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	SmithKline Beecham replaces dual share structure

SmithKline Beecham has announced that it is going to replace its dual share structure, which involves stapled shares, with a single class of ordinary shares because of the complexities of the current structure coupled with the introduction of foreign income dividend (FIDs). The article examines these reasons more closely.


	


	SmithKline Beecham, the UK's second biggest drugs company, has announced that it is going to replace its dual share structure with a single class of ordinary shares. The main reasons for the move are the complexities of the current structure coupled with the introduction of foreign income dividends which improve the tax position of UK companies paying dividends out of foreign source profits.

Dual share structure

The dual share structure dates back to the merger of Beecham Group, a UK company, with SmithKline, a US company, in 1989. Since the merger, the parent company, SmithKline Beecham plc (SB), has been resident in the UK for tax purposes but a substantial proportion of its shareholders and business are resident in the US.

Under the terms of the merger, former Beecham shareholders received A ordinary shares but former SmithKline shareholders received equity units consisting of B ordinary shares in SB stapled to preference shares in the main US subsidiary. Equity unit holders have received dividends on the preference shares direct from the US subsidiary rather than from SB. This structure was established principally to enable both categories of shareholder to continue to receive dividends in a familiar form - US source dividends for SmithKline shareholders and UK company dividends, with the associated tax credit, for Beecham shareholders.

The dual share structure also made possible significant tax savings for SB itself. If SB had simply issued shares in the UK company to US shareholders it would have provoked a chronic surplus advance corporation tax problem. Surplus advance corporation tax arises where the amount of advance corporation tax that a company pays exceeds its capacity to offset the ACT against mainstream corporation tax. Typically this will happen where a UK company, such as SB, receives overseas income on which overseas tax has been paid thus reducing its mainstream corporation tax liability (since the foreign tax credit is set against the mainstream tax liability in priority to ACT). Normally ACT simply produces a timing issue but where a company has surplus ACT it pays an increased effective rate of tax on profits. The dual share structure has helped to reduce this problem because nearly 50 per cent. of SB's dividends were paid on the US subsidiary's preference shares and so did not carry ACT.

Reasons for the simplification

SB has given a number of reasons for changing to a single share structure:

· Although equity units and A shares have substantially equivalent voting and dividend rights, they have traded at different prices which has confused investors and discouraged investor interest. 

· It would have been difficult to raise equity finance with the existing structure, in particular because SB could not issue further equity units. Further, the equity units have historically tended to trade at a discount to the A shares which would have made it more difficult to set an appropriate price for the issue of new equity. 

· The equity units have proved to be administratively cumbersome in a number of ways. For example, SB's US subsidiary which was the issuer of the preference shares is treated as a separate US-listed and SEC-registered entity. In addition, the equity units, because they included a foreign security, would not have been eligible for admission to CREST. In order to enable settlement of trades in equity units through CREST a new depositary arrangement would have had to be established to enable interests in the equity units to be admitted to CREST. 

· The introduction of legislation on foreign income dividends which reduces the tax charge which it would otherwise suffer under a single share structure. 

Foreign income dividends

Foreign income dividends (FIDs) were introduced in 1994 to alleviate the problem of surplus advance corporation tax. Under the FID legislation, companies can elect by notice to the Inland Revenue on or before payment of a dividend, that the dividend should be treated as a FID. The company pays ACT in the normal way but, broadly, can reclaim the ACT if it would be surplus because of foreign tax on profits.

A dividend paid as a FID does not carry the tax credit normally available in respect of a dividend paid by a UK company. Broadly this means that shareholders (such as exempt funds) normally entitled to reclaim part or all the tax credit from the Inland Revenue have their return from the company reduced, unless the cash dividend is increased to compensate. SB has stated that it will do this (in line with the practice of many other companies). Any dividend paid as a FID by SB should equal the net "conventional" dividend the company would otherwise have paid plus an amount equal to the UK tax credit which would have attached to the conventional dividend.

SB intends to pay between 50 and 65 per cent of its aggregate gross dividend per share in respect of the financial year ending 31st December, 1996 as FIDs.

Mechanics

When the dual share structure was implemented in 1989, SB's articles of association set out the mechanism and terms for simplification to a single class of shares which can therefore be done without the need for shareholder approval.

Holders of equity units will receive a cash payment of US$ 0.2251 per unit in respect of the redemption of the preference share in each unit. This will result in an aggregate cash payment of US$ 295 million. Holders of A shares as a class will receive new SB "bonus" shares of approximately the same value as the aggregate cash payment to holders of the equity units. SB will then redesignate its two classes of A and B ordinary shares as a single class of ordinary shares.


