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^ncourac/in^ Z/. S. Exports . . .

DOMESTIC INTERNATIONAL SALES CORPORATIONS

THE NEED FOR EXPORT EXPANSION

During the past several years U. S. exports have 
grown rapidly but not as rapidly as the exports of 
its major trading partners and, in particular, not as 
rapidly as U. S. imports. The traditionally large 
export surplus of the United States, which is neces
sary to finance foreign investment and other capital 
outflows, became progressively smaller in the latter 
1960’s. The export surplus disappeared entirely in
1971, as this country experienced its first annual 
trade deficit since 1935 by one measure and the first 
since 1888 by another.

Paralleling the decline in the U. S. trade position, 
and perhaps contributing to some of it, has been a 
continued rise in U. S. overseas production. U. S. 
firms have increasingly supplied foreign markets 
through foreign-based subsidiaries. Foreign sales of 
overseas manufacturing affiliates of U. S. companies 
in 1970 were over twice the amount of direct exports 
of manufactured goods from the United States, and 
have grown about twice as fast as direct exports over 
the past decade.

Some Export Problems U. S. exporters have 
operated under several handicaps in recent years. 
One of the most important has been domestic price 
and wage inflation, which, in addition to attracting 
increasing imports, has eroded the competitive posi
tion of some important U. S. exports in world 
markets. The U. S. trade surplus reached a peak of 
$6.8 billion in 1964 and then began to decline as in
flationary pressures intensified. While demand in
flation was brought under control in mid-1969, cost- 
push pressures continued to undermine the com
petitive position of U. S. exporters and domestic 
producers confronted with a challenge from imports. 
Reinforcing these pressures were the problems caused 
by having the cyclical positions of the United States 
and foreign countries out of phase. Of course, the 
realignment of exchange rates in 1971 was intended 
to compensate partially for this.

United States exporters have traditionally been 
able to compete effectively in world markets, despite 
relatively high U. S. wage levels, largely because 
productivity gains held down unit labor costs. In

the early 1960's, labor costs per unit of output 
actually declined in the United States, while rising 
substantially in other major trading nations. From 
1965 through 1970, however, unit labor costs in the 
United States rose more than 20% , which was above 
the average for this country’s trading partners. This 
rise meant that higher wages were translated into 
higher, and often noncompetitive, export prices. The 
relative U. S. cost position improved in 1971, how
ever, as inflation in Western Europe and Japan 
surged ahead of that in the United States, although 
there has not been sufficient time for this improve
ment to show up in the trade figures. The devalua
tion of the dollar should prove to be a more important 
immediate factor improving the relative U. S. cost 
position.

In addition to the problems of domestic inflation, 
U. S. exports have been denied full access to foreign 
markets by certain discriminatory foreign practices. 
The European Community’s Common Agricultural 
Policy, for example, has limited U. S. agricultural 
exports to that market. The growing use of pre
ferential trading arrangements by the EC and other 
trading groups has also discriminated against U. S. 
exports. So have the many quantitative import re
strictions and other types of nontariff barriers to 
trade that have become more prominent on the world 
trading scene as tariff barriers have been lowered. 
These nontariff barriers to trade include adminis
trative regulations, measurement standards, health 
and safety regulations, and other restrictions that 
have little apparent relation to international trade 
but have been instrumental in distorting world trade 
patterns. Of course, other countries have no mono
poly on barriers to trade. Foreign exports have also 
been denied access to the U. S. market as a result 
of discriminatory U. S. practices. Most prominent, 
recently, have been extensive U. S. import restric
tions, which include “ voluntary” foreign export re
strictions on important traded items. There may, in 
fact, be some question as to whose barriers are more 
restrictive.

