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Dear Edward

RE : CONSULTATION ON FOREIGN PROFITS

Business representatives greatly appreciate the opportunity to participate in
the consultation process regarding potential reform of the tax treatment of
foreign profits. In light of the fundamental changes that are contemplated we
believe that such a consultation process is the best way to surface all relevant
issues, costs and benefits and to develop policy that achieves all the stated
objectives.

To that end and notwithstanding that we have not yet concluded the initial
phase of consultation; we are writing to record business’ collective views on
discussions to date. Further we would respectfully request that a further
meeting with all business and representative bodies take place after the final
meeting covering CFC’s in order to bring the various aspects together in one
discussion. We believe this would be helpful to identify the interactions
between various changes under consideration and to ensure that a fair
package of measures results.

The collective views of business representatives from the two consultation
groups so far are as follows:

Participation exemption

Our comments under this heading are focused on the treatment of non-
portfolio dividends although there are clearly further discussions required in
terms of the treatment of portfolio dividends particularly in the context of
insurance company business. In addition, in this letter we do not detail the
shortcomings of the current DTR system, which is complex and represents a
significant administrative burden on UK corporates and HMG alike. Clearly
there would be significant administrative savings for both business and HMG if
the current DTR calculations were removed from the statute.
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The introduction of a participation exemption in respect of foreign dividends
received in the UK is viewed as a logical and indeed inevitable next step to
shore up the competitiveness of the UK tax regime in a manner, which is
consistent with the EU treaty. This measure should be viewed as a very
positive step for HMG as well as for UK business even in isolation of any other
measure.

The benefits to business are clear; the current barrier to repatriation in the
form of a complex DTR regime requires offshore cash management structures
in order to access cash for group purposes and somewhat elaborate
corporate restructuring in order to generate top company distributable
reserves. A participation exemption would eliminate the need for both these
aspects of corporate structure management.

The benefits to HMG are also clear. The evidence for this lies in past
experience of repatriations from the US following the introduction of a 0%
WHT on dividends. Once this tax barrier had been removed many companies
took the opportunity to repatriate funds and eliminate upstream loans, which
had previously caused UK tax deductions on interest. We anticipate that a
similar effect will occur in the event a participation exemption is introduced in
the UK and that many more existing upstream loans will be eliminated. Our
estimate is that this further elimination of upstream loans and the additional
UK investment of this cash will more than cover the £100m cost of losing UK
tax Schedule D Case V income on non-portfolio dividends.

Furthermore, cash retained offshore will ultimately shape investment
decisions. Where the UK is only one of many choices for investment in
physical or intangible assets if cash is owned offshore it is likely that
investment will also be made offshore. Again removal of the barrier to
repatriation will allow the UK arm’s of MNC'’s to participate in a greater
proportion of investment and returns.

For completeness we firmly reject the idea that a credit system applied to UK
dividends would work either in the current system of taxation by entity or in the
case of UK consolidated groups without allowing grouping of companies in
other member states. Such a degree of complexity in ascertaining UK credit
for dividends between UK companies on top of the existing DTR regime would
compound both the difficulties of repatriation of foreign profits and the
generation of distributable reserves in the top UK company. Such a system
would certainly be regressive against a UK competitiveness agenda.

During consultation we have heard and understand the concerns of HMG that
under a participation exemption behavioural change would lead to the
repatriation of cash that would immediately flow offshore into thickly
capitalised low tax subsidiaries. Business does not agree that this behaviour
will be driven or in any way increased by the introduction of a participation
exemption, as the capacity to invest cash offshore already exists particularly
where cash is already sitting offshore.
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We have discussed at some length the potential uses of repatriated cash in an
attempt to address HMG’s concern. We agreed that the primary use for the
cash will in fact be to fund share buybacks and dividends. Clearly UK groups
have been funding such things before but with the DTR barrier removed
upstream loans will be substantially reduced thus reducing net debt in the UK.

Investment overseas will of course continue but this usually is in respect of
genuine commercial objectives. The existing CFC regime, despite its many
faults and rightly the subject of future discussions, will trap most offshore
income that is not generated from genuine commercial investment. In
addition, there are many anti-avoidance measures to prevent inappropriate
expatriation of cash and other assets. However, we appreciate that HMG may
have residual concerns particularly in an evolving EU context that the current
CFC rules may not be sufficient to prevent abusive capitalisation of low tax
subsidiaries. We think that a reformed CFC regime best addresses this.

In summary, business views participation exemption as an important tax
reform for improving the UK’s tax regime. We believe that it will do nothing to
encourage or discourage incremental investment offshore and it is our view
that the cost of participation exemption may well be a lot less than £100m
owing to the elimination of upstream loans. We certainly appreciate the need
for CFC reform to address HMG’s residual concerns of abusive practice but
do not agree that reforms of other aspects of the UK regime including interest
restriction are mutually inclusive to achieving reform to taxation of foreign
dividends.

