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ninth preceding years. Several factors will contribute toward reduc­
ing the effect of this distribution on a DISC. First, only sixty-seven 
percent of the average annual base period export income is deemed 
distributed. This amount will be further diminished in real value by 
the inflation that will likely exist in the interval between the base 
period and the taxable year. In addition, many non-tax motivating 
factors, such as increasing sales, will likely cause corporations to try 
to increase exports despite the availability of DISC benefits. DISCs 
were intended to provide an added incentive to increase exports. 
The result could be that the base period deemed distribution may 
provide far less of an incentive to increase exports than Congress 
originally contemplated. 

Increasing the base period deemed distribution may be concep­
tually more sound in terms of providing greater incentive to increase 
exports, but, as a practical matter, it might reduce benefits to such 
a point as to make the DISC plan unattractive.131 This would be 
especially unattractive for the smaller DISCs which, as a result, are 
wholly or partially exempted from this provision.132 This balancing 
of ideology and practicality may have been a chief ingredient in the 
compromise base period deemed distribution provision of the 1976 
Act. Such a compromise was the only way to cut the huge loss of 
tax revenues from the DISC deferral 133 and, at the same time, to 
maintain some incentive to increase exports. 

An additional deemed distribution will be required for taxable 
years beginning 1976, consisting of fifty percent of the taxable net 
income from sales of military property. Specific military property 
subject to this rule includes arms, ammunition, or implements of 
war designated in munitions lists.134 

B. Disqualification and Recapture 

DISC status may be lost either by voluntary election or by 
disqualification for failing to meet the requirements of DISC status 

131. For example, a corporation with $10,000,000 of qualified export receipts and a 10% 
profit margin could defer one-half of its profits, or $500,000, if there were no base period 
deemed distribution. If the same firm could defer only increased export income, then a 25% 
increase in exports over the base period level (a fairly average figure) would lead to a deferral 
of only $125,000 of income for $12,500,000 of exports ($2,500,000 additional qualified export 
receipts yielding a 10% or $250,000 profit, half of which is deferred). It would hardly be worth 
the trouble to comply with DISC requirements. 

132. See note 6 supra and accompanying text. 
133. See notes 129-30 supra and accompanying text. 
134. Tax Reform Act of 1976, Pub. L. No. 94-455, § 1101(a)(3), 90 Stat. 1655 (adding 

I.RC. §§ 995(a)(l)(D) & (E), 995(b)(3), 995(e)(4)). 
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for five consecutive years. 135 In either case, all accumulated DISC 
income (tax-deferred earnings and profits) is deemed distributed 
pro rata to the shareholders. 136 These deemed distributions are 
treated as equal annual installments over a ten-year period follow­
ing the disqualification or termination. If the DISC has been quali­
fied for less than ten years, then the period of installments is equal 
to the period of qualification. 137 An actual distribution will be 
deemed to be in lieu of the final installments. 138 If the DISC subse­
quently requalifies, the deemed distribution installments nonethe­
less continue. 139 Since deemed distributions are not actually re­
ceived by the shareholder, they will increase his basis in the DISC 
stock, rather than be viewed as taxable income. 140 When the deemed 
distributions are actually made, they are treated as a tax-free return 
of capital, and the basis of the DISC stock is reduced accordingly. 141 

Upon the disposition of DISC stock by the shareholder, by sale 
or redemption, taxable income will result. Not all of the taxable 
income will be capital gains; the shareholder will realize ordinary 
income as a dividend to the extent of the accumulated DISC income 
attributable to the shareholder's stock. 142 Here it is assumed that the 
selling price of the DISC stock takes into account the accumulated 
earnings and profits, some of which are attributed to tax-deferred 
DISC income. This is different from the treatment of a selling share­
holder of an ordinary corporation who would get capital gains on the 
part of the price of the stock attributable to accumulated earnings 
and profits, despite the fact that the same earnings and profits 
would be ordinary income if distributed. 143 It should be noted, how­
ever, that the ordinary corporation is taxed both on the corporate 
and shareholder levels, whereas the DISC is taxed only on the share­
holder level. Similar treatment of shareholder gain is required when 
stock is transferred in a nonrecognition transaction in which the 
DISC's corporate existence is terminated. 144 

