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PATENT BOX
A SUMMARY

Background

In a bid to encourage research and development in

the UK in the pharmaceutical and biotech industries,
the UK government introduced the Patent Box regime
which became effective from 1 April 2013 and effectively
seeks to tax those profits of a company derived from
exploiting qualifying patents at an effective corporation
tax rate of 10%.

However, within a year of the Patent Box being
introduced, the UK faced strong criticism that it was
not compliant with the OECD rules and the rules of the
Patent Box came under scrutiny by the OECD Forum
on Harmful Tax Practices (“FHTP”) and in particular the
German government, which forced the UK to announce
that it would withdraw the existing Patent Box regime
for new claims from 30 June 2016 and be replaced with
a new regime which was not considered to contravene
the OECD’s new international framework for preferential
tax regimes for IP that has been introduced as an
international standard.

This document provides a brief summary on what the
Patent Box is and how you may benefit from it.

Original Patent Box regime
Main features

The original regime will continue to be available until 30
June 2021 to claimants who elected into the Patent Box
regime by 30 June 2016.

The Patent Box is only available for companies and
special rules apply for Limited Liability Partnerships and
unincorporated entities involving companies. It is an
optional regime that companies must elect into if they
want to benefit from the Patent Box tax rate. Broadly,
where a company elects into the Patent Box regime,
their worldwide profits from the exploitation of eligible
patents (or other qualifying rights) will be subject to

a lower UK corporation tax rate of 10% rather than the
main rate of corporation tax of 19%. A product only
needs to contain a single patent for all profits from the
sale of that product, and sale of certain accessories and
spare parts, to qualify for the special Patent Box tax rate.
Companies which have patents pending will also be able
to benefit from the Patent Box.

The full benefit of the original Patent Box was phased in
over 5 years with 60% of the benefit available from 1 April
2013 and the full 10% rate applying from 1 April 2017.

How does it work?

There are a number of conditions which must be
satisfied in order to qualify:

- Taxable profits are split according to the proportion
of a company’s revenue derived from patented
technology;

- Aseries of complex calculations need to be performed
in order to exclude profits which arise from routine or
marketing activities and leave only the profits related
to the underlying patented technology.

Qualifying conditions

The conditions which need to be satisfied to be within
the Patent Box can be categorised into three elements:
qualifying patent rights, development condition and
active ownership.

Qualifying patents

Only patents, and certain rights similar to patents,
granted by the UK Intellectual Property Office, European
Patent Office or certain EEA member states are
considered qualifying patents for Patent Box purposes.
The claimant company must either be the owner of the
patent or an exclusive licensee.

Development condition

The principal purpose of the development condition

is to limit the Patent Box to companies and groups
which have been properly involved in the innovation.
The company must either significantly contribute to the
creation of an eligible patent or patented invention or
perform a significant amount of activity to develop the
patent or patented invention, or any product or process
incorporating the patented invention. There are special
rules to be considered for groups and the development
condition can be met if the development has been
carried out by a different member of the group from the
company that holds the patent.

Active ownership

The active ownership requirement ensures that a
passive IP holding company cannot claim the Patent
Box. These rules will apply to a group IP company where
the development of that IP has been carried out by a
different group member. If the IP company wishes to
claim the Patent Box, it must demonstrate that it plays
an active role in managing the qualifying IP rights

it holds by being involved in planning and decision
making in developing and exploiting the IP portfolio.
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Types of relevant IP income

To qualify as relevant IP income, it must fall within one of
the following categories: Income from the sales of:

qualifying patented products;

items incorporating a qualifying patented product
e.g. income from the sale of a printer including a
patented printer cartridge can therefore qualify as
relevant IP income, even if there is no patent over
the printer itself;

items that are wholly and mainly designed to be
incorporated into the above e.g. income from the
sale of printer cartridges to be used in a specific
patented printer;

Licence fees or royalties;

Disposal of a qualifying IP right or exclusive licence
right;

Infringement income;
Damages, insurance and other compensation;
Notional royalties for patented processes.

