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THE IC-DISC

An overlooked tax break
that could be your big break

President Obama’s pledge to cut
tax benefits on income generated
overseas sent waves of anxiety
through the manufacturing commu-
nity last year. Even though at press
time the tax proposal seems to be
on the back burner (presumably
because of a large lobbying push
against the proposal by the business
community), the announcement
sparked increased interest in interest
charge-domestic international sales
corporations (IC-DISCs). By form-
ing an IC-DISC, your manufacturing
company may realize substantial tax
savings on export-sales income.

IC-DISC tax benefits

Although this tax incentive has been a part of the
tax code for nearly four decades (see “Evolution of
the IC-DISC” on page 3), it's often been ignored,
presumably in the presence of more attractive tax
initiatives related to income generated overseas.

Because an IC-DISC is tax-exempt,
the company doesn’t pay taxes on
these commissions.

The general concept of an IC-DISC is fairly
simple. A U.S. manufacturer establishes a
“shell” company — an IC-DISC — and then
pays its IC-DISC a percentage of the company’s
export revenue, also known as commissions.

Commissions can be up to 4% of an exporter’s
qualified export receipts, or 50% of their taxable
income — whichever is higher.

Because an IC-DISC is tax-exempt, the company
doesn’t pay taxes on these commissions. Distribu-
tions of commissions to shareholders are subject
to the 15% capital gains tax rate. Therefore, based
on the ordinary 35% tax rate, the manufacturer
can enjoy a 20% tax break on the commission
paid to the IC-DISC.

A company can also choose not to immediately
distribute IC-DISC earnings to shareholders,
instead deferring these earnings by lending
them back to the exporting company. With
interest rates at historic lows, many companies
are incorporating IC-DISC deferrals into their
growth strategies.



Even though deferral-fund usage restrictions
apply, companies that use IC-DISC loan money
for research and development (R&D) may
enjoy additional tax breaks thanks to R&D tax
incentives. Exporting companies should keep
in mind, however, that they can defer only

the predetermined commission percentage —
4% of exporters’ qualified export receipts,

or 50% of their taxable income — of up to
$10 million in annual income.

Manufacturers also can get creative, using IC-DISCs
in a number of other financial and operational
strategies. For example, naming employees share-
holders of IC-DISCs can help motivate them to
work toward higher export sales.

IC-DISCs also can be used as a means to facilitate
succession planning, such as using them to
generate cash to help shareholders pursue
buyout plans or allowing family members to
benefit from export income by being named

as IC-DISC owners.

Exporting companies should talk to their tax
advisors about ways to maximize tax benefits
related to IC-DISCs by converting them into
more substantial entities through activities such
as export-related promotions and advertising.

IC-DISC specifics

Several qualifications must be met for an IC-DISC
to be legal and worthwhile for manufacturers:

e Companies must sell “export property” to
qualify. The definition of export property
is goods that are manufactured in the
United States; held for sale, lease, rental,
consumption or distribution outside the
United States; and contain at least 50%
U.S.-manufactured content.

* An IC-DISC must be formed under the laws
of any state or the District of Columbia; have
only one class of stock; have a minimum
capital of $2,500; and have owners that are
the same owners of the exporting company,

Evolution of the IC-DISC

The interest charge—-domestic international
sales corporation (IC-DISC) isn’t an obscure
tax loophole. The first incarnation of IC-DISC,
the domestic international sales corpora-
tion (DISC), was enacted in 1971. It allowed
companies that sold products overseas to

set up DISCs and defer taxes on commis-
sions paid to the DISCs until dividends were
paid to shareholders. But by loaning income
generated overseas to a DISC’s U.S.-operated
headquarters, rather than using it to directly
benefit shareholders, DISCs were able to
avoid paying these taxes indefinitely while
also avoiding interest.

The European Union cried “foul,” arguing
that allowing U.S. companies to defer taxes
indefinitely, with no interest charges, went
against the General Agreement on Tariffs
and Trade. After several years of challenges
and negotiations, the United States amended
the DISC provision to include an interest
charge, and limited the amount of IC-DISC
commission that may be deferred, to create
the IC-DISC structure as we know it today.

family members of company owners or key
staff members of the exporting company.
For privately held C corporations, individual
stakeholders should be the IC-DISC’s owners
to avoid being taxed twice.

e An IC-DISC must have a gross income that's
95% qualified export receipts.

