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A significant exemption from corporation tax is available in 

respect of the profits of foreign permanent establishments of 

UK companies, if the appropriate election is made.

An election is normally effective for all accounting periods 

beginning after the accounting period in which it is made and it 

becomes irrevocable at the end of that period. It applies to the 

profits and losses (including chargeable gains and allowable 

losses) of all foreign permanent establishments of the company. 

A permanent establishment (a ‘branch’) is: 

(i)  a fixed place of business through which the business of the 

company is wholly or partly carried on; or 

(ii)  an agent acting on behalf of the company who has, and 

habitually exercises, authority to do business on behalf of 

the company.

Calculation of the exempt amount
If a branch is located in a territory with which the UK has a ‘full’ 

double tax treaty (broadly, a treaty which includes a non-

discrimination provision), the amount which is exempt is the 

profit attributable to that branch calculated in accordance with 

the terms of the treaty. Otherwise the exempt amount is 

calculated as if the OECD model treaty has effect. Profits derived 

from investment business are excluded.

Notional capital allowances on plant and machinery are taken 

into account in calculating the exempt amount as if the branch 

activity were a separate qualifying activity for capital allowance 

purposes. Following an election for the foreign branch 

exemption, there is a deemed disposal and reacquisition of 

eligible plant and machinery of foreign branches at its tax 

written down value.

UK source income which is liable to payment under deduction 

of tax does not fall within the exemption and continues to be 

taxable. This exclusion does not apply to payments to banks 

unless the payment forms part of an arrangement to avoid the 

withholding obligation.

Foreign branch corporation  
tax exemption

Where a company is eligible to claim relief in respect of 

employee share acquisitions, the relief relating to foreign 

branches (and therefore included in calculating the exempt 

amount) is calculated on a just and reasonable basis having 

regard to the extent to which the work of the employees 

concerned contributes to the purposes of the foreign  

branches’ business.

Anti-diversion rule
The exemption does not apply to branch profits attributable to a 

particular territory in any period to the extent that they are 

‘diverted profits’ i.e. broadly, profits that would be caught by 

the controlled foreign company (CFC) rules if the branch were a 

CFC resident in the foreign territory concerned. 

Pre-election and large pre-commencement losses
The most complex part of the legislation concerns foreign 

branch losses incurred before the election is (or is intended to 

become) effective. The reason for these provisions is to deal 

with the situation where foreign branch losses have been 

incurred, relief for which may have been given for UK tax 

purposes against other profits of the company. In the absence of 

an election, the relief given would effectively be clawed back 

when there were foreign branch profits. This is because, 

assuming the overseas territory in which the loss arose allows 

the losses to be offset against future profits, there would be no 

overseas tax to credit against the UK tax payable on  

those profits.

“ Where a company is eligible to claim 
relief in respect of employee share 
acquisitions, the relief relating to foreign 
branches ... is calculated on a just and 
reasonable basis ...”
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The legislation seeks to mirror this position, at least in part, by 

deferring the time at which the election becomes effective until 

foreign branch losses incurred in accounting periods ending less 

than six years before the accounting period in which the 

election is made have been matched against subsequent foreign 

branch profits. If foreign branch losses in a particular territory 

for an accounting period beginning within the six years ending 

on 18 July 2011 exceed £50 million, an election is not effective 

until those and subsequent losses have been matched with 

subsequent profits.

Generally, the aggregate foreign branch losses are compared 

with foreign branch profits when matching. However, an 

election can be made to stream losses such that the position of 

each territory specified in the election is considered in isolation. 

A streaming election has to be submitted at the same time as 

the main election and, again, becomes irrevocable at the end of 

the accounting period in which it is made. The advantage of 

making a streaming election is to accelerate the exemption of 

the profits of profitable branches at the cost of additional 

complexity in the compliance process.

There are provisions to counter the possibility of circumventing 

the rules regarding pre-election losses where the business of a 

foreign branch is transferred to a connected company.

Exclusions
Due to the perceived scope for tax avoidance, an exemption 

election cannot apply in relation to the profits of the foreign 

branch of a ‘small’ company in a territory with which the UK 

does not have a full double tax treaty. Under rules laid down by 

the EU, a small company is defined as one which (with linked 

and partner enterprises) employs fewer than 50 persons and 

whose annual turnover and/or annual balance sheet total does 

not exceed 10 million euros.

In addition, the chargeable gains of a close company are not 

covered by the exemption. This mirrors a more general anti-

avoidance provision relating to gains realised by non-resident 

companies which would be close if UK resident. A close 

company is, broadly, one which is controlled by five or fewer 

shareholders or by shareholders who are directors.

Finally, the exemption does not apply to the profits of insurance 

companies to the extent that they arise from basic life assurance 

and general annuity business.

This factsheet provides a summary of the legislation. Specific 

advice should be obtained before making, or deciding not to 

make, the relevent elections.
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