
Controlled Foreign Companies:

In the Pre-Budget Report, the Chancellor

stated that:  “The Government will

continue to defend the tax system

robustly against legal challenges from

EU law.”  This is not surprising given 

the “body blows” that the European

Court of Justice (ECJ) has recently

delivered to the UK tax system.  

One important plank in the UK anti-

avoidance armoury has been the

controlled foreign company (CFC)

regime where, in essence, the UK

taxable company is assessed to tax on

the profits of its subsidiary company

where that company pays tax at a 

lower level and none of the existing

exemptions apply.

The ECJ ruled in the case of Cadbury Schweppes Plc 
-v- Revenue and Customs Commissioners (Case C-
196/04) that EC law (which, inter alia prohibits
restrictions on the freedom of movement of individuals
and companies) precludes the inclusion in the UK
company’s tax base of profits made by the CFC in
another member state (where those profits are subject
in that other state to a lower level of taxation than that
applicable in the UK) unless such inclusion relates only
to wholly artificial arrangements intended to escape
the tax which would otherwise have been payable in
the UK.  

In the case of Cadbury Schweppes, the claimant
companies were challenging the application of the 
CFC regime to subsidiaries which had been set up in
Ireland to take advantage of Ireland’s more favourable
corporation tax regime.
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Future Strategies

From 6 December 2006, a group of companies in a
similar situation will be able to apply to HMRC for
permission to exclude the CFC’s profits from charge 
to tax in the UK.  The applicant will need to show, inter
alia, that: 

(a) the CFC has a real presence in the European
Economic Area (EEA) country, i.e. a business
establishment (such as an office, shop, factory
which the CFC will occupy and use for a reasonable
length of time), together with either employees
and/or consultants; and

(b) the level of profits realised by the CFC represents a
reasonable economic return on the activities
undertaken by the CFC and members of the same
group of companies (if it is a member of a group),
through the CFC’s employees/consultants from its
business establishment in the EEA territory.

Whilst some commentators are remarking on how
narrowly drawn this new legislation is, we consider that
many UK groups, who have bona fide trading activities in
an EEA territory, will be able to reduce their effective UK
tax burden.

Going forwards, such groups will no longer need to
comply with the distribution exemption and will instead
be able to roll-up profits in the CFC (thus maximising
potential sale proceeds) and achieve a tax free sale by
virtue of the substantial shareholding exemption.  This is
perhaps yet another advantage to UK Float Co.

A further change to the CFC rules sees the abolition 
of the “public quotation exemption” in response to
alleged artificial transactions relying largely on the ease
of getting a stock exchange quotation in the relevant
CFC jurisdiction.
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