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A COMPARATIVE ANALYSIS OF SOUTHEASTERN STATES’
INCOME TAX TREATMENT OF EXPORTERS

ABSTRACT

Exporters are vital to the health of the U.S. economy as well as to individual state economies.
As such, this study analyzes the export-related provisions of the southeastern states’ income tax
laws and proposes tax policy changes that could potentially improve the tax environment for
exporters while enhancing the overall economic environment in those states.

In order to develop and support tax policy recommendations relating to state’s tax treatment
of exporters, statistics that highlight the importance of exports to the domestic economy are
reviewed. In addition, a summary of Federal tax law incentives available to exporters is provided
along with several Treasury Department studies that estimate the impact the federal tax law
incentives have had on the volume of exports. Also, key issues under state income tax laws
regarding the treatment of export transactions are highlighted while providing a comparative
analysis of the southeastern states’ treatment of export transactions using foreign sales
corporations (FSC).

The results of this study demonstrate not only that disparity among the southeastern states
treatment of exporters exists, but also that the method used by state governments to tax
FSCs could impact the extent to which corporations find it desirable to export their goods from a
particular state. Based on these findings, the authors suggest the adoption of administrative pricing
rules (similar to the rules in place for Federal tax purposes) for FSCs by states not currently
allowing these rules, which would decrease the effective tax rate on export sales. The reduction
in taxes could ultimately provide an incentive for domiciled corporations to increase exporting

activities, contributing to increased domestic jobs and overall economic activity.



A COMPARATIVE ANALYSIS OF SOUTHEASTERN STATES’
INCOME TAX TREATMENT OF EXPORTERS

l. Introduction

Exports are vital to the health of the U.S. economy. Similarly, sales of goods and services
abroad are important to individual state economies. This study analyzes the export-related
provisions of the southeastern states’ income tax laws and makes a policy recommendation for
changes.

Following the introduction, Section Il briefly reviews statistics that highlight the importance
of exports to the domestic economy. Section Il examines the federal tax law incentives to
export including the large foreign sales corporation, small foreign sales corporation, shared
foreign sales corporation, interest-charge domestic international sales corporation, and sales
source rules. Section IV reviews several Treasury Department studies that estimate the impact
the federal tax law incentives have had on the volume of exports.

Section V highlights some of the key issues under state income tax laws regarding the
treatment of export transactions.  Section VI provides a comparative analysis of the
southeastern states’ treatment of export transactions using foreign sales corporations (FSC).
Section VII makes recommendations for states’ policies toward exports, and Section VIII

provides a summary and conclusion.

Il. Economic Desirability of U.S. Exports
The United States actively encourages the export sale of goods and services through
sundry programs providing loans, credit guarantees, insurance, and marketing information.
Some programs specifically target small businesses, where much of the potential for export

growth lies.1 There are many reasons why the federal government promotes exports, but the



single most important reason is that sales abroad expand the domestic economy. Estimates
credit exports with 7.4 percent of the U.S. gross domestic product (GDP).2 In the early 1990s,
growth in U.S. exports accounted for 80 percent of the increase in GDP.3 The growth in exports
has also led to higher employment and better paying jobs. The federal government estimates
that every $1 billion in U.S. exports supports 19,000 domestic jobs. On average, these export-
related jobs pay 17 percent more than other domestic jobs.4

Since increased exports translate into higher production levels and employment, some
state governments pour significant resources into efforts to stimulate exports. A good example
of these activities is provided by Florida's export finance corporations. The state government
establishes and capitalizes these export finance corporations to facilitate exports from the state.
The purposes of export finance corporations are to assist exporters through direct loans, loan
guarantees, investments, trade counseling, and technical assistance and to cooperate with
other organizations and agencies in promoting export trade.5 Florida's Division of International
Trade and Development in its Department of Commerce also promotes and facilitates exports.
Among other things, this division schedules and conducts trade delegations and missions,
provides technical assistance through counseling and seminars, coordinates resources
available to U.S. exporters, maintains trade data bases, and provides export financing.6 In
short, this agency performs many of the same services as the U.S. Department of Commerce.
The services, of course, should be more effective in promoting Floridian exports, since they

specifically focus on goods and services produced within the state.