The major change in disqualification and recapure of DISC 
income introduced by the 1976 Act is in the extension of the recap-

135. I.R.C. § 992(b)(3). 
136. Id. § 995(b)(2)(A). 
137. Id. § 995(b)(2)(B). 
138. Treas. Reg. § l.995-3(e) (1976). 
139. Id. § l.995-3(d). 
140. I.R.C. § 996(a)(l). 
141. Id. § 996(e)(2). 
142. Id. § 995(c). 
143. See Id. § 301. 
144. Treas. Reg. § l.995-4(c) (1976). 
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ture period for the deferred income of a terminated DISC. 145 For 
taxable years beginning in 1976, a DISC that revokes its election or 
fails to qualify for DISC status may recapture its income over a 
period twice the length of time the DISC was in existence, rather 
than over a period equal to the length of the DISC's existence, as 
in the old rule. The maximum recapture time, however, is still ten 
years. 146 

This change will pave the way for many additional firms, which 
might not otherwise have done so, to experiment with the DISC 
method of exporting by providing greater tax savings for firms tem­
porarily electing DISC benefits. The net savings for a firm electing 
DISC treatment and later revoking its election is the opportunity 
cost of borrowing funds equal to the tax deferral over the duration 
of the deferral. 147 By doubling the recapture time of the deferral 
income of a terminated DISC, the term of the "interest-free" loan 
of the tax on the deferred income is greater; the firm thus saves the 
cost of borrowing the amount of the tax deferral for the added time. 
Thus, under the 1976 Act, the DISC election provides a cheaper 
source of funds through tax deferral for a longer period than under 
the old law. There is greater incentive to increase exports through 
the use ofDISCs by firms which, before the Tax Reform Act of 1976, 
would have derived negligible tax benefit from DISC election. The 
rule, requiring that any distribution on termination of DISC status 
in order to maintain the ninety-five percent qualified export receipts 
requirement, or otherwise to be made first out of deferred DISC 
income, has been changed for taxable years beginning 1976 to allow 
one-half of the distribution to be made first from untaxed earnings 
and the remainder from previously taxed earnings. 148 This will elimi­
nate a possible double counting of DISC income. 149 

145. Tax Reform Act of 1976, Pub. L. No. 94-455, § 1101(a)(2), 90 Stat. 1655 (amending 
1.R.C. § 995(b)(2)(B)). 

146. Id. Therefore, a DISC that has been in existence for four years will be able to 
recapture over an eight-year period rather than a four-year period, as under the old law. A 
DISC that has been in existence six years, however, may only spread its recapture over the 
ten year maximum. 

147. The opportunity cost of a loan is the lowest interest rate at which the funds may 
be borrowed for the period of the loan. Any alternative loan must have a lower effective 
interest rate. 

148. Tax Reform Act of 1976, Pub. L. No. 94-455, § llOl(e), 90 Stat. 1659 (amending 
l.R.C. §§ 996(a)(l) & 996(a)(2)). 

149. Once, as deferred income, and later, as a distribution. 
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VII. PARTICIPATION IN INTERNATIONAL BOYCOTTS 

Congress has taken a bold new step in the integration of social 
policy and tax law by adding the boycott provisions to the Tax 
Reform Act of 1976.150 The anti-boycott provisions of the 1976 Act 
extend to many other areas beyond the DISC provisions151 and are 
an attempt to use the full force of the tax laws to discourage boycott 
participation. The Act provided that income received from, related 
to, or participating in an international boycott will be denied DISC 
benefits. 152 Section 1064 of the Tax Reform Act of 1976 adds section 
999 of the Internal Revenue Code, regulating treatment of boycott­
related activities. 153 Section 999(a) requires a boycott report to be 
filed by any person or member of a controlled group154 with opera­
tions in or relating to any country (government, company, or na­
tional of that country) maintained on a boycott list by the Service. 155 

