











R&D tax credits

The impact of the R&D tax credit scheme — introduced for SMEs in
2000 and expanded in 2002 to larger entities — has had a positive
impact on IP development and innovation. A 2009 CBI study?
identified that a large majority of companies make use of the
scheme — a high proportion of which have their claim met in full.
Moreover there is evidence that the scheme has resulted in an
increase in the level of R&D subsequently undertaken in the UK.
The CBI study found that nearly 60% of companies would have
reduced or altered their R&D activity if the scheme hadn’t existed.
For SMEs this may have led to a reduction in investment, but for
multi-national companies it could have meant relocating R&D
abroad. The credit is particularly important in the current climate
as it is repayable for loss-making SMEs, ensuring R&D is maintained
even in the face of an economic downturn.

The CBI has consistently campaigned on the merits of the R&D
tax credit scheme and for it to be further improved. There is an
acknowledged market failure in the amount of private R&D
undertaken in the UK which is below the optimal level for the
economy as a whole. The amount of R&D undertaken in the UK
also lags behind major competitors such as the US, Germany and
France.? For a country that increasingly relies on its strengths in
science, research and innovation, measures to boost the amount
of private R&D, such as the tax credit, are very important.
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This is particularly relevant as the UK is not alone in providing R&D
tax credits. Many different countries offer similar schemes and
these are often seen as more user friendly and sometimes more
inclusive than the UK scheme. In a globally competitive
environment the UK cannot afford to be without the credit while
our major competitors offer it, especially if we wish to enhance
strengths in R&D, innovation and IP exploitation. Were the UK to
abolish the credit it would be a huge disadvantage to IP-intensive
businesses operating in the UK.

Simplification and awareness of the credit

- “The scheme is good, the messaging less so”
To make the UK as competitive as possible changes should be
made to the credit to make it more user friendly. In particular
business has highlighted the continuing need to simplify the
process for claiming the credit.

Although there has been a marked improvement in recent years,
some companies still believe the marketing of the R&D tax credit
could be improved. Instead of being a positive catalyst for
additional innovation, the scheme can appear to be another
element of an already difficult tax system. The impact of this ranges
from a lack of full exploitation of the benefits on offer to the extreme
of companies completely ignoring the credit and the benefit it can
bring. The recent CBI survey identified that nearly half of all
respondents considered help with R&D was the most important
intervention the UK government should make at the current time.?
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These perceptions are compounded when companies have to pay
consultants significant fees in order to benefit from the credits.

HM Revenue & Customs (HMRC) has acknowledged this issue and
taken significant steps to simplify the process. As a result business
feedback is significantly more positive than it was five years ago.?
But to improve business’s perceptions and optimise R&D support
for companies of all sizes, further opportunities to simplify the
credit should be explored.

Future evolution of the scheme

To further encourage the creation and exploitation of IP in the UK,
the government may wish to consider extending the credit to cover
a wider definition of innovation. R&D can be perceived as an
industrial concept, less relevant to hi-tech and other similar
industries. Given the rapid pace of change in technological
development, the UK must ensure its support for innovation does
not become outdated.

Suggestions for improvement have included widening the range

of applicable R&D expenditure and ensuring that the credits reflect
the realities of modern business structures should also be a
priority. Certain aspects of currently disallowed expenditure seem
at odds with the approach to R&D within UK business. Under the
present scheme elements of outsourced R&D are not an allowable
expense for either the outsourcer or company providing the work:
this should also be reformed to ensure maximum support for R&D.

Exhibit 6 What should the government provide? (%)

Other

9.4
Do nothing

"~

Educate the
general public
22.6

Support for IP creation
through R&D
47.2

a

3.8 Help with the cost
of protecting IP
13

Reduce the length of
time to register IP

Simplifying the structure

Feedback to the CBI has indicated that France and Canada have
considerably more attractive approaches to R&D tax credits than
the UK. Frequently UK companies require additional external
consultancy services to identify their eligible R&D expenditure
and file the appropriate returns. Equally, the current structure
does not allow easy identification and approval of R&D tax
credits as the process is managed exclusively by HMRC. Other
jurisdictions allow for far greater involvement of technical
experts which helps the process to work more efficiently

and quickly.

Canada is cited as a jurisdiction where the tax authority’s
mission is to relieve the administrative burden faced by
companies and directly assist companies to file their returns
and receive the tax credits.




Any changes to the scope of the scheme should be considered as
an extension of the credit, not as a way of dividing the existing pie
between a greater number of activities. Business is very clear that
the current R&D tax credit scheme is extremely important and
should not be reduced or diluted if the UK wants to build its future
as a knowledge-based economy.

Stability

IP creation is not a short-term activity. Considerable capital
investment over long periods is often needed. Instability and
uncertainty in the UK tax system weakens the business case for
necessary investment.

An attractive UK tax system will not encourage company boards to
choose the UK if there is potential for frequent changes in the tax
framework. The country that can demonstrate a competitive, stable
tax framework, with changes reflecting the outcome of consultation
with business, will naturally be a more attractive proposition to a
board of directors.

