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In his Pre Budget Report, the Chancellor announced a number of  measures that 
amend the rules which provide an exemption from charge under the controlled foreign 
company (CFC) legislation: 

� amendments with immediate effect to ensure that low taxed profits are 
identified in a way consistent with UK taxation principles; 

� amendments with immediate effect to the rules providing relief from double 
taxation where income has passed through a CFC, to prevent the artificial 
reduction of UK tax due 

� amendments with immediate effect to the regulations applying the Excluded 
Countries exemption (ECR), to 

-	 prevent groups with several subsidiaries manipulating the location of 
profit between them; 

- prevent groups sheltering income in non corporate entities; 

- prevent CFC gaining exemption if they are not liable to tax another 
territory 

� the benefit of the ECR will be denied where they are being exploited as part of a 
scheme for tax avoidance. 

This note contains the draft clauses for the above changes together with explanatory 
notes. This note also contains a draft of the regulations and explanatory notes to give 
effect to the above changes to the ECR , which will be laid in the new year. 

[Comments are invited on the detail of changes made to prevent exploitation of the 
ECR as part of a scheme for tax avoidance as well as specific areas for which 
additional guidance should be made available 

Please write to: 

Andrew Hoar

Inland Revenue International

1 Parliament Street

London SW1A 2BQ


Or e-mail: andrew.hoar@ir.gsi.gov.uk ]


mailto:andrew.hoar@ir.gsi.gov.uk


Controlled Foreign Companies: Amendment to the lower level 
of taxation test 

Introduction 
1.	 To fall within the Controlled Foreign Company rules, a subsidiary must be 

subject to a lower level of tax (LLT). For most subsidiaries, this test is 
defined by section 750 of ICTA 1988, which makes a comparison between 
the tax paid by the subsidiary and the tax that would have been payable if 
the subsidiary was subject to UK tax. Some groups have arranged for a 
significant amount of income to arise in a subsidiary, which is not subject 
to tax under UK rules. This clause adds a new subsection 750(1A), which 
amends the operation of the lower level of taxation test to prevent this ‘UK 
excluded’ income distorting the test. 

2.	 Subsidiaries already identify ‘UK excluded’ income when computing their 
chargeable profits. However in practice most subsidiaries will not be 
troubled by the need to make the amended computation of local tax 
because the amount of UK excluded income will not have a material effect 
on whether they pass the LLT. The amount of UK excluded income which 
will effect the LLT is dependant on the rate of tax paid locally. The 
following graph shows the amount of excluded UK income compared to 
other income (=100) which will be needed before it has an effect on the 
LLT. 
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Local tax rate 

E.g. If the local tax rate is 10%, then for each £100 of normal income, 
you would need to have £125 or more of UK excluded income before 
the amended rule causes you to fail the LLT 

3.	 The clause also makes an additional correction to the identification of local 
tax paid. In some circumstances, tax paid by one company can be repaid to 
another associated person, either as a direct repayment or as a payment of 
unused tax credit. Unlike the rules that apply for double taxation relief, 
these payments are not currently recognised in determining the level of tax 
paid locally. This clause adds a new subsection 750(1B), which reduces the 
amount of tax paid locally where it has been repaid in these circumstances. 



Note that the clause only applies where a payment is made in respect of a 
tax credit. It will not apply where a tax credit is given against tax due 
under the normal rules of double taxation. 

4.	 When completing its CFC supplementary return, a UK company may 
continue , if it wishes, to include its interest in any companies which may 
not be subject to a lower level of taxation, but which the company 
considers would satisfy one or more of the ICTA/S748(1) exemptions. 
This avoids the need to ascertain whether the overseas company is subject 
to a lower level of taxation when it is clear that one of the exemptions 
applies. Any such entry would be without prejudice to whether or not the 
lower level of tax test was failed. 

5.	 In addition, a new commencement rule has been included to prevent 
subsidiaries deferring the commencement date for these new clauses by 
manipulating their accounting periods. Where such manipulation has taken 
place, this new clause will take effect from the date it was announced. 

Detail 

6. Clause 1 Subsection (1) introduces the clause and refers to section 750 

7.	 Subsection (2) adds a new clause requiring  that a new subsection (1A), 
must be taken into account before making the tax comparison provided by 
section 750(1) 

8.	 Subsection (3) introduces the new subsection (1A) which reduces the 
amount of local tax used in the comparison. It identifies income of the 
subsidiary which has been taken into account in determining the tax paid 
locally but which would not have been taken into account in arriving at tax 
due under the UK rules as applied to CFC. Where any such income is 
identified, the new paragraph will also identify expenditure which has been 
similarly treated. 

9.	 Where the new subsection has identified income or as the case may be, 
income and expenditure, it is necessary to reduce the amount of local tax to 
the amount it would have been if those items had not been taken into 
account. 

10. Subsection (4) sets out the commencement rule. 

11.	 Subsection (5) ensures that subsidiaries that make retrospective a change 
to their accounting period across the date on which these changes were 
announced, are brought immediately within the scope of the new clause. 

