REGULATORY | MPACT ASSESSMENT
| nt roducti on

This regul atory inpact assessnent (Rl A) considers the
costs and benefits of the nmeasures relating to double
taxation relief in the Finance Act 2000 taking into
account refinenents brought in by the Finance Act 2001.
The original nmeasures stemmed fromthe review of the
system of doubl e taxation relief for conpani es conducted
by the Inland Revenue during 1999, and have been anended
in the light of consultations with business and
representations received since then.

This RI A considers the corporation tax inplications.

1. Purpose and intended effect of the measures

1.1 Double taxation arises when a conpany pays tax on
its income or gains both in the country where they
arise and in the country where it is resident (and
perhaps also in a third country, where it has a
per manent establishment). The United Kingdomrelieves
doubl e taxation by the credit nethod, whereby the
i ncome and gains are taxed in the United Ki ngdom but
the foreign tax is credited against the United Ki ngdom
tax payable. As an alternative, the inconme and gains
may be reduced by the anmount of the foreign tax paid
in respect of them For 1999/00 the total anount of
doubl e taxation relief clained by conpanies total ed
£6bn.

1.2 In March 1998 the Government announced a revi ew of
doubl e taxation relief for conpanies. The review
consi dered the functioning and the fairness of the
exi sting system its effectiveness in neeting the
obj ectives of the relief and business’ conpliance
costs, while having regard to the overall cost of the
relief. In March 1999 a di scussi on paper (“ Double
Taxation Relief for Conpanies” ) was published.
Comments were invited by 30 Septenber 1999 on whet her
to retain the credit nethod or switch to an exenption
system for relieving double taxation and on a nunber
of other issues concerning the credit nethod that were
identified in the paper.

1.3 The neasures introduced in the 2000 and 2001 Fi nance
Acts inprove the financing of the systemfor direct
i nvestment and provide additional flexibility for
conpanies in the utilisation of the relief, while
capping the rates of foreign tax for which credit is
given. The main features are:

. The relief available for underlying tax
attributable to a dividend paid fromone conpany to
another will be capped at a rate equal to the
Uni ted Ki ngdom corporation tax rate;
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Di vi dends from foreign subsidiaries can normally be
pool ed for the purposes of crediting foreign tax
(* onshore pooling’ ).

Excess foreign tax up to 45%that has been capped
as above nmay be credited agai nst pool ed divi dends,
or surrendered to other group conpanies

Conmpanies will be able to carry back three years,
or to carry forward indefinitely, foreign tax on
di vi dends and on the profits of foreign branches
whi ch can not be relieved i medi ately;

Di vidends paid to satisfy an acceptabl e

di stribution policy for a Controlled Foreign
Conmpany are ring-fenced so that excess foreign tax
arising on any other dividend cannot be credited
agai nst them

And relief will be allowed to all non-residents for
foreign tax paid on the incone of their United
Ki ngdom branches or agenci es.

Details of other neasures being introduced are set out
in annex 1.

Opt i ons

.1 Various options were discussed in the review,

i ncl udi ng maki ng no changes, switching fromthe credit
nmet hod of relief to an exenption system and using
non- | egi sl ati ve sol uti ons.

.2l n some cases representations had been nade for

certain practices that have grown up over the years to
be put in statutory form as this would bring the
benefit of greater certainty and transparency.

.3New | egi sl ati on was necessary to inplenent the changes

fully.

Benefits of the changes

.1 New out bound investnment fromthe UK will be sinpler

to structure while retaining the full benefits of the
systemof relief. UK conpanies that hold their
subsidiaries directly will no |onger be di sadvant aged
by the system Follow ng the changes, they have the
potential to obtain nore relief than was previously
avai l able for foreign tax suffered that is
attributable to dividends fromthose subsidiaries.
The creditable foreign tax was previously capped at
the UK corporation tax rate (now 30% and the new
rules raise that limt to 45%

RIA_newDraft 2 22/01/01



3.2 United Kingdom conmpanies with foreign subsidiaries

will benefit fromthe greater flexibility in the
utilisation of relief that is introduced by the
changes. They will be able to use otherw se

unrelieved foreign tax to reduce the UK tax that
woul d be payabl e on other foreign dividends by the
conpany. They will also be able to carry it
backwards or forwards to maximse the relief or
surrender it to another conpany in the group that can
use it.

