Midwest Uniforms

Midwest Uniforms Inc. manufactures and sells cloth and disposable uniforms. The company also launders and delivers uniforms to hospitals, medical laboratories, and doctors’ offices. The corporation is organized in the state of Michigan and operates three plants there—one that manufactures disposable uniforms and related supplies such as caps and masks; one that manufactures reusable cloth uniforms; and a plant that launders, presses, and delivers clean uniforms.

The company is owned by the Fulton family. Daniel Fulton, age 60, and his wife, Lauren, age 59, jointly own 40 percent of the corporation’s one vote per share common stock. The Fulton’s son, Michael, owns 20 percent of the common stock, their daughter, Meghan, owns 20 percent of the stock, and a family trust holds the remaining 20 percent for five grandchildren. Daniel manages the plant that manufactures disposable uniforms while Michael runs the cloth uniform plant, and Meghan manages the plant that launders and delivers uniforms.


During the early 1980s, the bulk of the demand for the company’s disposable and cloth uniforms came from the Midwest. In the late 1980s, the company saw increased demand for its disposable uniforms from outside the region and outside the United States. In the past few years, the company has started to supply disposable uniforms to companies in the hazardous waste cleanup industry. It expects sales of disposable uniforms to hazardous waste companies to triple from 20X1 to 20X4. The corporation had $4 million in revenue in 20X1, of which $1,500,000 was attributable to the sale of disposable uniforms.

Midwest Uniforms’ manufacturing plants are working at near capacity. The company has considered closing its laundering facility and converting it to a manufacturing plant. Many of its cloth uniform customers have indicated, however, that the company’s ability to launder and deliver clean uniforms is one of the reasons they purchase uniforms from Midwest. The company also has considered expanding each of the manufacturing plants, since it has adequate land at each location. Because the demand for its cloth uniforms is still predominantly from the Midwest while the demand for the disposable uniforms is becoming worldwide, Daniel Fulton has suggested that the company consider converting the disposable uniform plant to a cloth uniform plant and building a new disposable uniform manufacturing facility elsewhere.

Daniel would like the company to build a disposable uniform plant in Puerto Rico. He and his wife are nearing retirement age and feel that if they located to a warmer climate, they would be able to work well beyond the age of 65. His estimates indicate that it would be less expensive to build the plant in Puerto Rico than in the Midwest and that labor costs could be reduced by at least 25 percent and operating costs could be reduced by at least 20 percent.

The facility in Puerto Rico would operate as a branch of Midwest Uniforms. The raw materials would be shipped to Puerto Rico from the supplier in the United States and the uniforms, caps, masks, etc., that are manufactured would be shipped directly from the plant to customers worldwide. Daniel’s research indicates that taxes are lower in Puerto Rico and that the United States provides a tax credit for foreign income taxes.

Michael Fulton is concerned about the potential labor unrest in Puerto Rico. He wants the company to organize a subsidiary in Hungary and call it Global Uniforms Inc. Since Hungary left communism, it has been forced to deal with terrible pollution problems, as have other countries in the former eastern bloc. In fact, the pollution problems of these countries are a major obstacle to joining the European Community (EC) since they must first comply with the environmental rules of the EC. Michael feels that by locating a plant in Eastern Europe, the corporation will be able to take advantage of the emerging markets in that area and, as a result, more than triple its sales of disposable uniforms and supplies. His research also indicates that the corporation could cut labor costs by 30 percent and operating costs by 25 percent by locating in Hungary.

Michael is particularly interested in sheltering income from taxation so that the grandchildren in the family will have adequate funds to attend college and graduate school. He believes that organizing a foreign subsidiary would save the corporation taxes since his research indicates that a foreign corporation’s U.S. shareholders are not taxed on the corporation’s income until it is distributed to the shareholders as a dividend. He would like, if possible, to leave all the foreign earnings in the foreign company until the grandchildren are ready to attend college. He proposes that 20 percent of the stock of the subsidiary be owned by the family trust and 80 percent by Midwest Uniforms Inc.

Meghan, on the other hand, would like the corporation to expand the two existing manufacturing plants and continue to manufacture the disposable products in the United States. She is concerned that the U.S. taxation of worldwide income would actually result in a higher overall tax liability for the corporation. She believes that the corporation can increase its exports through sales offices located in foreign countries.

The current and projected revenue and expenses of Midwest Uniforms are included in Exhibit 1. 

