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Patent Box Working Group Meeting
10th May 2011

Attendees
Andy Wood – Shell

Mike Sufrin – Rolls Royce

Gerd Koenigsmann – Eisai

Michelle Nash – ARM

Sarah Carter – Syngenta

Kullervo Maukonen – GlaxoSmithKline

Anna Floyer-Lea – HMT

Julie Campbell – HMT

Ian Valentine – HMRC

Richard Rogers – HMRC
Richard Thomas - HMRC
Kerry Pope – HMRC

Clare Bell – HMRC

Agenda / Timescale

1. A set of Powerpoint slides were provided to the attendees of the meeting, these included a proposed agenda for the meeting.  Working Group (WG) members were invited to provide their thoughts on the proposals as these would be helpful with the drafting of the consultation document and legislation.  
2. An overview of the process timescale was given which detailed that the draft legislation would be published in Autumn 2011, the Stage 2 consultation document is due to be published in May 2011.

Overview of formulaic approach

3. The proposed formula had not changed significantly.  WG members indicated that they were reasonably comfortable with the framework provided. 
Eligible patents

4. The eligibility criteria will cover IPO and EPO patents, which is more restrictive than initially stated.  It was suggested that a consultation would be undertaken to identify other patent authorities which could be included on a white list.

5. HMRC felt that generally a UK Company would want UK patent protection; WG members were invited to make representations if this wasn’t the case.  The Government needs independent comfort that a patent is genuine – this is not achieved from patents in some jurisdictions.

6. A query was raised concerning EEA member states and whether they would be included on a white list.  The level of examination varies between different member states, for example in France the patent authority does not examine patents. It will be necessary for HMRC and HMT to find regimes that genuinely examine patents; however there are sensitivities to be considered when comparing jurisdictions. 
7. A specific query was raised in respect of the situation where the majority of a company’s products are not patented in the UK but are patented where the manufacturing base is and where the major economy is.  This was considered to be an industry specific problem as most other UK companies patent their products in the UK.  

8. Global income from an invention linked to a patent during the period of any valid IPO or EPO patent is to qualify.  

9. Ministers are yet to make a decision on whether Supplementary Protection certificates should be included within Patent Box.

Ownership criteria
10. The ownership criteria will cover the patent holder and the exclusive licensee.  
11. An interest via a partnership / Joint Venture / CSA will be included providing the company is involved in the development activity and is not only providing finance.  Formal documentation concerning the rights of the parties concerned will need to be explored.
12. The ownership of patents within a group was discussed and it was envisaged that fellow group members would qualify for the regime where the patent was held in one group company.  

13. Where the patent has been acquired or licensed the acquirer or licensee group must have undertaken substantive work on the development, application or commercialisation of the patent in order to qualify.  It was noted that the word “substantive” would be likely to be replaced in the legislation when drafted.  For the purpose of an acquirer this would be likely to mean having to spend something on it.
14. HMRC advised that the definition of a group for the purposed of Patent Box had yet to be decided. 
15. A query was raised regarding the treatment in a swap situation, where no cash consideration is passed.  In this instance there would be a value in the accounts but not in the documentation to support the transfer.  It was suggested that an imputed value could be considered in this situation.  

16. HMRC considered that the definition of development should exclude taking legal action.

17. In the case of a Partnership or Joint Venture the activity will need to be more than providing finance or a capital contribution for the patent and an active involvement will be necessary.  Finance schemes should not be included within the regime.  
18. It was identified that the distinction between the management of capital and the management of development may cause difficulties and that many investment companies have IP consultants who provide advice on IP technical matters.  It was envisaged that it would be at the earlier stages where the difficulties would lie.  
19. This was identified as an area that would need to go into the Stage 2 consultation document.

Income Included

20. WG members were asked whether patent income was classified as trading income – the general consensus was that it was.  HMT requested that if this was not the case then to advise as such.
21. Royalties are to be included within the regime (including those paid on process patents) – it was commented by HMRC that if royalties were paid, on an arm’s length basis, then this would avoid the need for the application of part of the formula.  

22. Embedded Income from the sale of products including a qualifying invention will be included subject to a triviality condition, not a substantive condition.  HMRC considered that an intention test may be a favoured approach.  This will need to be considered in the Stage 2 consultation document.  
23. Leasing income will be included and will be subject to the same criteria as embedded income.