A long-term view of the importance of IP and a consensus across
political parties of the need to incentivise investment will
strengthen the UK’s competitive position as a place to locate
and develop IP.
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R&D tax credits — Overseas competitors

A recent assessment of the Australian tax credit system found

it was seen as unpredictable and not providing a real incentive
for companies to invest in new projects.?” The Australian
government has therefore implemented a new scheme whereby
large companies receive a 40% R&D tax credit (equivalent to a
143% deduction) and small companies receive a 45% credit
(equivalent to a 160% deduction). This will considerably
improve the competitiveness of the local economy for
investment in R&D.

The US has recently decided that its R&D tax credit is such an
important part of its business landscape that it will make the
credit permanent.
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Additional taxation models — The royalty box

In addition to the R&D tax credit, some countries are pursuing other
tax options to incentivise IP-intensive companies to locate some
activities in its jurisdiction. The ‘royalty box’ approach has been
cited in particular as an attractive scheme to sit alongside the R&D
tax credit for certain sectors. Some version of a royalty box system is
already in operation in several countries including France, Belgium,
Spain, Ireland and Switzerland and is being actively considered by
several more.

A royalty box tax system provides additional tax relief, in the country
in which the IP is held, for a company on the profits generated from
the IP. Some companies have reported that they prefer to maintain
ownership of IP rights in the same jurisdiction as the research and
development of those rights where possible. Therefore the premise
of a royalty box is to provide additional incentives to hold IP, and
potentially undertake R&D and other IP activities, in a particular
country as the royalty income received from domestic activity and
foreign jurisdictions would be taxed at a lower rate.

The benefit of such an approach is that the company’s effective tax
rate is reduced when a product is successful, and the local tax
authority gains additional revenue from royalty income that would
otherwise be located abroad, and helps to grow the local economy
through greater investment in R&D, creation and exploitation of
IPin the UK which increases tax revenues in the long term. To be
introduced in the EU any such scheme has to comply with state

aid rules.

The different financing and organisational structures employed by
companies means the scheme is of more value to some businesses
than others. Itis particularly attractive to industries such as
bioscience.

In the medium term as part of programme of a general reduction in
the corporation tax rate for all companies, a royalty box could
provide a way of incentivising IP creation and exploitation and
should be seriously considered for the UK. This will involve levying
a competitive corporation tax rate on IP below the current rate.

But as it will not be of equal benefit to all IP-intensive businesses,
it must not be introduced at the detriment of any existing schemes
such as the R&D tax credit. Nor should government look to offset
any tax revenue loss by raising tax elsewhere.

UK pharmaceutical investment in IP, R&D and manufacturing

is in decline. While this reflects several factors at play such as
consolidation and restructuring in the industry business reports
that a key driver is the uncompetitive level of corporation tax in
the UK compared with jurisdictions that compete for such
investment.

Tax competition drives companies to locate income-generating
intangibles, such as patents, in jurisdictions with a competitive
rate of corporation tax — such as Ireland and Singapore. In order
to sustain tax efficiency of the IP ownership in such countries,
substantive economic activity, in particularly high-tech
manufacturing and development capability, has followed.

The R&D tax credit provides an important incentive to encourage
R&D activity to be carried out by a UK company but it does not
directly incentivise UK ownership of resulting intellectual
property, which could be achieved through a royalty box.



Brands

The UK’s largest companies have built very strong national and
international brands many of which are now owned outside of
the UK. The current tax system does not encourage
internationally mobile IP, such as brands, to be resident and
managed in the UK. In a similar way to the royalty box,
implementing a lower tax rate structure for brands would
increase the likelihood of the brands being owned in the UK and
therefore the royalties being paid to and taxed in the UK. The
treasury should conduct a thorough analysis of the costs/
benefits of this approach because with so many brands
currently owned offshore, there is significant potential for this to
be a revenue positive reform. It would be an incentive for foreign
companies to locate their brands in the UK and would thus help
stimulate the UK economy and increase employment
opportunities.
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The computer games industry contributes more than £2 billion a
year to the UK economy,?® although in recent years the lack of
international competitiveness has resulted in some of our
skilled workforce relocating to other jurisdictions. Canada and
France are notable for their support of their respective games
industries.? Through tax breaks, facilitation with immigration
procedures and even subsidies for wages, they have increased
their global ranking and contributed to the erosion of the UK’s
once strong competitive position.

Although some of these measures may not be appropriate in the
UK, the recent Digital Britain report identified the taxation of the
computer games industry as a weakness in the current UK
environment. Government is consulting with business to
determine whether any similar tax measures are necessary.
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Foreign profit taxation

A number of larger UK companies manage and own their IP offshore
due to more competitive tax rates achievable in foreign
jurisdictions. Taxation of foreign profits discourages the repatriation
of profits for subsequent re-investment in the UK. Recent
uncertainty concerning prospective changes in the designation

of IP income as passive and the potentially adverse tax treatment

is believed to have influenced the relocation of the tax domicile of
a number of UK companies. These included Shire Pharmaceuticals
and United Business Media.

The change in location of tax domicile, inevitably leads to jobs
following over time, including IP-related roles. It also creates the
potential to actively disincentivise future investment in the UK.
Complex and uncompetitive tax legislation could be the deciding
factor that drives future large-scale investment to other countries.