Filing is also required for a person doing business in or with any 
country (government, company, or national of a country) if that 
person knows or has reason to know that participation in or coopera­
tion with an international boycott is a condition for doing business 
in that country. The report shall include information as to whether 
the taxpayer had participated in, cooperated with, or was requested 
to participate in or cooperate with any such boycott. 156 

Any person or member of a controlled group which participates 
in a boycott in a taxable year at the request of a country will have 
all operations for the current year in that country deemed boycott 
related. 157 An exception to the above rule may be made if the tax-

150. Tax Reform Act of 1976, Pub. L. No. 94-455, §§ 1061-1064, 90 Stat. 1649-53 (adding 
l.R.C. §§ 908, 999; amending id. §§ 952(a), 995(b)(l)). 

151. Id. Examples are the foreign tax credit, l.R.C. §§ 901-908; and Subpart F-Income 
of Controlled Foreign Corporations, l.R.C. §§ 951-964. 

152. Tax Reform Act of 1976, Pub. L. No. 94-455, § 1063, 90 Stat. 1650 (amending I.R.C. 
§ 995(b)(l)). 

153. l.R.C. § 999(b)(3) defines participating in a boycott as: agreeing as a condition of 
doing business in a country (either directly or indirectly) or with a government, company, or 
national of a country; to refrain from doing business with a specified country or nationals 
thereof which are the object of the boycott; to refrain from doing business with any United 
States citizen because that citizen does business with the boycott country; to refrain from 
doing business with a company whose owners are members of a particular nationality, race, 
or religion; or to refrain from employing such individuals. 

154. See note 61 supra for definition of a controlled group. 
155. l.R.C. § 999(a)(3) provides that the Secretary shall publish quarterly a list of all 

countries which require participation in a boycott as a condition of doing business in those 
countries. 

156. Id. § 999(a)(2). 
157. Id. § 999(b)(l). 
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payer can show that he did not participate in or cooperate with an 
international boycott despite such a requirement by the country in 
which he is doing business. 158 Also, the taxpayer may be exempted 
from boycott penalties on operations which can be shown to be 
"clearly separate and identifiable" from operations that are boycott 
related. 159 The taxpayer must clearly demonstrate that he did not 
participate. 160 

The denial of DISC benefits to participants in foreign boycotts 
is part of a larger reaction to certain illegalities, such as foreign 
bribes, in the conduct of overseas business by American corpora­
tions. The official rationale is given in the Senate Committee Re­
port: 

The committee is concerned that U.S. business has been pre­
vented from freely operating in international markets by the threat 
of economic sanctions by certain foreign countries or their employ­
ees. Unless the U.S. business agrees to cooperate or participate with 
certain foreign countries in an international boycott based upon 
nationality or religion, they are denied the opportunity to conduct 
business with a country. It is particularly unfair in the committee's 
belief, when the taxpayer who participates in the boycott is a recipi­
ent of tax preferences by reason of the participation. The committee 
believes that many taxpayers would not participate in an interna­
tional boycott if the taxpayer and the foreign countries were made 
aware that tax preferences were not available to a taxpayer who 
participates in such a boycott.161 

The above statement only hints at the real reasons for this provi­
sion. Congress has responded to public concern over the attempt by 
many oil-producing Arab nations to use their oil wealth as a weapon 
against Israel in a manner that violates the rights of American citi­
zens. Senator Ribicoff, in his speech supporting the anti-boycott 
legislation, emphasized the systematic nature of the boycott and 
estimated that as many as 3,000 companies were boycotting 2,000 
other firms that either do business with Israel or were controlled by 
Jews.162 

158. Id. 
159. Id. 
160. Id. § 999(b)(2). 
161. FINANCE CoMMITIEE REPORT, PART I, supra note 129, reprinted in U.S. CooE CONG. 

