
AGEFI Luxembourg16
Juin 2018

Consultance / RSE

Luxembourg adopted a “first
mover» position towards
the measures set out in the

Organisation for Economic Co-
operation and Development’s
(“OECD”) Base Erosion and
Profit Shifting (“BEPS”) action
plan. In particular, to comply
with Action 5 (Countering
Harmful Tax Practices More
Effectively, Taking into Account
Transparency and Substance) of
the plan, the Luxembourg Chamber
of Deputies passed the
Luxembourg law of 18 December
2015 (“the December 2015
Law”), repealing and repla-
cing the former intel-
lectual property
(“IP”) box tax
regime, subject
to a transition
regime with a
grandfather clause.

The final version of the BEPS’
Action 5 puts an emphasis on the
so called “nexus approach” which
requires substantial economic activities
to be undertaken in the jurisdiction in which the IP
box tax regime is available, in order to benefit from
such regime. This condition aims to align taxation
with substance and activities, ensuring that profits
are taxed where there is real added value(1).
Accordingly, to the extent a taxpayer carries out
substantial qualifying R&D activities in the juris-
diction concerned, it should be entitled to the rele-
vant preferential tax treatment. 

In contrast, the former Luxembourg IP box tax
regime (laid down in the now repealed Article 50bis
of the Luxembourg income tax law of 4 December
1967, as amended (the “LITL”)) was not compliant
with the “nexus approach”. 

All the above is consistent with the European
Commission’s findings in the sense that invest-
ment in intangible capital in Luxembourg is below
the Euro-zone average and decreasing. This is a sit-
uation that could harm the Country’s growth and
competitiveness, undermining, as it does, innova-
tion and productivity(2).

It has been estimated that more than 42% of Gross
Domestic Product (“GDP”) in the European Union
is generated by IP rights intensive industries(3). The
OECD also acknowledges the major role IP has in
growth for the economy in Chapter 4 of the final
report on Action 5 (BEPS).

Taking into account these challenges, the
Luxembourg Government has decided to adopt a
strategy of developing and diversifying
Luxembourg’s economy, and has committed to
increasing its IP / research & development
(“R&D”) sector by promoting innovation and
high-value-added activities(4). 

The Luxembourg Government’s initiatives are
driven by the fact that economic activity with a
high IP value generates a significant part of the
overall GDP at a European level(5). In particular, the
European Commission has stated that “develop-
ing an economy based on knowledge and innova-
tion” is one of Europe’s 2020 priorities(6). 

Accordingly, on 19 April 2018, the Luxembourg
law of 17 April 2018 amending the LITL with
respect to the IP tax regime and amending the
Luxembourg law of 16 October 1934 on net wealth
tax (“the IP Law”) was published further to its
approval by the Chamber of Deputies. The IP Law
introduces a new Luxembourg IP tax regime that
should be compliant with the new “nexus
approach”. 

Description of the former IP box tax regime

In broad terms, the former IP box tax regime grant-
ed certain Luxembourg taxpayers an exemption of
80% (in certain circumstances) for corporate
income tax purposes on the net income generated
by certain intangible assets such as patents, trade-
marks, designs, copyrights on software or domain
names acquired or created after 31 December 2007. 

The former regime was repealed, subject to a
grandfather clause, by the December 2015 Law.

Description of the new IP box tax regime

In line with the objective to grant tax benefits only
to the extent that there is actual added value, the IP
box tax regime effective from fiscal year 2018 allows
taxpayers to obtain a tax exemption on 80% of part
the eligible net income deriving from certain quali-
fying IP assets (please refer to our full description of
the regime below). As a result of this partial exemp-
tion, the effective corporate income tax rate for
qualifying net IP income is reduced to 5.2% (for
Luxembourg City).

A net wealth tax is levied annually
on the net assets of Luxembourg
companies. As was already the
case under the previous
Luxembourg IP regime,
Qualifying IP Assets also benefit
from a net wealth tax exemption.
Qualifying IP assets are not
included in the net wealth tax
basis but must, however, be
taken into account for deter-
mining the minimum net
wealth tax (which ranges from

EUR 535 to EUR 32,100).

a) Qualifying IP Assets

Qualifying IP assets include IP assets
other than IP assets of a commercial

nature, such as inventions pro-
tected by domestic

or international
l e g i s l a t i o n
(patents, utility
models, com-

plementary pro-
tection certificates
for patents for

certain drugs, exten-
sions to the comple-

mentary protection cer-
tificates for patents for

drugs for pediatric use,
plant breeders right, orphan drug des-

ignation) and copyrighted software protected
under national or international laws in force
(“Qualifying IP Assets”). 