3.3 Conpani es with overseas subsidiaries held through
of fshore hol ding conpanies will potentially benefit
fromthe greater flexibility, but within the new
cappi ng arrangenents that exclude fromreli ef
underlying tax in excess of 45%

3.4 United Kingdom conpani es that operate overseas
t hrough branches will benefit fromthe introduction
of a systemto carry unrelieved foreign tax backwards
or forwards as do foreign conpani es or individuals
that operate in the United Ki ngdom through branches.
In addition, these persons are able to claimcredit
relief for foreign tax on a broader basis than
hi t herto.

3.5 Changes relating to underlying tax will bring greater
transparency and certainty to the system The
changes give statutory authority to practices that
have been devel oped adm nistratively particularly in
relation to profits transferred otherw se than by a
di vi dend and conpani es taxed overseas as a single
entity.

3.6 The effect of the cap is to limt the extent to which
the UK systemgives relief to conpanies for rates of
tax in excess of 45% suffered on overseas operation.
Wthin the capping arrangenents, conpanies will also
be expected to take reasonable steps to m nin se
their foreign tax (e.g. through claimng avail abl e
reliefs). The abolition of dividend specification
rules will ensure that dividends are identified nore
closely with the accounting profits of the overseas
source. Together with the exclusion fromthe onshore
pool i ng arrangenents of dividends paid up by a
controlled foreign conpany to neet the acceptable
distribution test, these neasures contribute to
reduci ng t he Exchequer cost of the substantially
greater flexibility that is being provided through
t he ot her changes.

4. Consultation and gui dance

4.1 Twenty-five responses were received to the discussion
paper nentioned at 1.2 above. There was a nore
substanti al response to the Budget announcenent in
March 2000 and, in the course of further consultation,
a W de range of comments and suggestions were made.
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As a result of the consultation, changes relating to
relief for underlying tax were brought forward and

i ncorporated as part of Finance Act 2000. 1In order to
assi st conpanies with conpl ex group arrangenents, the
start date for the nore significant proposals was
deferred until 31 March 2001.

.2 The estimted conpliance costs/savings, based on
consultations with four tax nmanagers, are set out in
annex 3. To give an opportunity for further
consul tation, business was invited to conment again
when the updated draft was published in March 2001.
No further conments on the estimted conpliance
costs/savings in the light of the changes nade to the
provi si ons have been received.

.4 Consultation on conplex issues relating to ‘in

county’ m xing and the surrender, between UK

conmpani es, of eligible unrelieved foreign tax started
in October 2000 wth comments invited by 30" Novenber.

The detail ed provisions on these two aspects were to

be set by HM Treasury and the Board of the Inland

Revenue. The regul ati ons have now been published and

canme into force for dividends paid to the UK on or

after 31% March 2001

.4 Since the Finance Act 2000 recei ved Royal Assent
t here has been an on-goi ng process of consultation with
representative business groups.

.5 The Inland Revenue website has been used to provide
gui dance on the detailed interpretation of the
| egi slation as quickly as possible. Cuidance on
interpretation of the cappi ng and on-shore pooling
provi sions was placed on this in October and Decenber
2000.

Revenue effects

In a full year the cost to the exchequer will be £25 million. The extension of
double taxation relief to non-residents trading here through a branch or
agency, effective from 21 March 2000, account for around £10 million of
this and the remaining £15 million relates to the on-shore pooling regime,
effective from 31° March 2001.

Conpl i ance costs and savi ngs to business: Business
sectors affected

.1 Around 5, 200 conpanies claimrelief for foreign tax
each year. They are all potentially affected by one
or nore of the changes nentioned above (plus an
additional small nunber of foreign conpanies who are
able to claimcredit relief for the first tine).
Annex 2 shows doubl e taxation relief allowed by
i ndustrial sector, for the |atest year for which
figures are avail abl e.