lll. Federal Tax Law Incentives
The promotion of exports at the Federal level has a long tradition. In 1971, Congress
enacted legislation that provided a tax benefit to encourage U.S. exports. The incentive

assumed the form of a tax-exempt entity called a domestic international sales corporation



(DISC). Though the DISC was exempt from federal income tax, its shareholders were taxable
on dividends received. Each year, a DISC generally was deemed to distribute one-half of its
export profits even when no profits were actually distributed. Thus, only one-half of the annual
export profits earned through a DISC generally were taxable. The untaxed profits were tax
deferred until actually distributed, the DISC was liquidated, the DISC ceased to qualify as a
DISC, the shareholders sold their DISC stock, or the DISC election was terminated or revoked 7

The DISC'S deferral tax benefit was significant. The number of DISC elections rapidly
climbed from 3,439 in 1972 to 18,717 in 1984 suggesting that many exporters recognized and
used the Federal DISC incentive.8 More revealing of the DISC program’s success is the
number of federal income tax returns filed each year. In 1976, DISC returns totaled 6,431.® By
1983, the number of DISC returns had swelled to 9,663.00 This 50 percent growth translates
into a six percent annual increase. Similarly, the aggregate deferred income of all DISCs at the
end of 1976 and 1984 was $6,946 trillion and $22.76 trillion, respectively.1l This 228 percent
increase translates into an annual growth rate of 16 percent.

Perhaps the DISC program was a bit too successful. Several major trading partners (e.g.,
the European Economic Community) complained that the DISC deferral was an illegal export
subsidy that violated the General Agreement of Tariffs and Trade (GATT). In response to
GATT complaints, the United States replaced the DISC with other export incentives, namely the
foreign sales corporation (FSC) and the interest-charge domestic international sales corporation
(ICD). These new provisions were enacted as part of the Tax Reform Act of 1984. Since
relatively few U.S. exporters use ICDs (less than five percent of exports through FSCs),12the
focus of this analysis will be on the Federal and state tax treatments of the more extensively
utilized FSC.

Interest among U.S. exporters in FSCs was not as great as for the pre-1985 DISCs.

Active FSCs totaled 2,341, 2,900, and 2,613 in 1985, 1986, and 1987, respectively.13 The



decline in 1987 was presumably due to the drop in overall tax rates included in the Tax Reform
Act of 1986. The exempt FSC income was $1.975 billion, $2.027 billion, and $2.111 billion over
the same three-year period.4 The small upward trend in FSC elections during the early years
and the modest 3.4 percent annual growth in exempt income suggest that, initially, many U.S.
exporters were not convinced the FSC benefits outweighed the FSC costs.

Despite the lessened interest in FSCs vis-a-vis pre-1985 DISCs, the U.S. Treasury
Department estimated that the FSC program increased U.S. exports by $1.54 billion, $1.52
billion, and $1.2 billion in 1985, 1986, and 1987, respectively. These estimated increases were
seven-tenths of one percent of total U.S. exports in 1985 and 1986 and one-half of a percent of
total U.S. exports in 1987.15 In addition to the increase in U.S. exports, the Treasury
Department estimated that the FSC program indirectly reduced dependence on U.S. imports of
goods and services, increased service exports, and increased income from U.S. investments
abroad.16 The revenue cost of the FSC program was estimated to be $790 million, $811 million,
and $760 million in 1985, 1986, and 1987, respectively.T7

The FSC can operate on either a buy-sell or a commission basis. Most operate on a
commission basis, receiving fees from their parent companies in return for facilitating export
sales. In addition to this variation, a FSC can be established as either a large FSC (LFSC) or a
small FSC (SFSC). More than one U.S. company can export through a single LFSC or SFSC.
This latter arrangement reduces the maintenance and operational expenses of each exporter
and is known as a shared FSC.