& Ao. NEWS at 3718. 
162. 122 CONG. REC. S3377 (daily ed. March 15, 1976) (remarks of Sen. Ribicoff, intro­

ducing S. 3138-A bill to amend the Internal Revenue Code of 1954 to deny certain benefits 
to taxpayers who participate in or cooperate with the boycott of Israel). S. 3138, 94th Cong., 
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A troublesome dilemma exists as to whether the correction of 
moral injustice is an appropriate use of the tax laws which ideally 
should be used for the sole purpose of raising revenue. While there 
is some merit to the contention that the tax laws should not be 
affected by international politics, the boycott issue transcends poli­
tics alone. American corporations have been induced into illegally 
discriminating against certain classes of individuals, 163 even in do­
mestic operations, by promises of larger purchases or investments 
of petrodollars. 164 Congress has taken the minim um first step of 
denying the aid of the tax laws to patently illegal acts. 

VIII. IMPROVEMENTS IN THE BALANCE OF PAYMENTS 
POSITION 

The original DISC legislation improved the balance of pay­
ments position in several ways. It negated many of the competitive 
advantages which other countries' exporters enjoyed through reten­
tion of export profits in subsidiaries in tax haven countries. 165 United 
States exporters could pass along the tax savings to their customers, 
thereby further improving the U.S. trade position. 

In 1971, when the DISC legislation was enacted, the balance of 
payments deficit was of record proportions. 166 In 1972, after the 
DISC legislation became effective, a marked decrease in the deficit 
in the balance of payments was registered. It was still, however, 
much higher than in past years. 167 

In 1973, there was a complete turnabout in the United States 
foreign trade position. That year saw the first balance of payments 
surplus since 1957.168 Exports increased forty-four percent over 1972, 

2d Sess. (1976), as modified, eventually became the anti-boycott provisions of the Tax Reform 
Act of 1976. See note 150 supra and accompanying text. Examples of boycotted firms include: 
Ford Motor Co., National Broadcasting Co., Sears, Roebuck & Co., Allstate Insurance Co., 
Republic Steel Co., Xerox Corp., Zenith Radio Corp. Schwartz, The Arab Boycott and Ameri­
can Responses: Antitrust Law or Executive Discretion, 54 TEx. L. REv. 1260, 1265 (1976). 

163. The original text of the bill referred to the "boycott of Israel," and Senator Ribicoff, 
in his speech introducing the bill, linked the boycott to discrimination against Jews in domes­
tic operations of American firms, 122 CONG. REC. at S3377-78. 

164. Id. 
165. Considine, The DISC Legislation: An Evaluation, 7 N.Y.U. J. INT'L L. & PoL. 217, 

219 (1974). 
166. Using the liquidity method, the balance of payments deficit was $22.1 billion in 

1971, $9.819 billion in 1970, and $6.985 billion in 1969. BALANCE OF PAYMENTS REP. (CCH) iii! 
195, 193, 192 (1972). 

167. The deficit in 1972 was $14.06 billion. Id. ii 199 (1974). 
168. The 1973 surplus was $1.4 billion by the current accounts method. Id. ii 200 (1974). 

There was $7.8 billion deficit by the liquidity method. Id. ~ 9178 (1974). 
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showing a surplus of $0.7 billion, as opposed to a deficit of nearly 
$7 billion in 1972.169 Although there is little or no hard data on 
exactly how much of this turnaround is attributable to the DISC 
legislation, the House Ways and Means Committee concluded that 
a substantial amount must be attributed to the DISC incentive.11° 
The large increase in exports in 1973 can probably be attributed, at 
least in part, to the fact that 1973 was likely the first year in which 
the full effects of the DISC legislation were felt. 171 While other fac­
tors, such as a 17.3% devaluation of the dollar over a year-long 
period ending February 1973172 also contributed to the increase in 
exports, the DISC legislation's impact cannot be ruled out. 