6.2 The chem cal s, other manufacturing and construction
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sectors together have in the past accounted for over
80% of the tax savings that conpanies obtain by the
use of m xer conpanies. The figures in the table
include all types of foreign tax, including

wi t hhol ding tax on e.g. interest and dividends. The
nost significant changes in the package of neasures
concern underlying tax in respect of dividends from
over seas subsi diary conpani es.

Large mul tinational groups with conplex |ega
structures and many overseas interests have needed to
consi der how the changes affect them particularly if
t hey have conpanies in the group that fall within the
Control |l ed Foreign Conpanies |legislation. It has
been estinmated that around 200 United Ki ngdom
conpani es make use of internedi ate hol di ng conpani es
that act as m xer conpanies and are affected by the
changes.

Several thousand conpanies hold their subsidiaries
directly fromthe UK and these will derive nost
benefit fromthe new pooling provisions.

recurrent costs

Conpani es will incur sone one-off costs in
famliarizing thenselves with the new | egi sl ation.
They will need to take specialist advice about its

application to them train their staff and amend the
software (where this is used) that perfornms the

cal cul ati ons of double taxation relief and prints out
conputations for internal use and for forwarding to
the I nl and Revenue. Conpani es consulted said they
woul d normal |y expect to do this type of
famliarization wwth new rules on a regul ar basis and
could not quantify the additional cost of new
measures. Although this consultation took place

bef ore Budget 2000, and does not therefore take into
account the extensive changes made to the provisions
in the final Finance Act and Finance Act 2001, no
further coments have been received.

In some circunstances groups whose subsidiaries are

owned directly by UK conpanies will obtain the nost
benefit fromthe new provisions. On the other hand
for many groups there will be little or no

difference, and in the ngjority of cases all or
virtually all their subsidiaries are owned fromthe

UK. A decision to reorganize wll always be a
conpl ex one dependant on nmany factors. Some groups
wi |l consider a major reorganization of their
overseas operations is justified, others a limted
reorgani zation. Ohers will not feel any

reorgani zation is required at all, and for a fourth
group reorgani zation after an acquisition will be

avoi ded. Sone groups who considered they woul d have
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to reorgani ze to gain maxi mum benefit fromthe

provi sions volunteered rough estinmates in the sumer
of 2000. The anmendnents brought in by the Finance
Act 2001 will reduce the extent of reorganization
that some groups previously felt necessary and for
others may obviate it entirely.

6.7 The restriction of relief for underlying tax and
credit el sewhere of eligible unrelieved foreign tax
will not require the capture of additional data or
the performance of additional or different types of
cal culation. The existing calculations that are
al ready carried out will continue to be nmade; but
sonme of the figures that are used will be nodifi ed,
in that the rate of tax attributable to dividends
pai d between conpanies will not be able to exceed
30% or 45%for eligible unrelieved foreign tax, in
pl ace of a possibly higher rate that has entered into
the calculations in the past. This will not result in
any ongoi ng costs and one-off costs are expected to
be around £50 per group. Again however consultation
t ook pl ace before Budget 2000, and does not therefore
take into account the extensive changes nmade to the
provisions in the final Finance Act and Fi nance Act
2001.

Recurrent costs

6.8 The changes will not, for nobst conpanies, involve the
capturing of additional data, although sonme data that
is already held will be used in a different way. If a

conpany w shes to take advantage of any of the ways
in which eligible unrelieved foreign tax can be used,

it will already know the amounts involved (foreign
tax paid |l ess the anount allowed in the original
period). But it will also now have to keep a record

of the ampbunt of the unrelieved tax and make sure
that it adds it to the tax (if any) paid in the other
period concerned. Estinates of these costs varied
bet ween £100 and £300 per group/conpany per year.

6.9 Sone non-resident conpanies operating in the United
Ki ngdom t hrough a branch or agency will for the first
time be able to claimrelief for foreign tax paid on
the incone of their United Kingdom branches or
agencies. They will already have the information
about the foreign tax that they have paid but they
will have to incorporate that information in a claim
to the I nland Revenue. The non-recurring cost of
setting up such a systemof information is estinated
to be around £50 per conpany and the recurring
costs of fornulating a claimat around £125 per
conpany per year.