The remainder of this section reviews the tax provisions applicable to the LFSC, SFSC,
and shared FSC . In addition, we discuss the sales sourcing rules and their implications for

export transactions.



A. Large Foreign Sales Corporations

U.S. exporters with substantial foreign sales can benefit significantly by creating a LFSC.
The tax benefit takes the form of an exemption ranging generally between 15 and 30 percent.
Assuming a federal tax rate of 34 percent, the effective tax rate on export profits using a FSC
ranges between 23.8 and 28.9 percent.88 In addition, grouping export transactions and using
marginal costing techniques sometimes can be used to enhance the FSC tax benefit.19

Many of the provisions reviewed below are equally applicable to LFSCs and SFSCs. For
those provisions, the more general term “FSC” is used. Notable exceptions are the foreign
management, foreign sales participation, and foreign direct cost requirements, which apply only

to LFSCs. Provisions peculiar to the SFSC are discussed later.

1. Foreign Presence and Other Organization Requirements

A FSC is a corporation organized in a qualified foreign country or U.S. possession.d
More than 30 locations outside the United States qualify.2L However, nearly all FSCs are
formed in Barbados, Bermuda, Guam, Jamaica, and the U.S. Virgin Islands because these
jurisdictions impose low or no taxes on FSC profits.2 In addition to foreign organization, a FSC
must have a foreign office where it maintains a permanent set of books and other financial
records. Specified corporate records also must be kept at some location within the United
States.Z3

Federal tax law allows no more than 25 parties to own stock in a FSC.24 Though no
minimum capital is specified under U.S. law, a FSC can have no outstanding preferred stock.5
The FSC's board of directors must include at least one individual who is not a U.S. resident.B
Finally, a FSC cannot be a member of a controlled group of corporations that includes an ICD,

and the foreign corporation must make a timely election to be a FSC.Z



2. Export Transactions

The following five broad categories of export transactions qualify for the FSC exemption:

1. The sale, exchange, or other disposition of export property;

2.

3.

The lease or rental of export property for use abroad,;
Services related and subsidiary to transactions in categories 1 or 2 above;
Engineering and architectural sen/ices for construction projects abroad; and

Managerial services for unrelated FSCs or DISCs geared toward enhancing the
exemption or deferral, respectively, of these unrelated entities.

Only FSCs that receive at least 50 percent of their gross receipts from transactions in

categories 1 through 3 during the taxable year are entitled to FSC benefits from rendering

managerial services described in category 5.8

Notwithstanding the five categories above, the following types of transactions do not

gualify for FSC benefits:

1

2.

The properties or services sold are for ultimate use within the United States;

A federal law or regulation requires the U.S. government or one of its
instrumentalities to use this type of property or service (e.g., made in America);

The transaction involves a subsidy from the United States or one of its
instrumentalities;

The sales proceeds are from another FSC in the same controlled group of
corporations as the FSC receiving payment; and

The amounts received represent investment income or carrying charges.®

Most qualified transactions involve export property. To constitute export property, all of

the following requirements must be met:

1

Some party other than a FSC must manufacture, produce, grow, or extract the
item within the United States;3®

The item must be held primarily for sale, rental, or lease in the ordinary course of
business for direct consumption, use, or other disposition abroad;



3. No more than half of the item’s fair market value can be attributed to materials or
parts imported into the United States;

4. A FSC cannot lease or rent the item to a related corporation;

5. With some exceptions, the item cannot be an intangible asset used in a
manufacturing process or marketing;

6. The item cannot be oil, gas, or a primary product from either oil or gas;

7. The item cannot be on the list of products whose export is prohibited or curtailed
under federal law to protect the U.S. economy;

8. The item cannot be unprocessed softwood timber; and
9. The item cannot be property that the U.S. President has declared to be in short
supply.3
3.  Foreign Management

To generate export profits eligible for the tax benefit, a LFSC must be managed outside
the United States.2 Management abroad includes three requirements that must be satisfied
throughout the taxable year. Failure to satisfy any one of the requirements means that the
LFSC forfeits the benefit of the tax exemption for that year.