For the UK to reap the full economic benefits from knowledge-
intensive industries we must ensure it is attractive to develop,
exploit and hold IP in the UK. The steps taken to exempt foreign
profits from tax and to review controlled foreign company
legislation are positive measures to improve competitiveness. But
the government must ensure that the overall outcome achieves the
aim of enhancing the UK’s tax competitiveness to help make the
‘UK the place to do IP’.

In 2008 Shire Pharmaceutical decided to relocate its tax
residency from the UK to Ireland. The stated reason, as reported
in the media, was the UK government’s plans for the taxation of
foreign profits, in particular. Shire is not the first company to
relocate and is unlikely to be the last. The UK government must
remember that companies have choices about where they
locate.

Instability in the UK tax system and the anticipation of a more
draconian regime were all reportedly factors leading to Shire’s
decision. Whilst core R&D functions were not also relocated,
over time high value functions tend to migrate with the
corporate headquarters and so the impact on future investment
in the UKis likely to be negative.




Personal tax

Talented, highly-skilled people play an important role in an
economy built on knowledge and ideas, making personal taxation
as important as company taxation.

Recent government action, most notably in increasing the top rate
of income tax to 50% for those earning more than £150,000 and
continuing to reduce incentives on pension contributions, is seen
as sending the wrong signal about the UK as a place for
entrepreneurs and talent. With IP skills being broadly transferrable
across the globe, and with knowledge and talent being such an
important driver of economic activity, this action is likely to lead to
a further reduction in the number of high-quality skilled people in
the UK. It puts another question mark over whether the UK “is the
place to do IP?”.

Other approaches to taxation

CBI research shows that certain jurisdictions operate a policy of
tailoring tax incentives according to what the potential investor
needs. For some companies this may be additional tax credits
on R&D whereas for others it may be a lower mainstream tax
rate. Such an approach may not be possible or even desirable
for all economies. But an understanding of how other countries
operate to incentivise inward IP investment and of the strong
competition from overseas is important when considering how
to make the UK’s framework globally competitive.
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Recommendations

All relevant existing tax policies and
future tax changes should be assessed
against the criteria “will it make the UK
a more attractive place to investin,
develop and exploit IP in the short and long term?”

The government should review the current R&D tax
credit scheme to assess the scope of expanding the
permissible costs and activity included in the scheme
without diluting current benefits

The government should continually look to introduce
greater simplicity and additional assistance to
facilitate greater appreciation and adoption of the
R&D tax credit. The current uptake of 80% is good
but 100% of those eligible and who want the credit
should receive it without having to incur heavy fees
foradvice

As part of an objective of achieving lower corporation
tax rates for all companies, HM Treasury should
undertake a review of how IP is taxed in the UK as

a priority. This should consider for example the
potential for a royalty box scheme and the potential
to levy a tax rate on brand income significantly below
the current headline corporation tax rate to enable
UK companies to compete more effectively with
non-UK peers

The government needs to assess the impact of
personal taxation on high value add industries
and IP-intensive sectors as part of optimising
UK competitiveness.
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Skills and training

Highly skilled employees are crucial to decisions
on where to create and exploit IP

The UK will require a highly skilled workforce,
particularly in STEM (science, technology,
engineering and mathematics) subjects, to build an
economy based on IP in the future. We will rely
increasingly on these people to drive cutting edge
innovation, drawing on advanced (often post-
graduate) academic knowledge and depth of
experience.

In 2004, research on projected labour market growth indicated that,
accounting for replacement demand and new roles, 2.4 million
positions will require higher level STEM skills by 2014. In addition to
this, a recent CBI survey identified that nearly 50% of businesses
now employ more people in the development and exploitation of IP
than five years ago, hence the continuing increasing demand for
suitably skilled people.

The CBI study found that for IP-intensive industries, the availability
of trained people is one of the most important factors influencing
investment decisions. Not all IP creation may be attributable to
formal learnt skills, but ensuring that the UK has a world-class
education system which gives students the skills, knowledge,
employability, and increasingly entrepreneurship credentials
necessary to compete in a global knowledge economy is vital.

Business views the current level of skills in the UK as insufficient to
ensure the optimisation of IP development in the future, and
businesses are concerned that the UK’s relative position is
deteriorating.



Current issues — quantity

The skills needs for IP-intensive industries vary considerably from
the media and creative industries through to advanced
manufacturing. But there is a common perception across these
industries that there is a significant shortfall in the required
quantity of skilled employees — especially the availability of STEM
qualified people.

UK levels of science and maths attainment of young people up to
the age of 14 compare very well internationally. In science young
people in the UK perform above the OECD average, outperform
France and the US, and are equal with Germany. However fewer
post-14 students in the UK continue to study science in any great
depth than in competitor economies.*

Before the recession CBI surveys showed that 66% of businesses

were having difficulty recruiting STEM-skilled employees. Thirty-two
percent of businesses in the survey were encountering problems at

the graduate and postgraduate level.”

