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Dear Neighbors,
During the course of the discussions at the Capitol over the best way to close the
budget gap and fund the key functions of state government, you have likely heard
state leaders refer to closing corporate loopholes as a way to generate some addi-
tional revenue for the state.

Democrats have long sought to find a way to address the issue of closing foreign
operation loopholes, or FOCs. It is simply a matter of fairness. When we are asking
our citizens to pay their fair share (and unfortunately some of them are being asked
to bare more than their fair share), we should expect our companies to be good
corporate citizens as well. 

Just over a week ago, we learned that Hutchinson Technology Inc. was able to
avoid paying $117 million in taxes on income generated by foreign subsidiaries that
the Department of Revenue had originally had sought and was awarded. This has
negative implications for the state's current budget shortfall and highlights the need
to address these loopholes now. 

This may lead you to ask What is a foreign operating corporation? and What are the
tax benefits? The following information may help to answer some of these questions.
This information was provided by the non-partisan House Research Department. 

As always, I look forward to hearing from you. Please feel free to contact my office
regarding the current budget crisis or any other issue of state government. 

Sincerely,

• Foreign operating corporations (FOCs) are corporations that qualify
for special tax treatment under the corporate franchise tax.

WHAT IS AN FOC?

• In broad terms, 80 % of an FOC's income is sheltered from tax as “deemed 
dividends”—the income of the FOC is allocated to its shareholders and
is “deemed” to be a dividend that qualifies for the dividend deduction.
The law allows corporations to deduct 80 % of dividends in computing
Minnesota taxable income. 

• In addition, when an FOC pays royalties and fees, the receiving
corporation may subtract 80 percent of these amounts if the FOC is part of its
unitary business. Thus, a unitary business's income that flows through an FOC
is taxed at one-fifth of the regular rate (i.e., 80 % of the income is not taxed).

WHAT ARE THE TAX BENEFITS OF AN FOC?
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REPRESENTATIVE LYNDON CARLSON
ELECTED TO LCMR EXECUTIVE COMMITTEE

During their organizational meeting June 14th, Lyndon Carlson was elected by his
peers to serve as Secretary on the Executive Committee of LCMR, the Legislative
Commission on Minnesota Resources. LCMR is a bipartisan commission tasked with
making recommendations to the legislature regarding priorities for environment and
natural resources projects across the state. The Commission works in conjunction with
input from a Citizens Advisory Council, appointed by the Governor. 

LCMR EXECUTIVE COMMITTEE MEMBER

Rep. Kathy Tinkelstad (R-Andover), Chair
Sen. Dallas Sams (DFL-Staples), Vice Chair
Rep. Lyndon Carlson (DFL-Crystal), Secretary
Rep. Larry Howes (R-Walker), member
Sen. Dennis Frederickson (R-New Ulm), member
Sen. Jim Vickerman (DFL-Tracy), member

The Department of Revenue’s Tax Expenditure Budget (2003)
estimates that FOC and related provisions reduce corporate
franchise tax collections by between $72.2 million (fiscal year
2004) and $76.6 million (fiscal year 2005).  Total corporate tax
revenues are about $700 million per year, based on the
February 2004 forecast. The Tax Expenditure Budget esti-

mates are now 18 months or so old, and Department of
Revenue (DOR) staff have indicated that the cost of FOCs is
growing rapidly. Thus, the total cost may be higher. In fact,
Department of Finance and Revenue staffers have speculated
FOCs may be partly responsible for the recent unexpected
drop in corporate tax receipts.

HOW MUCH DO FOCS REDUCE CORPORATE TAX RECEIPTS?

Recent legislative attention has focused on alleged abuses of the FOC provisions. The abuses (or flaws in the
qualifying criteria) appear to take two basic forms:

• SHELTERING DOMESTIC SOURCE INCOME. Although the provisions were clearly intended to apply to foreign
operations and income, corporations can create an FOC and funnel domestic source income through the
FOC, qualifying for an 80 % discount in tax. 

• TRANSFER PRICING. The FOC mechanism also relies upon prices set by the unitary business internally (not by
market forces) in determining how much income is assigned to the FOC.  These prices don't matter to the unitary
business, since the business is doing little more than shifting money from one of its pockets to another.  However,
by maximizing the amount of income in the FOC, overall tax is minimized.

HOW DO TAXPAYERS “ABUSE” THE FOC PROVISIONS?