First, all formally-convened board of director and shareholder meetings must be held
outside the United States. Whether meetings must be held and other meeting-related issues
depend on the local law of the jurisdiction where the LFSC is organized.33 Second, the LFSC's
principal bank account must be maintained in a qualified foreign country or U.S. possession.3}
Third, all cash dividends, legal and accounting fees, and salaries of board members and

officers must be paid from a bank account maintained abroad.®%

4, Foreign Economic Processes
For a given transaction to qualify for the tax exemption, both a sales participation test and

a direct cost test must be met.3 Both are transaction-based. Thus, the failure of one



transaction to qualify does not preclude the tax benefit on another export transaction in the
same taxable year.

The tax exemption is allowed only for export transactions in which the LFSC or its agent
participates outside the United States. For the participation to occur outside the United States,
the sales participation must be initiated abroad.37 For this purpose, sales participation means
solicitation, negotiation, or contracting.38 Thus, only one of these three activities need be
initiated abroad for the related transaction to qualify for FSC tax benefits.

The direct cost test focuses on five activities involving expenses:

1. Advertising and sales promotion;
2. Processing orders and making delivery arrangements;
3. Delivering the export property to the customer;

4. Determining and transmitting the invoice or statement of account and receiving
payment; and

5. Assuming credit risk.®
For a given export transaction, the direct cost test can be satisfied in two alternative ways.
First, the test is met if at least half of the aggregate direct costs the LFSC incurs in the five
categories above are foreign direct costs.4) Second, the test is met if at least 85 percent of the
direct costs the LFSC incurs in any two of the five categories above (tested separately) are

foreign direct costs.4l

5. Exemption Benefit
Most FSCs operate on a commission basis. However, the calculation of the tax benefit is
easiest to understand in the context of a buy-sell FSC in which a related supplier (usually a sole

corporate owner) sells a product to its FSC which, in turn, sells the product to a foreign



consumer. Therefore, the discussion that follows assumes a buy-sell FSC. The results are the
same for both forms of FSCs. Generally, two steps are involved.

First, a transfer price between the FSC and its related supplier must be determined. The
transfer price is the mechanism that allocates the export profit between the FSC and its related
supplier. Three methods exist for calculating the transfer price:

1. The combined taxable income method allocates profit to the FSC in an amount
equal to 23 percent of the net profit from the export sale (i.e., the combined
taxable income of the FSC and its related supplier).

2. The foreign trading gross receipts method allocates profit to the FSC in an amount
equal to the lesser of 1.83 percent of export receipts from the sale to the foreign

consumer or 46 percent of the net profit from the export sale.

3. The arm’s length method allocates profit to the FSC based on the amount
unrelated parties would charge on the same transaction.f2

To maximize the tax benefit, it is desirable to select the method that allocates the largest profit
to the FSC. Most U.S. exporters with FSCs use one or both of the first two methods, which are
known as administrative pricing methods.43 Under these two methods, the profit allocation to
the FSC is used to “back into" the transfer price. To use administrative pricing, the FSC or its
agent must perform the three sales participation activities and the five direct cost activities
discussed above.#4 For this purpose, it does not matter where these eight activities are
performed.

Second, the tax exemption is determined based on the transfer price calculated in the first
step above. When administrative pricing is used and a corporation owns the FSC, the FSC can
exclude 15/23 of its allocated gross profit.l6 Specifically, the transfer price reduces the export
receipts from the foreign consumer to obtain gross export profit (or foreign trade income). The
FSC exemption is 15/23 of the gross export profit. Thus, when the combined taxable income
pricing method is used, the FSC tax benefit is always 15 percent (i.e., 23 percent of the profit

allocated to the FSC times 15/23), which results in a 28.9 percent effective tax rate (i.e., 85



percent of the 34 percent statutory rate). The maximum FSC tax benefit under the foreign
trading gross receipts method is 30 percent (i.e., 46 percent of the profit allocated to the FSC
times 15/23), which results in a 23.8 percent effective tax rate (i.e., 70 percent of the 34 percent
statutory rate).