Even with these difficulties expected to ease in 2009, due to the

economic downturn, this problem will return unless action is taken

to increase the supply of employees with key skills. A CBI London

business survey in June 200932 highlighted that although shortages
have eased because of the downturn, 38% of bosses still said that

skills shortages are a problem.
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Growth in STEM subjects has lagged behind significant wider
growth in higher education participation. In the last decade STEM
study in higher education has declined. Now only 16% of students
are studying the STEM subjects that business values.? There is a
perception that the UK’s relative position is weakening as countries
such as China produce ever greater numbers of high-quality
graduates. There is a potentially unsustainable reliance on overseas
students in key STEM disciplines. One IP-intensive business said
“We are getting fewer and fewer high-quality graduates and we

are on a slippery slope”. This is particularly worrying as the UK
must grow its strengths in the key areas that will be vital to its
economic future.

“For IP-intensive industries, the
availability of trained people is
one of the most important factors
influencing investment decisions”
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The CBI study found that decisions on new sites for R&D is as Exhibit 7 We employ more people today as a %
dependent on the skills available as on cost factors. Where the UK of the workforce to create/protect/manage IP
is unable to provide skilled resources other countries will fill the than we did five years ago (%)

gap. For SMEs unable to make these international location
decisions, the lack of sufficient numbers of graduates impedes their

ability to grow, be competitive and ultimately to survive in a world 2‘/3“ ztronglv agree
. 7

Ny

Strongly

where the creation and development of new ideas is vital. disagree 5

Current issues - quality

In addition to concerns over the quantity of skilled graduates, Disagree
concerns about the quality of graduates are also rising. Businesses 18.3
are concerned about general capabilities of STEM graduates — basic

mathematical capability, practical skills and the ability to apply

scientific and mathematical knowledge — as well as subject-specific

shortages. In particular, accreditation and employer approval of

degrees is not widespread: it has been estimated that up to 40% g‘fggzrgfegé‘*;o
of all engineering degrees in the UK are not accredited by

professional bodies.*

Agree
41.7

For all businesses the costs of retraining can be a significant
burden. This has potentially serious consequences as it hampers
their international competitiveness, and reduces the time which
could be spent in developing new products, services and IP.




The ’state of readiness’ of graduates for employment is also being
questioned. CBI research highlights many employers find STEM
degrees are not meeting their technical requirements: 64% of
science, hi-tech and IT firms said degree content was not relevant
to their needs.” If we are to build our strengths in IP development,
a more co-ordinated approach between sector skills councils and
HE establishments is necessary to ensure graduates have the skills
employers need.

Greater participation in STEM subjects is limited by a lack of
specialist teachers and high-quality equipment. Action is needed
to increase the participation in these subjects in higher education.
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Accreditation of IP-intensive courses

A recent review of life sciences in the UK announced that from
2010 the Society of Biology will begin to accredit undergraduate
bioscience degrees to ensure graduates leave with the skills
employers require.*® Skillset, the Sector Skills Council for the
creative media industries, has just given accreditation to
Teesside University for its BSc in computer games programming.
This is intended to give employers an indication of the quality of
graduates given the huge growth in these courses and the wide
variation in quality.

SSCs should be focused on delivering
business-focused qualifications and
providing high-quality support services

One of the reasons that the sector skills councils (SSCs) were
established was to help address skills concerns in particular
sectors. The ultimate objective should be to ensure a high-
performing SSC network that has the confidence of business,
with consistency of performance across SSCs. To achieve this,
there must be a focus on SSCs delivering high-quality services
that support employers in raising productive skills levels.
Delivering business-focused qualifications, and high-quality
apprenticeship frameworks, must therefore be a priority
outcome for SSCs.

There are concerns in some areas that these objectives are not
being realised. In one particular sector, the creative industries,
there are currently three SSCs. Feedback from business is that
in several respects they duplicate each other and create
overlap such as in the Creative Diploma. If a particular sector is
to be covered by more than one SSC there should be a greater
focus on ensuring that they work in a more co-ordinated
manner to add real value rather than duplicate work.

The CBI has argued that going forward SSCs should have to
meet a small number of tightly defined measures that ensure
they deliver on their key remit without excessive bureaucracy.
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Secondary education

Education must be relevant to what students will need to know and
be targeted at appropriate age groups. In ICT for example students
are sophisticated IT users by the time they begin secondary school.
This means education utilising ICT must start early and be more
relevant to the digital skills students will require later in life.

The need for a broad curriculum up to GCSE level is accepted,
although more emphasis should be placed on the choices made
at entry to GCSEs. The current shortfall of graduates can in part be
ascribed to a shortfall of science and technical options taken at
GCSE stage. Recent government research shows less than half of
secondary schools offer students the option of studying all three
sciences as separate GCSEs. Part of the solution will lie in making
these subjects the norm for the brightest students through
automatic enrolment for example.

The government has recently introduced an entitlement to study
all three sciences as separate GCSEs for the highest achieving
students (pupils achieving at least a level 6 at Key Stage 3). As of
September 2008, all specialist science schools are offering triple
science to these pupils. Engineering and technology colleges are
expected to make it available from September 2009, and
mathematics and computing colleges are expected to offer triple
science from 2010. But the CBI has urged DCSF to go further, calling
for an automatic opt-in to all three sciences as separate GCSEs for
those pupils achieving a level 6+ at KS3 (they could then opt out if
desired) — this would send a clear message to schools, young
people and parents that deeper science study should be the norm
for those capable of advancing.

