxable income ........................ 10.00 10.00 NA

DISC deferred income ............... 4.25 3.40 NA
Deemed distribution .................. 5.75 6.60 NA

4. Parent account:
Gross receipts ..................................... 100.00 100.00 94.40
Total deductions ............... 80.00 80.00 79.00
Net income before allocation ........... 20.00 20.00 15.40

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

incom e ...................................... NA NA 1.20
DISC deemed distribution ........ 5.75 6.60 NA

U.S. tax ......................... 7.25 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-

4' In this example it is asumed that there are no credits and that tax depreciation equals
economic depreciation.



44

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 proposal. The cost of conducting these economic activities in
the FSC 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 bo 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 gr receipts.
In this example, the income method results in th aest 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 FSC'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 m 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).

Table 2 (which uses Treasury assumptions) shows that the effec-
tive U.S. tax rate on export income is 38.2 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
prop.sa, 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 rapidly grow-
ing export sectors which might tend to be hurt by the FSC proposal
include: chemicals, fabricated metal products, electrical machinery,
and scientific instruments. The slow growing export sectors which
would most likely benefit from the FSC proposal include: minerals,
food, lumber, and leather products. (The minerals industry would
also benefit because the FSC 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
[Dollar amounts in billions]

Growth rate
Sector1977 gross 1981 gross of gross

receipts receipts receipts
(percent)

Total ........................................... $82.681 $154.078 16.8

Nonmanufactured Products ............ .23.997 42.517 15.4
Agriculture ................................... 22.512 40.401 15.7
Mineral products ......................... .767 1.063 8.5
Other ...................... .716 1.053 10.1

Manufactured Products ..................... 58.684 111.561 17.4
Ordnance and accessories .......... .225 .197 -3.3
Food and kindred products ........ 3.154 4.204 7.4
Tobacco manufactures ................ .452 1.110 25.2
Textile mill products ................... .837 1.829 21.6
Apparel, etc ................................... 171 .582 35.8
Lumber, etc. ex. furniture .......... 2.093 2.884 8.3
Furniture and fixtures ............... .018 .081 45.6
Paper and allied products .......... 1.458 3.115 20.9
Printing, publishing, etc ............. 209 .392 17.0
Chemicals & allied products .... 6.926 16.728 24.7
.Rubber and misc. products .565 1.085 17.7
Leather & leather products ....... .635 .837 7.1
Stone, clay, glass & cement ....... .445 .882 18.7
Primary metal .............................. 1.086 3.262 31.6
Fabricated metal products ......... 1.860 4.264 23.0
Machinery, ex. electrical ............ 13.214 22.549 14.3
Electrical machinery .................. 6.118 14.360 23.8
Transportation equipment ......... 15.161 21.796 9.5
Scientific instruments ................ 2.804 6.027 21.1
All other manufacturing ............ 1.254 2.379 17.4

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

Some have suggested that because the FSC proposal lacks an in-
cremental rule, it 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 because, after four years, the original increase in ex-
ports enters into base period gross receipts and decreases the

-0 -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 FSC must be incorporated abroad and may be subject to for-
eign tax. Under the FSC proposal, the forei taxes paid by a FSC
would not be credited against U.S. tax liability. In addition, the
FSC must maintain an ofice 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 FSC would reduce the net bene-
fit from exporting through a FSC. 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 saving' cover
the transaction costs of the offshore corporation.

Another important 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
arent 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 proposal
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-
ly onerous that there would no longer be an incentive to export
th rough a DISC. Since the FSC proposal is an exemption system,
there is no asset test. Thus FSC may be a more potent export in-
centive in cases where the asset test would have reduced DISC
benefits.

Another important practical difference between DISC and the
FSC subtitute 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

"See Appendix C of the Treasury's 1976 DISC Report. There it is argued that if export re-
ceipts grow faster (slower) than the cost of capital, then the incrementalrrule makes DISC lem
(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 F8C

1. Entity
subject to
Federal
income tax

2. Type of
entity

3. Election

4. Taxable year

5. Qualified
export assets
and gross
receipts
requirement

6. Foreign
presence
requirement

7. Excluded
corporations

8. Type of
income

No.

(a) A corporation which is
incorporated under the
laws of any State;

(b) that has one class of
stock, par or stated value
of $2,500;

(c) no restriction on
number of shareholders;

(d) no Board of Directors
restriction.

Yes.

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.

Yes (exclusion for exempt
foreign trade income).

(a) A corporation which is
incorporated under the
laws of a foreign country
or U.S. possession;

(b) that has no preferred
stock;

(c) that has no more than
25 shareholders;

(d) that has at least one
nonresident individual
on Board of Directors.

Yes.

Must conform to taxable
ear of majority share-
older.

No.

Yes.

Not a member of a con-
trolled group which in-
cludes a DIS.

Exclusion from income is
limited to exempt foreign
trade income.

(49)
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SIDE-BY-COMPARISON OF DISC AND FSC PROVISIONS-
Continued

Item DISC FSC

9. E-port
receipts

10. Excluded
receipts

11. Export
property

12. Excluded
property

13. Intercom-
pany racingngrules

14. Taxation of
income to
shareholders

Qualified gross receipts
are, generally gross re-
ceipts from the sale,
lease or rental of export
property and from relat-
ed services; and certain
dividends, interest, and

ss reipts from quail-
fed ets (other than

export property).

Generally not:
(a) gross receipts for use in

U.S. that is subsidized or
used by the U.S. under
law requiring such use;
and

(b) receipt. from a related
DISC.

(a) Property manufactured,
produced or grown in the
U.S. for use or disposi-
tion outside the U.S.

Generally not: property for
,'e by a related corpora-
tion, intangibles, depleta-
ble products, property
the export of which is
prohibited, and property
in short supply.

Transfer price based on:
(a) 4 percent of qualified

export receipts;
(b) 0 percent o? combined

taxable income; or
(c) sales price actually

charged but subject to

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

Foreign trading gross re-
ceipts are generally the
same as DISC qualified
gross receipts; but do not
include dividends, inter-
est, and gross receipts
from certain property
that is not export proper-
ty.

To qualify foreign manage-
-- ment and foreign eco-

nomic process require.
ments must be met.

(a) Same as DISC, and

(b) receipts from a related
FSC.

(a) Same as DISC, and
(b) fungible agricultural

products sold through an
exempt farmers' coopera-
tive.

Same as DSC, except ofl
and gas are the only ex-
cluded depletable prod-
ucts (coal and uranium
are not excluded).

Transfer price based on:
(a) 1.83 percent of foreign

trading gross receipts;
(b) 28 percent of combined

taxable income- or
(c) same as in DIC.
To use administrative pric-

ing rules ((a) or () above)
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-
received deduction for
dividends attributable to
foreign trade income.
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15. Disposition
of stock

16. Distri-
butions

17. Maximum
tax benefit

18. Small
business

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-

lated DISC income; and
(c) third, out of any other

earnings and profits.

Deferral of tax on 1.7 per-
cent of groin receipts or
21.25 percent of com-
bined taxable income
(subject to reduction by
incremental rule).

Exemption from incre-
mental rule if taxable
income in $100,000 or
lea; phaseout of exemp-
tion from incremental
rule between $100,000
and $150,000.

No similar provision
needed because there is
no deferred income.

Treated as:
(a) first out of earnings and

profits attributable to
foreign trade income;
and

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

Tax exemption on 1.85 per-
cent of grois receipts or
17 percent of combined
taxable income.

(a) Interest-charge DISC
(aplicable to g re-
pts of $10 million or

les) essentially same as
DISC, except-no incre-
mental rule; no deemed
distributions, and an in-
terest charge is imposed
on deferred income.

(b) Small FSC exception for
,911 receia O

500,000 or from
certain foreign presence
and foreign economic sc.
tivity requlrementL



51

APPENDIX B:

SELECTED GATT DOCUMENTS

1. Article XVI of the General Agreement

Subsidies

SECTION A - SUBSIDIES 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 notify the
Contracting Parties [throughout this Appendix, the term "Con-
tracting Parties," with initial capital letters, refers to the general
membership of GAT')] 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
caused or threatened by any such subsidization, the contracting
party granting the subsidy shall, upon request, discuss with the
other contracting party or parties concerned, 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 any product 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
which may have affected or may be affecting such trade in the
product.

4. Further, as from 1 January 1958 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 49

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
activities than would have occurred in the absence of such benefits
for exports.

68. The Panel 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 many 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 legislation 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
was covered by one or both of paragraphs (c) and (d) of the illustra-
tive 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
parties considered that, in general, the practices contained in the
illustrative list could be presumed to result in bi-level pricing, and
considered that this presumption 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 consequences in the export
sector: (a) lowering of prices, (b) increase of sales effort and (c)in-

4" This is an excerpt from GAr Doc. L/4422 (Nov. 2, 1976). The Panel's concluaions began
with paragraph 67; the preceding 66 paragraphs set forth background information and the argu-
ments of the parties.
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crease of profits 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.

74. 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),50-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.

s0 That case stands for the proposition that where there is a clear infringement of the provi-
sions of the General Agreement, or in other words, where measures are applied in conflict with
the provisions of GATTthere to prima facie nullifacation or impairment of benefits.
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4. Report of the GATT Panel on French Tax Practices:
Conclusions (Excerpts) 51

"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 country, 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-
ports did not apply to domestic activities for the internal market.
The 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."

[T]he 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...
,[and] concluded that the French tax practices in some cases had
effects which were not in accordance with French obligations under
Article XVI: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 52 to this principle and concluded that the benefit would be
increased 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 face case of nullifica-
tion or impairment of benefits which 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

61 This is a series of excerpts from "Income Tax Practices Maintained by France," GATF Doc.
No. L/4423 (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
export subsidy 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 GAIT 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 pargraph
(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. GAIT 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
o measures to avoid double taxation of foreign source income.
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APPENDIX C

FLOW CHART: QUALIFICATION FOR BENEFITS UNDER
S. 1804

Are meetings, bank
amounts, and (i) advertising
or negotiation and (i)
half of 5 economic activities
(sc.924(c)) or 85% of
2 outside the U.S.?
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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 GAT 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, support 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 provisions 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 complies 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-
leged 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 FSC (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 GAr T 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 DAVID 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 17,000 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, I
have worked with the Administration as well as with a broad range of interested
groups to ensure that this essential incentive is preserved. Th- FSC bill attempts to
cause the fewest possible changes in existing business practices while putting us on
a more equal plane with our 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 be 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 proposal so
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 DISC, 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. LIGHTHIZER. 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-
quently asked why change the DISC? Many businessmen say that
the DISC has worked well, that it helps to offset tax advantages
enjoyed by our trading competitors, and that with the record of
trade deficits that we are now experiencing we should not do ant-
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 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 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 regarding 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 legislative
process to international scrutiny.

But in light of the very legitimate congressional concern on this
particular issue, we made an exception to general policy. 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 discus the issue as well as other matters.

We will, of course, keep the committee informed on the progress
of our discussions with the Community.

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. LiOHTHizzn

INTRODUCTION

Mr. Chairman, it's a pleasure to appear before the Finance Committee to explain
why the Reagan Administration strongly supports the expeditious passage of S.
1804-the Foreign Sales Corporation (FSC) Act of 1983. If S. 1804 is enacted, it will
replace the Domestic International Sales Corporation (DISC) lepslation 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 undermines 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 GAITr 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 GAIT are undermined by the impression held by many nations that we
are unwilling to abide by the GAT decision on DISC.

Enactment of S. 1804 will bring the DISC into conformity with our GA'T 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.

Despite this explanation of why we should change the DISC, some of our critics
still characterize the GAIT aspects of this matter as just sterile theoretical debate
among diplomats and technicians, posing no real threat of practical 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.

GAI", HISTORY

When this Administration assumed office in January, 1981, the DISC already had
a long and painful history in GA'IT. Our trading partners began objecting to the
DISC on GAIT 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
GA'IT complaint. The United States promptly filed counter-complaints against cer-
tain tax practices of France, Belgium, and the Netherlands. Panels were established
to hear each of these complaints and to render recommendations to the GAT
Council.

The panel reports, finally 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 agreed 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 pression unfortunately remains that the United States agreed
that the DISC violated the GAIT.

This impression was the dominate view internationally when this Administration
took office in January of 1981. Despite this widespread negative view toward the
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DISC, we attempted to save-it from final condemnation in the GA'TT. 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 GAIT 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 Understanding 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 agreed to bring it into conformity. Failure to do so now not only
violated the GAIT, 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 increasingly tense in the spring of 1982 when the EC began
calling for authority from the GTA'T 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-
iation 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 (COCT) 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 GAIT 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-
legal. We believe that it is and I'd like to explain to the Committee why.

The FSC bill is designed to conform to the December 1981 Understanding adopted
by the GAIT 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 pricing 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 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." S. 1804 includes numerous features to meet the GAT re-
Suirement 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 be
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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-holding all board of director's and shareholders' meetings outside the United
States;

-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 GAIT 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 the solicitation, negotiation, or

the making of a sales contract; and
-perform activities outside the United States that give rise to either 50 percent

of all the direct costs incurred by the FSC for rformance 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 GATI 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
in 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 partners feel about the FSC bill. In general, the international community
universally welcomes the decision taken by the United States to replace the DISC
legislation.

That 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
practice associated with the DISC. Because the aim of the dispute settlement process
in GATT is to seek discontinuance of GATT-illegal practices and not to provide com-
gensation, 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 also has reservations about the GAIT 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
GAI defensible.

The EC's concerns over the tax forgiveness provision and their reservations on
other elements of the bill should note interpreted as a negative reaction to the
bill. It would be highly unusual for an' of our trading partners to accept the FSC
bill as fully GATf consistent before it is 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 process. 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.

CONCLUSION

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 result 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 morning 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 . 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.

Tax 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 Unit'ed 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 FSC 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. Therefore, 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 income, 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 nake 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: I 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.

The Treasury 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 Lighthizer's 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

Overview
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
the same time, being consistent with undertakings of the United States under the
GATT.

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 GA'I understanding that income attributable 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 addition, 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
(5) the assumption of credit risks

must be attributable to activities performed outside the United States. Alternative-
ly, the FSC may satisfy the foreign 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.
Tra nsfer 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
P ricing rules specified in the bill. However, in order for export transactions between
FSCs 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 require-
ments will be difficult to meet without much added expense. As a result, the Treas-
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 possible in alleviating busi-
ness concerns while at the same time adhering to GATT understandings. This was
transmitted to the Committee on February lst.