6.10 I n those cases where tax relief has been extended,

conpanies will only incur the conpliance costs if
they think that the outcome will be reduced United
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Kingdomtax bills as a result of additional relief
for foreign tax that exceeds the costs of putting
themin a position to make the cl aim

6.11 The requirenent that a conpany claimng relief for
foreign tax should take reasonable steps to keep its
foreign tax paynents down may nean mnul tinationa
groups incurring costs in other countries in taking
t hose steps. The extent of these will depend on what
procedures the groups have currently in place to
ensure that this is the case.

6.12 On the other hand, UK conpanies will see a reduction
in their recurrent tax planning costs as a result of
ot her changes concerning relief for underlying tax
(as set out in annex 1). Sources of conpliance cost
savings are listed in annex 3, each of which |eads to
savi ngs of between £200 and £1000 per conpany/group.
Conpani es should find it easier to make doubl e
taxation relief clainms where foreign conpani es nake
group tax returns; the abolition of the specification
of profits out of which dividends have been paid
shoul d i nvol ve sonme conpliance savings; and there
ought to be sone benefits fromcertain practices that
have grown up over the years are being put into
statutory form The definition of relevant profits is
now clearer, as are the rules for relief where a
conpany di stributes another conpany’s profits
(currently legal costs are often incurred which wll
no | onger be necessary). G oups have indicated that
removal of uncertainty will enable themreach
deci sions nore quickly and effectively.

6. 13 Taken together these nmeasures are expected to result
in reductions in recurring costs of approximtely £2
mllion per year. Even when the costs relating to the
provi sion of the new reliefs for carry forward/back
of foreign tax, and for branches of foreign
conpani es, are taken into account, the neasures are
expected to result in an overall reduction in costs
in the region of £1 mllion per year.

7. lInpact on small businesses.

7.1 There will be a beneficial effect on small and
medi um si zed enterprises (SMEs). These typically have
not enpl oyed m xer conpanies and will benefit fromthe
on-shore pooling provisions and the ability to utilize
EUFT. For this purpose we have used the European
Conmi ssion State ahds definition of small and nmedi um
sized enterprises = Broadly speaking, a conpany is an
SME if it, together with any conpany that it controls
by hol ding 25% of its capital or voting rights, has:

1* The Conmi ssion Recommendation of 3 April 1996 concerning the

recognition of the definition of Small and Medi um sized Enterprises”
Q) L107
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« fewer than 250 enpl oyees, and either (or both of),
e an annual turnover of not npbre than Euro 40
MIllion (about £25 mllion)
e an annual bal ance sheet total not nore than Euro
27 mllion (about £17 mllion)

8. O her costs

8.1 The changes will lead to new costs for the Inland

9.

Revenue, in the formof the tine required for
famliarization with the new | egislation, additiona
training requirements and nore subm ssions to Head
Ofice, especially in the early days.

Enf or cenent and noni tori ng

9.1 The Inland Revenue will nonitor how t he changes

10.
10.

10.

11.

operate in practice. In particular, International wll
continue to nmonitor the effectiveness of the

| egi sl ati on concerning relief for underlying tax, in
conjunction with the Large Business Ofice. The case
for further changes to the legislation will be kept
under review on an annual basis.

Summary

1 The package of mneasures has inproved the way in
which the UK s system of all ow ng doubl e taxation
relief fulfils its objectives.

2 Busi nesses that were consulted before the 2000
Budget were unable to quantify sone of the non-
recurrent costs associated with these nmeasures since
they considered that they would be dealt with in their
normal cyclical conpliance reviews. The scope of the
current changes nay go beyond what woul d be covered in
such reviews. The total non-recurrent costs that so
far have been quantified would be in the region of
£0.3 mllion. The package includes sonme neasures that
are expected to increase recurrent costs and others
that will reduce such costs. Overall there is expected
to be a saving in conpliance costs of around £1
mllion. The neasures will have sone effect on the
costs of small and nmedi um si zed enterprises if they
wish to claimthe benefit of on-shore pooling. Most
conpliance costs relate to the reliefs clainmed by the
maj or mul tinational groups of conpanies and it is
these who are expected to benefit fromreductions in

t hese costs.

