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Finance (No. 2) Bill 2016 

Patent Box  

Draft legislation on the new Patent Box regime has been updated to include transitional rules dealing 
with ‘grandfathered’ products that include both existing and new intellectual property (IP) and that 
increase the ‘nexus’ or ‘R&D fraction’ in exceptional circumstances. Changes have also been made 
to the ‘safeguarding’ rules that apply to grandfathering, meaning that more companies could 
continue to benefit from the current regime until 2021. Companies that qualify for grandfathering of 
the current regime, as well as those that are considering using the regime for the first time, will want 
to consider the impact of the new legislation.  

Summary of legislation 

This measure introduces new rules for the UK Patent Box regime that will apply to new entrants (those 
that elect to use the regime for the first time for periods from 1 July 2016) and new IP (patents and 
similar IP rights applied for from 1 July 2016). The rules incorporate the ‘nexus approach’ set out in 
Action 5 of the OECD report on base erosion and profit shifting (BEPS), restricting the benefits available 
from the current regime to the proportion of research and development (R&D) the claimant company 
itself has undertaken in developing the qualifying IP right. 

The new rules will require companies to track research and development expenditure incurred to the 
level of an IP asset, product or product family as appropriate, in order to calculate an ‘R&D fraction’. 
This fraction will then be applied to the profits attributable to the IP asset, product or product family. 
The method of calculating those profits will be similar to that used in the current regime, but all 
companies will be required to follow the streaming rules, which are further modified so that a separate 
streaming calculation has to be completed for each IP asset, product or product family. The appropriate 
‘R&D fractions’ are then applied to the profits from each streaming calculation and the results 
aggregated to provide the Patent Box profits that will benefit from the 10 percent rate. 

Transitional rules for ‘grandfathered’ IP are provided for companies that have elected into the current 
regime for periods prior to 1 July 2016. Such companies that only have existing or ‘old’ IP (patents and 
similar IP rights applied for before 1 July 2016) will be able to use the current Patent Box rules for 
profits up until 30 June 2021. The updated legislation allows companies that have both old and new IP 
in a product to continue to apply the current Patent Box rules where the key IP doesn’t change, or 
more than 80 percent of the IP remains old. Companies that don’t fall within these thresholds will be 
required to apply both the current and new rules to the same products until 30 June 2021. The new 
rules will apply to all IP from 1 July 2021. 

The special provisions (‘safeguarding’ rules) for IP acquired on or after 2 January 2016 from a connected 
person have been narrowed so that they only apply where the connected party is not subject to 
corporation tax, or tax in a country which has an equivalent IP regime, and the transfer has taken place 
for the purpose of avoiding tax. Any IP caught by the rules will be treated as ‘new IP’ and will only 
benefit from the current rules until 1 January 2017.  

Rules have also been introduced to allow companies to elect to include an increase in the ‘R&D fraction’ 
in exceptional circumstances. For these rules to apply, the company must have an R&D fraction of at 
least 0.325 (including the 30 percent uplift). In these circumstances the R&D fraction can be increased 
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to reflect the proportion of the value of the qualifying IP rights that is attributable to R&D undertaken 
by the company or on behalf of the company by unconnected parties.  

Timing 

The legislation will come into effect from 1 July 2016, but companies should be aware of a number of 
dates that could have an impact depending upon their circumstances (see above). 

Our view 

The new Patent Box rules are complex and will introduce significant compliance burdens in addition 
to those required under the current rules. Reductions in the benefits available to those currently using 
the regime will be most likely where a significant proportion of their R&D is carried out by other 
group companies in the UK or overseas.  

The legislation maintains the basis of the current Patent Box regime in many areas although key 
points worth noting are the requirements to complete a streaming calculation for each IP asset, 
product or product family in addition to tracking and tracing R&D expenditure at the same level.  

Amendments to the draft legislation provide a more pragmatic approach to the issue of allocating 
income in respect of mixed products or product families with both old and new IP under the 
grandfathering rules. However, these rules do introduce further complexity, resulting in companies 
potentially having to identify both the total number of patents, and number of old patents, applicable 
to a product or product family. Many companies do not currently need to map patents to products to 
this extent because under the current rules identifying one patent is enough to ensure that the 
income from a product will qualify.  

The change to ‘safeguarding’ rules is significant and could allow more companies that have recently 
acquired IP, or are about to acquire IP, to benefit from the current rules until 30 June 2021. Companies 
acquiring IP from connected companies within the UK (and those within overseas jurisdictions with 
equivalent IP regimes) should be able to qualify for ‘grandfathering’ as long as they meet the conditions 
for the current regime, and the acquisition took place, before 1 July 2016.  

We welcome the ability to increase the R&D fraction in exceptional circumstances. Whilst the 
circumstances in which these rules can apply has been constrained by the OECD Report on Action 5 
of the BEPS project (the R&D fraction must be a minimum of 0.325), we expect HMRC to take a flexible 
approach to what can constitute ‘exceptional circumstances’ and expect to see more when the detailed 
guidance is published.  

Those that were expecting to see provisions increasing the competitiveness of the regime or dealing 
specifically with cost-sharing arrangements, business acquisitions and simplified rules for those 
making smaller claims will be disappointed as these are absent. HM Treasury have said that they will 
consider additional rules in respect of the latter three items, but of course these will be by 
amendment to the Finance Bill and this gives businesses limited opportunity in which to comment. 
We would encourage businesses to ensure that they let HM Treasury and HMRC know of any 
significant concerns. 

We would recommend businesses consider the impact of the new rules on their Patent Box claims 
and the actions needed in order to protect the benefits currently received, where appropriate. For 
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those that have not yet elected into the regime, we would recommend reviewing your position to 
understand whether any of your innovations can be patented and whether you can meet the 
conditions to qualify for the regime ahead of 1 July 2016. 
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