In addition to erecting barriers to imports, many 
nations have also sought a competitive advantage over 
U. S. exports in third countries through vigorous
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export promotion and subsidy policies. Many foreign 
governments, as well as foreign businessmen, have 
paid more attention to export expansion than the 
United States, because their international trade 
sectors are larger relative to their total economies. 
Even though the United States is the world’s largest 
trading nation in absolute terms, it exports a smaller 
share of its production and imports a smaller share 
of its consumption than any of its major trading 
partners. The United States exports only about 4%  
of its GNP, compared to an average of 15% for the 
rest of the world. Since many nations rely more 
heavily on their international trade, they have over 
the years geared many of their policies to favor ex
ports. In addition to substantial export promotion 
programs, exports receive special treatment in foreign 
antitrust, labor, and transportation policies.

Foreign efforts to encourage exports are most 
prominent in the areas of export financing and 
favorable tax treatment. Countries that rely heavily 
on indirect taxes, such as sales taxes, excise taxes, 
or value added taxes, are able to offer their exporters 
more favorable tax treatment under the rules of Gen
eral Agreement on Tariffs and Trade than countries 
that rely more on direct taxes, such as the income 
tax. U. S. exporters, for example, have to pay the 
full income tax rate on their export profits, while 
many European exporters receive rebates on the 
value added tax paid on exported goods.

Meeting the Competition Even though its ef
forts have lagged far behind foreign practices, the 
United States has taken some steps to encourage ex
ports. The Department of Agriculture promotes 
U. S. agricultural exports in various ways. The De
partment of Commerce and, to a more limited extent, 
other government agencies have various programs 
to encourage exports of manufactured goods. Its 
promotion efforts include numerous overseas com
mercial exhibits and trade missions abroad and 
marketing assistance and information to U. S. ex
porters and potential exporters.

The United States has also attempted to provide 
export financing on terms comparable to the favor
able terms available to foreign exporters. The pri
mary purpose of the Export-Import Bank is to en
courage U. S. exports through its export financing 
programs. Its programs are intended to supplement 
and encourage private export financing rather than 
to compete with private sources. The Exim Bank 
guarantees and insures export credits extended by 
banks and other financial institutions, discounts their 
export paper, joins in cooperative financial arrange
ments, and extends direct credits out of its own re

sources. Under the auspices of the Export-Import 
Bank, the Foreign Credit Insurance Association— an 
association of private insurance companies— also in
sures export credits against commercial credit risks. 
The Department of Defense guarantees loans to 
foreign buyers of certain U. S. military goods. The 
Commodity Credit Corporation, an agency of the De
partment of Agriculture, conducts several export fi
nancing programs as a by-product of its function of 
supporting U. S. farm prices and disposing of U. S. 
agricultural surpluses abroad.

In an effort to facilitate export financing further, 
Congress, in the Export Expansion Finance Act of
1971, removed Export-Import Bank disbursements 
from federal budget expenditures and expanded its 
lending capacity by about one-half. Increased bor
rowing and lending authority permitted expansion of 
the Export-Import Bank’s discount program into 
short-term as well as medium-term export paper. 
Congress also removed export credits from the 
foreign lending ceilings applicable to banks and other 
financial institutions under the Voluntary Foreign 
Credit Restraint Program. Export credits guaranteed 
or participated in by the Export-Import Bank, in
sured by the Foreign Credit Insurance Association, 
or guaranteed by the Department of Defense were 
already exempt under the Voluntary Foreign Credit 
Restraint Program.

While the United States has provided favorable 
export financing, its export promotion efforts have 
fallen short of those of its main competitors. The 
United States’ major trading partners spend roughly 
twice as much on export promotion in proportion to 
their exports as does the United States.1 Moreover, 
many countries’ promotional efforts have been only 
one part of an integrated program of export ex
pansion. The United States has relied more on its 
technological superiority to remain competitive in 
world markets. While this has sufficed in the past, 
recent experience suggests that it may not be suf
ficient in the future. In today’s highly integrated 
world of multinational corporations, computerization, 
and rapid communication and transportation, techno
logical advantages are short-lived. New realities 
have forced a reassessment of the U. S. competitive 
position and its approach to world competition in the 
future. With such considerations in mind, Congress 
included in the Revenue Act of 1971 an important 
program for export expansion. It provided for the 
establishment of Domestic International Sales Cor
porations, or DISCs.