The use of DISCs by exporters has continued to increase, 173 to 
the benefit of the United States trade position. 174 Although the 
quadrupling of oil prices helped produce a trade deficit in 1974, 175 a 
large surplus was registered in 1975 despite high oil prices and in­
creased oil imports. 176 In 1976, exports increased by four percent. 
However, due to stockpiling of oil in anticipation of an oil price 
increase by the Organization of Petroleum Exporting Countries 
(OPEC), a net deficit in the balance of payments resulted.117 

It is impossible to predict what effect the changes in the DISC 
provisions of the Tax Reform Act of 1976 will have on the balance 
of payments position. The House Ways and Means Committee be­
lieved that the added pressure to increase exports provided by the 
1976 Act would counteract the effect of the Act's reduction of bene­
fits of the DISC incentive. The Committee believed that the incen­
tive to increase exports would be maintained, 178 although questions 
remain. 179 

169. Id. ~ 200 (1974) . 
170. See WAYS AND MEANS REPORT, supra note 6, at 263-73, reprinted in (1976] U.S . 

CooE CoNG. & Ao. NEWS at 3158-69. 
171. There were about 2,000 DISCs in operation at the end of 1972. Comment, GATT, 

Altered Economics, and DISC: A Legitimate Application of Rebus Sic Stantibus, 5 DEN. J. 
INT'L L. & PoL'Y 121, 126 (1975) [hereinafter cited as Altered Economics]. 

172. Considine, supra note 165, at 221. 
173. By June 1974, there were over 5,000 DISCs. Altered Economics, supra note 171, at 

126. 
174. See WAYS AND MEANS REPORT, supra note 6, at 263, reprinted in [1976] U.S . CODE 

CONG. & Ao. NEWS at 3159. 
175. $10 billion, by the current accounts method. BALANCE OF PAYMENTS REP. (CCH) ~ 

9199 (1975). 
176. A $9.0 billion trade surplus existed ($1.46 billion by current accounts). Id. ~ 9232 

(1976). 
177. The net deficit was $9.6 billion . Id. ~ 9263 (1977). 
178. WAYS AND MEANS REPORT, supra note 6, at 264, reprinted in U.S. CODE CONG. & Ao. 

NEws at 3159-60. 
179. See notes 131-33 supra and accompanying text for discussion of questions. 
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IX. CONCLUSION 

The Tax Reform Act of 1976 responded to many of the long­
standing criticisms of the DISC shelter, which had been present 
since the DISC scheme was first enacted. 180 The base period deemed 
distribution helped to reduce the cost of the DISC incentive in terms 
of lost tax revenues, thus responding to the major criticism. It re­
mains to be seen, however, whether this change will provide added 
incentive to increase exports through DISCs, or decrease the use of 
DISCs, with a resulting decreasing incentive to increase exports, 
because of the smaller tax advantage. Products needed at home are 
now being denied DISC benefits, as is boycott-related income. The 
result will be that the tax incentive will be provided only where its 
use will benefit United States interests. 

On the whole, Congress believed that the DISC legislation was 
successful in improving the balance of payments, and in increasing 
exports. 181 The Senate Committee directly attributed much of the 
increase in United States exports from 1971 to 1975 to the DISC 
legislation. 182 The result has been a streamlined DISC incentive that 
will very likely play a greater role in shaping United States exports 
in the coming years. 

Alan Laufer 

180. See notes 20-23 supra and accompanying text for discussion of criticisms. 
181. FINANCE COMMITTEE REPORT, PART I, supra note 129, at 291-92, reprinted in U.S. 

CooE CONG. & Ao. NEWS at 3722. 
182. Exports increased from $43 billion in 1971 to $107 billion in 1975. Id. 
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