In addition to curriculum changes, changes could also be made to
the physical infrastructure in schools to promote the uptake of
STEM subjects. Young people are excited and engaged by practical
aspects of science — but their exposure to experiments is limited
due to a number of factors. Good quality practical and specialist
equipment is an important component of high quality school
science provision. Government has allocated £45bn to improve
school buildings including labs (under Building Schools for Future
— BSF) but must make the investment a reality. As of July 2009 50
BSF schools have opened, 24 deals worth around £3bn have been
signed and 80 local authorities have joined the programme. But
delays continue to beset the procurement process and allocated
funds are left unspent for long periods of time. The CBI has been
pressing the DCSF and Partnerships for Schools on the need to
shorten and simplify the procurement process.

Lack of subject-specific experience from teachers and support staff
affects provision of practical and exciting science. The recession
has led to a increase in the level of qualified professionals looking
for employment. An active scheme to retrain maths and science
graduates as STEM teachers will also help to address these issues.

Global competitiveness

The UK has a strong reputation for the quality of our universities
and other training establishments. As with other attributes vital

to a dynamic IP-based economy, we must ensure this reputation is
maintained and supported by tangible results. It is perceived that
the quality of international, particularly developing world, learning
establishments is increasing and that the ‘quality gap’ which may
have existed is disappearing. With a relatively high labour cost
base, maintaining the differential with regard to the skills of
employees is vital to ensure the UK remains competitive in the
knowledge economy.



Recommendations

Further action to increase the quantity of STEM-
skilled graduates is needed. The CBI recommends
automatically opting in the top layer of students
(those achieving level 6 at Key Stage 3) to take all
three sciences as separate GCSEs

The government should encourage students to take
more science or maths A-levels to ensure an
adequate flow of students into related degrees

The £45bn to improve school facilities including
labs must be realised. DCSF and Partnership
for Schools need to shorten and simplify the
procurement process for the £1bn of Building
Schools for the Future funding available for
fast-tracking

To help raise the numbers and quality of graduates
in science, technology, engineering and maths as
well as improving numeracy of all graduates, all
young people should be expected to continue some
form of maths or numeracy education after the age
of 16, dependent on their interests and abilities.

SSCs should have to meet a small number of tightly
defined measures to ensure they —
deliver on their key remit without
excessive bureaucracy.
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IP ecosystem

IP is increasingly developed and exploited
through a network of organisations
collaborating at different stages of the
value chain

Managing the network of businesses in the IP
value chain

The creation of IP is increasingly achieved through
a series of complex relationships between the
smallest businesses, larger companies and
universities in the development and exploitation
of IP. The UK needs a coordinated approach from
all tiers of government to support networks of
IP-intensive businesses

One particular trend is a greater move towards ‘outsourcing of
research’. As large entities often no longer manage all aspects
of IP research in-house, the interaction between them and small
companies is critical. Often large global companies bring the

‘D’ to R&D being able to turn others’ ideas into exploitable IP
through their capital base, structure and experience. Small
companies, universities, research and technology organisations
and innovation consultancies often provide the innovation and
new ideas.

One way that businesses are responding to these greater
interdependencies is by becoming more involved in their suppliers’
operations. Through enhanced contractual agreements, businesses
are ensuring that the outputs of R&D will find a ready market and
that large companies have a steady stream of the innovations they
require. For today’s large companies to thrive, their suppliers must
also be thriving and developing new ideas and IP.




This private sector approach is a complement to NESTA’s corporate
open innovation programme. This provides an ‘airlock’ within which
SMEs can pitch theiridea to experts who can give advice and
support about a likely market for their products without requiring
the SMEs to reveal details of their inventions to other commercial
players.>”

This increasing role of open innovation — whereby large and
small businesses share ideas and research to contribute to the
development of new technologies — raises interesting questions
for traditional views of IP:

e Who owns the IP in a collaborative environment

e At what point a genuinely new innovation is generated
e Does it have to be entirely new?

e How the IP rights of players in the chain are protected

Often businesses report that robust legal protection of IP rights is
fundamental to encouraging collaboration as it gives companies
the confidence to work in partnership knowing their IP will be
protected. Therefore, rather than the common perception that
strong IP rights discourage collaboration, in some instances a lack
of IP protection can be the barrier. Businesses will be reluctant to
invest money in collaborating with other businesses to develop
products if the underlying IP protection is weak or non-existent

as it will not be clear that future rights will be enforceable.
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Clustering

The theory of clustering suggests that being in close proximity

to similar and complementary businesses generates spill-over
benefits such as a highly-trained expert workforce, and the ability
to innovate through observing each others’ behaviour and sharing
ideas which raises performance and output of the companies
beyond what they would achieve by working in isolation. This
phenomenon is exemplified by Silicon Valley. As businesses
perform less and less of their complete processes in-house, it is
likely that the need to generate clusters of businesses will grow.