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 ross receipts from the transaction
up to 46 percent of the combined taxable income f m the transaction earned by the
FSC 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
YSC 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 percent 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 export
receipts in the taxable year need not meet the foreign management and foreign eco-
nomic process requirements described above. The small FSC will therefore only
have to meet the minimal foreign presence requirements 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 probable that most
firms with $2.5 million in export sales have total sales of $7.6 million or more. Thus,
the $2.6 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 simplify paperwork 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 FSC outside the United
States. It is unlikely that taxpayers will choose to organize and establish the oper-
ations of an FSC in those jurisdictions that have low or zero tax rates, i.e. in tax
havens.

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 FSC will be subject to U.S. tax.
These measures protect against the two principal uses of a tax haven: to shield in-
formation from the United States and to earn passive income that is not subject to
U.S. tax.

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 FSC 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 United States should not provide a unilateral tax benefit
to countries that do not cooperate fully 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 effectiveness of the FSC.
Other suggested amendments

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

The first proposed 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 provision extending FSC 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 FSC benefits 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 cooperatives also cannot trace
their specific output that is exported and, therefore, cannot enjoy 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 organized 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 applyingthe Virgin Islands mirror code. This proposed change does not in
any way affect the eligibility of the Virgin Islands as a location for FSCs. It is re-
quired to prevent exporters from receiving larger benefits than intended and to pre-
serve revenue neutrality.
Caring charges and receivables

I would like also to give a fuller explanation of the need for the provisions of the
bill relating to carrying charges and the purchase of receivables by a controlled for-
eign corporation (CFC.

Under 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 unstated 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 FSC's
Foreign Trade Income, the gross receipts from the sale 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 asset and investment income provi-
sions to the FSC exemption approach also ib 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
export 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.

The 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 subpart 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 CFC's taxable year constitute an increased investment in "U.S. prop-
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 propose
that this provision still apply to receivables acquired after August 4, 1983. The
Treasury Department strongly supports these related party factoring provisions.

CONCLUSION

The Treasury Department strongly 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 TO DISC
[in mooomns oun

FisCl r-

1985 1986 1987 1988 1989

D ISC cost ............. ................... ...... ........................... ........... ................................ 9 50 8 70 9 40 1,09 0 1,2 80
Total cost of export ince tr after enactment of S. 1804 ............................... 915 862 991 1.194 1,196
Addiwt wn l cost of S. 1804 ....................................... ........................................... - 35 - 18 51 104 - 84

These revenue estinvaies assume (1) a 1/1/85 effect date and (2) N el of the snow i S 1804 relate to rfugit* aVgrturat
-ox xts sold thvol a m ,ewatrve

Note. Neatwt *um represents a resmw pK,p 3 yeor cost - $2 mlon, -5 year cost $18 nm<m.
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Senator DANFORTH. Mr. O'Day.

STATEMENT OF PAUL OODAY, 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
importance of early consideration of this measure.

One 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.

The 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
85 percent of the DISC's now in place.

These are wide-ranging provisions that should be very useful
across the mall 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 corporations, and the regulations that will be put in
place under 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.

I 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:]

TETIMONY OF PAUL T. O'DAY, DEPUTY ASSISTANT SECRETARY FOR FOREIGN COMMER-
CIAL 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 taxi.leferral 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 cont;j;u-
ing attack in the General Agreement on Tariffs and Trade (GATT) where a number
of our trading partners have asserted that it is an illegal export subsidy. To rrs!oe
the matter, the Administration announced to the GATE 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,
-Lenefits similar to the DISC for current users, and
-spcial provisions for the needs of smaller exporters.

The result is the proposed Foreign Sales Corporation Act now before this Commit-
tee.

S. 1804-GENERAL EFFECTS ON EXPORTS

S. 1804 has ben designed as a substitute for the DISC, with comparable benefits
to exporters, so recent experience under the DISC legislation can serve as a guide to
the export effects to be expectedd under S. 1804.

The Treasury Departmnt's most recent report on the DISC, covering returns for
accounting periods ending between July 1, 1980 to June 30, 1981, shows gross re-
ceipts totaling $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:
N onm anufactured products ........................................................................... $0.4 to 0.6
B asic m anufactures ......................................................................................... 3.2 to 4.1
H igh technology m anufactures ..................................................................... 3.0 to 5.6
Resource related manufactures .................................................. . .6 to .7

T o ta l ........................................................... ................................................... 7 .2 to 1 1.0

1981 Annual Report on the Operation and Effect of the Domestic International Sales Corpo-
ration Legislation, Depanment 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.
-The 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 indica-tes 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 saies.
These DISCs will pay an interest charge on accumulated tax deferrals occurring
after the effective date of the Foreign Sales Corporation Act. Unlike the "Irrent
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 small 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 percent 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 inte pretation. 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.

FOLLOW-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 coo operation
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. LIGHTHIZER. 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. LIGHTHIZER. 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 Comminity came very close to retaliating in
1982 and our sense is that they are close to doing that again at this
time.

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 GAiT 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. LIGHTHIZER. That's correct, Mr. Chairman.
Senator DANFORTH. So, the European Community's proceedings

against DISC have been going on now for about a dozen years or
so?

Mr. LIGHTHIZER. That is (orrect. 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 g6t 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 GAIT 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 happens instantly. In other words, this is a long process of
objecting and bringing the matter before a GAIT panel, and after
years of study and analysis, DISC has been considered by them to
be an illegal subsidy which would give rise to countervailing duties.

It is not something g 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. LIGHTHIZER. 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.

Senator DANFORTH. How about the rest of our tra ing partners?
Mr. LIGHTHJZER. 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
foripeple, but it would certainly not be clear on its face that this
F;;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
justify passing the bill. The fact is that whether or not it is chal-
lenged, we feel that we have a very good argument, and that even
if it were found to be GATT illegal, it would certainly albt be an
instantaneous process.

Mr. LIGHTHIZER. 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 people who are interested in creating export trading compa-
nies, but we would tend to draw the small- and medium-size busi-

-nesses 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 smalP 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 i.t wanted to continue to use the new program but was

33-890 0-84-6
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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 people 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.
Fo lowing 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 implemented last
year-would be a good vehicle for joint cooperative relationships to
get those kinds of mechanismsin place.

Senator DANFORTH. Just one final question for Mr. Lighthizer. I
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 their 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 get 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-
garding how this fits with the GATT complaint. I know that Bob
Lighthizer is accurate when he says that a GATT panel first found
against this back in the mid-1970s-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 resulted 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
i77-nd 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 beyond the
way they were represented to the Finance Committee.

And 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 Di,3C problem. And here we
are-after a new administration 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 retaliate. 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
quickly could they proceed?

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

Mr. LIGHTHIZER. Well, B is easier to respond to, Senator, because
the could, in fact, do whatever they want to, inconsistent with the
GATT. So, they could retaliate against us as quickly as they could
bear some piece of paper that said--

Senator HEINZ. So, 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.
Senator HEINz. And consistent with the GATT subsidies code?

No?
Mr. LIGHTHIZER. 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 it 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 HEINZ. 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 HEINZ. When we retaliate against subsidies, do we do
that? Under our countervailing duty statute?

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

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

Mr. LIGHTHIZER. That is correct.
Senator HEINZ. They could do it fairly rapidly.
Mr. LIGHTHIZER. 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. LIGHTHIZER. 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. LiHTHIZER. That is correct.
Senator HENZ. 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. LIGHTHIZER. 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 E?. Is
that or is that not their position?

Mr. LIGHTHIZER. 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 GAT panel and ask
GATT to find the entire process or several elements of the entire
process you propose to be inconsistent with the GAIT. So, they
have got three bites at the apple-some faster, some slower.

Is that right?
Mr. LIGHTHIZER. 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. PEARLMAN. 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 the philosophy of restricting the proposal to no change in reve-
nue?

Mr PEARLMAN. I 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. Obviously, you 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 testimony 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
pont 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 you would get even
more jobs out of it if you included services and thus you would get
more total revenue. Therefore, to exclude the burgeoiig 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 you 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 ought 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. PEARLMAN. Senator, I thought it was not cricket for people
to rd iznony in advance, so you really have caught me.
[Laughter.]

Mr. PEARLMAN. We are not very far away, and I think--
Senator CJAFEE. I spend night after night in advance reading

your testimony. [Laughter.]
Mr. PEARLMAN. I 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. LIGHTHIZER. Obviously, we are concerned at USTR about the

revenue impact 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 reaction 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
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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
is enacted. We would hope that if people-either members of the
committee stiff 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 takethe
ability to deal with services as an export factor and look toward
their inclusion someday in DISC or FSC.

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

Mr. LIGHTHIZER. I 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. Our 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. LIGHTHIZER. 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 territoria-system of taxation which exempts export income
from taxation. Since we are repealing DISC for GATT reasons, we
are replacing it 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. LIGHTHIZER. I 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. LIGHTHIZER. 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. LIGHTHIZER. We feel very strongly, Mr. Chairman, that it
should be passed 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
"* would consider it to be one of the items which really should be a
part of the legislative agenda this year?

Mr. LIGHTHIZER. We clearly feel that it should be part of the leg-
islative agenda. Now, I don't want to comment how it 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. LIGHTHIZER. No, it is clearly not in that league. [Laughter.]
But it is still very important.
Senator, if I could, I would like to comment again 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 proposal 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
think 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. They 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
large exporters. That is a matter of very great concern to me.

The foreign presence requirements in the FSC proposal could
prevent many smaller firms which have taken advantage of DISC
from 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 present $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 your 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 proper 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-
tage of FSC.

nator BOREN. I just looked at the CRS analysis of the impact of
changing from the current method under DISC for small businesses
to the FSC proposal. It was my understanding that our goal in the
beginning was to come up with a GATT legal proposal 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. LIGHTHIZER. I 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 GATT1
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-
pared 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. LIGHTHIZER. 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 $21/ 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. LIGHTHIZER. Our view, Senator, is that we are trying to set
upn a scheme which does not tax economic processes outside the
United 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. LIGHTHIZER. I am sorry, Senator. The question was whether
or not somebody who was exporting agricultural products under
the DISC-- I

Senator BOREN. Primary agricultural products.
Mr. LIGHTHIZER. Primary agricultural products could continue

to- -
Senator BOREN. Could 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 something 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 agri-
cultural concerns under this proposal. Have you examined that
aspect of the proposal?

Mr. LIGHTHIZER. Yes, we have, Senator, and as we indicated in
our written statement, we propose to delete the provision in the
bill dealing with agricultural cooperatives for two reasons. One was
the revenue impact, and second was the discrimination between ag-
ricultural products marketed through cooperatives versus agricul-
tural products otherwise sold abroad.

Senator BOREN. I think we still have a problem. I am a little dis-
appointed that you have not reacted more enthusiastically to some
of 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 legislativeprocess, 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 GAT council and argue
for its acceptance, would you defend it if this were the result of the
legislative process?

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

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. LIGHTHIZER. Thank you, Mr. Chairman.
Senator DANFORTH. Congressman Frenzel-

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

Mr. FRENZEL. 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 replace 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.

There 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.

I think 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-
tion that the services be produced or generated within the United
States.

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.

[The prepared statement of Congressman Bill Frenzel follows:]

STATMVENT BY THE HONORAB RiLL FRzNzEL

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 hearings on this vitally impor-
tant piece of legislation. As you know, identical legislation, H.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 replace 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'Bs.

There is little nejd to detail our international woes with DISC. Almost since the
da it was enacted 12 years ago, it has been under attack by our trading partners as
beng a violation of our treaty obligations under the General Agreement of Tariffs
and Trade (GAF). In October of 1982, the U.S. made a commitment to the GATT
Council to propose legislation which would address the GAIT 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 GAIT require-
ment., 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 approximately 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 Treasury Department,
the USTR, the Department of Commerce, Members of both the House 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 corporations, 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, play 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-
corporated businesses the benefits provided for in this legislation.

The 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 provisions were drafted. Upon further study, it has
become apparent that the ambiguities that I had suspected exist do, in fact, exist in
the bill. When 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, specifically those involved in the export of almonds and citrus products. The
provision in the bill, however, applies to all tax-exempt cooperativec

The coop provisions end up 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
provision will give farmers who sell their agricultural products to tax-exempt coops
the full F SC benefit, while farmers who sell their products to other purchasers in
the distribution network will receive no direct FSC 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
poducts 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 DISC law has been retained in this legisla-
tion. That ambiguity 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 elile 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 property 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. 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 count ry, 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 coin-
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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 i 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 GAIT. It has been a long process so far, and it will no
doubt take quite awhile longer before an 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.

Senator Chafee?
Senator CHAFEE. Mr. Chairman, I would just like to reiterate not

only you 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 DANF'ORTH. Senator Boren?
Senator BORER. 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-

-- br 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.



92

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. FRENZEL. 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 DANFORTH. Thank you, Bill.
Mr. FRENZEL. I am going to come back again. I have never been

treateso well. [Laughter.]
Senator DANFORTH. We will try to get you a tape.
Mr. FRENZEL. Thanks Very much.
Senator DANFORTH. Mr. Garfield, Mr. Modahl, and Mr. Hardiek.
We have 16 witnesses left, and I 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 everyby 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.
Senator DANFORTH. All the full statements will be included in

the record, so you don't even have to ask.
Mr. GARFIELD. 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
whose 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
GATT, and continue DISC benefits on at least a revenue neutral
fashion.

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
asproposed or with manageable technical modifications.

This 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.

Small 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 (fM 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.

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 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
TIlE SPECIAL COMMIrER FOR U.S. ExPORTh

Mv 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 concern 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 busin.-ses to compete in foreign trade in view of the many tax advantages
and incentives and direct and indirect subsidies provided for foreign competitors by
their governments.

.- p 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.

88-90 0-84--?
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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 COMMIr7EE 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 w;th 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 section 2(c) of S. 1804, which
treats discount income as Subpart F income and makes receivables an iteih of U.-
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 necessity 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 CO'1ITTEE FOR U.S. EXPORTS

DISC ALTERNATIVE SURVEY SUMMARY

Actively support the FSC as proposed.
Support the FSC with technical modification.
Take no action at this time but support the convening of an
International Tax Forum to discuss International Tax Practices
of all nations..
Retain the DISC recognizing it is counter to the Administration's
desire to make export tax incentives compatible with GATT.
Other

2.
3.

4.