12.	 Subsections (6) and (7) define the term ‘accounting period’ and the 
acronym ‘ICTA’ 







The Controlled Foreign Companies (Excluded Countries)
(Amendment) regulations [No 2] 2005 

Introduction 

1.	 A subsidiary which is a Controlled Foreign Company (CFC) is exempted 
from a charge under the CFC rules if it satisfies the Excluded Countries 
Regulations (ECR). These regulations (S.I. 3081 of 1998) aim to exempt 
most CFCs because the local tax rules to which they are subject, do not 
lend themselves to avoidance. Subsidiaries which are not able to benefit 
from this exemption can still seek one of the five remaining exemptions, 
including the motive test, which restricts a CFC charge to companies 
avoiding UK tax. 

2.	 However the relative simplicity of the Excluded Countries exemption has 
lead to its use in an increasing number of avoidance schemes. The 
Government therefore needs to reduce that risk, if the exemption is to 
remain in its current form. The draft regulation issued today adopts similar 
wording to that used elsewhere in the CFC legislation, where tax 
avoidance schemes were prevalent (Paragraph 2B of Schedule 25 
ICTA1988). 

3.	 This recognised approach has enabled genuine business to continue to 
benefit from an exemption whilst at the same time denying the exemption 
for those companies gaining inappropriate protection. CFCs that are not 
subject to the new regulation will continue to be able to rely on the 
statutory exemption provided by the ECR. 

4.	 If a group is unsure as to whether their CFC planning is caught by the new 
regulation, RP:International will give advice. 
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Draft Clauses 1 

1 Territories with a lower level of taxation: reduction of amount of local tax 

(1)	 Section 750 of ICTA (controlled foreign companies: territories with a lower 
level of taxation) is amended as follows. 

(2)	 In subsection (1) after �if� insert �, after giving effect to subsections (1A) and 
(1B) below,�. 

(3) After subsection (1) insert� 

�(1A)	 If in the case of that accounting period there is any income, or any 
income and any expenditure, of the company� 

(a)	 which is brought into account in determining the profits of the 
company in respect of which tax is paid under the law of that 
territory, but 

(b)	 which does not also fall to be brought into account in 
determining the chargeable profits of the company, 

the local tax shall be treated for the purposes of this Chapter as reduced 
to what it would have been had that income and any such expenditure 
not been so brought into account. 

(1B) If� 
(a)	 under the law of that territory any tax (�the company�s tax�) 

falls to be paid by the company in respect of profits of the 
company arising in that accounting period, 

(b)	 under that law, any repayment of tax, or any payment in respect 
of a credit for tax, is made to a person other than the company, 
and 

(c)	 that payment or repayment is directly or indirectly in respect of 
the company�s tax, 

the local tax shall be treated for the purposes of this Chapter as reduced 
(or further reduced) by the amount of that payment or repayment.�. 

(4)	 The amendments made by this section have effect in relation to accounting 
periods of companies resident outside the United Kingdom beginning on or 
after 2nd December 2004. 

(5)	 Where an accounting period of a company resident outside the United 
Kingdom� 

(a)	 would, without amendment, have ended on or after 2nd December 
2004, but 

(b) is amended on or after that date so as to end before that date, 
an accounting period of the company shall be deemed for the purposes of 
Chapter 4 of Part 17 of ICTA to have ended with 1st December 2004. 

(6)	 In this section �accounting period� has the same meaning as in Chapter 4 of 
Part 17 of ICTA (see section 751). 
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------------

2 Draft Clauses 

(7) In this section �ICTA� means the Income and Corporation Taxes Act 1988 (c. 1). 

2 Double taxation relief: ADP dividends of controlled foreign companies 

(1)	 Section 801 of ICTA (dividends paid between related companies: relief for UK 
and third country taxes) is amended as follows. 

(2)	 In subsection (2A) (restriction on cases where section 799(1)(b) applies for the 
purposes of section 801(2)) after paragraph (a) insert� 

�(aa)	 if the overseas company is an ADP controlled foreign company 
as respects any of its accounting periods and the dividend 
mentioned in subsection (1) above is an ADP dividend of that 
company (in which case see also subsection (2B)); or�. 

(3) After subsection (2A) insert� 

�(2B)	 In any case falling within subsection (2A)(aa) above, section 799(1)(b) 
applies for the purposes of subsection (2) above as if for section 799(1A) 
there were substituted� 

�(1A) The formula is� 
D - × X1 X� 

where� 
D is the amount of the dividend; and 
X is the maximum relievable rate, expressed as a decimal 
fraction; 

and for the purposes of this subsection the maximum relievable rate is 
the rate of corporation tax in force when the dividend was paid.�.�. 

(4) After subsection (5) insert� 

�(6) For the purposes of this section� 
(a)	 a controlled foreign company is an �ADP controlled foreign 

company� as respects any of its accounting periods if, by virtue 
only of section 748(1)(a), no apportionment under section 747(3) 
falls to be made as respects that accounting period; 

(b)	 an �ADP dividend� of a controlled foreign company is a 
dividend by virtue of which the controlled foreign company is 
an ADP controlled foreign company as respects any of its 
accounting periods. 

(7) In this section� 
�accounting period�, in relation to a controlled foreign company, 

has the same meaning as in Chapter 4 of Part 17 (see section 
751); 

�controlled foreign company� has the same meaning as in Chapter 
4 of Part 17 (see section 747(2)).�. 

(5)	 The amendments made by this section have effect where the dividend 
mentioned in section 799(1) of ICTA is paid on or after 2nd December 2004 and 
is, or represents, in whole or in part an ADP dividend of an ADP controlled 
foreign company. 
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