Finally, bear in mind that an IC-DISC doesn’t
need assets, office space or employees, but
must maintain records separate from those of
its relevant exporting company.

Is an IC-DISC right for you?

If your manufacturing company generates
export-sales income, an IC-DISC may be

a viable option. But before taking action,
consult with your tax advisor to learn more
about IC-DISC-related strategies. H




Corporate finance, employee benefits and
succession planning likely are key issues you
have to contend with as an owner of a manu-
facturing company. Did you know that there’s
a multifaceted strategy that can handle all three
issues? It's the employee stock ownership plan
(ESOP). But before getting too excited about
ESOPs, it’s important to learn their drawbacks
as well as their benefits.

An ESOP is a qualified retirement plan that’s
similar to a profit-sharing plan, except it enables
employees to own part of the company that
employs them.

To create an ESOP, your company sets up a trust
and contributes new shares of its stock to it. You
also can contribute cash, which is then used to
buy shares from existing owners. The trust, the
legal owner of the stock, is overseen by a trustee
appointed by your company’s board of directors
to operate in the interest of the employees.

To create an ESOP, your company
sets up a trust and contributes new
shares of its stock to it.

Your company then makes annual, tax-deductible
contributions to the ESOP. These contributions fund
employee retirement accounts within the trust.

In general, there are two types of ESOPs —
unleveraged and leveraged. With an unleveraged
ESOP, a company sets up a retirement trust and

contributes to it. The trust uses this money to
buy new or existing shares of the company’s
stock. A leveraged ESOP, on the other hand,
borrows money from a financial institution and
uses those funds to buy new or existing shares.
The company then makes cash contributions to
the plan to repay principal and interest on the
loan over a period of years.

Leveraged ESOPs can particularly suit an owner
of a private manufacturing company who's look-
ing to sell all or part of his or her business while
keeping it in the hands of existing owners, family
members, management or employees.

As mentioned, under the right circumstances, an
ESOP can offer many benefits. Selling equity to
employees allows you to cash out your investment
while deferring tax on any capital appreciation.



If you sell 30% or more of the company to

the ESOP, you may roll over the proceeds into
other qualifying “replacement” securities —

for example, securities of a domestic operating
company — without incurring taxes on the gain.

When your employees leave the company,
they’re entitled to the vested portion of their
respective accounts. Employees of public com-
panies retain ownership of their stock with the
option of selling it on the open market.

When employees of private companies leave

the business or die, however, their employers
must repurchase their ESOP stock (at fair market
value) to fund the employee’s retirement benefit.
Private companies with ESOPs also need to hire
independent appraisers to determine their stock
value each year.

Getting back to the benefits, contributions made
by your company to service the ESOP loan are
deductible (within certain limits), and the trans-
action essentially allows the company to deduct
the entire principal and interest on the loan
repayment if it has a leveraged ESOP.

Dividends paid on the ESOP shares also may be
tax deductible. As the loan is paid down, shares
are allocated to participants’ accounts within the
ESOP. Employees may be able to treat a substan-
tial portion of their distributions as long-term
capital gain rather than as ordinary income.

You can use an ESOP only if your manu-
facturing company is structured as a C or
S corporation. Partnerships or professional
corporations typically aren’t eligible.

With unleveraged ESOPs, a private com-
pany, as already noted, must repurchase
a departing employee’s shares. Thus, the
business must have cash reserves available
for the purchase, which could be a signifi-
cant expense if a large number of workers

were to quit or retire at the same time. Moreover,
when the company issues new shares, the owner-
ship percentage of existing owners is reduced.

Then there are financial and administrative
challenges to contend with. In addition to deal-
ing with the large initial investment and yearly
fees, you'll face annual filing and maintenance
requirements of various IRS forms as well as com-
pliance with rules and regulations specified by
the Employee Retirement Income Security Act.

ESOP administrators also must accept fiduciary
responsibility, with all its inherent liability, for
handling plan-related transactions properly.

Last, bear in mind that, because these arrange-
ments are prohibited from paying more (or less)
than adequate consideration for the employer’s
stock, ESOPs can raise some complex valuation
issues. Thus, it’s essential that a qualified, inde-
pendent appraiser determine the fair market
value of a closely held company’s ESOP shares
both annually and when shares are acquired
from the existing owners.