As noted above, a product only needs to contain a single
patent for all profits from the sale of items in the first
point above to qualify for the Patent Box.

Notional royalty income

Companies can still benefit from the Patent Box where
they have a qualifying patent for a process rather than a
patented product. Where the patent is held in a process
to make a product or used to supply a service, then the
relevant IP income is calculated as a notional royalty,
which is effectively the royalty that would be paid to

an independent owner of the relevant qualifying IP
rights for the company'’s exclusive use of those rights to
generate the IP-derived income.

Replacement Patent Box Regime - Differences

The new Patent Box regime broadly follows the original
regime with the following differences.

1. Location of R&D

Under the original Patent Box regime, the development
condition does not have to be satisfied by the UK tax
paying entity to benefit from the relief so the R&D may
occur outside the UK.

Under the replacement regime, the benefit is limited
to a proportion of income based on the qualifying R&D
expenditure incurred by the UK tax paying entity to
develop the IP relative to the total R&D expenditure
incurred to develop the IP. The replacement regime
still allows some of the R&D to be outsourced, but
relief for such expenditure is restricted to 30% of the
qualifying expenditure therefore no relief will be given

on outsourced R&D that represents more than 30% of
the total qualifying R&D. This difference is most likely
to affect companies using offshore group entities to
undertake the R&D and may require companies to
reorganise their expenditure within a group so that it
is incurred by the company which owns the patent to
maximise the potential benefit under the replacement
Patent Box regime.

2.Streaming

The original Patent Box regime allows certain
companies a choice on whether the Patent Box profits
are calculated on a pro-rata basis or an actual streaming
basis.

Under the replacement regime, the Patent Box profits
must be calculated using a streaming method such that
qualifying income and the corresponding deductions
are identified and allocated to each different IP asset (or
product or product family) with a profit calculated for
each stream. This requires companies to adopt a “track
and trace” approach in respect of turnover, expenses
and R&D in respect of IP development to an individual
IP asset, product or product family level. Companies
may therefore need to assess their existing accounting
systems to ensure the necessary data is captured for
Patent Box calculation purposes.

3.Nexus Fraction

To comply with the OECD rules, the replacement Patent
Box regime adopts the “Nexus Approach” which is based
on the principle that businesses should only be able to
benefit from a preferential tax regime if they carried out
the “substantial activities” that generated the income
benefiting from the regime in that country.

As an additional step in the calculation, the Patent Box
profit determined for each patent is modified to reflect
the proportion of the development activity on the
asset (or product or product family) undertaken by the
company itself. This will be done by applying a fraction
“Nexus Fraction” to the profit figures.

What you should do

Where it is commercially feasible you should consider
making patent applications on unprotected technology.
Review internal systems to ensure that the relevant
income and expenditure is captured so that it can be
easily extracted for a Patent Box claim. Review terms of
licence agreements to check whether there is scope to
bring more profits within the Patent Box regime.

How can Moore Kingston Smith assist me?
We can assist you by:

- Preparing an assessment of the potential benefits for
you of electing into the Patent Box;

- Reviewing your current operational structure and
advising of opportunities that may exist to maximise
the benefit of the Patent Box;
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- Advising on and evaluating different operational
structures in order to maximise the income
attributable to patented technology;

Reviewing your R&D claim to ensure it is maximised
to ensure the maximum benefit is obtained from the
Patent Box;

Gathering relevant information from your records and
providing detailed advice on particular aspects of the
calculations;

Performing the complex calculations to arrive at the
Patent Box deduction and advising on any supporting
documentation to be included as part of the claim.

The above provides a brief summary of Patent Box rules
and should not be relied upon without taking further
advice. Please get in touch with our team if you would
like to discuss aspects of the Patent Box in greater depth
or other related topics.
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