Cont act Poi nt
Susan New

I nternational (External Relations G oup)
Vi ctory House
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ANNEX 1
OTHER MEASURES

In respect of underlying tax relief the foll ow ng
measures not referred to el sewhere in this R A have been
i nt roduced

1.

If relief from, or for, foreign tax can be claimed under a double taxation
agreement, credit for it cannot be claimed under domestic law; and credit
relief for foreign tax cannot be claimed under domestic law if a double
taxation agreement expressly denies relief for it under the agreement.

The time limits for claiming relief for foreign tax have been extended where
the tax is not paid until after the current time limits have expired.

The royalties article of some double taxation agreements will deny relief
from source state taxation. Legislation has now made clear that in cases
where there is a special relationship between the payer and the recipient
of royalties, this may be overruled not only where the royalty rate is
excessive, but also where the agreement under which the royalties are
paid would not have been made in the absence of the special relationship.

The operation of the mutual agreement procedure has been improved by
legislation that clarifies how effect may be given to an agreement reached
under the procedure and what time limits apply..
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ANNEX 2

DOUBLE TAXATION RELIEF CLAIMED IN ACCOUNTING PERIODS ENDING IN 1998-99

SECTOR

OIL AND GAS
MINING AND QUARRYING

CHEMICALS (INCLUDING PHARMACEUTICALS)

OTHER MANUF AND CONSTRUCTION
DISTRIBUTION, HOTELS AND CATERING
TRANSPORT AND COMMUNICATION

UK AND FOREIGN BANKS
LIFE/GENERAL INSURANCE

OTHER FINANCIAL ACTIVITIES
BUSINESS SERVICES

OTHER SERVICES

REMAINING SECTORS

ALL COMPANIES WITH DTR
REMAINING COMPANIES WITH CT LIABILITY

ALL COMPANIES WITH CT LIABILITY
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120
10
160
1,180
490
160
70
180
1,070
440
230
1,110

5,220

474,780

480,000

1,820
190
840

2,810
990

1,320

1,930

2,520

2,830
360

90

1,630

17,330

23,170

40,500

Companies Befare DTR  Claimed
£mn

£mn

1,640
150
410

1,320
130
100
340
370

1,550
140

20
900

7,070

7,070
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ANNEX 3

RECURRENT COSTS/ ( SAVI NGS)

Smal | / Medi um groups (groups | Large groups (groups with | All
with [ ess than 25 overseas 25 or nore overseas gr oups
subsi di ari es) subsi di ari es)
Per No. of Tot al Per No of Tota | Tot al
conpany | conpani es | £000s company/ companie || (rounde
/ group group s £000 |d to
S £m
Cap on 2000 Ni | Ni | 200 Ni |
under | yi ng
tax and EUFT
Carry 175 2000 350 300 1000 300 | 0.6
f orwar d/ back
of foreign
t ax
Relief for 125 300 38 125 200 25 0.1
UK branches
of foreign
compani es
Repeal of (400) 1000 (400) (600) 1000 (600 | (1.0)
specificatio )
n of profits
Di stribution None Ni | (1000) 250 (250 | (0.3)
of profits )
of anot her
conpany
G oup (400) 100 (40) (800) 200 (160 | (0.2)
returns )
Definition (100) 1000 (100) (200) 1000 (200 | (0.3)
for rel evant )
profits
M ni mum 50 1000 50 100 1000 100 |0.2
foreign tax
Treaty Ni | Ni | Ni | Ni | Ni |
cl ai ns
Tine Limts [N Ni | Ni | Ni | Ni |
Royal ties Ni | Ni | Ni | Ni | Ni |
Mut ual Ni | Ni | Ni | Ni | Ni |
agr eenment
procedure
Sub-t ot al 440 425 | 0.8
costs
Sub-t ot al (540) (120 | (1.7)
(savi ngs) 0)
TOTAL (100) (775 | (0.9)
SAVI NGS )
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