The UK has developed a number of ‘clusters’>® such as Sunderland
Software City, Silicon Fen in Cambridge with its high concentration
of biotech and computer technology companies; Motorsport Valley
in Warwickshire/Northamptonshire, and the UK film post
production industry in Soho. There are also a number of science
parks with the aim of allowing cross fertilisation of ideas and
improving innovation in the UK. The need for networks of related
businesses is a phenomenon across the IP landscape. In the film
industry for example companies such as casting agencies, make-up
artists, costume designers, many of which are SMEs, provide a vital
ecology for the sector.
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As well as being close to other businesses offering similar and
complementary products and services, proximity to the market is
another key factor in determining location decisions of IP-intensive
companies. Not only is the end customer a key influence on the
design and manufacture of high value goods and services, the
market can also be important as a test bed for new products and
ideas prior to a wider launch.

The government must support the development of these clusters as
ainnovation ‘hot-beds’ for the UK. The recent announcement of the
north east as a centre of excellence for the development of
low-carbon vehicles, and the announcement of the formation

of a UK Life Sciences Super Cluster are good examples.

Given the greater connections between businesses to develop IP,
government policy, including local and regional government, must
support these links and complement them. One of the key factors
supporting the development of networks of business is the
provision of infrastructure.

Transport infrastructure is important in enabling businesses to
travel between sites and to move goods and materials around. In a
knowledge-based economy, communications infrastructure is also
increasingly important. The UK’s ability to develop strengths in
knowledge-intensive, high-value sectors will require a world-class
digital infrastructure that promotes the fast and easy flow of ideas
and information.

Clusters of knowledge-intensive businesses need to be able to
share ideas, information and engage in collaborative work in real
time. The provision of high-speed broadband as set out in the
recent Digital Britain report is important to ensuring the UK’s status
as a world-class knowledge economy in the future.

(

Companies in the creative industries rely on a myriad of other
creative businesses to thrive and develop. For example a
musician needs ready access to video producers and sound
engineers. A writer needs access to publishers and editorial
services. Many of these will be SMEs or micro-businesses and
therefore to be successful all of these interrelated companies
need to be successful.

Investment Incentives

Knowledge-intensive businesses often have a range of options
when deciding where to locate IP development and exploitation. A
determining factor in developing clusters and attracting IP-intensive
businesses in general, can be the incentives in the form of grants
and tax breaks offered by central or regional governments.

Given the current condition of the UK public finances, we are
unlikely to be able to provide significant direct incentives for
companies to locate new centres of IP in the UK. However, business
has indentified not only that incentives to operate in the UK are
limited, but also that there can be active disincentives for a
company to locate here.

Significant demands for planning obligations can often deter
companies from establishing facilities and new activities in the
UK, especially when this is compared with grant incentives being
offered abroad.



The future economy

Arecent HSBC report* mapped out how the economic
geography of the UK is set to change over the next few years.
The report identified how drivers of change, such as the
increasing availability of high-speed broadband, will enable
local centres of excellence in cutting edge industries to emerge
across the UK. It predicted that Newcastle, Durham, Bristol and
Oxford would become local centres of excellence in
nanotechnology. Dundee and York were predicted to excel in
biotech, with Cambridge, Edinburgh, Liverpool and Manchester
leading the way in stem cell research.

The UK is world famous for the innovation and success of the
motor sport industry, most notably formula one. This in part has
grown out of the proximity of many of the innovative SMEs
involved in the development of the technology. Motorsport
valley, geographically, is an area of Northampton,
metaphorically it stands for the advantage that has been gained
through innovative companies being located in close proximity
and benefiting from the resulting competition and collaborative
opportunities.
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There is a need for a greater level of consistency from all tiers of
government. There may be specific costs of new IP facilities, for
example a requirement for enhanced transport infrastructure,
but these should be considered in line with the wider national
economic impacts for example employment opportunities and
GDP growth. All tiers of government must be encouraged to think
strategically about developing the UK’s future strengths.

We may not be able to provide incentives but we must ensure
we are not creating active disincentives to locate IP in the UK.

Business/university relations

The UK has a prestigious and highly respected network of
universities. UK businesses already have significant links with
these institutions through shared research facilities, sponsorship
and visiting professors seconded from industry. The important
relationship between business and universities must thrive and
operate with as little administrative burden as possible.

The recent Wellings report to DIUS“°— what was then the
Department of Innovation, Universities and skills — highlights the
significant amount of collaborative research between universities

and business in the UK and of the IP income generated as a result.

The research from 2006/7 indicated annual research income for
joint projects of £663.8m with universities earning £56.3m from
IP income. This compares well with EU counterparts.
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Despite the importance of this relationship both businesses

and universities continue to raise concerns about the level of
bureaucracy that surrounds their interaction, with universities often
finding that applications for research grants can be significantly
more straightforward than a research agreement with a business.

Both business and universities also often report a perception of
conflicting aims about the outcomes of research. Many of the
issues are perception not reality. But perception matters and this
can hamper joint working. When business commissions research it
wants to see a tangible return on this investment in the form of an
idea with commercial potential. This obviously requires an element
of ownership and exclusivity over this research. On the other hand
universities would like the ability to use the research they are jointly
involved in for other collaborative purposes without feeling
restricted by the commissioning business. These perceptions can
sometimes create barriers to joint working if they are not
adequately addressed at the outset of a project.

