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Patent Box Working Group Meeting
8th March 2011

Attendees

Andy Wood – Shell

Helen Jones – GlaxoSmithKline

Mike Sufrin – Rolls Royce

Michelle Nash – ARM

Martyn Smith – Dyson

Gerd Koenigsmann – Eisai

Anna Floyer-Lea – HMT 

Richard Rogers – HMRC 

Kerry Pope – HMRC

Ian Valentine – HMRC 

Clare Bell – HMRC

Minutes

The minutes of the meeting of 16 February 2011 had been distributed earlier that day; comments on these were invited by e-mail.

R&D Ratio

1. From previous working group (WG) discussions it had been identified that the R&D ratio approach is not considered by WG members to be the best way to identify the proportion of residual profit on qualifying products attributable to brands and other non-patent IP.  
2. Members of the WG felt that for some companies using the R&D intensity ratio would create an incentive to move other costs out, for example, a one off cost that is not R&D.  This may encourage group (re)organisation.

3. Alternative methods were being considered with the view to arriving at a simpler method or one that gave a more reliable answer.

4. One alternative approach is to strip out the effect of a brand on the basis of a percentage of sales being due to the brand name.  The down side of this is that it could be a complex calculation if it was required to be undertaken on the individual products.  

5. A further approach is that a ratio could be set on a business sector basis with the option to rebut if appropriate; this would effectively be a safe harbour.  It was acknowledged that there are fluctuations within each sector, however the rebuttal option would provide an alternative if the fixed percentage rate was unfavourable.
6. The option that all companies that opted into the Patent Box would carry out an analysis at the start, which would apply for a five year period, seemed unfavourable as it would be too expensive to undertake.  

7. A query was raised concerning where a brand had been built up by a company and whether the effect of the brand had already been eliminated in the formula by the excluded mark up.  It was established that this would probably be the case for new brands established but for existing brands costs would have been incurred in the past and therefore would not be included in the calculation each year.  Where a brand was built up with little marketing expenditure the mark up would not strip out the brand effect.    
8. A concern was raised regarding the potential effect that identifying profits on brands may have in litigation against patent infringement and whether the papers would have to be disclosed in any litigation proceedings.  Concern was expressed that lawyers and patent specialists may not be keen on this. 
9. Pure IP companies were discussed.  It was envisaged that where a group is set up with a pure IP company that 100% of the profits from this company would fall into the patent box.  WG members with pure IP companies in their groups identified differences with the R&D intensity in these companies – varying between 50% and 100%.  It was established later in the meeting that the pure IP company which had a 50% R&D intensity had incurred expenditure on legal and professional fees in defending and fighting patents, which was not classified as R&D expenditure.  The differences therefore appeared to be in the classification of expenditure.  

10. A query was raised by a WG member as to whether accounts could be consolidated where the IP was owned by one company and the finished product was sold by a separate marketing company.  It was felt that in this situation the profits relating to the IP should be in the IP company, as long as the transfer pricing between the two companies is correct, as the sales company will get the return for sales and the IP company will get the IP return.  This was compared with both IP and sales being in one company where the routine return of sales would be stripped out first.
11. As the transfer pricing methodology already exists, between UK companies and internationally, there are few groups that do not have an established TP methodology and so it was envisaged that this should not be problematic.  However there are some groups of companies that have purposefully set up in a way to avoid the need to transfer pricing, particularly smaller companies and this will need to be taken into account.
12. It was reiterated that Patent Box was not aimed at companies holding IP that are not undertaking R&D activity, as it was not intended to incentivise the passive holding of patents.  If IP was held in a separate IP holding company then this company would not have any costs which it could set against the income from the patents held.  Patent Box is to be applied to profits from patents and not income.  Given this there is an expectation that whatever method is chosen there will be some rules to link to the R&D expenditure incurred.  Feedback suggests that businesses like current year costs being used.  
13. A query was raised about compensation for lost revenue from patents and whether this would be in the Patent Box.  This was compared with payments for damages in the US which represent a single figure settlement where the amount is not attributed to specific costs – in this case the element relating to patent could not be established.  HMRC said that the definition of R&D costs should include expenditure incurred on maintenance and protection of patents.  
14. HMRC asked the WG what their tolerance threshold with Patent Box may be.  WG members referred to Singapore where profits from patents were taxed at 5% and the schemes in Belgium and the Netherlands.  One WG member remarked that it would effectively come down to economic stability.  

Sale and acquisition of patents and capital receipts

15. WG members identified that the sale of patents varied between businesses on a scale from a one-off intra group reorganisation to more frequent sales in the pharmaceutical industry where these sales are part of the business model.  In the case of the latter, discussions occur frequently to consider whether receipts are income or capital.
16. It was commented that not all other Patent Box regimes allow income from the sale of patents.

17. Where the sale of IP is not part of a business model and the IP is held on a long term basis the sale of a patent usually happens post-patent when business lines are exited. It is unusual to sell a patent if it is still generating income.
Patent Pending

18. WG members felt that this was less of a problem now but may be more of an issue for SMEs and so that part of the regime could be aimed at them.  
Double Taxation Relief

19. A concern was raised where withholding tax would have to be split between qualifying and non-qualifying products, this would be difficult for some businesses as tracking products could be challenging.

20. HMRC said that a pragmatic approach may be taken and advised that Double Taxation Relief would be given.
Summary of the preferred approach

21. There is a general preference for formulaic approach over transfer pricing; as long as it gives a reasonably accurate result.

22. There is an overall acceptance of proposed model, if suitable fixes can be found for the double mark-up and R&D ratio / brand carve-out issues to make it fit different models better.

23. There is a preference for ramp-up over a cut-off date for transition, subject to the rates used.

24. The use of product and turnover-based approach rather than individual patent approach is preferred.  

25. The definitions of a qualifying patent and patent product life have been discussed in the WG.
26. WG members were thanked for their participation in the group to date.  A future meeting date, prior to the next consultation, was agreed to take place at the start of May.  
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