5.

ollar Volume of 0ptio
xport Sales . 2 _____ 4 5
0 - I Million 8 of2 2 7

1 - 5 Million 22 - 20 2 10 1

5 - 10 Million 11 7 2 4 2

10 - 20 Million 8 5 2 6 0

20+ Million 34 35 10 4 0

No Volume Stated 11 4 2 7 1

TOTAL 94 73 20 38 5
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SPECIAL COMMITTEE FOR U.S. EXPORTS

DISC ALTERNATIVE

SURVEY

Assuming the Administration 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

An unclear definition-of foreign prescence and activity

* Concern for the adequacy of provisions for Small Business

• Provisions for the tax treatment In factoring of receivables

OUR PREFERENCE IS:

E J Actively support the FSC al proposed.

[ J Support the FSC with technical modification. (Please comment below on-specific
technical Issue. )

f 3 Take no action at this time but support the convening of an International Tax
Forum to discuss International Tax Practices of all nations.

( J Retain the DISC recognizing it is counter tu the Administration's desire to make
export tax incentives compatible with GATT.

[ J Other Action (please specify).

COMMENTS:

Dollar Volume of Export Sales $_-

Please Check One:

[ J 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. Exports
1101 Connecticut Avenue, NW

City, State Suite 700
Washington, DC 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. MODAHL. My name is Bill Modahl. I appear on behalf of the

National Foreign Trade Council as member of its 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 DISC.

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 41/2 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. Modahl follows:]

STATEMENT OF WILLIAM B. MODAHL, MANAGER, TAX AFFAIRs DIGITAL EQUIPMENT
CORP., ON BEHALF OF THE NATIONAL FOREIGN TRADE 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 or
the 1981 DISC year, the Treasury concluded that DISC accounted for increased ex-
ports 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 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 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 precipitous 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 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 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 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
covered 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 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 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. zealously 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 GAIT 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 practices.

These disputes have been linked procedurally since 1976. The United States took
the position that the GAIT 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 GAIT 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. Consequently, 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
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 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 portion 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 foreign
tax credit will be available for any FTI. While we can understand the reason or
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 (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 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 allow 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 entered
ito prior to enactment 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.

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. HARDIEK. 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.

Senate 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 DANFORTH. 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 COMMITrEE FOR AMERICAN TRADE

Mr. Chairman, Good Morning. I 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 .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 which 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 corpo-
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
should 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
$4,600,000 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
previous 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 DANFORTH. 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. GARFIELD. I 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 $21,2 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. MODAHL. 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. HARDIEK. 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 GRASSLEY. Mr. Hardiek, how much of this involves do-

mestic manufacture?
Mr. HARDIEK. Approximately 40 percent.
Senator GRASSLEY. How much would exports be reduced without

DISC?
Mr. HARDIEK. 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. HARDIEK. 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. HARDIEK. 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, I 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. HOWARD. 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 USTR 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 comparison 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, cozi-
sulting, and telecommunications.

The CSI was formed in 1982 (1) to foster a public awareness and understanding 6f
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 I. 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 Ill.

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
(DISCj 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
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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 theaexport 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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APPENDIX

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
IBM
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. HEYDE. 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

BEFORE 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. A804. 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-making organization whose membership includes

some 260 United States corporations involved in 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 economy. 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; R".,rt).

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 1-2 (Report FT 990) (August 1983).) It is predicted that

our country's trade deficit may reach $40 billion by the ene 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 United States taxes export iT-rome 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. In 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. While under-

standing that some foreign presence attributable to export income

is necessary to satisfy GATT requirements, we suggest that fur-

ther modification of thee 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 the pending Bill. In 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

carefully 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(d), 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)(1)(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 FOC to the

delivery to tho 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 coverage 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
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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 clarified 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 parties and as to the various 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



121

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)(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. 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 regulations, 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. Th, ability to group should not be

contingent on the issuance of regulations, which may take several

years, but the Trcasury should be permitted to issue regulations

implementing grouping, just as Treasury is permitted to issue

regulations 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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11. Section 927(e)(1). -This section relates to source rules

for related persons and would appear to require paralleI 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)(1) 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 substantial 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, SCIENTIFIC AP.
PARATUS MAKERS ASSOCIATION, AND AMERICAN ELECTRON.
ICS ASSOCIATION, WASHINGTON, D.C.
Mr. G. HOWARD. 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 electronics 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 anA'association of high technology electronics

companies representing all segments of the electronics

industries. AEA has over 2,300 members nationwide. AEA

companies account 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, sophisticated business

33-890 0-84-9
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equipment and other high 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. high 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 act-i-vities. Based 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 wha. 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

computer 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 for many U.S. tax 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)
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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 is 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. In 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 growing 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



132

EEC countries (e.g., the Federal Republic of Germany, France,

and Belgium) take the position 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 FSC legislation, specify that a product

is eligible for DISC benefits only if 50 percent of the fair

market value of the product is attributable to manufacturing

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 outside

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 itn 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 regulations.

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 legislation provides 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 FSC is

subject to U.S. taxation on investment income when it is

earned, there is no rea-on 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 provisions and considering their modification or

elimination should be made a long-run priority by 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 economic

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 PSC 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

received 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. REED. 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 technology 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
TECHNOLOGY FSC COALITION

Mr. Chairman, my name is Robert Reed. I am Vice President

for Finance of Intel Corporation, headquartered in Santa Clara,

California. Intel 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, wh-o

is serving as counsel to our coalition. The message we bring to

your Committee, Mr. Chairman, is that enactment 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 was 25.6 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

major stake in the future of the DISC -- and the proposals to

replace it with a FSC -- I would likS to take a few moments to

talk about international competition in high technology and the

international competitive challenges we face.

International Competitiveness In High Technology

The importance of international competitiveness in

electronics has been well 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 technologically driven industries, with
U.S. firms remaining leaders in innovation, in international
trade, and in sales and profits at home and abroad. Not only
is this possible, it is necessary if the United States is to
maintain its standard of living, 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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indispensable 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 technology 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 demands 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 does 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. For 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 industries 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 effort 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 tools 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 governments 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. In 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.

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 Assessment 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 date, 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 -- especially the

computation of DISC benefits on an incremental basis -- has been

of particular benefit to those industries. For those industries

considered "high technology" in the Treasury's moat recent DISC

report, the ratio of DISC receipts to total receipts of the

corresponding U.S. manufacturing industry../ was more than three

* Derived 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 competito's,

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 must

be carefully tailored in a way' that protects the vital concerns

of its predominant beneficiary -- U.S. high 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 PSC, a maximum 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

revenue 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

a rea.

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 companies 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 Corporation

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. HOWARD. 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. HOWARD. 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.
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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 neutr l-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. HOWARD. Yes, I do.
Senator CHAFEE. I 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. HOWARD. 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. HOWARD. 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 thst you are
doing pretty well so far, aren't you?

Mr. G. HOWARD. 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. HEYDE. 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. HOWARD. 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 competitive 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-
stantial 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:]



151

STATEMENT

ON
S. 1804--FOREIGN SALES CORP. ACT

BEFORE THE

SENATE FINANCE COMMITTEE

BY

ROBERT M. AUS
PRESIDENT-ARMCO INTERNATIONAL SALES

ARMCO 1NC.

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. In

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 in 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 its 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
DISC benefit encourages managers to source from the United
States.

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 DANFORTH. 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 electronics products. Monsanto is a

major exporting company, and in 1982 had approximately $900 million

of export sales, representing 18% of Monsanto's total United States

sales.
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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 number of 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. In 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. plant 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 0-4- 11
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2. 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.

3. 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

U.S. sales as compared with export sales. On this basis, Monsanto's

expert 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

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 riot require exporters to move U.S. per-

sonnel to foreign locations. Such moving of U.S. personnel

effects reduction of U.S. jobs, 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.

2. 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 foLeign 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 U.S.Jobs. DISC has been

effective in contributing to these goals. Monsanto believes the

FSC proposal will also be effective in contributing to these goals

and, subject to the concerns mentioned above and in our detailed

techical contents, the FSC proposal should be enacted into law.



162

Monsanto.
TA.r oCt.UrnhIC

M On mato Company

000 N. L idblrQh *OuISvStd
St. Louis. Missour, 63158
Phofe: 314 894-1000

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 corments
on the Reagan Administration's proposed Foreign Sales Corpo-
ration (FSC) legislation.

Monsanto Company is a major multinational chemical company
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 18% .)f Monsanto's total United
States sales.

Monsanto has always been a strong and consistent supporter
of DISC. Di5C 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 legislation.

1. Participation--i 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 solicita.: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 countr7 . 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 definition of "participation"
as follows:

"Participation includes situations where such corporation
contracts 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 corporation.
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 thi 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 sales 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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2. Total Direct Costs--55924(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)."

3. Freight Terms--f 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
coverage 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).

4. Transfer Pricing Rules--I 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 parties.
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5. Computation of Combined Taxable Income--5 925(b)

This provision provides rules for commissions, rentals,
and marginal costing. The same language is used as appears
in the DISC legislation under 5 994(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
1 994 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 17% 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 omputation of combined
taxable income is 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 S 994 as of the date of
enactment of the FSC legislation."

6. CarryingCharges--i 927(d)(1)(B)

This section defines carrying charges, which are taxed
under 5 921 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
S 482 standard of 180 days for trade receivables should
be applied in this instance such that no interest income
is attributed to receivables up to 180 days.
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7. Grouping--j 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 conents 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 Coissioner 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 is 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 Regulitions thereunder."
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8. Source Rules--f 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.

9. Election of Status of FSC--f 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.

10. Effective Date and Transition Rules--§ 4

(a) Under S 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) If the bill is enacted in 1984, we feel a 6-month
transition period should be used under these
circumstances as well.

(c) 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 5 992(a)(1)(B) as of 12/31/83. This can be
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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 DISCs
on 12/31/83 if 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
these comments to help make the FSC legislation workable and
effective.

Sincerely yours,

R. A. Overton
Director
Corporate Taxes

sg

bcc: 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, NJ.

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 would 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 aboukdoes 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 S.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 some
form of income tax incentive for exports is necessary and desirable.
However, I intend to limit my comments primarily to section 2(c) of
S.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 outside 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 thtse 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.

Foreign 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
United9tates tax on this particular type of factoring income.

It is my understanding that there are two primary goals of
S.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 could be included in the category of receivables the
discounting of which would be treated as subpart F income.

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 income.

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.--Of 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 income.

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. BALDWIN. Senator, my name is Paul Baldwin. I am vice

chairman of Gilman Paper Co. With me is Alvin Yanofsky, senior
tax attorney, international, of International 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 $21/2 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 American

Paper Institute follows:]

33-890 O-84- i2
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STATEMENT OF
THE AMERICAN PAPER INSTITUTE

TO THE SENATE FINANCE COMMrITEE, FEBRUARY 3, 1984

My name is Paul Baldwin. I 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 ls aware of the concerns raised by our trading partners under the General
Agreement on Tariffs and Trade (GATT) regarding the existing DISC tax-based exort
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 competing in world
markets at a 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 conclusion, I 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 COMMITTEE

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 regulatiQn 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.

B. Pricing Regulations

FSC transfer pricing rules should Include all rures contained in the existing
DISC pricing regulations, including but not limited to marginal costing and
grouping.
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C. Commission FSC

Clarification is required as to how an FSC will operate in the case of a
commission FSC.

2. PROPOSED AMENDMENTS

A. U.S. Taxation of FSC Income

The FSC is not subject to U.S. tax on exempt foreign trade incorlie. 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 ion-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 infornation 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 complete 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
FSC a foreign presence. We feel that requiring the FSC to be subject to
U.S. tax on a portion of its income weakens the 'PSC's foreign presence
position. On the other hand, if the taxation is shifted to the shareholder
level, the foreign presence argument is strengthened.

B. 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 wil 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 PFco 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
Bill (FSC Subject

to U.S. Tax)

Export Taxable Income

Allocable to FSC @23%

Exemption (17/23 x 230)

Net Subject to U.S. Tax

U.S. Tax @46%

Earnings and Profits

Dividend Deduction(100%)

Taxable to Shareholders

U. S. Tax on Shareholders @46%

$1,000

230

170

60

28

202

202

Alternative
(FSC Not Subject

to U.S. Tax)

$1,000

230

230

(74%) 170

60

$ 28
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2. A. (2) EXAMPLE - FSC WITH INVESTMENT INCOME

Administration
Bill (FSC Subject

To U. S. Tax)

Export Taxable Income $1,000

Allocable to FSC @23% 230

Other Non-Foreign Tra-dihg Income 100
(Interest, Dividends, etc.)

Total FSC Taxable Income 330

Exemption (17/23 x 230) 170

Net Subject to U.S. Tax 160

U. S. Tax @46% 74

Earnings and Profits 256

Dividend Deduction (170 + 60 - 28) 202

Taxable to Shareholders 54-

U. S. Tax on Shareholders @46% $ 25
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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. BALDWIN. What we are saying is that there are two possibili-

ties. One is the sales-$21/2 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 $21/2 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.

This must have been based on low earnings.
Mr. BALDWIN. 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 just trying to figure it out.

And again, as I understand it, most-of the benefits of this pro-
gram go to about 70 companies, and it is an expensive program
from 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 $13V2 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 SYMMS. 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
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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. BALDWIN. 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 $21/2 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. BALDWIN. Yes
Senator SYMMS. 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.

STATEMENT 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 irisure that the FSC would continue to
be usable by small businesses in particular.

AAEI 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 s~haill
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-certified 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 explanation of these proposals.
Thank you, Mr. Chairman. I would be pleased to answer any ques-
tion that members of the committee may have.

Senator DANFORTH. 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 JuLus KATZ

Mr. Chairman, members of the Committee:

The American Association of Exporters and Importers (AAET) welcomes

this opportunity to share our concerns about the Aminlistration's proposal to

replace the DISC Program with a new Foreign Sales Corporation Program and to

offer recommendations to ensure that any alternative meets the needs of U.S.

exporters, both large and small.

My name is Julius Katz, I am Chairman of Donaldson, Lufkin A Jenrette

ACLI Futures Inc. This company is a commodities future broker. It is a

subsidiary 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.

I am appearing

Executive Committee.

and Business Affairs,

and domestic economic

believe they are also

whole.

today as a member of AAEI's Export Committee and its

As a former Assistant Secretary of State for Economic

I am personally interested in the international trade

aspects of the legislation before this Committee. I

a matter of critical importance to the nation as a
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With 1,400 U.S.-company members nationwide engaged in the export,

import and distribution of qoods and services worldwide, nearly half of AAEI's

members are exporters. A large proportion of these exporters are small and

medium-sized companies. Still others are just now launching export

activities.

AAEI believes that the DISC 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.

AAEI opposes elimination of the Program's benefits. AAEI 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 in the General Agreement on Tariffs and Trade.

