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My client is a loss-making UK biotechnology company with two drugs, 
A and B, at early stages of development. The venture capital investors in the 
company have differing opinions about the prospects of these drugs and one 
investor has decided to stop funding the B programme altogether. Investors 
and management have agreed on an ‘asset-centric’ approach, with the B 
programme moved into a sister Newco. Going forward, the investors will 
only have equity stakes in the programmes they are funding. The staff and 
resources will remain in the legacy company. What key tax issues need to 
be considered?

The biotechnology industry is one of 
extremes, where the likelihood of 

failure is high, development timescales 
are long and losses are large. However, 
the ultimate exit, as either a share sale 
or asset sale, can be highly profitable. 
From a tax perspective, we will need to 
consider three broad issue groups:

 ! establishing the new structure;
 ! ongoing corporate tax position; and
 ! issues for employee and management 

equity incentives.

Establishing the new structure
The transfer of the B assets from the 
legacy company to Newco will involve 
a transfer of intellectual property (IP) 
falling within CTA 2009 Part 8. The 
IP will take the form of patent IP and 
related know-how. If there is common 
controlling ownership of the two 
companies, but no common parent, 
this will be a market value taxable 
disposal under CTA 2009 s 845, but the 
intra-group transfer provisions of s 775 
will not apply.

Commercially, a potential tax 
liability is not acceptable. Further, in an 
early stage company that is developing 
high risk assets, large tax structuring 
fees and complicated structuring are 
often not appropriate. When structuring 
the transaction, therefore, it is necessary 
to consider whether there is any value to 
the IP associated with the project to be 
transferred and the level of risk attached 
to the valuation.

The valuation of IP for an early stage 
drug is usually straightforward – it is 
worthless. In the absence of a term sheet 
or discussions for a sale of the IP, there 
are extensive industry statistics on the 

very low probability that the IP will 
ultimately be proven and be embedded 
in a profitable drug. Even then, it could 
require further funding to the order 
of US$1bn to carry out the further 
R&D required. 

The biotechnology industry 
is one of extremes, where the 
likelihood of failure is high, 
development timescales are 
long and losses are large

What confuses the discussion 
on valuation is usually the internal 
discussions involving the venture capital 
investors on ‘pre-money valuation’. 
These types of commercial calculations 
assume hope value, are done for 
investment rather than sale purposes, 

and rely on assumptions that are not 
relevant under UK tax law valuation 
principles (www.bit.ly/25BvOw3). 
Therefore, the IP may usually be 
transferred for a very low market value 
of, say, £1 and the obligation to bear 
the patent filings and maintenance 
costs. The legacy company’s losses 
may also provide defence against an 
HMRC challenge. 

Depending on the residence 
of the venture capitalists, there 
could also be an international 
dimension to the transactions. It may, 
therefore, be necessary to consider 
valuation methodologies of other 
fiscal authorities.

The ability to transfer the IP in a 
one-step transaction makes the set up 
much easier. In circumstances where 
the IP has greater value or if there is 
concern around the nil valuation, then 
it is necessary to consider a tax-free 
reorganisation, such as a non-statutory 
demerger. This involves tax clearance, 
more complex legal steps, the insertion 
of a new holding company and asking 
the board members to take personal 
liability on a capital reduction demerger. 
These can be avoided if the valuation 
position is robust.

Ongoing corporate tax position
Biotech companies can usually benefit 
from two of the most generous 
corporate tax reliefs: 

 ! SME R&D tax credits; and 
 ! the patent box. 

However, having expected that these 
benefits would be available under 
the legacy single company structure, 
it is important that they remain so 
in the future.

R&D tax credit
The SME R&D tax credit in Newco can be 
claimed as connected party subcontractor 
costs of payments to the legacy company 
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under the service agreement per CTA 
2009 s 1134. It will be important that 
Newco is not indirectly engaged with 
third party subcontractors; for example, 
with clinical research organisations, via 
the legacy company. These agreements 
will need to be moved to the Newco and 
not routed through the legacy company. 

The R&D tax credit in the legacy 
company will be claimed purely in 
respect of the remaining A programme, 
as the legacy company is acting as 
a subcontractor to Newco for the 
transferred B programme.

Claims under the R&D expenditure 
credit scheme are restricted, however, as 
Newco will not have employees. Careful 
consideration should therefore be given 
to which company should carry on any 
subsidised project, for example.

Patent box
The patent box regime that exists 
currently will allow Newco to claim, 
as it has qualifying IP rights. The 
new modified nexus regime is more 
problematic. For a transfer of IP into 
Newco occurring after 1 July 2016, 
Newco is likely to be precluded from the 
grandfathering provisions in Finance Bill 
2016 (subject to the final rules). As the 
Finance Bill 2016 is currently drafted, 
the R&D under the service agreement 
may well be carried out by the legacy 

company as a related party, meaning 
that there would be significant non-
qualifying expenditure and patent box 
benefit would be restricted. An exit as 
a share sale is therefore unaffected, but 
an asset sale could result in a higher 
effective tax rate.

For the legacy company, patent box 
benefits should be available under both 
the old and new rules, as there is nexus 
in that company between R&D costs 
and IP income.

Further corporate structure points
The legacy company and Newco will not 
form a corporate tax group, meaning 
that although related party provisions 
may impose market value, the benefits of 
belonging to a corporate group will not 
be available. In this context, where a high 
proportion of losses will be surrendered 
for cash credits, the loss of group relief 
might not be a material issue; however, 
the loss of flexibility for tax purposes may 
have to be managed.

SME status may mean that transfer 
pricing is not a pressing issue for tax, but 
it will be a commercial issue where there 
are different investor groups. Further, 
a key day-to-day issue for many asset-
centric groups is cash and some degree 
of lending between the entities is likely. 
Tax will need to be considered if such 
loans needed to be written off.

Issues for employee and management 
equity incentives
The existing EMI scheme of the legacy 
company can continue. A disqualifying 
event has not taken place. On the basis 
that a low exercise price has already been 
agreed with HMRC and the value of B is 
minimal, then the value in the scheme 
for employees has not been reduced 
by the transaction. Alternatively, fresh 
option grants and a new valuation may 
be carried out.

Importantly, the fact that the 
employees of the legacy company are 
carrying out some work under a service 
agreement for the Newco in respect of 
drug B does not affect the eligibility of the 
options under the scheme. 

For those employees of the legacy 
company, clearly EMI options are not 
available over the Newco shares. It will 
therefore be necessary to issue legacy 
company employees with shares in the 
Newco and rely on the shares having 
no value at the time of award. This 
is consistent with the corporate tax 
valuation position set out above. To 
the extent that those employees are not 
employees or directors of the Newco, then 
they might enjoy the new 10% CGT rate if 
they hold their shares for more than three 
years. Otherwise, they will be subject 
to a maximum rate of 20% CGT under 
Finance Bill 2016 once enacted.  ■
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