1 Harold B. Scott, “ Export Expansion for the Seventies . . . and 
Beyond,” United States International Economic Policy in an Inter
dependent World (Washington, D. C.: Government Printing Office, 
July 1971), p. 556.

FEDERAL RESERVE BANK OF RICHMOND 3Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

June 1972



THE DISC PROGRAM

The purpose of the DISC program is to encourage 
U. S. exports by providing tax incentives for ex
porters utilizing DISC subsidiaries. Specifically, 
federal income tax will be deferred on the export 
profits of a DISC as long as these profits are re
tained and used in export-related activities.

The tax advantages offered by the DISC program 
are designed not only to increase the profitability of 
foreign sales relative to domestic sales, but also to 
encourage U. S. firms to produce domestically for 
export, instead of locating their manufacturing opera
tions abroad. By exporting through a DISC sub
sidiary, U. S. exporters will receive tax treatment 
that compares favorably to the treatment afforded 
foreign subsidiaries of U. S. firms. The ultimate 
objective is not only to restore a strong international 
trade and payments position but also to stimulate the 
domestic economy by expanding output and increas
ing employment in the export sector.

A  DISC ’s operations are limited to export-related 
activities. Such a corporation may purchase export 
goods from its shareholders (parent firm) or other 
U. S. manufacturers and resell them abroad. Or a 
DISC may export for its suppliers as an agent on 
a commission basis. It may also lease or sublease 
U. S. property to foreigners. Although a DISC 
may not manufacture its own products for export, it 
may perform limited processing, packaging, or as
sembly operations on the products it sells. It may 
also render services in connection with its export 
transactions and perform a limited number of other 
services for foreign concerns.

Tax Advantages of a DISC A  D ISC itself is not 
subject to federal income tax on any of its profits. 
The tax is imposed on the shareholders, or parent 
firms, when the profits are distributed to them. The 
DISC shareholders are treated as having received 
half of the D ISC ’s earnings currently, whether they 
are actually distributed or not. This half of the 
profit is deemed to be attributable to the manu
facture of the product rather than its export. The 
remaining half, considered the export profits, may 
be retained by the DISC with no shareholder tax 
liability as long as those earnings are reinvested in 
its export business, invested in certain Export-Im- 
port Bank obligations, or loaned to U. S. producers 
to finance export-related assets. It is important to 
note that through these “ producer’s loans” the earn
ings of the DISC may be made available to its parent 
company or other export producers without sacri
ficing their tax-deferred status. If a foreign sub
sidiary made such a loan to its U. S. parent com

pany, the loan would be taxed as a dividend. The 
shareholders of the DISC are taxed on the formerly 
deferred earnings when these earnings are dis
tributed as dividends or when the corporation loses 
its status as a DISC.

Since half of the total profit of a DISC is eligible 
for tax deferral, an important question is how much 
of the total combined profits of the DISC and its 
related producer or supplier can be allocated to the 
DISC. Special tax treatment for the profits of a 
DISC would be meaningless if those profits were 
severely limited by restrictive rules governing the 
prices charged by the parent to the DISC. The gen
eral rule on pricing between a parent company and 
its subsidiary is an “ arm’s length” rule that requires 
that sales or transfers be made at the price that the 
parent would have charged an outside party for the 
product. The DISC program, however, includes a 
more favorable special pricing rule that permits a 
DISC to purchase goods from its parent at a price 
lower than required by the “ arm’s length” rule and 
thus claim a larger share of the combined profit for 
itself. Under the special rule, the transfer price can 
be low enough to enable the DISC to earn the 
greater of 4%  of its sales or 50% of the combined 
income attributable to the manufacture and sale of 
the products through the DISC. The DISC would 
also be permitted to earn an additional profit equal 
to 10% of its export promotion expenses. This 
favorable pricing rule permits the DISC to claim 
for tax deferral purposes a portion of the earnings 
that would have been considered domestic manu
facturing profits subject to tax if the products had 
been sold abroad through a foreign sales subsidiary 
or marketed domestically.