As a consequence, brands, trademarks, designs
and models, domain names are out of scope of
such definition. The Qualifying IP Assets must
have been created, developed or improved after 31
December 2007 in the context of qualifying R&D
activities (broadly speaking, activities financed
with Qualifying IP Expenses (as defined below).
For the Qualifying IP Assets which are subject to
registration requirements, the exemption is granted
as from the date of filing of the request for registra-
tion of such asset. The exemption is repealed retro-
spectively if the registration is refused or with-
drawn and the exempt amount should be reinte-
grated into the taxable base of the fiscal year when
the decision on the request for registration with-
drawn or refusal is notified to the taxpayer.

b) Net Eligible Income 

The second step to determine the tax benefit is find-
ing the net eligible income (“Net Eligible Income”)
which is calculated with the following formula:

Net Eligible Income = Eligible Income – (Total
Amount of Expenses + expenses indirectly linked
to a Qualifying IP Asset incurred during the finan-
cial year)

The “Eligible Income” includes:
(i) income received as remuneration for the use or
the licensing of the use of a Qualifying IP Asset; 
(ii) income directly linked to a Qualifying IP Asset
that is embedded into the sale price of a product or
a service (the principles contained in Article 56bisof
the LITL (i.e. transfer pricing principles) should
apply for the purpose of isolating the income not
directly linked from a Qualifying IP Asset from the
ones that are directly linked); 
(iii) income derived from the sale of a Qualifying
Asset; and
(iv) any damages or compensation received in the
context of a judicial or an arbitration procedure in
relation to a Qualifying IP Asset.

The “Total Amount of Expenses” is the sum of:
(i) Qualifying IP Expenses (as defined below);
(ii) Acquisition costs; and
(iii) Expenses linked to the Qualifying IP Asset (i.e.
aiming to create, improve or develop such asset)
made to the benefit of an affiliated entity.

These expenses are taken into account at the
moment they are incurred, regardless of their
accounting or tax treatment.

The Net Eligible Income must, in principle, be
determined individually for each Qualifying IP
Asset. By way of exception, where the determina-
tion of the Net Eligible Income by asset basis is not
possible, an approach based on products or ser-
vices or family of products or families of services
derived from a Qualifying IP Asset (“Qualifying
Products or Services”) is also allowed under cer-
tain conditions (please refer to section “c)
Determination of the nexus ratio” point ii. below). In
such case any reference to a Qualifying IP Asset
should apply mutatis mutandi to the relevant
Qualifying Products or Services.

Adjustment of the Net Eligible Income: 

The Net Eligible Income, even if it is the basis for the
application of the 80% partial exemption, has to be
adjusted. The purpose of the adjustment is to
ensure that the Net Eligible Income benefits from
the favourable IP tax regime, to the extent that this
income exceeds the amount of expenses in relation
to a Qualifying IP Asset. In general terms, the Net

Eligible Income can be adjusted by using one of the
following two methods, as set out in the IP Law: 

i. The first method is used when expenses related
to the creation, development or improvement of
the Qualifying IP Asset (e.g. research expenses for
the development of a patent) have been deducted
tax wise. Therefore, the Net Eligible Income should
be increased by the amount of the negative Net
Eligible Income derived by the Qualifying IP Asset
during the previous years, to the extent that such
negative Net Eligible Income
has not been offset by a positive
Net Eligible Income derived
from the same asset. In case of
resale of the Qualifying IP Asset, the proportion of
such related expenses incurred during a taxable
period in which no income is generated by the
Qualifying IP Asset, constitute the negative Net
Eligible Income in relation to such asset. If after the
adjustment, the Net Eligible Income remains nega-
tive, the 80% partial tax exemption will not apply.

ii. The second method is used in case there is an
activation of the expenses related to the creation,
development or improvement of the Qualifying IP
Asset (i.e. such asset is amortised). If the expenses
related to the creation, development or improve-
ment of the Qualifying IP Asset have been activat-
ed, the Net Eligible Income is increased by (i) the
annual amortisation in relation to the Qualifying IP
Asset deducted during the current financial year
and (ii) the amount of the negative Net Eligible
Income derived from the Qualifying IP Asset dur-
ing the previous years to the extent that such nega-
tive Net Eligible Income has not been offset by a
positive Net Eligible Income derived from such
asset. Again, if after the adjustment, the Net Eligible
Income remains negative, the 80% partial tax
exemption will not apply.

Special rules should apply in case of transfer of the
registered office or the central place of administra-
tion of collective undertaking or a foreign perma-
nent establishment where the taxing right over the
Qualifying IP Asset and the income generated by
such asset is allocated to Luxembourg. Indeed, the
computation of the negative Net Eligible income in
relation to previous taxable periods not yet com-
pensated with the relevant positive Net Eligible
Income should be undertaken as if no transfer was
undertaken. However, depending on the method
of valuation used at the moment of such transfer
(i.e. exploitation value) and where the taxing right
is allocated to Luxembourg, any positive difference
between the exploitation value and the remaining
amount of acquisition cost (prix de revient) should
be considered as negative Net Eligible Income in
relation to the Qualifying IP Asset.