	Exhibit 1

Current and Projected Revenues and Expenses

	

	
	Current
	Projected

	Plant
	20X1
	20X2
	20X3
	20X4

	Disposable Uniforms
	
	
	
	

	     Revenues
	$1,500,000
	$2,000,000
	$2,750,000
	$3,500,000

	     Cost of goods sold
	400,000
	550,000
	745,000
	945,000

	     Operating expenses
	500,000
	666,000
	915,750
	1,165,500

	Cloth Uniforms
	
	
	
	

	     Revenues
	2,000,000
	2,500,000
	2,750,000
	3,000,000

	     Cost of goods sold
	600,000
	750,000
	825,000
	900,000

	     Operating expenses
	500,000
	625,000
	688,000
	750,000

	Laundry
	
	
	
	

	     Revenues
	500,000
	550,000
	600,000
	650,000

	     Cost of goods sold
	100,000
	110,000
	120,000
	130,000

	     Operating expenses
	200,000
	220,000
	240,000
	260,000


The estimates assume that the plants will remain in the United States.

Tax Considerations of Doing Business in Puerto Rico

In Puerto Rico, a corporation is considered to be a domestic corporation if it is organized under the laws of Puerto Rico and a foreign corporation if it is organized under the laws of another jurisdiction. A corporation is considered to be a resident of Puerto Rico if it is incorporated under the laws of Puerto Rico or, in the case of a foreign corporation, it if is engaged in a trade or business in Puerto Rico. A Puerto Rican corporation is taxed on its worldwide income. A resident foreign corporation is taxed on all Puerto Rican source income and certain foreign income connected with Puerto Rican operations.

Corporate tax is imposed at a flat rate of 22 percent. A branch operating in Puerto Rico is taxed at the same rates as a corporation and is entitled to the same deductions and credits. In addition, foreign branches doing business in Puerto Rico are subject to a branch profits tax (BPT). The BPT is 30 percent (20 percent for hotel, manufacturing, or shipping operations). 

To encourage industrialization in Puerto Rico, certain activities (basically manufacturing, export, maritime freight transportation, and certain service industries) may obtain partial exemption from corporate income taxes. The exemption can be obtained for a period of 10 to 25 years depending on the location of the business within the island. For purposes of the partial income exemption, Puerto Rico has been classified into four industrial zones. The periods and rates of exemption are included in Exhibit 2. 

	Exhibit 2

Periods and Rates of Exemptions from Puerto Rico Taxes

	

	Industrial Zones
	1-5 

years
	6-10

years
	11-15

years
	16-20

years
	21-25

years

	High industrial development
	90%
	90%
	None
	None
	None

	Intermediate industrial development
	90%
	90%
	90%
	None
	None

	Low industrial development
	90%
	90%
	90%
	90%
	None

	Vieques and Culebra
	90%
	90%
	90%
	90%
	90%


Tax Considerations of Doing Business in Hungary

A company is considered a resident of Hungary if it is incorporated in and has its head office in Hungary. A foreign company cannot trade through a branch in Hungary, but it can open a representative office, a service office, or a construction site.

Resident corporations are taxed on their worldwide incomes. A business profits tax of 40 percent is levied on all Hungarian business entities. The tax rate is affected by tax incentives that are intended to encourage foreign investment in manufacturing corporations. The incentives are in the form of rebates. The tax rates after the rebates are included in Exhibit 3.

	Exhibit 3

Business Profits Tax Rates in Hungary

	

	Type of Entity
	Rate

	Standard rate for corporations
	40%

	Manufacturing entity owned more than 30% by foreigners
	

	     First 5 years
	16%

	     Second 5 years
	24%

	Manufacturing entity owned more than 30% by foreigners in a priority industry
	

	     First 5 years
	0%

	     Second 5 years
	16%


Entities subject to the business profits tax are not subject to other income taxes. Business entities of foreign ownership, however, are subject to an additional 4.5 percent levy on the business profits tax base.

Required:

1. Using the worksheets provided, calculate the net income after taxes for Midwest Uniforms for 20X2 for the following alternatives:

a. Manufacture disposable uniforms in the United States

b. Establish a branch in Puerto Rico to manufacture disposable uniforms

c. Establish a corporation in Puerto Rico to manufacture disposable uniforms

d. Establish a corporation in Hungary to manufacture disposable uniforms

2. Discuss the advantages and disadvantages of each alternative to Midwest Uniforms

3. Which alternative should Midwest Uniforms select?  Provide quantitative and qualitative factors to justify your decision.

� Sources: Price Waterhouse, New York (1991). Corporate Taxes, A Worldwide Summary, and Coopers & Lybrand (1991). 1991 International Tax Summaries, A Guide for Planning and Decision. New York: Wiley.


� Same sources as in note 1
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