In introducing S. in4, the Administration stated Its intention to

maintain the financial incentives of a DISC-like substitute to maintain

exporter use; to avoid any tax increases for exporters; and to ensure that the

Foreign Sales Corporation (or FSC) would continue to be usable by small

businesses in particular.

AAEI fully supports these goals. We believe, however, that S. 1804,

as it is 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 difficiencies, AAEI 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 transitional period of five years,

during which time the definition-of a "Small FSC" would be phased

down to $5 million. This approach vould 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 Cnmmerce Department ----

certified Export Trading Comparies 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 to be

drawn up.
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"Factoring" of receivables provides an important source of financinq

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 foreiqn

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 is inappropriate in a bill intended to promote

U.S. exports.

Thank you, Mr. Chairman. I would be pleased to try to answer any

questions the Committee may have.

Senator DANFORTH. 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
with it, the first two of which could be taken care of in legislative
history.

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
tie bill that was suggested this area is not very well discussed, and
again, perhaps legislative history could discuss it at more length,
particularly how it is to dovetail with the Export Trading Company
Act.

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 21/2 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 DANFORTI. Thank you, sir.
[The prepared statement of Michael 0. Roush follows:]
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Subject: S. 1804, The Foreign Sales Corporation Act of 1983
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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, I 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 increase export-related activities. Through the DISC incentives,

Congress had hoped to stimulate export activities and reduce our

balance of trade deficit while simultaneously increasing .employment

in export related activities.
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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 illustration 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, 30Z of all DISCs were owned by small corporations.

While many small firms utilized DISC, many other small exporters

declined to take advantage of DISC. In a non-scientific phone

survey of exporters, several reasons were given for the limited use

of DISC. They include: insufficient 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 requirements and qualifications for

maintaining a DISC.

Why DISC only partially succeeded in increasing the exports of

small business is a question worth exploring at this time. If the

Foreign Sales Corporation (FSC) proposal is 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 if certain requirements ace 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 is required by Catt

rules and the IRC.

Large exporters will probably find this new proposal

substantially in line with their present method of operations and

- 3 -
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will find very few problems in adapting o the FSC methodology.

However, small exporters need to be concerned over how they will

comply with the FSC rules and wifh the foreign presence requirements

within FSC.

S, 1804 presents three options for the small exporter. The

first option is 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 is 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 is 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 required of a small exporter have yet to be defined.

- 4 -
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These details are crucial if this proposal is to be considered

attractive by small exporters. Pending release of these details,

NFIB will withhold its unconditional endorsement of this proposal

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 is 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 very 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

- 5 -
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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.

Summary

The FSC proposal eliminates many of the problems small exporters

found with DISC. In designing the new FSC proposal, however,

Congress must be careful to avoid complication of off-shore presence

tests which will have the undesirable impact of curbing exports. To

provide incentives for small exporters, the foreign presence tests

need to be as abbreviated as possible and to carry a revenue limit

which will ensure that only mature firms need qualify for additional

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 Administration'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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=BANE
SMALLErBUSINESS ASSOCIATION OF 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.

I 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,

II. OVERALL 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 e WALTHAM, MASSACHUSETTS, 02154 * (017) 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 ECONOMY 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 THES'1E COMPANIES

DEPENDS ON THEIR ABILITY TO ENTER, 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 EVERY 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.

III. COMMENTS ON THE PROPOSED LEGISLATION

A. DISC BENEFITS SHOULD BE EXTENDED TO 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 SERVICESo HUMAN CARE,

PRIVATE SECTOR 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(A)(1)(G), GROSS 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 IS NO REASON

WHY THOSE SERVICES NOT PRESENTLY COVERED BY THE DISC SHOULD

NOT BE AND CANNOT BE. IN FACTo 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 IS 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

S
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IMPORTANCE TO THE NATION. THIS PROCESS OF JOB CREATION

PROVIDES WEALTH IN THE ECONOMY AND CONSEQUENTLY PROVIDES

A STMT'NG 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"PRODUCTSm 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 COW4ERCIAL/OR

HOME USE), . . . OR SIMILAR PROPERTY."

DISC BENEFITS ARE INTENDED PRIMARILY FOR INCOME PRODUCED

FROM THE EXPORT OF GOODS MANUFACTURED IN THE UNITED STATES,

I.E., EXPORT 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.

WIIE OF THE ORIGINAL JUSTIFICATIONS FOR THE DISC, AND

PRESUMABLY NOW THE FSC, IS 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. IT 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 IS 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 LANGUAG_

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 IS IN ALL SUBSTANTIAL WAYS A PRODUCT.

IMPORTANTLY, THE BENEFIT IS 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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STATES ARE CONSIDERED EXPORT PROPERTY. SOFTWARE PROGRAMS

ARE USUALLY PROTECTED BY COPYRIGHT AND ARE LICENSED THESE

LICENSES ALMOST ALWAYS INCLUDE PROHIBITIONS ON MAKING COPIES.

WITH SOME SOFTWARE COMPANIES, A SOFTWARE PROGRAM IS 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 IS 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 IS INCONSISTENIT 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 1551 F.2D 59911 THE

WALT DISNEY PRODUCTIONS CASE (549 F.21 576)j AND THE BING CROSBY
PRODUCTIONS CASE (588 F.2D 12931). 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 IS DUE TO THE FACT

THAT THE TIME OF THE DISC'S ENACTMENT, THE *UNBUNDLED0

SOFTWARE INDUSTRY WAS SMALL AND CONGRESS COULD NOT HAVE

FORESEEN THE EMERGENCE OF THIS IMPORTANT INDUSTRY. TODAY,

HOWEVER, THE INDUSTRY IS 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 DISCj IT WOULD SEEM

TO USE THE BETTER COURSE TO AMEND THE'DISC/FSC DEFINITIOh'11

OF EXPORT PROPERTY 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 FSG'S GROSS

FOREIGN RECEIPTS, AS PROPOSED IN S,18041, 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, FOR 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 NUiBER

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

S-890 0-84-14
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IN THEORY THIS ALTERNATIVE WOULD BENEFIT SMALL COMPANIES

BY NOT 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

S.1804.

OUR CONTENTION THAT THE PROPOSED FSC LEGISLATION IS

LESS THAWIDEAL 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

TO 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).*

IV. 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-PROFIT AGENCIES) FOR IMPLEMENTATION AND ADMINISTRATION.

SBANE's BOARD OF DIRECTORS, ITS 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. Obviously, 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
activities 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-
ities--

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-
tunity to put together what the Assistant Secretary of Commerce
called creative approaches to meeting the objective.

Mr. ROUSH. We certainly support creative approaches to the
process. As I understand the export trading company process at the
moment, it is just beginning to barely reach small businesses. It is
primarily being taken advantage of by larger corporations, and
that would 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 bill is a very close fit, with export trading companies.

Yes, sir?
Mr. MIR.ABITo. 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 hearing 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. Equality 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. MIRA.JITO. 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 purpose, as Ambassador
Lighthizer indicated. This isn't going to be rolling over and playing
dead. So, we have to meet the objections that were lodged 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 relatively
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 might 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 language, you 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, I
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
of 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-
ment and economic process requirements, where an affadavit is
filed.
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The mere shifting of the burden of proof is not enough. There
should be a time limit in which the service could challenge 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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TESIMONY FOR EXPORT TAX INCENTIVE LEGISLATION PRESENTED BY EDWARD L.
FARRELL, JR.

We are pleased to present our comments to the Senate

Finance 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

in over 60 cities in the U.S. and in more than 60 of the world's

major 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.

Reduction on Benefits for New and High
Growth Companies of from 20% to 33%

Too often, the major multinational corporations and their

representatives dominate the discussion of vital international

tr'de issues. However, many now realize that if the U.S. 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 now

and high growth companies in favor of the established and mature

exporters. For these companies 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 PSC

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. In 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 addition, in order not to

penalize exporters with low profit'margins, it is mandatory that

there should be an alternative net profits test. These levels

should automatically be increased with inflation.



(2) Permit a small FSC to benefit from the graduated

rate schedule of Internal Revenue Code Section 11(b).

(3) Direct the Secretazy 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 "S 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 provisions 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 purposes 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-Foreign Trade Income (FTI) of a FSC (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 income already subject to U.S. taxation in the

hands of a FSC is distributed.

(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 for-
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 ciirrency 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. I 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 ro controlled 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 our 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



220

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.

II. The Effect of the Foreign Sales Corporation Act on the

Factoring Transaction.

The proposed legislation will change the current 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 "[Ijincome 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 Sta:es 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.



221

III. 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.

i3-890 0-84-15
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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 invest 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 narrow 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

so 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 third 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.
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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 purchased 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. If 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 some 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 is 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

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 acts 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.
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Although it is true that private letter rulings are not

precedential, there is no question that the Service's analysis

of this issue 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 customers 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 emphasized 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., 1st Sees. (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 foreign 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 discount 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 receivable 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 is 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

is 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 so small as to make little difference in the

Administration's attempt to reduce the Federal deficit.

IV. 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 if 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 deferral 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.]
[The following communications were made a part of the hearing

record:]
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The Honorable Robert J. Dble
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 1983,1 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 I can provide additional information or
assistance to you and your Committee in this regard.

ee ofongPAT
Member of Congress
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OFFICE OF THE GOVERNOR OF GUAM
LcA&W 1. BOMDALLO BD4AMN 1. F. CKU3

GAoA" WASHINGTON LIAISON OFFICE

EWnkaviD. ttZs 16 February 1984 Dwss PJ S

The Honorable Robert Dole
Chairman
Senate Finance Committee
Room 221. Senate Dirksen Building
Washington, D.C. 20510

Dear Senator Dole:

The Governor of Guam, the Honorable Ricardo 3. Bordello, has
authorized the Washington Liaison Office to submit for the record
this letter in support of S. 1804.

Governor Bordallo and the People of Guam endorse the concept of
Foreign Sales Corporations and especially the provision that they
be incorporated in the possessions of the United States of which
Guam is 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.

I. Tax Haven Problems

A DISC is typically a domestic subsidiary of a U.S. company that
is engaged in exporting. Since the "book of account" of both the
holding company and the subsidiary are maintained at the home
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 in tax haven countries throughout the world.
The Administration has voiced concern and plans to close these
loopholes. 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 if the records

H ;iI. OF IHE STAThS a SI TE 520 * 444 9O7H CAPITOt STI T N 1% .5krHAGYON DC 2( I a (20:1 624 5424 5
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The Honorable Robert Dole
Chairman
Senate Finance Committee

16 February 1984
Page Two.

maintained within the United States are the same as the *permanent
book of accounts' maintained at the foreign country location. The
true Income and profits would therefore be dlfficu t to verify.

This problem would not exist if the FSCs were mandated to locate
in the U.S. possessions. Despite uninformed and unfounded
allegations, the U.S. possessions are not and, In fact and law,
cannot be tax havens.

The same Internal Revenue Code and regulations enforced in Kansas,
West Virginia and Hawaii are currently and equally enforced in
Guam, the U.S. Virgin Islands, American Samoa, and will be
applicable In the Commonwealth of the Northern Marlana Islands on
January 1, 1985.

The powers of the U.S. Attorney and the U.S. District Courts of.
Kansas, West Virginia and Hawaii 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 Mariana Islands.

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 specifically exempted, the U.S. codes
are applicable to the possessions.

The possessions are NOT tax havens. Many foreign 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 limit the Incorporation
situs to the U.S. possessions.

II. Balance of Trade

The Congress and the Admini'stration have been complaining about the
current imbalance of trade. Authorizing incorporation In any
foreign country would further aggravate the problem.

If all 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 substantial when we
consider _lhe cost of --
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Chairman
Senate Finance Committee

16 February 1984
Page Three.

a) office space
b) employees
c) "foreign trading gross receipts"

1) sale exchange or disposition of export property
2) "engineering or architectural services for

construction projects located outside the
United States

d) managerial services
e meetings of the shareholders and Board outside the

United States
1I travelhotel and related costs

f banking services
g legal and accounting retainers

If the incorporation situs Is restricted to the U.S. possessions,
all the aforestated costs would inure to U.S. citizens in the
possessions which would keep the money within the U.S. system
therefore not increasing our trade deficit, while increasing the
U.S. tax basis and revenue.

Ill. Budget Considerations

The President's FY'85 Budget proposal does not provide for capital
improvement funds for the possessions of Guam, Virgin Islands and
the Commonwealth of the Northern Mariana 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 deficit issue caused the Administration to zero out any
construction grants for the possessions. The possessions are
suffering the same type of deficit problems the federal government
is experiencing. They therefore cannot afford to underwrite needed
infrastructure costs on their own.

The federal government has one of several choices:

1) appropriate for the construction needs of the
possessions;

2) allow the possessions to wallow In their problems;

3) pass legislation that would enhance the economy of
the possessions thereby encouraging them to become
self-sustaining.

33-890 0-84-16
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The first two options are unacceptable because of the federal
deficit and the U.S. image abroad. The third option is therefore
the most viable.

Restricting the incorporation situs 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
a number other ways. The exposure and requirement that certain
activities, especially 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 potential of Guam
as the office and financial center for the Asian Pacific region.
These directors would see, firsthand, Guam's --

accessibility to markets in the Asian Pacific region

-- politically stable and receptive business climate

-- efficient communications systems linking Guam to the
United States and Asia

-- efficient air and water carrier services

-- lower costs of living than other office centers in
Asia

-- potential as the situs for manufacturing and other
corporate related activities.

The same would be true for the other possessions. The end product
would be that the economies of the possessions would be enhanced,
therby 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 raised.

The European community has not indicated full support of the FSC
legislation 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 our attempt to satisfy GATT. Foreign 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 their sincerest "Si
Yu'us Ma'ase* for your attention and hopefully your affirmative
consideration of this statement.

Respectfully submitted,
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February 3, 1984

The Honorable Robert Dole
Chairman
Committee on Finance
United States Senate
Washington, D. C. 20510

Dear Hr. 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 in
our Nation's export picture.

I recognize that the Administration drafted S. 1804 with the
objective of meeting the concerns of the General Agreement on
Tariffs and Trade (GATT). This i-s clearly a laudable objective
and effort. Nevertheless, the repeal of DISC should not be accom-
plished at the expense of the small business person. It is essen-
tial that ye remain cognizant of the fact that small business
creates approximately 80 percent of the net new jobs in this country
and may well be a tremendous source of new American export oppor-
tunities. In fact, according to the United States Commerce Depart-
ment, there are approximately 20,000 United States firms which
possess export potential, but have been unable to participate in
foreign trade due to the complexities of initiating an export
operation.