Compensation of the adjusted Net Eligible Income:

Where a company has more than one Qualifying
IP Asset and each of such assets generate Eligible
Income, the Net Eligible Income after adjustments
has to be offset in an independent way for each of
such assets provided that there is negative Net
Eligible Income to be compensated with positive
Net Eligible Income. The amount compensated per
Qualifying IP Asset cannot exceed the amount of
adjusted positive Net Eligible Income by such asset
in a given taxable period. The order in which such
compensation takes place follows the time of con-
stitution, development, and enhancement of the
relevant Qualifying IP Asset. The adjusted and
compensated Net Eligible Income can benefit from
the 80% partial exemption provided it is positive.
The purpose of the above rules is to balance the
losses incurred by a Qualifying IP Asset against the
profits incurred by another Qualifying IP Asset. 

c) Determination of the nexus ratio

In line with the modified “nexus approach”(7), a
fraction is applied to the amount of adjusted and
compensated Net Eligible Income as determined
above. 

The fraction’s numerator includes all the eligible
expenses, i.e. the sum of expenses that are neces-
sary for the R&D activities and directly linked to
the creation, development and improvement of the
Qualifying IP Asset or Qualifying Products or
Services, including the expenses incurred by any
permanent establishment located in an European
Economic Area (“EEA”) country, other than
Luxembourg (but allocated to the Luxembourg
taxpayers based on the relevant double tax treaty)
still operational at the time the Eligible Income is
generated and which does not benefit from a simi-
lar IP tax regime in the State where it is situated.
These expenses can be directly incurred by the tax-
payer or be made to “non-affiliated enterprises” for
such R&D activities; (iii) payments made by the
taxpayer for its own R&D activities or paid to a
non-“affiliated enterprise”, or to an affiliated one to
the extent that this entity is in turn charged for such
R&D by a non-affiliated entity without a margin
(the “Qualifying IP Expenses”). 

The (i) acquisition costs, (ii) interest and financing
expenses, (iii) real estate costs and (iv) other costs
not directly related with a Qualifying IP Asset are
not considered as Qualifying IP Expenses. In
broad terms, certain exceptions may apply in
relation to the above expenses listed in point (iv)

above in case they have a general and speculative
nature and under conditions. This amount is then
increased by 30% but cannot exceed the total
amount of expenses. 

The fraction’s denominator is equal to the Total
Amount of Expenses incurred by the taxpayer dur-
ing the current relevant fiscal year or relevant for-
mer fiscal years, whether in relation to a Qualifying
IP Asset or Qualifying Products or Services
(“Overall IP Expenses”).

It is through the application of this fraction that the
modified “nexus approach” is applied. Indeed, this
fraction requires that R&D related expenses in rela-
tion to the creation, development or improvement
of a Qualifying IP Asset actually exist. As explained
above, these R&D expenses can be incurred by the
taxpayer itself or paid by the taxpayer to an unre-
lated entity or to a related entity which outsources
and uses the services of an unrelated entity. 

d) Further conditions for the application of the IP
tax regime

For the 80% partial exemption to apply:
i. The taxpayer must be able to trace the Qualifying
IP Expenses, the Total Amount of Expenses and the
Eligible Income linked to each Qualifying IP Asset
or Qualifying Products or Services, in order to be
able to establish the link between such income and
expenses. 
ii. If the taxpayer holds multiple Qualifying IP
Assets and demonstrates that its R&D activity is so
complex that an asset-by-asset assessment is not
feasible, it can undertake an assessment in this
respect by Qualifying Products or Services derived
from Qualifying Eligible Assets. This tracing and
tracking by group method should be undertaken
based on objective information where it can be ver-
ified that this is compatible with the R&D activities.
In this event, the Eligible Expenses pools the
expenses incurred for the development of the
Qualifying IP Assets that contribute to the
Qualifying Products or Services that are generated
by such assets. Such tracing and tracking method
should be undertaken in a coherent and continu-
ous way. In this case, the exemption should apply
until the end of a reasonable period determined
based on the average life span of all the Qualifying
IP Assets that contributed to the relevant
Qualifying Products or Services.
iii. The Total Amount of Expenses and Eligible
Income should be determined in accordance with
the arm’s length principle.
iv. In addition, taxpayers must keep documenta-
tion which can be provided to the Luxembourg tax
administration evidencing compliance with the
above provisions.

Conclusion 

Under certain conditions, the provisions of the for-
mer IP box tax regime will still apply until 30 June
2021. However, taxpayers should anticipate the
impact and assess the opportunities that the new IP
tax regime offers. If a taxpayer is also eligible to
apply the new IP box tax regime, he or she can
choose between the two regimes. However, once
that choice is made, it becomes irrevocable. For any
fiscal year, only one regime can be applied.

The adoption of the new IP regime from 2018
should ensure that Luxembourg has an interna-
tionally compliant and competitive IP box tax
regime and, accordingly, should enable
Luxembourg to continue to diversify and strength-
en its economy. Companies willing to invest in
R&D and increase their substance in Luxembourg
should have an additional incentive to choose this
jurisdiction. The recently announced investments
by global players in Luxembourg come at the right
time to take advantage of these opportunities.
Indeed, Luxembourg will offer an attractive IP box
tax regime to companies looking to “on-shore”
their IP in the post-BEPS world.
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A Luxembourg IP box tax regime in a BEPS fashioned way

Qualifying IP Expenses 
   + 30% majoration        X adjusted and compensated Net Eligible Income ) x 80% = IP tax exempt income

Overall IP Expenses