CFC regime

As has been stated many times by business, the CFC regime needs to be
sensibly reformed to reflect modern business practice and to be consistent
with the EU treaty. Not to pre-empt discussions yet to take place on CFC, as
stated above we anticipate sufficient reform can be achieved to reassure
HMG as to any residual risk perceived regarding abusive offshore investment.
The likely route is via a passive income targeted regime rather than an entity
based regime, which is likely to be necessary in any case in order to be EU
Treaty compliant.

Interest restriction

The business view is that any restriction of interest would be detrimental to UK
competitiveness and would impose an additional tax burden that could not be
justified on the grounds of the introduction of participation exemption.

It is widely appreciated that the UK’s interest relief regime is a key competitive
advantage to attracting inbound and outbound investment. However,
whatever intellectually sound arguments are made regarding matching the tax
treatment of income with expenses, it is our view that such a fundamental
restriction not only has enormous implications for the UK economy that have
not yet been properly researched but could not be justified as an revenue
balance to participation exemption.
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A number of options for restricting interest relief including a substitute dividend
tollgate tax have been considered and we would like to comment on each.

We discussed a simple tollgate tax on repatriated dividends as a substitute for
interest restriction but expressed the following concerns:

e Such a regime penalises companies who have excess credits already
in place so would immediately create winners and losers contrary to the
fairness and non-distorting objectives.

e Although simple the barrier still represents an incremental cost and
would still deter some repatriation and deny the UK economy access to
incremental investment.

e We believe that a cascading tax in the UK might be avoided in a
manner consistent with the EU Treaty but this would need further
analysis.

The US has clearly had some success in attracting cash repatriation through a
12-month window of opportunity created by the AJCA 2004 and indeed this is
a possibility for the UK. Whilst any UK equivalent short-term window could be
perceived as a stopgap measure it would not solve the underlying issue of EU
Treaty consistency on treatment of UK versus foreign source dividends and
nor would it improve the UK competitiveness position. In addition, it does not
solve the underlying issue of abusive offshore investment in all cases so
would still require CFC reform.

The remaining mechanisms for interest restriction all have drawbacks other
than the economic cost as has been discussed. All three methods suffer from
complex and arbitrary calculations divorced from commercial reality (e.g. the
automatic assumption that debt can be pushed down and maintained for ever
in overseas subsidiaries). There would be a new dimension of winners and
losers, again contrary to the stated objectives of this policy reform. These
options also carry an unwelcome burden of regulation for both taxpayers and
HMG.

In the Rewe Zentralfinanz case the AG expressed an opinion that the Swedish
regime of giving relief for deficits arising on revaluation of Swedish assets but
not foreign assets is contrary to EU law. This potentially places a limitation on
any regime that attempts to restrict interest relief by reference to foreign
investment.

Another general aspect is the incremental administrative burden of
restructuring debt and potentially the maintenance of separate sets of books
for debt capacity and offset purposes. Any of the three options presented
would require a detailed RIA to gain a better understanding of these costs.

The final general comment is that it is far from clear as to how banks and
insurance companies will be dealt with.

Specific comments on each net interest relief restriction option are as follows:
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Regarding the thinner capitalisation approach, a recent case Keller Holding
has affirmed Bosal so HMG’s view that Bosal might be decided differently
today is not apparent from the Court’s decision in Keller. Restrictions of
interest relief by reference to the elimination of shareholdings may fall foul of
the EC Treaty on the basis that there would have to be effective
compensation between UK companies only in the UK group. Of course in
large UK groups the administration of determining debt levels and
compensating adjustments (or surrendering debt capacity) would be
burdensome.

The fat capitalisation approach assumes perfect debt structures can be put
into overseas subs on a permanent basis. Whilst debt may initially be used to
fund an acquisition or restructuring it may well be paid off thus increasing
interest relief restrictions in the UK. The measurement of debt capacity in
every group company would also be over burdensome.

Interest allocation by reference to formulae as in the US system is probably
the most complex system of them all particularly where market value balance
sheets and E&P calculations are required. The UK economy does not have
the attractions of the US and whilst an interest allocation is workable there we
believe it would be damaging to the UK economy.

Other thoughts across the board included the following:

e Business do not recommend that the UK adopt a two tier system for EU
and non-EU territories on any aspect of reform for the obvious reasons
of complexity and a potential breach of the EU Treaty in any case.

e We believe that the effect on P.E.’s is marginal to the core
considerations under review.

e During discussions, HMG has made reference to the potential abolition
of 765, which we would welcome as a further positive consequence of
reform in this area.

We trust that the above summary is a useful record of business views to date.
We look forward to progressing discussions with your teams in the near future
but in the meantime if you have any questions or concerns regarding the
above views then please do not hesitate to contact me or a business
representative from one of the work streams.

Yours sincerely

P Sy

Copiedto: Mike Williams (mike.williams@hm-treasury.x.gsi.gov.uk)
Judith Knott (judith.knott@hm-treasury.x.gsi.gov.uk)