In order to encourage a greater small business involvement
in the international 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 dramaticat ly change the present proposal under
consideration other than to provide a small business dimension to
this legislation.

This would be accomplished by minimizing 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 a subsidiary, known as a "small American
international trade corporation" (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
would not be required to appoint a nonresident director. In
order to qualify as a small AITC, the small firs would be
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required to have under $10 million in average gross receipts end
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, a small AITC would be
allowed to generate foreign trading gross receipts from the per-
formance of services. My proposal would also require the Treasury
Department to draft regulations permitting shareholders of an AITC
to participate on a joint basis or in a joint trading company ven-
ture. Finally, to ensure a smooth transition for small firm which
currently operate a DISC, these small businesses would be allowed
five years to effectuate compliance with the new export tax measure.

My approach is 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 view of the vital role of small business in the job gen-
eration process, I strongly urge this panel to give favorable
consideration to the unique needs of the small business community
in its attempt to capture an equitable share of this Nation's ex-
port trade.

Thank you for the opportunity to present my views on this

important issue.

With best wishes and kind rege ds,

incerely,

Henry J.WNowak
sha ir n
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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 (FOREIGN 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 foreign 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 is 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 Comittee should consider limiting the eligible

locations for establishing an FSC to t,-ie 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 .31ands 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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THE AMERICAN ASSOCIATION OF EXPORTERS AND IMPORTERS

FOR

THE COMMITTEE ON FINANCE OF THE INITErn STATES SENATE

ON

THE FOREIGN SALES CORPORATION ACT (S. 1804)

February 3, 1984

American Association of
Exporters and

Importers 11 West 42nd Street, New York, N. Y. 10036 (212) 944-2230
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EXECUTIVE SUMMARY

The American Association of Exporters and Importers (AAEI) strongly supports the
concept of the Domestic International Sales Corporation (nIsc) and opposes any
elimination of Its benefits. If an alternative program is needed to meet
complaints of U.S. trading partners in the ,ATT, the substitute should not offer
less benefits than are presently available to DISC users.

AAEi 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, AAE| believes that the Foreign Sales Corporation (FSC) Act,
S. 1804, as it is presently drafted, falls short in a number of areas in meeting
the Administration's export promotion goals for the legislation, particularly as
regards small and medium-sized exporters.

AAEI recomends that the Comm~ittee amend S. 1804 in the following ways to
address these apparent deficiencies;

Expand the 'Small FSC' option 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 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 S2.5 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 established at the time of nassaqe.

Eliminate the "qualified assets" requirements of the DISC option to permit
flexibility in internal allocation of resources which is particularly
critical for small exporters and new-to-export firms.

The relationship hetweon "Joint FSCs" and Cornerce 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 to be drawn up.

Delete the provisions, In Section 2(c) of S. 1804, which 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 wuld be
taxed currently on its income even if it is not distributed to the parent.
("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. As Section 2(c) would make
it more difficult for American multinationals to finance U.S. exports, its
inclusion is inappropriate in a bill whose overall goal is to promote U.S.
exports.)
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The American Association of Exporters and Importers (AAEI) welcomes this

opportunity to share our concerns abot.t the Administration's proposal to

replace the fomestic International Sales Corporation (f)ISC) 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, both larqe arid small.

With 1,400 U.S.-company members nationwide engaged In the export, import and

distribution of goods and services worldwide, AEI Is the only organization In

the country specifically representing the interests of exporters and importers.

Nearly half of AAEI's members are exporters. A larqe proportion of these

exporters are small and medium-sized companies. Still others are just now

launchinq export activities. AAE| believes that the nISC Proqram provides an

important aid to U.S. exporters who must compete in the International market-

place with foreign competitors oho enjoy the benefit of taxAtion systems Aich

are more favorable to exporting than is the American system.

AAEI stronqly supports the concept of the DISC and opposes any elimination of

its benefits. If an alternative program to the DISC is needed to address

objections of our tradinq partners in the General Arreement on Tariffs and

Trade, the substitute should not offer less benefits than are presently

available to MISC 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 Co'mmunity (EC) about agricultural subsidies,

steel imports and other Issues, we can envision continued debate about the FSC

program. 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 substantive and more burdensome than miqht he necessary to

meet complaints.

In general , we endorse the government's good faith effort to resolve this

international dispute while preserving the benefits of a DISC-like program for

U.S. exporters. We trqe below, however, that the category of companies that

could qualify for exemption from substantial foreign activity requirements be

expanded to a broader qroup of small exporters than is currently proposed.

In introducinq S. 1804 (The Foreiqn Sales Corporation Act of 1983) the Admin-

istration stated its intention to maintain the financial incentives of a

DISC-like substitute in order to maintain exporter use, to avoid any tax

increases for exporters, and to ensure that the FSC wuld continue to be

usable by small businesses in particular.

AAE! fully supports these qoals. We are concerned, however, that the

legislation as it is presently drafted does not meet all of them as well as It
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could and must if the replacement of the DISC program with S. 1804 is not to

result in less, rather than rore, incentive for U.S. exporters to begin or

expand their business abroad.

We should like to focus in particular on those areas where w believe the

legislation fails to live up to the requirement that small businesses be able

to use the program.

The foreign presence requirements Pose the greatest obstacles to the proqram's

usability by small companies. As it is now drafted, the small business

exception provisions, while headed in the riqht direction, do not Qo far

enough.

FSC REqUIREMENTS

Organizational and Foreign Presence Requirements

As presently drafted, S. 1804 requires that to qualify for the tax exempt

treatment of a part of its foreiqn trade Incone, a FSC must:

" be created or organized under the laws of any foreign country 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-U.S. resident on its Board of Directors; and

" hold all Board and shareholder meetings outside the U.S.
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Further, the FSC must perform the following activities (either itself, or

through an aqent) in connection with any transaction qualifying as a 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

. 5n 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. (i.e. in foreiqn direct costs).

Alternatively, a FSC may qualify if 85% of the total direct costs attributable

to the transaction are incurred in each of at least tuo of the following

activities:

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
heginninq of a conission 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 (i.e. billinq and collection);
and

5. 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 enqage in to qualify for the tax exemptions.



250

The small business exporter, we believe, will be particularly affected by these

requirements. The hasic requirement of offshore presence (and its attendant

capital outlays) in and of itself poses a real obstacle to small exporters,

especially those which have no exoerience abroad. The lonq list of further

activities (if strictly required) would put the FSC program beyond the reach

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, either becAusp they lack information

about exporting opportunities and methods or because they are scared off by

what appear to be overwhelmingly complex and costly procedures.

If the Administration expects the small business community which uses the ISC

to take similar advantage of the FSC (and if It hopes to draw in some of the

untApped export potential amnq the 20-30,000 non-exporters), we believe that

the provisions reqardinq small business exceptions to foreign presence require-

ments must be clarified, and in some important respects, modified.

SMALL ROSINESS EXCEPTIONS

S. 1804 offers two exceptions from the rules governinq FSCs, for sM11

companies: 1) an Interest Charqe DISC and 2) Small FSC Provisions.
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Interest 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 DISCs, 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 it would

have had to pay until such time as the tax is due. For many small companies,

paying an interest charge nn that deferral could wipe out its value completely.

Depending upon the interest rate and the cost of fLnds to the exporter, the

interest charqe could exceed the current benefits of nISC in the lonq run, as

deferred income accumulates and intereston that income comes due. However,

for some small companies, the availability of any extra capital for export

expansion (even for a short period of time) will be welcome.

We believe there is a Qood deal of confusion within the business community on

the question of whether new DISCS, as such, can-be formed after the FSC leqis-

lation becomes effective. We understand from one of the drafters of the

Administration's proposal that the interest charge DISC option is to be made

available to new DISCs, 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 Charqe DISC option valuable to small companies,

(and particularly these which are new to export), the "qualified assets"

requirements of the ISC option (that tax deferred income he Invested in
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qualified export assets) should be eliminated. Companies that are just now

launching export activities will need greater flexibility in the use of earned

capital (particularly If they must expend some of it on interest payments).

Small FSC Provisions

S. 1804 wuld permit small businesses with less than $2.5 million In foreign

trading gross receipts to use the new FSC provisions if they satisfy the

foreign incorporation, office raintance, accounting, and non-resident hoard

member requirements for FSCs. The foreign economic activities requirements

wuld be waived.

AAEI believes that small businesses could meet these requirements (especially

if they could jointly maintain foreign offices). The $2.5 million limitation,

however, would exclude a large number of small businesses now using DISC.

He support the recommendation, made by the U.S. Chamber of Commerce before

this Cornittee on Novembpr 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 $

million." This phased-in approach kould give those small businesses with rnore

than $2.5 million in foreign gross receipts time to develop the internal

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 w)uld be insignificant in terms of our trading interests. We note, for

exanple, that in the 1981 DISC year, the DISCs that accounted for nearly 85%

of all returns (DISC's with less than $10 million in nISC foreiqn sales),

accounted for only some 8.4% of total DISC qross receipts. 1 / Althouqh the

benefits in total dollar terms are minimal, we believe the benefit to the U.S.

economy In the lonq run of ensuring the usability of the FSC hy these largerr"

small businesses Is substantial.

Joint FSCs

AAEI appreciates the thinking behind the Administration's joint FSC proposal.

While we believe that a joint FSC provision is desirable, we have some

questions about the proposal and, more basically, 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 vould appear to be particularly so for companies with little

or no experience in foreiqn business.

1/ 1981 Annual Report, "The Operation and Effect of the Domestic
International Sales Corporation Legislation, the Department of the
Treasury, July 1983, Table 4-3 (p. 22).

33-890 0-84---17
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In fact, at a recent seminar AAE! held on the Essentials of Successful

Exportinq for Small and Medium-Sized Companies, representatives of hiQhly

successful exporting companies counseled would-be, or relatively inexperienced

exporters, not to beqin exporting through other companies. Specifically urqed

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 oldest export management companies in the country

pointedly noted that new exporters are not good candidates for export

management company and export trading company handling of their foreign

business. Getting experience for themselves In foreign markets was urged as

the first step in taking advantage of export opportunities.

AAEI has in the past consistently supported the efforts of the Administration

and the Congress to promote U.S. exports by encouraqinq 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

smell manufacturers into the export sector In larqe 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 (Ht.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

envisions Joint FSCs sharing pricing and other Information which activity

could raise antitrust l1abilitiet for them. If so, does the Administration

contemplate seeking passage of leqislation (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 1982?

We have raised these questions with the Office of the U.S. Trade Representative

and with the Office of Trading Company Affairs in 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 "Nnn-competitive

per se". While we welcome this attitude, we believe some specific language in

the statute to this effect would he more reassuring to exporters contemplating

forming joint FSCs.

We understand also that the Administration expects that companies which plan to

form a joint FSC, and which anticipate or fear antitrust liability, wi go to

the Commerce D)epartment 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 looked 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 sharlnq of information entailed by

fuller export trading company activities).



256

We wonder how the certification process might work for a trading company

applicant proposinq to administer a FSC for some nf its members and to conduct

export trading company operations for other suppliers who are not in the FSC.

Under the terms of S.104, would the ETC itself become a member of the Joint

FSC? The Commerce Department has acknowledged that as the ETC certificate is

now designed the antitrust protection that it confers is limited to the

shareholders of the incorporated ETC itself -- i.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 goods.

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 believe 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

companies which are not movlnq to join as shareholders with other companies to

form a full-fledqed 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 satisfying foreign

office requirements under the small business exception option). Raising 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 Receivables of Related Persons

The factoring of receivables provides an Important source of financing for many

domestic and multinational corporations. The capital earned by the UI.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 distribut d to the parent.

Realistically speaking, the dollar contribution of large enterprises to the

U.S. export effort (and to the U.S. balance of trade) far exceeds that of

small companies (the "potential" thousands notwithstanding). By making it

more difficult for American multinationals to finance U.S. experts, AAE!

believes that the adoption of this provision is clearly antithetical to the

overall qoal of promrotinq U.S. exports which S. 184 is intended to further.

One further aspect of Section 2(c) which we find disturbing is that the

provisinn as now written is to qo into effect on Auqust 4, 1983 (the date on

which the bill was introduced). As a matter of practical business functioning,

this retroactive tax provision poses a serious burden 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 is 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 •

decisions based on a speculative evaluation of whether the legislation will

pass in its present form or will be amended. AAEI urges the Congress to avoid

adding to the uncertainties that already face U.S. exporters.

Conclusion

As a strong and consistent supporter of an open international trading system

and the multilateral agreements which have made it possible, AAEI believes that

if a program is to he 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 wuld be self-defeating.

In practical terms, we believe that active involvement overseas by new

exporters and small exporters strugqlinq to expand their business overseas

will be a healthy development. However, AAEI urqes the rnnqress to recognize

that even largerr" small exporters will be denied the maxinum help they need

in financing their exports if the substitute program does not ease their

transition into substantial foreign operations over time.

AAEI believes that any substitute for the ISC should not reduce the benefits

that the DISC has provided to U.S. exporters. AAEI stands ready to help this

Committee in any way we can to draw up a realistic, and satisfactory, DISC

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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Appendi x

Amendment to Small FSC Provision of S. 1804

Amend Section 924(b)(2)(8) to read:

(1) In general -- any foreign trading qrnss receipts of a small FSC for the
taxable year which exceed $5,000,000 shall not be taken into account in
determining the exempt foreign 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 --

Suhsection (i) shall he applied by
If the taxable year begins in suhstitutinq for "$2,500,000" the

calendar year following amount:

1984 $10,000,000
1985 9,0o,00
1986 8,000,000 -

1987 7 ,000 ,00n
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 Foreign

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 actival 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 international 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. Consequently, we believe that the

position taken by GATT with respect to the United 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 alternative

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 April 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

- 2 -
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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 percent 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.

- 3 -
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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 meetings 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 thaL this

exchange of views has accomplished much which isr flected in

S.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 (FSC) is a practical, cost efficient alternative to

DISC. These issues include the following:

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.

- 4 -
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2. S.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 FSC 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 FSCs 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.

3. Most of the attention in the development of S.1804

seems to have been eit-her 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

islands 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 l(c) of the Act (deal-

ing with treatment of certain trade receivables) is

unrelated to this important legislation and can only

complicate and obstruct this legislation. If it is

deemed appropriate to make legislative changes with

respect to the treatment of such trade receivables, it

should be handled as separate legislation or as part

of an omnibus 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.

- 6 -



266

STATEMENT OF

WILLIAM B. MODAHL

MANAGER, TAX AFFAIRS

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

FEBRUARY 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 Corporation, 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 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 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 Counicil 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



268

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 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 increasing levels of R&D. DISC has helped expand exports

at Di-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 0-84--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.