Otherwise allowable deductions properly allocated or apportioned to the FSC exemption
are non-deductible.s6 Similarly, a FSC generally is denied a foreign tax credit for foreign taxes
paid on export income.47 This explains why they tend to be located in the Caribbean countries,
which do not tax FSCs or tax them very lightly.

Most FSCs have only corporate shareholders and use only administrative pricing rules to
determine their tax benefit. When these FSCs remit their export profits as dividends, the
corporate shareholders must include the profits in their gross incomes. However, the gross
income is entirely offset with a 100 percent dividend received deduction.48 Thus, dividend
distributions received from a FSC generally do not increase the federal income tax liability of

the recipients; the tax impact is determined entirely at the FSC level on these exports.

B. Small Foreign Sales Corporations

A less costly alternative to the LFSC is provided through the SFSC. However, the
drawback to the SFSC is that only $5 million of export sales qualify for the tax exemption each
year.D To qualify as a SFSC, a corporation must meet all the foreign presence and other
organization requirements discussed previously for LFSCs, but with two differences. First, the
election must state that the corporation wishes to be a SFSC. Second, the corporation cannot
be a member of a controlled group of corporations that includes a LFSC.%

Unlike a LFSC, a SFSC need not meet the foreign management and foreign economic
processes requirements to generate export receipts qualifying for the tax exemption.51 Thus,

shareholder and board meetings can take place in the United States, the principal bank account

10



can be maintained anywhere, FSC disbursements need not come from the principal bank
account, no sales participation activities have to be initiated abroad, and no direct costs need

be incurred abroad. In short, the SFSC is less complex and less expensive to operate than the

LFSC.

C. Shared Foreign Sales Corporations

A group of 25 or fewer unrelated U.S. companies can establish a single FSC through
which to sell their goods and services abroad. To effectively operate a shared FSC it is
necessary to establish and maintain separate transaction accounts for each company. The
distributions to each company must be based on the amounts in the separate accounts.®

The primary advantage of a shared FSC is that it allows the participating exporters to
share common expenses, thus, achieving economies of scale. However, only the costs of
establishing and operating the FSC are shared among the separate exporters. Profits, trade
secrets, and other financial information are not shared. The arrangement is particularly
attractive for small companies that might otherwise decide not to export or that might not have

sufficient export sales volume to justify using a solo FSC.

D. Impact of Sales Source Rules on Tax Benefit

The United States allows a tax credit for foreign income taxes that U.S. companies pay or
accrue. Though export sales generally are not subject to foreign income taxes, all or some of
the sales’ profit may be foreign source income. As noted below, foreign source income is an
important component in calculating the foreign tax credit. Thus, the source of income rules can
affect the after-tax return on export sales. After explaining the foreign tax credit mechanism,

the impact of the source rules on export sales (both with and without a FSC) is examined.



The United States taxes the worldwide income of its U.S. citizens, residents, and domestic
corporations.33 Thus, the United States taxes both U.S. source and foreign source income of
these taxpayers. However, U.S. taxpayers can claim a foreign tax credit for foreign income
taxes paid or accrued during the taxable year.54 The purpose of the credit is to mitigate the
effect of the same income being taxed twice-once by the United States (because of the U.S.’s
worldwide jurisdiction) and once by a foreign country or U.S. possession.

The credit is permitted only against U.S. income taxes imposed on foreign source income.
A formulary limitation prevents taxpayers from claiming the foreign tax credit against U.S.

income taxes imposed on U.S. source income. The general limitation is expressed as follows:

. i A
Limitation = Foreign S9ur Ta _bqu_lp_g_qmg X Ug ‘Irax Eefore Credil%
Worldwide Taxable Income

Foreign income taxes paid or accrued during the taxable year, which are known as creditable
taxes, are not allowed as a credit to the extent they exceed the result of the limitation formula.
The amounts disallowed are called excess credits. Excess credits can be carried back two
taxable years and forward five taxable years.% In each carryover year, the excess credit is
summed with the creditable taxes for that year. This sum is subject to the result of the limitation
formula in the carryover year. Excess credits that are not allowed during the two-year/five-year
carryover period are lost.