Funding can often be a cause of these issues as universities may
view IP as a lost income stream if it is ultimately owned and
licensed only by the business involved. Whereas a business
believes the money it pays for the research should enable it to ‘own’
the outcomes of the project in its entirety. The general view from
business is that universities, prompted by government policy, view
projects with business as a way to make money for the university
rather than providing work which has a wider economic value. This
can cause friction and also lead to unnecessary complications in
contracts between the parties. Businesses often compare the UK
approach to that in the US where the concept of commerciality is
considered to be engrained in the ethos of the universities, and
are therefore working more in line with the aims of business.

In the 1990s the majority of the research performed by Rolls
Royce was in-house. Over the past two decades an innovative
approach has been developed with a large number of UK and
foreign universities to undertake more research in partnership.
The universities are designated as “university technology
centres” and are each allocated specific and separate research
projects. This avoids unnecessary duplication of research and
also allows specialist centres to develop. The relationships are
a long term commitment from both sides. This provides much
needed finance to the universities and ensures a strong flow
of highly skilled engineers into the company.

There has been a significant amount of work following the 2003
Lambert review“ which attempts to address these issues and help
greater working between business and universities. The Lambert
model contracts for example set out options for how IP could be
shared between businesses commissioning research and the
institution undertaking the research. The UK is able to be more
dynamic with these agreements than the US in particular, where the
Bayh-Dole Act**was passed to support the commercialisation of
university research. These model contracts have provided a useful
tool helping to ease negotiations and have recently been extended
in to consortia agreements.
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Leeds University is spearheading an effort to create an
international, knowledge transfer hub with a specific focus

on joining up potential research and knowledge-sharing
partnerships. In one major multi-partner international open-
innovation research network in the healthcare sector, the
university’s approach was to carefully design the collaboration
to stage the level of confidentiality agreements to match the
progress of the project teams. In such large networks up-front
agreements of all detailed IP principles is otherwise not feasible
to achieve.

The University’s Pro-Vice-Chancellor, Professor Williams, cites
the approach of the University of British Columbia which has the
best knowledge transfer record in Canada, despite insisting on a
contract clause that the University must be able to publish the
results no later than six months after the conclusion of the
research. The University ensures that patent experts are
involved from the outset to resolve any issues. This does involve
additional cost but not on a scale that inhibits knowledge
transfer in Canada.

Leeds University ensures that contribution to knowledge
transferis included in criteria for academic promotion.
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Many companies and universities believe IP does not have to be a
barrier to joint working, providing research agreements are finalised
from the outset and issues over IP ownership are agreed upfront.
There are some very positive examples of business/university
partnerships that have taken this approach.

But despite these initiatives some issues still remain. Business
reports that in some cases the adoption of a ‘full economic cost’
approach means the expense of using a university researcher is
now seen to be greater than employing someone full time in-house
and therefore one of the key benefits of interaction with academia
has been lost.

There is also an issue about how academics are recognised within
their profession. One of the key criteria for academic promotion is
evidence of high quality publication in peer-reviewed journals. As
so much of the research funded by business is commercially
sensitive it may not suitable forimmediate publication. This can be
perceived as a barrier to joint industry/university working unless
the issues are dealt with at an early stage.

Some universities are tackling this by devising research agreements
that tackle the issues about what can be published at what point up
front to prevent it hindering the project or becoming an issue at a
later stage. Some universities are ensuring criteria for academic
promotion include contributions to the wider knowledge landscape,
including knowledge transfer work as well as volume of pure
academic work published. We recommend this should become a
mainstream part of the criteria for academic promotion.

The University of Surrey is an institution with considerable
experience in constructive collaboration with industry and in
establishing pragmatic solutions to IP ownership. An excellent
example of such an agreement was the multi-million research
and development contract negotiated between the university
and EADS Astrium, a division of Europe’s largest Aerospace and
Defence company. The contract was negotiated from the outset
with the objective of establishing a sustainable long term
relationship. Notably the principles of the deal were agreed
directly by senior operational management.

Core to the solution was the principle of agreeing a tiered
funding approach with three categories relating to the
percentage of full costs of research that would be paid by EADS.

Category A, Max funding — IP is fully owned by EADS

Category B, Mid Funding — EADS has an exclusive license in the
pre-defined field.

Category C, Lower level funding EADS has a non-exclusive
license in the pre-defined field.

Once these core principles were established the lawyers were
able to draft straightforward legal agreements. Both EADS and
The University believe that the time invested by senior
management in establishing this arrangement was absolutely
core to the success of the relationship.
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Recommendations

The IPO should continue to market the Lambert
model contracts to help encourage business/
university research

Universities should make working with business
a criterion for academic promotion

Best practice cases of interaction between
universities and business should be highlighted
by the IPO

Central and local governments should work together
to identify local strengths in particular industries to
develop them into what could become important IP
intensive clusters

The government needs to move forward with its
Digital Britain plans to achieve a certain investment
environment that will deliver a world class digital
infrastructure for the UK

Regional and national Government
must work together to realise

critical IP investment opportunities
in the UK.
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Financing and development

Access to the right funding for all

stages of IP
For IP-intensive businesses to thrive in the UK they
need access to start up and development capital.