Finally, 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 Commnunities and others sought, 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. In 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 sourM. 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 issues has arisen. The following are the

major ones:

I. 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 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. Foreign Tax Credit With Respect to Non-Exempt FTI. It appears

that no foreign 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.



275

4. Factoring. 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 PSC

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 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 FSC system is a smooth one. In

particular, all DISCs should not be required to meet the export assets

test of S 992 as of the same date. Further, DISC benefits should 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
Senate Comittee on Finance

Concerning S. 1804,
"Foreign Sales Corporation Act of 1983"

SUMMAry of Princij, l Points

Subject to certain procedural objections and based on our understanding that

normalcy in GATT deliberations will be unattainable for U.S. trade negotiators while

DISC romins in effect, ye endorse the conversion of the DISC export tax incentive to

a FSC-type mechanism using a territorial concept of taxing jurisdiction. In our

opinion, the FSC legislation, S. 180A, should conform to the following principles and

objectives:

1. A U.S. export tax incentive continues to be a necessary part of

our foreign trade policy, and it should operate as a territorial

jurisdiction exception to our existing federal income tax if our

purpose is to respond to GATT complaints about DISC.

2. All accumulated DISC deferrals mst be deemed previously taxed and

=o subject to further taxation.\

3. 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 available by the governments of our major

trading partners to their taxpayers.

4. FSC should be made as simple to use as possible, consistent with

recognized standards of GATT-comipatiblility, and mall business

"relief" provisions should be made as liberal as GATT standards

and revenue constraints 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
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operations can be cownenced vitbout loss of inteded benefits for

affected parties and transactions.

6. In viev of the degree of urgency assigned to this mtter by the

U.S. Trade Representative, Congress should act on the proposal in

the Second Session of the current Congress.

For technical co. ents and recommendation beyond the scope of this suiry,

please refer to the min body of the API statment.
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MACHINERY AND ALLIED PRODUCTS INSTITUTE

S. 1804: Public arina. on Proposed Foreign Sale. Corporation
Relacment for Doestic International Salv 9=Ation

Export Tax Incentive

Introduction

The acbinery and Allied Products Institute (NAPI) is pleased to have this

opportunity to present its views to the Senate Committee on Finance concerning S.

1804 to establish a Foreign Sales Corporation (FSC) replacemnt for the existing

Domestic International Sales Corporation (DISC) export tax incentive. We request

that our statement, including the susary of principal points, attached, be included

in full text in the record of this public bearing.

HVAI'sltr

As the Cmmittee my know, MAPI is the national organization, research arm,

and advocate for the capital goods and allied product industries in the United

States. The industries in question are mong the largest exporters in this country

and, as a consequence. MAPI has a direct and immediate interest in the subject of the

current proceeding. It nay be recalled that ve vigorously supported the

establishment of DISC as part of the Revenue Act of 1971 to restore some measure of

balance to U.S. government participation as compared to other countries'

participation in the encouragement of export activities. Similarly, ve have defended

DISC as a viable and vital mechanism of U.S. export policy, and a positive factor

influencing our balance of trade and payments, national income, and U.S. employment

whenever it has come under question here by persons unfailiar rith its purposes and

beneficial effects.

Som Reason for the Bill

We nov find ourselves confronted vith a proposal to eliminate DISC and to

establish a FSC mechanism 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, we are informed that U.S. negotiators have

exhausted their remedies-vis-a-vis DISC-for the resolution of disputes within the

GATT framework, and that the Office of the U.S. Trade Representative cannot proceed

with its program for the dismantlement 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 Cimnmity (EC) has

formally demanded that the GATT Council set up a working party to determine the

"damges" from DISC to the EC and other signatories, a demand that ws rejected

pending U.S. congressional progress in bringing DISC into conformity vith GATr.

Our Position. in Brief

To summarize our position, we have serious reservations about the handling

of the DISC issue in Geneva, including the unilateral concession adverse to U.S.

interests, and without congressional and public notification, made on June 8, 1979,

by a 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

negotiators 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 territorial jurisdiction mode of the type used under GATT by certain

of our vociferous trading partners.

In that connection, we feel that no reparations for DISC should be owed to

the complainants, because neither DISC nor FSC (as conceived) provides levels of

export subsidization and/or trade restriction approaching those of our major trading



281

partners. Also, ye are fully aware that the conversion of DISC to FSC on a revenuc

neutral basis viii 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 damages.

Also, we are aware that if the FSC has no operational substance it viii 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 culti-jurisdictional enterprises on a worldvide

combined reporting basis, a subject we expect to come before this Comaittee in the

next Congress-if not sooner.

Certain Fundmental Principles

Acknowledging 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 maerous

technical observations to make, we believe that the legislation should be shaped in

the light of certain fundamental principles, as follows:

1. An export tax incentive continues to be needed and should operate

as a territorial jurisdiction exception to our existing system if

our objective is to respond to GATT complaints.

2. All accumulated DISC deferrals ust be deemed previously taxed and

not subject to 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 wade available by the governments of our major
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trading partners to their taxpayers. 'Parity" for U.S. exporters

may require some flexibility with respect to the revenue-

neutrality of the proposal.

4. The FSC should be made as simple to use as possible, consistent

vith recognized standards of GAT-comatibility, judged by actual

practices rather than abstract notions of compliance, and mall

business "relief" provisions 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 view of the degree of urgency usied to this matter by the

U.S. Trade Representative, Congress should act on the proposal in

the Second Session of the current Congress.

Further general and technical coments are set forth below following a

background note.

k ground

Policy CoMsideration

DISC was enacted as part of the Revenue Act of 1971 to help increase the

level of U.S. exports and improve the U.S. balance of payments and trade, the latter

of which were then more or less continuously in deficit. Considerable concern

leading to enactment had to do with export subsidization practices of our major

trading partners, particularly those that (1) relied more heavily on value-added

taxes than income taxes and applied such value-added taxes to imported goods while

rebatin$ the taxes for exported goods, and/or (2) used concepts of territorial
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jurisdiction that could be particularly advantageous for export operations. Inasmuch

as this country had no tax on value added with its built-in export subsidy and

already used a worldwide concept of taxing jurisdiction for its income tax, Congress

countered with 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

about its cost succeeded as part of the Tax Reform Act of 1976 in linking the tax

benefit to the annual increase in a firm's export salea. Then, still later, as part

of a generalized thrust against tax preferences, Congress reduced the DISC benefit

somewhat as part of the Tax Equity and fiscal Responsibility Act of 1982.

GAIT Revie of DISC

Keanvbile, our co-signatories to the CAT became perturbed about the DISC

because they considered it to be an export subsidy of a type that was illegal under

the treaty. In 1972, three EC nations submitted a complaint to the GATT Council,

which then convened a panel of experts to study the matter and report on its

findings. The United States filed its own grievances against the sane three

countries, charging that their territorial system of taxation also constituted

illegal export subsidies. The panel of experts reported in 1976 that DISC v in

violation of CATT because--as nearly as we can determine-the U.S. firms were not

paying interest to the Treasury Department on the deferred taxes and hence were

mjoying tax exemption contrary to GAIT rules. The European territorial system were

found to be compatible with GATT as long as am's-length pricing was used.

In 1981, after woch time spent by the CC and U.8.-"adversaries" in trying to

reach a compromise, the GATT Council accepted the panel report subject to

understandings that (1) territorial systems vould be acceptable with am's-length
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pricing; and (2) countries could challenge DISC individually but the United States

vould maintain its right to defend.

Further Cballenzes and Then M

In mid-1982, DISC was again challenged, this time by Canada 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 arch 1983 and a-

more definitive outline of which was released in June 1983. S. 1804 and its

companion bill, H.R. 3810, were introduced in August, and Treasury is nov working

on--and, at the time of preparation of this statement, has not yet released-#

revised technical explanation of its proposal. The FSC proposal is said to be

designed to achieve undisputed legality under GATT, and would be revenue-eutral as

compared to existing law (including DISC). Unlike DISC, FSC would be foreign-

incorporated and would have to met various requirments of foreign managtt and

foreign economic processes. Also, rather than conferring tax benefit by federal

income tax deferral, a FSC would basically derive its benefit from U.8.-foreign tax-

rate differentials. A portion of the foreign trading income of a SC Mwild be eeppt

from taxation in this country, and the entity could be operated in a buy-sell or

commission format.

Qualifying small M8Cs would be excused of the foreign presence requirements,

and qualifying small DISCs could continue as DISCs subject to interest charges

payable to the Treasury Deparment based on the Treaury bill rate.

The Pronosal: In General

We previously mentioned in sumry, certain "fundamentals" that either

should be reflected in the FSC propsal or, if already present in the Adinstration's
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version, should be preserved as the legislation passes through Congress. Some

aplification follows.

Territorialit1 and Incentives

It is apparent from the dialogue that has taken place in Geneva that the

expert panels and our trading partners are 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, whereas a tax deferral to benefit export income within a system such

as the U.S. federal income tax with its worldwide 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 agree that the territorial-exception approach is best.

As to the continuing need for an export tax incentive, we think it is

essential. DISC was created in response to export tax subsidization and trade

restrictive practices that were extensive, and the situation has not abated.

Furthermore, we do not subscribe to the view held by some that export tax subsidies

are meaningless where currencies are in a floating 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.S. 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 many public- and private-sector interactions that 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 0-84-19
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On the subject of export incentives generally, ye should point out that a

self-executing tax incentive such as DISC or the proposed FSC is an appropriate and

efficient response to the tax incentives employed abroad. At mne time, the Treasury

staff expressed reluctance about this, suggesting that lover taxes overall or

increased Eximbank authorizations might suffice. Treasury has since been disabused

of the notion, but ve 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

widely available, even though it is very important in its own right.

Accunlated Deferrals

In changing away from the DISC mode, it is essential that accumulated DISC

deferrals be deemed previously taxed and not subject to further taxation. Although

the DISC benefit has always been referred to as a "deferral," the predominant view

within the independent accounting and corporate taxpayer csmmnities has always been

to the effect that the deferral would be permanent. It is only on this basis that

the DISC mecbansw-intended to place U.S. exporters on a more nearly level playing

field with their heavily subsidized foreign competltors--could have had its intended

effect. ?ost U.S.-based companies with DISC subsidiaries have M treated potential

DISC taxation as a contingency for which they sot accrue. Consequently, taxation of

the accumulated deferrals on any basis could have a devastating effect on their

financial statements and the markets for their securities, not to mention the

unexpected drain on cash flow.

Ve should add that taxing the accumulated DISC deferrals would bi

inconsistent with the purpose of continuing the port tax incentive while simply

changing it to a GATT-compatible format. Also, there has been nw discussion of

"retroactively" curbing the DISC incentive, vberea a tax on accumulated deferrals
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vould have that effect. Considering that exporters entered into transacLions vdNi

certain understandings and expectations regarding the tax effects, a tax on the

deferrals at this tim would be a most inequitable reversal of the ground rules.

Further, we have every reason to think that a tax on the accumulated

deferrals would be contrary to the 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 wold have

been without DISC, roughly a 16 percent increase over DISC year 1980.1l This

increase in exports induced by DISC means that a very substantial nmber of domestic

jobs ver created solely by virtue of the DISC. Inaasuch as nonelectrical machinery,

transportation equipment, and cbemicals accounted for the largest dollar mounts of

DISC income, one can see that important sectors of the ecoadmy were buoyed by the

export stimulant. Although Treasury's static analysis of revenue ieact showed a

$1.65 billion loss for DISC year 1981, at least one private-sector organization using

more dynamic revenue analysis techniques has concluded in a moderate price response

scenario that for every dollar spent on DISC in terms of revenues foregone, the

Treasury receives 81.24 in additional revenue collectiono./2 -*

Obviously, these beneficial effects of DISC vould not have been realised to

the extent indicated if the DISC incentive had been reduced, and serious hardship

would he occasioned by taxing acculated deferrals after-tbe-fact. S. 1804 deals

vith this mtter properly, and any efforts to tax the deferrals should be resisted.

1/ "The Operation and Effect of the Domestic International Sales Corporation
Leislation-1981 AnnIal Report," Departet of the Treasury, July 1983.

I/ "eonomic Impacts of the Domestic International Sales Corporation (DISC) Tax
Provisions," Price Waterhouse (Washington, D.C.), April 1982.
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Par it.

In the best of all worlds, it perhaps would be unnecessary to have

countervailing subsidies, countervailing duties, quotas, and the like. Market forces

would operate without thi-nterference of tariff and nontariff barriers.

Corporations and entire national economies would concentrate on what they do best,

and growing economic interdependence would result not only in a more efficient

allocation of resources but also in more harmonious relationships aong mebera of

the global economy. Of course, we have not yet reached this state of Nirvana, and

instead must work through loosely knit confederations like GATT. Where there are

trade impediments such as exist with territorial-jurisdiction tax system 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); adjust strictly within the framevork

of our existing system (e.g, DISC); respond in some nontax context; do nothing at

all; ask our friends to send their ways; 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 a ?SC now, it has seemed to us that equity for U.S. exporters requires that

they be given a substantial incentive equivalent in scope and effect to the tax

mechanisms made available by the governments of our major trading partners to their

exporters. We recognize that exact parity cannot be achieved, but some approximation

of parity should be the objective. Although a revenue-neutral FSC my seem more

acceptable in these times of federal budgetary stringency than one that has a major

revenue cost, vs would remind the Comittee that the original DISC wa-as indicated

in the background, earlier--truncated twice, less for concern about U.S. exports than

to satisfy certain revenue projections. Also, as already noted, there is substantial

authority for the proposition that DISC did not have any cost to Treasury because of

revenue feedback.

-V
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We simply suggest that the Committee stay flexible about revenue-neutrality,

and not allow a preoccupation with such neutrality to prejudge questions that my

arise about liberalized definitions, transfer pricing, the determination of exempt

foreign trade income, and other characteristics of S. 1804 having cost implications.

Simplicity

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 assets 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 GATr, we

recommend that the Committee require as few as are needed to pass meter under GATr.

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 GATr requirements of foreign Freaence and economic substance. Indeed, the

Committee may find it feasible to slacken the requirements now contained in S. 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 administrative 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 apparatus (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 special 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.

Transitions

Transitions always are a nettlesome part of the tax legislative and

regulatory process, and S. 1804 is no exception to the rule. Many taxpayers have

cemented 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 thet 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 FSC. With FSC becoming effective on a particular date-such as

January 1 of the first year beginning after enactment, 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 recommend that attention be

given to the omission.