24. It is proposed that spare parts will be included within the regime providing the sale of a corresponding patented product would qualify – this is yet to be confirmed by ministers.  

25. Compensation payments relating to patent infringement is included on the basis that it represents restitution for lost profits from patents.  

26. HMT advised that bringing in products made by processes puts too much pressure on the formula.  However they may be able to be brought into the regime by virtue of a deemed arms length royalty relating to the process.  This would be applied on profits not on income and therefore it will be necessary to split out costs associated with patents by divisionalisation on a case by case basis. 

27. The potential of a “virtual company” was discussed as a way to apply the regime to process patents; it was acknowledged that there would still be a burden on getting the profits into Patent Box but that it would avoid changes in the group set up. HMRC acknowledged that this was not an ideal answer and that it was a difficult area for some members of the WG. 
28. HMT advised that service income would not be included; neither would returns that were economically equivalent to interest or income within the oil and gas ring fence. 

The Formula

29. HMRC raised concerns about the avoidance opportunities surrounding finance costs which ultimately may bring down the effective tax rate.  
30. HMRC stated that it was preferable to exclude finance costs however they were conscious of exposure to manipulation and also the danger that Patent Box would not “do what it says on the tin”. If finance costs are brought into the box then it will add an additional complexity.

31. HMRC stated that it was important that there was no possibility of a circular transaction (arbitrage).

32. The mark up element of the formula was discussed – HMRC and HMT wished to consult on whether a fixed mark up would give enough flexibility and would therefore be acceptable in the formula.  A mark up in the range of 5 to 15% would be the most realistic answer economically.  This will be considered by HMRC and HMT but was not likely to be in the next consultation document.  

33. Step 2 in the formula was discussed – HMT advised that they were considering whether gross profit was a better apportionment basis than turnover.  Where patent income is derived from royalties and also from product sales calculations may be undertaken on each division.  However if all income was qualifying income then there would be no need to divisionalise?
34. The apportionment methods to be included in step 3 of the formula were considered – from previous consultations it had been identified that R&D intensity and safe harbours would not work.  HMT stated that they were loathe to provide industry specific answers.  It is necessary to split patent drivers from brand intangibles and the most practical way of doing so will need to be established.

35. It was acknowledged that the value of a brand varies significantly between businesses.  A possible option would be to balance R&D costs against marketing costs.
36. HMT advised that they were looking at reducing the number of steps and advised that there could be a default position for those that didn’t want to run the exercise; this would give certainty for businesses.

37. The issue of safe harbours were discussed; having fewer safe harbours would create a greater need for a clearance regime.  However it was suggested by HMT that they may have to rule out safe harbours as they may leave HMRC too exposed.  A possible option of a high rebuttable position was considered however that may be disadvantageous to smaller companies.

38. The need to strip out brands and other intangibles will be kept under review.  HMT and HMRC will think further about the scope of safe harbours.  
39. WG members felt that it would be helpful to have a worked example.  

40. Some WG members raised the possibility of revisiting the R&D intensity idea as it was suggested that when it was being considered before it was not clear what they were trying to split out.  The general concept was liked by WG members, but that the initial method did not appear to work.  It was suggested that it could be used by looking at total operating expenditure and marketing expenditure.
41. The issue will be left open on the next consultation document to allow for further consultation on the matter.  

42. WG members felt that the formulaic approach was easier to administer and was appropriate as long as it gave a favourable and realistic answer.  HMT stated that they were against having an alternative option as they did not want to legislate the two different ways.  

43. HMT advised that they would be recommending the “ramp up” to ministers but that it was not yet a certainty.  This will eliminate the commercialisation concept – WG members indicated this was favourable.  
44. The interaction with Double Taxation Relief was briefly discussed – HMT advised that DTR will be given but that how to legislate for this was still under consideration. 

45. HMT advised that with respect to the claw back of pre-commercialisation expenditure for companies that continue to invest at a steady state the claw- back is achieved by using the current year expenses.  For companies that are not in a steady state and where the current year development expenditure is less than 75% of 6-year average pre-box development expenditure, the patent box benefit will be reduced by the difference. WG members welcomed this approach.

46. As the meeting began to run over time the final slides in the presentation were not covered in full.  HMT and HMRC thanked all WG members for attending.
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