Access to start-up capital

The future of innovation in the UK depends to a large
degree on the health of our SMEs. Access to credit
and venture capital is always crucial for start-up and
small companies in the UK, where commentators
compare us unfavourably to the US.%* The current
economic situation has heightened this issue.

Recent CBI access to finance surveys have revealed the net
percentage of firms reporting a deterioration in the availability of
new credit was a balance of -20% in May 2009 with same number
expecting it to get worse in the next quarter.

In this environment it is often funding for risky start-up companies
that is most constrained. The May access to finance survey**
indicated that whilst large companies were experiencing an easing
of credit conditions, SMEs were still experiencing problems in
getting access to credit. A lack of finance for venture capital may not
directly impact on the amount of IP today, but the UK will suffer
from a lack of new innovation in five to ten years time when these
businesses would have matured and be providing the key
innovations for our future economy. This is an issue across a range
of IP-intensive sectors.



NESTA is currently conducting a review of whether start up finance
for companies in the creative industries is a barrier in the UK. In
addition, the government has indentified a need for additional
financing vehicles to support the hi-tech and start-up sectors. A UK
Innovation Investment Fund was also announced in June 2009 to
invest £150m of public money alongside equal private sector
funding to technology-based businesses. A £750m investment fund
was also announced in the 2009 budget aimed at supporting
advanced industrial projects of strategic importance.

The CBI believes this fund should be used to support work which

is closer to market and industrially viable. Such support should
embrace: application of existing research into innovative products,
processes and services, bringing technologies closer to
commercialisation, and demonstration and deployment trials.

To have a real impact, the fund should focus on key technology
families where the UK has current strengths, substantial R&D,

and growth potential. One such example is the plan outlined in the
Digital Britain report to use some of the fund money to achieve
greater roll-out of broadband in the UK, a vital infrastructure for
promoting innovation.

The Technology Strategy Board is well placed to deliver this fund,
which would address the lack of funding which has been its main
problem to date.

Given the importance of this issue government action in this area is
welcome. But there is a need for additional clarity about the range
of business support schemes available. Numerous mechanisms
can make it more complicated for businesses to seek support and
create confusion about eligibility.
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The CBI’s budget submission for 2009 called for additional
incentives to help establish innovative SMEs in the UK through
existing schemes which would help prevent confusion. These
included widening the remit of existing the EIS and VCT schemes to
allow for greater investment.

In the technology sector, the difficulties in gaining access to
finance have been made more acute with the using up of university
challenge funding. The CBI therefore believes the government
should at the very least reintroduce the 40% income tax relief rate
for technology VCTs. These are clearly struggling to raise finance to
invest in this very crucial area.

The budget announcement of the increase in the EIS investor
annual limit to £500,000 provided a useful signal of the
government’s desire to promote investment in smaller high-risk
companies. But the effect is likely to be small, as few investors will
be able to invest such a sum in EIS companies or funds and benefit
fully from the tax relief. We believe that a better approach would be
to make EIS investments more attractive to a wider number of
investors with smaller amounts to invest, through improvements to
the regulatory regime for approved and unapproved EIS funds, and
by removing some of the exclusions and complications of the
scheme. These are set out in more detail in the CBI’s formal
response to the consultation on EIS in 2008 but include widening
the rules to allow EIS relief to be maintained in all cases where
share-for-share exchanges take place in commercial transactions
and extending EIS relief to employees, directors and connected

persons (including relatives), as well as arms length business angels.

These changes would help support innovative companies access
finance to grow and develop IP in the UK.
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Access to development capital

Once companies pass the start-up phase the next key issue is
sufficient capital for business development. The CBl is calling for a
new vehicle to support mid size businesses in the UK. This vehicle,
often referred to as a ‘new ICFC’% or the ‘new 3¥’, would help to
provide additional funding for companies otherwise struggling to
raise finance.

Overall the government must ensure that where funding for IP
creation is available the process is not overly bureaucratic.
Businesses report that in instances where they are joint funding a
project with government they need to jump through too many
hoops to demonstrate the value for money of the project. While
some level of due diligence is clearly needed business reports that
the process is overly bureaucratic with numerous requests for
demonstration of value. Government must realise that companies
will not choose to invest millions of pounds of their own money if
they considered the project is not worthwhile.

Ingenious is a specialist investor for the media and
entertainment sector. The firm invests in a portfolio of
companies responsible for the exploitation of IP rights and
helps to locate and develop the careers of artists in the UK.

The experience of the fund managers within the financial
services industry and the entrepreneurial mindset of the artists
helps to generate additional income for the artists and greater
success for the UK music industry

Recommendations

The government should improve
access to VC capital funding by
expanding the remit of the EIS and
VCT schemes

Government should ensure that the process for
providing new finance and capital is simplified for all
businesses, and ideally through one scheme only

The government should establish a new mechanism,
such a new ICFC, to ensure increased supply of long
term growth capital to IP intensive businesses.
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