Other Tax Breaks Ordinarily, a loan by a 
foreign subsidiary to a domestic parent is treated, 
for tax purposes, as a dividend subject to tax. But 
a DISC may lend its retained earnings to the parent 
company or to any other domestic export producer 
without forfeiting the tax-deferred status of those 
earnings. An important qualification, however, is 
that a D ISC ’s “ producer’s loans” must be used to 
finance the borrower’s export assets and are thus 
limited by the size of the borrower’s export business. 
In calculating the amount of loans permissible, ex
port assets are assumed to be the same percentage of 
total assets as the percentage of the borrower’s export 
sales to total sales. If the loans of a DISC to its 
parent company exceed the parent’s export assets, 
the DISC must distribute that amount of its earn
ings as a taxable dividend. This limitation on the 
use of tax-deferred earnings by the parent or other
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export manufacturer is fairly lenient. It is not 
likely to become restrictive as long as the recipient’s 
export activities are sizable in relation to the lend
ing D ISC ’s profits.

Unlike foreign subsidiaries of domestic companies, 
a DISC does not have to pay foreign taxes in order 
to receive its U. S. tax deferral. While U. S. taxes 
on the earnings of a foreign subsidiary are deferred 
until those earnings are remitted to the U. S. parent 
corporation, the subsidiary has to pay current foreign 
tax. Since foreign income taxes paid may be credited 
against the U. S. tax liability, the deferral is of sig
nificant benefit only when the U. S. corporate tax 
rate is higher than the foreign rate. But even then 
the deferral applies only to any excess of the ulti
mate U. S. tax liability over the foreign taxes paid. 
This differential is usually a small portion of the 
total tax liability to both governments. A  DISC, on 
the other hand, does not have to pay a foreign tax 
to have its domestic taxes deferred.

Legal Requirements A  DISC may be incorporated 
under the laws of any state or the District of Co
lumbia. It must have a minimum of $2,500 of capital 
and only one class of stock. All shareholders must 
consent to treatment of the corporation as a DISC. 
The DISC must maintain a separate set of records 
and bank accounts, but it may otherwise operate as 
a “ shell corporation” without its own premises or 
employees. The officers and employees of the parent 
or shareholder companies are expected to conduct 
businss on behalf of their DISC subsidiaries.

A  DISC may have any number of shareholders 
and may handle the export sales, as a principal or on 
a commission basis, of any number of producers 
whether they are shareholders or not. It is antici
pated that many small producers will export through 
jointly owned DISCs and that many large export 
producers will export through wholly owned DISC 
subsidiaries. Many existing corporations engaged 
primarily in export sales may qualify for treatment 
as a DISC for tax purposes.

In order to qualify as a DISC, a corporation must 
derive at least 95% of its revenues from export sales 
and export-related investments, and 95% of its as
sets must be “ export related.”  If a firm fails to 
meet these two crucial tests it can retain its status 
as a DISC by distributing its unqualified earnings or 
assets to its shareholders as a taxable dividend. 
Otherwise, it loses its status as a DISC. If a cor
poration ceases to be a DISC for any reason, its 
retained earnings become taxable to its shareholders 
over the same number of years as the DISC has been 
in existence, or a maximum of 10 years.

As indicated above, a corporation must derive at 
least 95% of its gross receipts from exports or ex
port-related activities to qualify as a DISC. Quali
fied receipts include receipts from the sale or leasing 
of export goods and the performance of related 
services, dividends from investments in qualified 
foreign sales subsidiaries, and interest income on any 
qualified export asset, such as accounts receivable 
from export sales, producer’s loans, and Export- 
Import Bank obligations. Qualified receipts also in
clude receipts from performing architectural and 
engineering services on foreign construction projects 
and from export management services provided for 
unrelated DISCs.