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 allowed 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 rescue 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 Spcific

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 Processes
(Section 924(d)(l)(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.--One concern we have with "solicitation" is that an unsolicited

order could come to a U.S. related party from a 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 the 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

unsolicited 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 Eonomic Percente

(Sections 924(d)(l)(B) and (d)(2))

These sections contain the requirements for performing foreign economic

processes so 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).

Coent.--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 percentages being but one, and we

believe that the Committee should review and provide information in its report with

respect to these determinations.

Agents' Fees
(Sections 924(d)(1)(A) and (e))

The foreign economic processes referred to in the sections just noted may be

burdensome, and some 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

with 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 mounts. 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
(Sections 924(d)(3)(B) and (e))

All or some of the Section 924(e). activities mst be performed either 50

percent or 85 percent outside the United States, according to the definiti6n 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? Is 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

Comittee report. We think it is desirable for IRS to have some guidance from

Congress for the preparation of its regulations.

I-
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Cosissins and economic Processes
(Section 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.

Comment.--We question whether everything about a commission FSC should be

left to the Secretary as it pertains to economic processes and the disposition of

property. Why is the bill written mainly in terms of a buy-sell FSC? As the

Comittee 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 as they pertain to buy-

sell FSCs. We doubt that Treasury should be left with this much discretion, and

suggest that the Commnittee provide more guidance.

Dinosition of Mxzxrt .Proerty
(Section 924(e ))

1-1 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 categories 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)(l)(A)? Also, we doubt that all of the disposition

activities would fit a commission FSC as compared to a buy-sell FSC.

Similarly, vhat do various words and phrases mean in Section 924(e)? How

does one "process a customer order"? Kight 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 "assumption 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(f)(l) dAiada))

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.

n .- The areas of "foreign management" and "foreign economic processes"

could be difficult 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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without 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.

Subsidies
(Section 924()(l(O )

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 accomplishedd by a subsidy granted by the United States or any

instrumentality thereof."

Comment .-- We realize that the "subsidy" concept has been adopted directly

from Code Section 993(a)(2)(B) of DISC, and therefore is not new. However, we would

like to know whether the provision would be implemented as it has been under DISC, or

whether Treasury has other things in mind. For example, some persons consider tax

deductions, exclusions, exemptions, credits, etc., to be subsidies, whatever 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.

Military Proeert
(Section 924()(2))

This provision would state that the term "foreign trading gross receipts"

would 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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Comment .- 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 may be aware, U.S.

manufacturers of munitionss 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, and, in our opinion,

S. 1804 should be purged of it as well.

Comissi n. Rentals, M=arinal CQsting
(Section 925(b)(1) and (2))

The Secretary would be instructed to prescribe regulations setting forth (1)

rules which are consistent with the general rules for transfer pricing in the case of

commissions, 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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Administrative Pricine
(Section 925(c)(1) and (2))

The requirements for the use of administrative pricing will be met for a

sale by a FSC 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 this provision, access to administrative pricing would

be much more difficult than the basic test of qualifying for foreign trading gross

receipts from a transaction. Specifically, it appears to us that all 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

without 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.

DLrect Use Outside the United States
(Section 927(a)(1)(D))

The terms "export property" would be construed to mean property that, song

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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CogMan.--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 goods then sells from its foreign 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 a 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.

Foreign Content
.(Sec tion 927(a) (1)(0))

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 as having 80 percent foreign content, even

though it does not. Perhaps the FSC bill should indicate that no mount of value-

added in the United States would be treated as foreign content.

Excluded Property
(Section 927(a)(2)(B))

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 scm exceptions), good will, traderks, trade brands, franchises,

or other like property.

C -nt.-We are concerns that this provision might be construed to exclude

computer software. Either Section 927(a)(1) should make clear that export property

includes computer software or Section 97(a)(2) should clarify that computer software

is not excluded. Treating the subject matter as "included" property would be

preferable.

lat 2d 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 mount which would be treated as foreign source incot earned by such

person if the pricing rule under Section 994 (DISC interccmpany 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 income by reference to the DISC pricing rule of Code Section 994. The meaning

is unclear to us, and we do not think that the language is very well composed.

Consequently, we will look for an explanation in Treasury's revised technical

explanation. Meanwhile, we suggest that the Coittee ascertain what is intended,

review the propriety of the limitation, and plan to explain the sme in the Com.ittee

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) all carrying charges received by a FSC,

S3- 9 0--4--20



302

shall be treated as income effectively connected with the conduct of a trade or

business conducted through a permanent 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 appear 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 rationale 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 Office
(Section 922(a)(1)(D)(i))

The term "FSC" would be defined to mean any corporation that, aong other

requirements, maintains an office located outside the United States during the

taxable year.

Comment.--What form mist the foreign office take? Can it be part of an

existing office if it pays an allocable share of the rent? Can it "share" the

personnel of an existing office? We believe that some minimum standards aimed at

ease of taxpayer administration should be set forth either in the statute itself or

in the Committee report.

Exemt Foreian Trade Ini_
(Section1 9.23)

Sectioni 923 defines "exempt foreign trade income" to mean the aggregate

amount of all 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 derives 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 the 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, we feel 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 mounts 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 be revenue-neutral. Inasmuch as the computation of exempt

foreign trade income is a very sensitive part of the entire proposal and has a direct

bearing on the mount of tax benefit to be derived from export transactions, we feel

that some illumination (and perhaps liberalization) would be in order.

The hml! TSC
(Section 924(b)(2)(B)(i))

A qualifying small FSC would not be subject to the foreign management and

foreign economic processes provisions of proposed Section 924(b), (c), and (d). One

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 earlier, one wonders why $2.5 million of

foreign trading gross receipts was set as the limitation on the exemption of small

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-wargin export transactions.

Overseas Receivables Companies
(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 described 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) would 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(0), 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 help them achieve their purpose. Inasmuch as FSC is enough

to have on the agenda 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 sees objectionable, and should not

be retained in the bill in the absence of a clear and convincing policy rationale.

Taxable Yea
(Sect ion .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.)"

.coent.-Considering that the 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 already provided

elsewhere in the Code in a provision allovin, the Comissioner to approve a different

taxable year :or a subsidiary? On yet another matter, if a parent company has a

September 30 fiscal year, could a FSC still begin on its effective date-presumably

the first day of the calendar year-and file a short-year return? If not, why not?

ExDort Trade Coror.lij

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 mounts previously included in

gross income of a shareholder and therefore exempt from taxation.

Comment .- We are unable to find a provision dealing with accumlated income

of an export trade corporation in S. 1804. The representation made in the technical

explanation should be carried out in the statute.

Service Industries

Some service industries apparently would be covered in the FSC proposal and

others would not. Perhaps it would be useful to commission a Treasury study with

recommndations 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, oilseeds, 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 el gible

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. In this, we support the position taken

by Deputy Assistant Secretary of the Treasury, Ronald

Pearlman, in his statement to the Committee. 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 other 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 share an office must maintain

an office which constitutes a "perilanent 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 of

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 the 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

I.
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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 transportation 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

aplune 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

performed 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 73, 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 Minority 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, interests,

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 enco-uraging 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 thi Foreign 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 from using 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' tr 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 loss 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 small 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: let all profits from export sales by small

exporters 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 0-84-21
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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

calculating his profits from exports. He should not in addition

be expected to 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%. There 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 above, 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 dollars, 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 the FSC. Thus, in-

addition to interest on its loan, a lender to small exporters

could 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 50%
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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 regular 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.S.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 exempt 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 unreasonable 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
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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

entrepreneurial 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 greater 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,

Erwin von Allmen

Donna Foster

Richard Levy
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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, arid 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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SUBMITTED STATEMENT OF
AMERICAN FEDERATION OF LABOR AND CONGRESS OF ZINUSTRIAL ORGANIZATIONS

ON S. 1804, THE FOREiGN SALES CORPORATION ACT OF 1983

February 17, 1984

The AFL-CIO opposes S. 1804, which would replace domestic international sales

corporations (DISCs) with foreign sales corporations (FSCs) providing similar tax giveaways

for export-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.

DISCs were established in 1971 in order to offset purported tax-related disadvantages

born by U.S. export industries, and were supposed to 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 again.-t 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 is

not a U.S. residenL 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.

Although 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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More than a dozen years after the enactment of DISC legislation, the nation has the

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 t.frited 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 from inadequate targeting -- a deficiency inherent 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 earnirls, 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 concentrated

in the hand 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, numerous tax changes have

bestowed massive largesse upon U.S. corporations, removing any possible tax disadvantage.

The investment tax credit was restored in 1971 and IU retized 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 federal budget deficit, currently running between $180 and $200 billion, is a

principal source of high real interest rates in the Urited States. The relatively high yields

on dollar-denominated assets have caused the foreign exchange ,slue of the dollar to

appreciate significantly, raising the price of U.S. exports in overseas markets and making

foreign imports cheaper here in the United States. To improve the nation's trade

competitiveness requires a reduction in the federal budget deficit.

Tax loopholes benefiting corporations and the rich represent a significant drain on

federal revenues, and should be closed in order to cut the deficit, reduce interest rates and

improve the nation's trade balance. Terminating DISCs would generate a cumulative

addition of $10.9 billion in federal revenues in fiscal years 1985 through 1989. Enacting the

FSC proposal would, however, 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 believe that the

DISCs should be terminated, and not replaced by FSCa,

SS-1890 0 -8- 2
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Statement of

Honorable Armistead I. Selden, President

American League for Exports and Security Assistance, 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. Chairman, 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 piece of legislation which should be
passed in this session of the Congress.

I should first note that ALESA is 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 little extra profit. The DISC
was intended to provide American companies with tax treatment
similar to that already normally accorded to foreign competi-
tor companies by their home governments, and td 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
a 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, is 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 in 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 muet 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 is 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 is 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 avoiding 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 believe 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 is, therefore, unclear why there should still be
yet another roadblock in the way of U.S. exports of defense
equipment. From the respective of a machinist, or welder,
or design engineer, or longshoreman, it is 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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ALESA MEMBERSHIP

COMPANIES

Aerojet General Corporation
American Hoist and Derrick Company
Avco Corporation
Beech Aircraft Corporation
The Boeing Company
Ducommun Incorporated
EDO Corporation
Elexco International, Inc.
Emerson Electric Company
FMC Corporation
Frost and Sullivan, Inc.
Garrett Corporation
Gould Inc.
Harsco Corporation
Hughes Aircraft Company
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Lear Siegler, Inc.
Lockheed Corporation
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LTV Aerospace and Defense Company
AM General Division
Sierra Research Division
Vought Aero Products Division
Vought Missiles and
Advanced Programs Division

Martin Marietta Aerospace
The Mead Corporation
Napco Industries, Inc.
Northrop Corporation
Pneumo Corporation
Raytheon Company
Rockwell International
Rohr Industries, Inc.
Sears World Trade, Inc.
The Singer Company
Teledyne, Inc.
United Technologies Corporation
UTL Corporation
Westinghouse Electric Corporation

UNIONS

Communications Workers of America, AFL-CIO
International Brotherhood of Teamsters, Chauffeurs, Warehousemen

and Helpers
International Union, United Automobile, Aerospace and Agricultural

Implement Workers of America
Marine Engineers Beneficial Association, AFL-CIO
United Brotherhood of Carpenters and Joiners of America, AFL-CIO
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STATEMENT OF THE PILLSBURY COMPANY ON S. 1804,
THE FOREIGN SALES CORPORATION ACT OF 1983

The Pillsbury Company (OPilleburyu) 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

Administration to develop a GATT-leqal 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 require 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 of

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. In

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 known to the Administration its concerns with

the provisions of S.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 agencies have
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presented by the PSC legislation to the agricultural exporting

community. The technical explanation of 8.1804 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 essential 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 Oassumption 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 explanation 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 contingent liability of the exporter), the direct

coats relating to this item cannot be met unless the debt becomes

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 deemed 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-rrangements which would greatly distort

competition between cooperatives and other exporters. It could also,

as reflected in Treasury's statement, result in a significant revenue

loss to the Treasury.
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INCLUSION

Pillsbury supports enactment of S.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 l1gislation, and that

the assumption 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.

Vie ee t ad Taxunsel
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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. (SOCKA) welcomes this

opportunity to submit this statement in connection with the

Committee's hearings on S. 1804, the Foreign Sales Corporation

Act of 1983. SOCKA 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 goal, 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(d))

-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 economic process

requirements and would be permitted to retath 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, and have 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 FSC 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 tbl-t

such joint ventures will be able to operate in a manner tbd =.

will not require the disclosure to all shareholders of a pir-R

ticipant's confidential business information such as produ,:t 2

sales and profit on such sales.

Interest Charge DISCs

Section 2 of S. 1804 would permit small business,,i

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. SOCHA does not

view this as a viable alternative to the DISC program now in

effect. The medium sized firms with DISCs which might benefit

from such an option are disqualified by-the $10 million limit,:

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 amended 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 business definition in j

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:

I. 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) bill customers and receive payment;

(d) engage in advertising and promotion activi-

ties; or

(e) assume credit risk, risk of loss from cas-

ualty, damage, etc. or foreign

exchange loss.

-6-
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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 the 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 profitably engage in the

international export trade.

-7-
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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 I 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 trade

and investment. We are confident this increased trade by

America's larger corporations will make it easier-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 controversy has made.DISC a highly contentious

issue and threatened to slow down progress on ocher important

trade problems. Therefore it is crucial 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

easier 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 the 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

or feweremployees 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 climate 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. Black Americans alone did more business with corporate
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America than China, Russia, Japan & Africa combined. Blacks

generated $157 billion plus several times that amount in disposable

income last year. In 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, secu-r-ity 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 best 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. Our members are eager to participate

in any executive or legislative initiative to help America and

its people. When you are planning economic, social, political
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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 it

easier 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 Statehood 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 community

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 actively managing a FSC. We urge

that Coagress 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. We 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.

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 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 concerns. 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 use

for depositories, let-alone foreign banks, particularly after

the experience we've had with the demise of the Penn Square Bank

in Oklahoma.

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

Lew Meibergen EC
Chairman & Chief Executive officer
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I.- Introduction

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 producers.

Our primary objection to the proposed FSC legislation is

the foreign presence requirement. Since we are small exporters,

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 quali-

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

dcnot have foreign offices, employees or bank accounts. Passage

of the proposed FSC legislation would require us to establish

all three which are economically 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 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.

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. 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

33-90 0-84- 24
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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.

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 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 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 DloC

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. 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 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 opportunity to be competitive

with all U.S. and foreign exporters on an equal basis.

