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Patent Box Working Group Meeting

25th January 2011 

Agenda

9.30 – 9.45
Welcome, introductions and terms of reference

9.45 – 10.00
Presentation of proposed outline model by HMT
10.00 – 10.45
Discussion of key implementation issues, to include




Reactions to overall approach

Definition of residual profit potentially attributable to IP




Definition of qualifying patent




Definition of qualifying product




Attribution of profit to patent and non-patent drivers 

10.45 – 10:55
Wrap-up of key points

10.55 – 11.00
Timing and agenda for next working group meeting

Attendees

Andy Wood – Holdings & Treasury Projects Tax Lead, Shell 

Gerd Koenigsmann – European Chief Financial Officer, Eisai 

Helen Jones – SVP Global Tax, GlaxoSmithKline 

Martyn Smith – Director of Tax & Treasury, Dyson
Michele Nash – Head of Tax, ARM Holdings

Mike Sufrin – Director of Tax, Rolls-Royce 

Sarah Carter – UK Tax Manager, Syngenta 

Anna Floyer-Lea – HMT policy lead 

Richard Rogers – HMRC policy lead 

Kerry Pope – HMRC CT & VAT

Richard Thomas – HMRC Business International

Minutes

· All members agreed to the terms of reference

· HMT presented the outline model set out in the slides. Key points from discussion were:

Overall approach

1. Some working group members questioned whether there should be a choice between applying the formulaic approach set out in the slides and implementing a full transfer pricing study.  
Calculation of routine / residual profit

2. It was noted that the level of “routine” return can vary significantly between sectors and that a fixed mark-up may exclude certain sectors. Patents are still vital to sectors with lower profit margins as shown by active (and expensive) patent protection. The pros and cons of industry-specific mark-ups or a transfer pricing alternative to a standard rate were discussed.

3. The rationale of marking up costs of functions done in other companies (particularly other UK companies) was questioned. There was some acceptance that a flat rate is simpler to apply than identification of separate costs, and that identifying which costs should be marked up is an area which can cause disputes in transfer pricing cases. However, working group members noted that if the formula provides an incentive to restructure to split IP and R&D away from other activity in order to avoid this mark-up that would be a greater burden on business than some complexity restricted to the tax return. Separation of IP from other activities may also cause problems with other countries’ transfer pricing or controlled foreign company rules.

Qualifying patents

4. HMT set out some possible patent ownership requirements. Options under consideration include allowing patents developed in-house to qualify, along with acquired patents provided that the company undertakes significant further work to develop the patent into a commercial product. In-licensed patents could potentially qualify provided that the company holds exclusive rights and similarly develops the patent. 

5. Working group members raised no immediate concerns about these restrictions. The need to ensure that commercial cost sharing agreements and JV arrangements fit within any ownership definition was noted.
Qualifying income
6. HMT set out some possible options for the scope of included income. One option under consideration is to allow worldwide income provided that a qualifying UK or EU patent is held by the company. This was not favoured by some members who note that it is unnecessary in some industries to patent in Europe and that to do so purely to qualify would be difficult and expensive.  Use of a “trusted list” of patent offices was suggested. The difficulty of tracking patent turnover to particular countries was also discussed. HMT agreed to consider whether there are workable alternative options.
7. The treatment of income during the patent pending period was raised, and the group agreed to discuss this further at the next meeting. 

8. The question of when a patent falls out of the box and the treatment of off-patent revenue was discussed, particularly where patent end dates vary around the world. As above it was noted that in some cases the location of the final end sale of a product can be difficult to determine. 
Qualifying products

9. Identification of turnover for tangible products covered by patents was considered by most working group members to be relatively straightforward. The treatment of products covered by both “old” and “new” patents was discussed.  HMT raised the question of whether a ramp-up alternative should be considered rather than transitional rules. Group members agreed to feed back on this at the next meeting.
10. The problem of companies which both receive royalties and have embedded income was raised. In order to identify the appropriate split of residual profits the turnover level would need to be equalised and it is difficult to do this without conducting a full TP assessment. The treatment of unpatented product revenue in such companies is also uncertain.
11. Working group members raised the issue of service revenue in industries where patented products and services are interlinked and the majority of profits arise from the services. An option of allowing partial consolidation of multiple companies into one patent box calculation was briefly discussed. The group agreed to discuss this issue further at the next meeting.
12. Working group members also raised the question of patents which cover the process of making a product but not the product itself.  In many circumstances the equipment manufacturer is not a separate company or third party and so no royalties or equipment sales will be recorded.  The group agreed to discuss this issue further at the next meeting.
Allocation of residual profit
13. Some working group members felt that the allocation step was unnecessary and too limiting given the previous allocation of profits by product turnover. HMT noted that in some cases there may still be significant residual profit arising from non-patent IP such as brands. 

14. There group discussed whether R&D intensity was an appropriate way to allocate the residual profit. The tax definition of R&D can understate total cost, particularly in the development period. Using the accounting definition may help to overcome this but would potentially require separate valuation discussions for R&D tax credits and Patent Box. The use of a multiplier to uplift identified R&D costs may also help address this understatement. There was also discussion on whether some costs, such as manufacturing, should be excluded from the calculation.
15. Some working group members felt that they could accept the pragmatic use of current year rather than historical costs (provided multiple correct) as R&D ratio tends to remain constant. Others were more guarded and needed to consider the effects of product cycles.
16. The group agreed that both WG and HMT/HMRC would consider options in light of comments made at meeting and that this would be discussed further at the next meeting.
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