In addition to the gross receipts requirement, 95% 
of the total assets of a corporation must also be ex
port related for it to qualify as a DISC. Qualified 
export assets include the D ISC ’s inventory of ex
port goods and goods held for lease abroad, business 
assets used in connection with the D ISC ’s export 
business, trade receivables, necessary working capital, 
producer’s loans, Export-Import Bank obligations, 
and investments in foreign sales subsidiaries and 
other related foreign export corporations.

Impact of DISC The Treasury has estimated 
that, when the DISC program becomes fully ef
fective in two or three years, it will raise U. S. ex
ports by about $1.5 billion annually and create about
800,000 new jobs. The cost in terms of foregone 
tax revenue is estimated to be approximately $600 
million.

As these estimates suggest, the Treasury is count
ing on the tax incentives of the DISC program to 
encourage exporters and potential exporters to under
take significant efforts to expand their export markets 
and to supply those markets to a greater extent from 
U. S. plants. The Treasury recognizes that foreign 
demand for U. S. exports is probably too insensitive 
to price changes for the projected expansion of ex
ports to be achieved solely through price reductions 
made possible by tax savings. This estimate is con
sistent with most empirical estimates of demand 
elasticities for U. S. exports. Supplementary non
price competitive measures will probably be necessary 
in the form of increased promotion efforts, better fi
nancial terms, better servicing facilities, delivery 
schedules, and quality control.

In the Congressional Hearings of the Revenue 
Act of 1971, critics of the DISC proposal emphasized 
what they considered to be its high cost relative to 
expected benefits. Several witnesses estimated a 
higher revenue loss than official estimates and a 
smaller stimulus to exports. In addition to the tax
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costs of the program, several critics objected 011 
grounds of tax equity. They contended that the pro
gram could virtually exempt an entire sector of the 
economy— the export sector— from income taxation. 
They also argued that the largest U. S. corporations 
would be the program’s chief beneficiaries since these 
firms dominate exporting. To eliminate what some 
people considered to be a windfall tax benefit, an 
effort was made to limit the tax advantages of the 
DISC program to incremental exports over some 
base period level, so that export increases would be 
singled out for preferred treatment. The Treasury 
maintained that the DISC program does not favor 
large corporations since they are already receiving 
the tax benefits of foreign subsidiaries and foreign 
tax credits. The more likely beneficiaries, according 
to the Treasury, are the smaller and medium-sized 
firms whose earnings are not already being shielded 
from U. S. taxes. The Treasury argued that DISC 
benefits should not be limited to incremental exports 
since that approach would penalize firms for a good 
past performance in exporting. It also argued that 
many firms have recently experienced declining ex
port sales, and an incremental approach would do 
nothing to arrest this decline. It is just as important 
to maintain export levels against erosion as it is to 
raise export levels.

Critics of the DISC proposal maintained that the 
special tax treatment of a DISC is tantamount to a 
permanent tax exemption rather than a deferral, 
since the DISC may make its retained earnings 
available to its parent company without losing their 
deferred status. Partly for this reason, critics 
questioned the legality of DISC under the General 
Agreement on Tariffs and Trade rules and antici
pated foreign emulation or other forms of retaliation. 
Proponents of DISC countered that DISC, in most 
cases, merely goes part way toward giving U. S. 
exports as favorable a treatment as foreign exports 
have received for some time.

Conclusion The DISC program is just getting 
under way, and at this point estimates of its impact 
on exports and on tax revenues are necessarily 
tentative. Evaluation of its effect will have to await 
at least two or three years of operation. Newspaper 
reports indicate that the Treasury is receiving many 
inquiries about the program and that many DISCs 
are being formed. Anyone interested in the legal 
details of the program or anyone contemplating 
forming a DISC subsidiary should consult the 
Treasury booklet, DISC, Domestic International 
Sales Corporation, A Handbook for Exporters.

Robert D. M cTeer, Jr., Sharon M. Haley
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