An ESOP can be an effective way of transferring
ownership of your business while meeting retire-
ment and business goals, but you need to con-
sider its drawbacks. Before you establish an ESOP,
weigh your options carefully and discuss it with
your tax advisor. H




While some cost-cutting measures may be essen-
tial in a weak economy, slashing information
technology (IT) budgets and expenditures isn’t
the way to stay afloat. Manufacturers that are
surviving now — and have a better chance of
thriving later — are making smart and targeted IT
investments that pay off quickly and significantly.

Cutting IT costs (or stopping IT investments
altogether) can hurt your company dearly —
even in the short term. Analyzing your IT
structure and making strategic investments
may not only save you money, but doing so
may also help you increase revenue.

In RSM McGladrey’s 2009 Manufacturing and
Wholesale Distribution survey, 90% of manufac-
turers said IT is a critical component of business
operations, yet one in three reported having
unmet IT needs within their organizations.

While many manufacturing executives recognize
the importance of IT in today’s economy, their
actions don’t always line up with this realization.
For example, 90% of IT professionals who par-
ticipated in a 2009 Harvey Nash USA survey said
their companies depend on IT departments to
improve competitive advantage, yet about one-
third said they’re facing budget cuts.

While many manufacturing executives
recognize the importance of IT in
today’s economy, their actions don’t
always line up with this realization.

So what can you do to start talking the talk and
walking the walk when it comes to IT decisions?
First, you need a comprehensive IT strategy that
allows transparency in all facets of your opera-
tions and supply chains. When you have total
access to information about production, supply,
inventory and procurement, and control over
these processes through intelligent IT systems,
you can react more quickly to situations such as
plant closings and over- or underproduction.

Another way that IT can control costs and improve
revenue is through quality control and compliance.
Product defects and recalls can not only hurt profits
in the short term, but also can have a damaging
and long-term effect on your reputation, decreasing
revenue for months or longer.

Today’s quality and compliance software pro-
grams can pinpoint issues that occur when faulty
supplier components are introduced into your
manufacturing process, preventing damage and



loss of revenue. In the event that a recall is neces- providers today are delivering solutions that

sary, these systems can help manage the recall will help integrate manufacturing execution

cost-efficiently for the best possible end result. systems/manufacturing operations management
technologies with customer resource manage-

Price and sales management software, and in ment, product life-cycle management and

some cases sophisticated revenue-capturing enterprise resource planning systems.

software that helps identify economic shifts and

the new revenue opportunities they create, are

additional IT investments that can improve your With smart IT investments you can improve

bottom line. processes, from the enterprise and engineering
stages all the way to the plant floor and
distribution centers. Taking these initiatives —

In addition to choosing the right IT investments rather than slashing your IT budget — can help
for your business, aligning, merging and stream- your manufacturing company stay successful
lining these systems is crucial. Technology regardless of the economic climate. B

Do you have parts smarts?

Aftermarket parts and accessories and maintenance and repair are the bane of some manufacturers’
existences. For others, they’re one of the most lucrative aspects of their businesses. No matter where
you fall on the continuum, establishing a parts and service outsourcing agreement with an experienced
partner can do wonders for your operations and bottom line.

Keeping an inventory of slow-moving aftermarket parts and accessories can be costly at best and a liability
at worst. Not only can service and parts distribution partners store and distribute your aftermarket inven-
tory, but they most likely also have the expertise and technologies to help determine the optimal amount
of parts and accessories to keep in stock, which can help you avoid paying the price of parts surpluses.

Employees’ time and resources can also be put to better use when you outsource the parts and
accessories task. In addition to eliminating the need for in-house aftermarket customer service, using
a partner to warehouse and distribute your inventory can allow you to reduce warehouse personnel
and logistics costs.

Another operational element that outsourcing aftermarket parts can improve is distribution speed and
order accuracy. No matter how lucrative your aftermarket business, it probably falls lower on your list
of priorities than core product sales and operations. This lack of attention can result in deficiencies in
customer service for repairs and parts replacement orders, which can lead to angry customers and hurt
your reputation and profits.

Experienced and committed service and parts distribution partners have the knowledge and manpower
to actually help increase your aftermarket revenue and up-sale opportunities. A committed partner who
has a vested interest in your success will recognize opportunities to recommend upgrades, accessories
and additional products to your customers. And when customers are happy with service, they’re more
likely to be open to these efforts.
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