Respectfully submitted,

JOHNSTON SEED COMPANY

Ler Mac

President
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I. Introduction

The Agri-Products Exporters Association is a small

organization whose- membership is 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

business, 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

review,, 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
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ships) and 14.6 thousand met Ic 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 extremely risky. Consider the

economic effect on our country's exporters if they had f inds 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 deposit payments in a domestic bank account of a

FSC.

(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 PSC. We urge

that Congress clearly spell out its intent regarding the economic

processes which may be carried out for a FSC 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 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 requirement.)

-2-
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(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

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 have 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.

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

simplified, assured compliance and minimal disruption of export

activities.

(c) Foreign Incorporation. The foreign incorporation

requirements are likely 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 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 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 FSC 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 13w 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 concerning fungible agricultural conuodities 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

-5-
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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 to

increase, and its 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.

Ab primarily secondary exporters, 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 competitive with all U.S. and foreign exorters.

Respectfully submitted,

AGRI-PRODUCTS EXPORTERS
ASSOCIATION

-6-
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;t  NATIONAL CONSTRUCTORS ASSOCIATION

1101 15th Street, N.W. Washington, D. C. 20005 (2021 466-8880
S U*.OEAI. AS ' . % ( U I $

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 years. 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 Requirements.

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 requirements 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 MULS-POWER PLNTS
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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 tpx 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 FSC 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
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 fiveactivities.

The burden of proof with respect to the foreign management
an9 eeeomc p-pocess 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 FSC 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 corporiMlon
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. 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 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
outside 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 tot-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 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 demonstrated 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 CQngressional intent are ultimately implemented.

We appreciate your consideration of our proposals.

Sincerely,

Lawrence N. Fisher
Chairman, Tax Committee

LNF:bjm
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National Association
of Manwfsoturws

ALEXANDER 8 TR4OWBRIDGE
President

January 25, 1984

The Honorable Robert J. Dole
Chairman

Ccnittee on Finance
United States Senate
221 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Senator Dole:

I am writing to ask that the Finane 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 (GAT).

As you know, N testified in stjlort of the FSC concept at the Finance
Committee's earlier hearings on S. 1804, held November 18, 1983. At that
time, we re a number of changes which would both simplify and itprove
the FSC approach. We remain hopeful that such changes can be accooaxlated. We
believe, however, that the most important goal is to move the Administration's
FSC proposal promptly 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.
exporters if we are to retain an adequate degree of cuzpetitiveness.
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 problem is great. NAM therefore urges the Finane Omittee
to assign a high priority to this legislation.

I request that this letter be included in the public record of the
hearings on S. 1804.

Sinceyh/~

cc, The Ikvxrable Donald T. Regan
The Honorable William E. Brock

Ina F 6"s. N.W.
woo** D.C. um
poMn"M

•3-890 0-84- 25
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Aerospace Industries Association of America, Inc.

Of fiw Of the PM~idn

January 30, 1984

The Honorable Robert Dole
Chat man
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,
aircraft 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 benefis-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.

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 aerospace -- and other
U. S. exporting industries -- to maintain their ?lace in the world market.

Recognizing the Importance of exports to thel,- 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 bnly one export tax incentive -- the Domestic International
Sales Corporation (DISC). The Administration's proposal to replace DISC

172 DeNlee Street, N.W. Wshington, D.C. 20036 * 20229.4600



379

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 Comittee 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 Comi"ttee 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,

Karl G. Harr, Jr.

cc: Members of the Committee on Finance
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1625 EYE STREET. NORTHWEST, WASHINGTON. D. C. 20006

January 31, 1984 33,,,74

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. In
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 a nonprofit
organization, established in 1957 to analyze international economic
public policy issues including trade, investments, and taxation that
affect U.S. business 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. Government 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, S.1804 needs
modifica tion.
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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 narrowed 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 controlled
foreign corporation from factoring receivables of an affiliate as
foreign personal holding company income for the first time. This is
too broad for it not only covers foreign factoring Jf 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. The 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 accumulated income as previously taxed. However, some DISCs might
normally end their business year on a date after December 31st. 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 a significant number and in shortening their tax
year to less than twelve moths, 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 Ito natural
year so that it can meet the qualification rules in its normal course
of business.

Fifth, we believe that Section 2(a) amending "Section 922. FSC
Defined, (a)(l)(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 all agreed pro-
ducers of a product or service should be encouraged. The U.S. policy
should be to maximize our export base and therefore FSCs should not
be limited at 25 members.

Sixth, the Congress should raise the limitation of foreign trading
gross receipts for small FSCs from the low base of $2.5 million to
$5 million. We estimate 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 accumulated 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 fqr grandfathering past DISC benefits,
we would have to oppose passage 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 governments. To s.t 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.

Si erely,

Ronald L. Danielian
Executive Vice President

and Trea surer

Enclosure



383

INTERNATIONAL ECONOMIC FOUCY ASSOCIATION
JUNE 1965

BOARD o DuIECTORs

Han F. Bliss
Prewalt (ret)
Cyanamid international

Albert L Baldock
Ve Pemildt
Corporate & Public Affairs
Rkhardson-Vkks inc.

James E. Courtney
E Aike We Presmti
The Hanna Mi ing Company

Edward J. Gerrity, Jr.*
Seio Vie piskiV
rrT

A. Sherburne Hart*
Ve Pre -- Pubf Aftfat
Union Carbide Corporatim-~

John Marshall Mley
Salor Vice Presken (ret)
Owens-Coming Fiberglas

Corporation

Henry H. Fowler
Partw
Goldman, Sachs & Company

H. L Johnson
Genera Manager, Intmori~al

Aluminum Company of America

Robert J. Langa
ftiaW and OW 0paar

Officer
Owens-Illinois, inc.

James W. Methercott
Saor Vice P V
The Procter & Gamble Company

W. C. Brian peoples
Parbner
Arthur Andersen & Co.

H. Chapman Rose
Partner
Jones, Day, Reavis Pogue

nNOKARY DIRECTOR

Waiter L Lingle, Jr.
&EA VkX- We hsini (ret)
The Procter & Gamble Company
(Forer Deputy Administrator, AID)

Dle F. Sisel
Ec.6et Vice P v
PR J. Reynolds Tobacco

International

Timothy W. Stanley
feskM IEPA

lb Thomsen$Preski"

Goodyear International
Corporation

Richard A. Yudldn
,Saio Vke P V
Owens-Coming Fiberglas

Corporation

"Menber of the Exec Conwtee
**milrmw of the Execuiye Commr*tee

Peter 0. Peterson
OC man of de Board
Lehman Brothers Kuhn Loeb

Incorporated
(Former Assistant to the President for
International Econormk Affairs an
Former Secretary of Commece)

(Former Secretary of the Treasury)

OFI'CER S
Timothy W. Stanley, Presiden
Ronald L. Danlellan, Executve Vkce PresidenM and Treasurer
N. Ethelyn Thompson, Secretary and Ass1slani Treasurer
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COR ILTANTS .

James L Holt-Consuftani on Raw Materials
-Polic

Formerly, Washington representative Ken.
necott Corporation; strategic planning advisor,
Exxon, USA; staff director, the White House
Minerals Policy Study; deputy program
manager, U.S. Congress, Office of Technology
Assessment

Jacob J. Kaplan-Consuitarit on Raw Materials
and Iernatknal Funance
Author and consultant in international finance
and economics. Formerly, U.S. representative
to the European Payments Union; assistant
coordinator for foreign assistance, Department
of State; consultant to the National Commis-
sion or, Materials Policy

Charles J. Kerester-Consultant on Taxation
Member, Jones, Day. Reavis & Pogue law
firm. Formerly, staff member of the Joint

Committee on Internal Revenue Taxation of
the United States Congress

James W. Knowles-Conszlant on Econoruc
Policy
Formerly, executive director of the Joint
Economic Committee of the Congress

Samuel M. Rosenblatt-Seruor Economic
Consuftan
Formerly, assistant director for trade and
resources on the President's Council on Inte.
national Economic Policy; Commerce and
Federal Reserve Board official

Albert P. Toner-Coruuduim on Foreign Af ars
Formerly, policy planning and management
on the White House Staff and in the offices of
the Secretaries of State. Defense, and Com-
merce, and the National Security Council

COPMfTTTEECHA1RMME

George A. Harrls-Committee on Natural
Resources
Vice President, Materiel, TRW, Inc.

W. H. Jemlgan-Commiuee on T&aion
Associate Director of Taxes. The Procter &
Gamble Company

Karl M. Mayer-Economic AdAsory, Grop
Director of Business Economics, 7T

George W. Phillips- Committee on Foreign In.
vestments & Trade
Manager. Trade and Tariff Affairs, Federal
Government Relations Department, Union Car-
bide Corporation

Thomas E. Wlghtman-Commn tee on Balance
of Payments and Exchange Rates
Vice President & Treasure-r, Goodyear Interna.
tional Corporation

IEPA OITlm cha the other Assocation Committees/
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January 3, 1984

By Hand

Roderick A.. De Aruent
Chief Counsel
Committee on Finance
U. S. Senate
221 Senate Dirksen Office Building
Washington, D. C. 20515

Dedr Rod:

Enclosed for your convenience is a copy of my December 9
statement for the record of the November 18 hearing on the
pending FSC legislation (S. 1804).

1 assume that it is not necessary to file again this
statement for the record of the recently announced February 3
hearing. If, however, I a. wrong in this regard, please make
my December 9 statement a part of the February 3 hearing record.

Sincerely,

Jerry L. Oppenheimer

JLO/sr
Enclosure
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MAYER. BROWN & PLATT

COUNSELORS AT LAW
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December 9, 1983

By Hand

The Honorable Robert J. Dole
Chairman
Committee on finance
U. S. Senate
221 Senate Dirksen Office Building
Washington, D. C. 20510

Re: Noveuber 18, 1983, Hearing on Foreign Sales
Corporation Act (S. 1804) and Its Arplication
to Webb-Posmerene Corporations ano Their Members

Doar Mr. Chairman:

This is to suggest for the record of your hearing that it
is important that this bill and its history make it clear that
the benefits of this legislation will be available both to Webb-
Pomerene corporations and to their members which might choose
to sell to Webb-Poaerene corporations through affiliated Foreign
Sales Corporations ("FSCs").

As you may know, Webb-Pomerene organizations may be or-
anized as associations or corporations in accordance with the
918 Webb-Pomerene Export Trade Act. Some forty Webb-Pomerene

export organizations are now registered with the Federal Trade
Comission.

Both the DISC and the Webb-Pomerene legislation were in-
tended to encourage exports. Thus, it is appropriate that the
DISC Handbook for Exporters released by the Treasury Department
on January 24, 1972, made it 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 convenience.)
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MAYER, BROWN & PLATT

The Honorable Robert J. Dole
Page Two
December 9, 1983

Webb-Pomerene associations and their members have benefited
from the DISC legislation, and it is our understanding that the
policy of the pending legislation is to substitute FSCs for
DISCs. Nevertheless, it is important to assure that this
policy is reflected in the technical language of the bill as it
would affect Webb-Poserene corporations.

We would, of course, welcome the opportunity to answer any
questions and to confer with your staff regarding technical
matters.

Respectfully,

Jerry L. Oppenheimer

JIO/sr
Enclosure
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o from unrelated DISCs. or (2) sell on a commission basis for
suc persons. A DISC can also manage the export activities of
unre ted DISCs. Where the best course for a business has been
to through an independent distributor, there is no reason
why suc an arrangement should not continue. It might be advan-
tageous f the business to organize its own DISC which would
in turn through an independent distributor.

How can a all businessman use a DISC?
A small b an can u~e a DISC with a minimum of

difficulty even tho h a DISC must be a corporation. For example.
small manufact r can with little difficulty organize a DISC

with $2.300 of capital and have it act as a commission agert on
export sales.

I hav Wv exp tea . Can a DISC be of bene*flt to m?
The Government would ke to encourage persons to export

who nerer exported before an )ISC should prove helpful in this.
There is a minimum of formal required to set up and operate a
DISC. The Commerce Deparrm it has experts in its National
Office and its 4"2 field offices who available with advice and
information for the new exporter. C mmerce rill provide infor.
mation on economic conditions, forei markets, specific export.
opportunities. and U.S. (Government spo red commercial exhibi-
tions abroad. Financing for U.S. expo, is available through
commercial banks and the Export.Impo Bank which. along
with Commerce. will supply information on rt loans. guaran-
tees and insurance. The telephone number of he National Office
of the Commerce Department is (area code 0 96r-3131.

Can a group of small producer set up a DIS
Yes. There are no limitations or requirements as t the number

of shareholders, and a DISC can handle the exports o any num-
ber of United States producers whether related or unrel ed. It is
contemplated that in many instances several small produce will
arrange among themselves to export through a jointly ned
DISC.

Can a WebM.,b,-Pr,, , n.w Association be a DISC?
Yes. provided it is organized as a corporation. If the association

is not in corporate form it may 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

5
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mZ on its export earnings deferred and could make producerss
loam" to its member companies or ocher export producers.

ness necessity requires me to keep my foreign selling
organIzaton. Would a DISC be of benef to me?
; for example, a U.S. producer that has a foreign selling

subei " ry or an independent foreign distributor which it intends
to keep, will generally find it advantageous to have a DISC to act
either a nt or principal on sales to its foreign subsidiary or
distributo

I cdre y ave an export deprtmnm that I intend to
maintain . Would a DISC be of benefit to me?

Yes. One of e advantages of also forming a DISC is the
simplified alocati n method that would be available.

Who* prperty a DISC export?
Property manufac . produced. grown or extracted in the

United States includingn Puerto Rico and the possessions of the
United States) qualifies f sale through a DISC. At least 50 per.
cent of its value must be ributable to United States content.
Components and finished P ucts. agricultural commodities and
minerals would be qualify ISC export However, property
which benefits from certain gove t export subsidies, or which
has been declared by the Prsides to be in short supply in the
United States. would not qualify. 4s yet. no property has been
declared to be in short supply for this purpose.

What is an export?
In the cae of a, sale. the property m be delivered outside

of the Uited States for use outside of the United States. In the
case of a lease. the place where the prope is used determines
whether there is an export.

To whm nay a DISC sell?
A DISC may sell to any related or unrelated pe n where the

property is to be delivered outside the United Sta for use out-side the United States. A DISC may also sell and e delivery
in the T'nited States to i. second DISC for export by e second
DISC if the two DISCs are unrelated. Saies to other pe ns by
a DISC, for delivery in the United States will qualify only f they
are unrelated and it is established that after the sale by the ISC
there is no further sale. use or processing within the United S

6


