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Update

Background
For many years the UK has had legislation under which the profits 

of a controlled foreign company (CFC) can be apportioned to 

UK-resident companies that control it, and be taxed accordingly 

(with relief for foreign tax). A CFC is a non-resident company that 

is controlled by UK-resident persons.

The intention of the legislation is, broadly, to counter tax 

avoidance by the diversion of profits to companies in overseas  

tax havens. Accordingly, it has always included a number of 

exemptions designed to prevent a charge arising on genuine 

commercial arrangements. However, these exemptions originally 

operated on an ‘all or nothing’ basis. If a company did not fall 

within an available exemption all of its profits were apportioned, 

irrespective of whether they had been diverted from the UK.

Following a long period of consultation, new legislation was 

introduced with effect from 1 January 2013. Instead of 

concentrating on the characteristics of the company, the new 

rules concentrate on the characteristics of the profits. They aim  

to impose a CFC charge only on profits that have been diverted 

from the UK (’chargeable profits’), and not on profits that arise 

from genuine economic activities undertaken overseas.

There are special rules dealing with companies that are managers 

of (or participants in) offshore funds, companies that hold shares 

as trading assets, and life assurance companies.

The rules are extremely complex and only an outline of them can 

be given here. Professional advice should be taken before 

entering into any arrangements affected by these rules.

Exemptions
The rules still contain some exemptions that can exclude a 

company from the CFC charge completely, so that it does not 

need to give any consideration to calculating its chargeable

profits. These are:

Controlled foreign companies

• the low profits exemption: where the CFC’s accounting 

profits or its profits calculated on UK tax principles are 

£500,000 or less, and any non-trading income included in 

those profits is £50,000 or less;

• the low profit margin exemption: where the CFC’s 

accounting profits for the period concerned, before the 

deduction of interest, are no more than 10% of its relevant 

operating expenditure;

• the excluded territories exemption: where, in the relevant 

accounting period, the company is resident in an ‘excluded 

territory’ (a territory prescribed in regulations), and various 

categories of tax-advantaged income, taken together, do not 

exceed £50,000 or 10% of the CFC’s accounting profits, 

whichever is greater. The CFC must also meet a detailed 

condition regarding the absence of significant transfers of 

intellectual property to it within the previous six years;

• the tax exemption: where the local tax on profits (excluding 

capital gains) in the country where the CFC is resident is at 

least 75% of the tax that would be charged in the UK;

• the exempt period exemption: which provides a temporary 

period of exemption, initially 12 months, for foreign 

subsidiaries that come under UK control for the first time and 

meet various conditions.

There is also a ‘partial exemption’ for intra-group finance profits, 

under which they are charged at a quarter of the full corporation 

tax rate (or, in a small number of cases, are completely exempt).

Chargeable profits
If a company is not within one of the exemptions, its ‘chargeable 

profits’, which are liable to the CFC charge, are determined by 

aggregating its profits (as calculated on UK tax principles) insofar 

as they fall within various specified categories as follows (all of 

which are subject to various exclusions).
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UK activities
Profits are chargeable to the extent that they derive from assets or 

risks that relate to activities carried out in the UK by a part of the 

CFC or by a company connected with the CFC. This excludes the 

trading activities of a UK permanent establishment because they 

would be taxed in the UK in any case. If an identified asset or risk 

relates to both UK and non-UK activities, the amount of profits 

from the UK activities is left out of account if, broadly, it is less 

than half of the total from that asset or risk.

Amounts are also excluded where, broadly, there is a commercial, 

non-tax, justification for the arrangements, or where the UK 

activities are carried out by companies connected with the CFC 

but under arrangements that independent companies would have 

entered into on the same terms.

There is a further exclusion for trading income where, the CFC 

meets the conditions that, broadly:

• it has business premises in its territory of residence that are 

used with a reasonable degree of permanence, and from 

which its activities in that territory are wholly or mainly carried 

on;

• no more than 20% of its trading income is derived from the 

UK;

• its UK-related management expenditure is no more than  

20% of the total;

• the profits do not derive to a significant extent from 

intellectual property transferred to the CFC from the UK; 

• no more than 20% of its trading income arises from goods 

exported from the UK (otherwise than to the CFC’s territory 

of residence).

Non-trading finance profits
‘Non-trading finance profits’ (i.e. mainly receipts of interest and 

non-exempt dividends) are chargeable if they, broadly:

• are attributable to UK activities;

• arise from the investment or use of funds that were derived 

from the UK; 

• arise from arrangements (such as upstream loans) made 

directly or indirectly by the CFC with a UK-resident connected 

company or a UK permanent establishment of a non-UK 

connected company, where it is reasonable to suppose that 

the arrangement was made, rather than paying a dividend  

or other distribution, for tax reasons; 

• arise from certain finance leases to connected parties in  

the UK.

There is an exception for incidental amounts received by 

companies primarily involved in other activities.

Trading finance profits
‘Trading finance profits’ of banks or insurance companies are 

chargeable where they arise from the investment or use of  

excess free capital (for banks) or excess free assets (for insurance 

companies) and the excess is attributable directly or indirectly to 

UK-connected share subscriptions or other capital contributions.

Captive insurance business
Certain profits deriving from captive insurance business relating  

to risks in the UK are chargeable.

FSA capital requirements
Certain profits of financial institutions are chargeable if they are 

the subject of a ‘solo consolidation waiver’ under the rules of the 

Prudential Regulation Authority; i.e. if the PRA allows a regulated 

company to treat an unregulated subsidiary as a division of the 

regulated company.

Apportionment of chargeable profits
The appropriate share of chargeable profits is apportioned to any 

company that has an interest of 25% or more in the CFC. The 

interests of various related parties are taken into account in 

determining whether the 25% test is met, but not in determining 

the amount to be apportioned.

How can Moore Stephens assist?
Clearly, UK companies will not wish to fall within the CFC rules  

if it can be avoided, because of the detailed calculations and 

administration involved. If profits derive from the UK it will 

normally be more straightforward to arrange for them to arise  

in a UK company and to pay tax accordingly, rather than letting 

chargeable profits arise in a controlled foreign company.  

Moore Stephens can advise on appropriate structures to avoid 

unnecessary tax liability and administrative complexity.

If a UK company has a CFC in which profits arise, Moore Stephens 

can advise on any applicable exemptions, and can assist with the 

calculation of chargeable profits and appropriate reporting 

procedures where this remains necessary. 
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