Generally, a foreign effective tax rate higher than the prevailing effective tax rate in the
United States results in excess credits. Since the substantial decrease in U.S. tax rates in
1986, most domestic corporations with foreign operations (e.g., foreign subsidiaries, joint
ventures, or branches) have excess credits.5/ If not absorbed during the two-year/five-year

carryover period, the credits are forfeited. One means of salvaging excess credits is to engage

12



in foreign transactions that yield foreign source income (thus, increasing the numerator of the
limitation formula) without incurring a foreign income tax. Exporting is a transaction that allows
this type of tax planning.

The profit from the export sale of manufactured goods is partially U.S. source and partially
foreign source income.®B The allocation of profit between these two source categories can be
based on an independent factory price, if available.® An independent factory price has been
held not to exist in the absence of a foreign selling or distributing branch.@® When an
independent factory price is not available, 50 percent of the income is sourced according to
where the manufacturing occurs and 50 percent is sourced according to where the gross sales
occur.6l Sales generally occur wherever title to goods pass, which depends primarily on the
terms of sales contracts.® Thus, when manufacturing occurs in the United States and sales
contracts are structured so that title to goods transfers abroad, half of the export income is U.S.
source and half is foreign source.

As noted above, the foreign source portion of the export income allows the taxpayer to
offset the U.S. tax incurred with any excess credits it might possess. Thus, to the extent the
taxpayer has excess credits from other foreign operations (e.g., foreign branches) that are
expected to be lost, export transactions are one means of using the credits. In other words, the
foreign source portion of the export income is subject to U.S. taxation (because of U.S.
worldwide jurisdiction), but the U.S. tax is entirely offset with the excess credits that otherwise
might be lost. In effect, only half of the export profit is taxable; the foreign source portion of the
export profit is exempt. Thus, a U.S. taxpayer normally subject to a 34 percent U.S. tax rate is
subject to an effective rate of 17 percent on its export transactions when it has excess credits
that are expected to expire.

Because statutory provisions restrict the benefit derived from the source rules to 25

percent when a FSC is used with the 23 percent administrative pricing rule,&3 a U.S.



Corporation with excess credits that otherwise will expire generally should not use a FSC for
exporting. The rationale for this proposition follows. Since the FSC benefit is generally 15
percent and the use of a FSC when the U.S. exporter has excess credits typically results in a
40 percent benefit, a U.S. taxpayer otherwise subject to a 34 percent tax rate can only reduce
the effective rate to 20.4 percent in this situation. On the other hand, the tax benefit of the
source rules for exporters with excess credits when a FSC is not used is 50 percent, resulting in

an effective rate of 17 percent.

IV. Impact of Federal Tax Legislation on Exports

By most measures, the DISC was very popular among U.S. exporters between 1971 and
1985. The intent of the DISC legislation was to increase the volume of U.S. exports. Similarly,
the purpose of the 1984 legislation replacing the DISC with the FSC (and ICD) was to continue
the export incentive (albeit in GATT-proof form) to achieve national economic objectives. The
relevant question, however, is not whether U.S. exporters took advantage of the tax incentives,
but whether and to what extent these tax incentives were successful at a reasonable cost.
More specifically, have the DISC and FSC programs been successful in increasing the volume
of U.S. exports? Treasury Department reports, which are discussed below, generally conclude
that the programs have been successful (i.e., they have promoted exports at a reasonable cost
to U.S. taxpayers.). A study of the export sales source rule and its effect on U.S. exports is

also examined below.

A. Pre-1985 DISC Effect on Exports
Annual Treasury Department reports examined the question of whether the DISC program
did, in fact, increase export volume or supply. The conclusions of the eleventh annual report

were similar to those in prior years. Based on estimated supply and demand price elasticities

14



and an assumed effective tax rate of 40 percent, the Treasury estimated that the DISC program
increased U.S. exports between $6 and $9.2 billion in 1982 and between $4.8 and $7.4 billion in<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>