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The Taxation of Foreign Profits in the UK – A New Dawn   

BY ARUN BIRLA AND JOHN ROSS-MUNRO 

The 2008 UK Pre-Budget Report announced a 
package of reforms to the taxation of foreign 
profits. The express objective of the reforms is 
to support and enhance the UK's competitive 
position and the proposals represent an 
important and fundamental change to the way 
the UK taxes foreign profits. Draft legislation 
(together with detailed notes and guidance) 
dealing with these reforms was published last 
week. This alert discusses some of the key 
aspects of the draft legislation. Whether the final 
provisions actually meet their stated objective 
remains to be seen.  

After over two years of debate a package of 
reforms relating to the taxation of foreign profits 
has finally materialised. The central theme of the 
package is the introduction of a UK tax 
exemption for foreign dividends. The recent UK 
High Court decision in the FII Group Litigation, 
which broadly held that the UK rules on taxing 
foreign (EU) source dividends are in breach of EU 
law, sits neatly with this move towards 
exempting foreign source dividends.  

The details behind the package of reforms have 
now been provided - over 100 pages of draft 
legislation and guidance notes were published on 
9 December 2008. A brief summary of some of 
the key points is set out in the following 
paragraphs. There are other aspects (principally 
relating to controlled foreign companies and the 
UK treasury consent rules) which are not 
discussed. It is worth noting that the UK 
Revenue specifically acknowledges that the draft 

legislation is still in a very rough and ready form. 
 

Distribution Exemption 

A dividend exemption will be available to large 
and medium-sized UK companies and UK 
permanent establishments of large and medium-
sized foreign companies. Dividends which will 
qualify as exempt will include: 

• certain dividends from controlled foreign 
companies; 

• dividends on non-redeemable ordinary 
shares, i.e. shares which are not in 
substance redeemable under the share's 
terms of issue (or any collateral or other 
arrangements which are widely defined). 
An ordinary share is defined as a share 
that does not carry any present or future 
preferential right to dividends or to a 
company's assets on a winding up; and 

• portfolio dividends. 

Note that the removal of the existing tax 
exemption for UK-UK dividends will increase the 
compliance burden on UK companies as there 
will need to be an analysis of whether the 
exemptions apply to such dividends. There are a 
number of ‘carve outs’ where the exemption will 
not be available. For example, a dividend which 
is tax-deductible in the payor's territory or of a 
capital nature will not be exempt. In addition, 
dividends will not be exempt if they form part of 
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a prescribed type of tax avoidance scheme with 
a main purpose of achieving a tax advantage. 

Worldwide Debt Cap and Extension of 
the Existing Loan Relationships So-
Called 'Unallowable Purposes' Rule  

In order to balance the books, the UK Revenue 
aims to introduce a worldwide debt cap and to 
strengthen the unallowable purposes rule (which 
works to disallow loan relationship debits for tax 
purposes). 

The worldwide debt restriction operates by 
comparing a sum known as the 'tested amount' 
to another sum known as the 'available amount'. 
There is a disallowance of the excess of the 
tested amount over the available amount. It has 
to be said that this calculation is very detailed 
and complex. In its simplest form, the cap 
prevents a group putting a greater amount of 
debt into the UK part of its group than the group 
as a whole has borrowed. The UK Revenue 
guidance states that the worldwide cap achieves 
two effects. First, direct external borrowing 
remains allowable. Second, intra-group 

borrowing will be allowed provided it does no 
more than move external net interest costs into 
the UK. Certainly UK parented groups with 
upstream loans and overseas parented groups 
which have a UK interest expense that is higher 
than the group as a whole will be impacted by 
these new rules. 

All in all the proposals represent a positive step 
in the right direction, but they do require a 
careful review as they may lead to unexpected 
consequences for certain taxpayers. As ever, the 
devil is in the detail. For example, the dividend 
exemption may have an adverse impact for 
Japanese groups in the context of their anti-tax 
haven rules. Furthermore, a number of the UK's 
double tax treaties contain a 'subject to tax' 
requirement when determining whether 
withholding tax has to be applied on dividends, 
leading to a denial of beneficial treaty rates if the 
relevant dividend is exempt in the UK.  

The UK Revenue has invited comments on the 
draft legislation by 3 March 2008. Time to start 
lobbying! 
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