
This article is an offprint from
Industry and Higher Education

the leading international journal on
the interface between higher education

and the world of business

For article submissions, subscription
information and sample copies, please contact

Industry and Higher Education, IP Publishing lid,
Coleridge House, 4-5 Coleridge Gardens,

london NW6 3QH. UK.
Fax: +44 171 3722253



Dan Burns and Jon Sandelin

Almost all licence agreements provide the right for the licensor to review
the accounting records of the licensee. Such a review (sometimes called
an audit) is underlaken to ensure that all licensed products subject to
royalty payments are included in the calculation of royalties due, and that
the calculation process itself is cQrrect. This article discusses the pros
and cons of such an audit focusing on experience in the USA, criteria for
selecting whom to audit, things to expect from such an audit, and what
you should receive from the person or accounting firm you select to
conduct the audit. The results from a survey of university auditing
practices are included.
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While the audit of trademark licences is common. it is a
fairly rare event for university technology licences.
Holders of a trademark licence in the USA expect to be
audited on a regular basis. As trademark licensees
typically have licences with a large number of
universities. as well as the professional sports leagues.
there is an opportunity for cost-sharing of the audit. A
university willt)'Pically have to pay only a few hundred
dollars to participate in an audit of a trademark licence.

A technology licence audit generally related to a
single licence tran$action is much more complex. The
procedure may cost in the thousands or tens of
thousands of dollars. It will probably be a surprise to
the licensee when such an audit is requested. There is
the potential danger that the licensee may consider such
a request :\$ a challenge to the mutual trust between the
partics.

Thu$. uni\.ersity licensing professionals around the
USA are debating the merits of auditing their licensees.
and it is an inl~resting debate. While the licensing
profession.,1 may harbour well-founded suspicions that

licensees are underpaying. an audit may have adverse
consequences for the relationship with the licensee.

Increasingly. US university-industry licensing
occurs in a complicated web of relationships involving
university administrators; inventors who are also
licensee consultants or on licensee advisory boards;
research funding that may involve industry/university
consortia; and donations of equipment or money to the
university by the lic~nsee. The licensing professional
may be quite unsure as to who is the spider and who is
the fly. However. it is generally possible to protect the
university's intellectual property. and even to conduct
audits. without becoming ensnared in an adversarial
process that damages the delicate relationship between
the parties.

This article is based upon a workshop in which the
authors participated at the 1997 Annual Meeting of the
Association of University Technology Managers in San
Francisco. The authors also conducted a survey of
attendees concerning royalty examinations. The results
are presented at the end of the paper.
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t,

audited. How can the university audit a licensee
without causing possible harm to the relationship,
especially if the licensee has other relationships with
the university, such as sponsoring research? Difficult as
it may seem, the university licensing professional
should not abdicate the responsibility of ensuring that
the proper stream of royalties is received. If the
university decides to audit certain licensees, how
should the candidates be selected? How should the
licensor identi.fy and retain a suitable professional
services firm to perform the work? How will the work
be performed? Are there issues of confidentiality? How
will the professional finn charge for its services? These
questions and others are considered in this article.

Licences must be monitored

A licence permils one or more companies to use patent-
protected technology lO develop new products or
procc:s~e~. Onc~ (he licence is signed, however, the
\~ork is m)l ovcr. Licence agreements must be
monitored to t:nsure compliance with diligence and
roYOlI(y requir~m~nL'i. Every licensor knows (he feeling
of uncenainly lhOl( Olccompanies the receipt of an
unsupponeu royallY report that includes only the
number ('If unils sold and the amount of the royalty
remi(tc:u. Ha'i thl.' royalty been calculated con-ectly? Has
lhc licc:nsC:1: a...~l'Iunled for all of the products sold? Why
i~ th~r.: a ~ignilican( change, upward or downward, in
lhe amount 01 royalties paid'? Is the licensee taking
prup.:r JI.'I.1II\.II,m~ lo detennine net sales? These and
mOlny ml)rl.' yul::.tions are legitimate concerns.

That said.;I licensee may not take kindly to being

Experiences at Stanford

At the time of the writing Stanford University has
conducted two significant roY3;lty examinations, and
has launched a third. The first involved the
'Cohen/Boyer'licensing programme. The technology
in question is the process for inserting genetic material
into certain cell types that results in protein 'factories'.
This is the foundation of the biotechnology industry,
with over 300 licensees worldwide, and royalties to
date of over $250 million. One of the 'Big 6'
accounting firms was selected to perform the audit.
Twelve companies have been audited to date; their
selection was based upon the amount of royalties they
had paid to Stanford. Although to date the total
recovered royalty revenues of $56,000 (from three
licensees) are exceeded by the audit costs of $211,000,
all licensees may be a little more diligent in future in
reviewing the calculation of royalties knowing that this
audit programme is underway.

The second royalty examination involved a licensing
programme for Phycobiliproteins. a tag used in medical
diagnostic devices. The programme had 50 licensees
and total royalties of over $10 million. Another 'Big 6'
accounting firm was selected as the auditing firm. and
questionnaires were sent to the licensees. Three
companies were selected for audit. The results were that
two of the three companies, when given notice of the
impending audit. determined that they had underpaid
royalties by $247.000. The payments were ret:eived
prior to the audits. It was found. during the audit of the
third comp:lny. that $75.000 in roY:llties had not been
properly reported. Fees to develop the questionnaire.
evaluate the responses. plan :lnd conduct the audits, and
repol1 the findings to Stanford. amounted to $27,000.
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Are royalty 'audits' misunderstood?

In exercising itS right to 'audit' a licensee's books and
records, the licensor seeks to detem1ine the methods of
caIculation used and accuracy of royaIties remitted by
the licensee. To an accountant, this procedure is not an
audit. When an accountant auditS a company's financial
statementS, he or she is evaluating financial statementS
prepared by company management for issuing to
shareholders and the public in accordance with
generally accepted accounting principles (GAAP). The
accountant's level of effort in a financial statement
audit is often based upon testing the representations of
management (the accountant's client). By contrast, a
royalty examination is a detailed examination of a
limited set of transactions and activities related to the
manufacture, distribution, and sale of goods resulting
in payment of a potentially incorrect royalty to the
accountant's client. The circumstances of the
enga.gement, and the approach of the accountant should
differ significantly between a financial audit for
purposes of reporting to shareholders, and a royalty
examination.

Accounting for royalties under a licence agreement
is not generally subject to GAAP. Indeed, for many
public companies licensing-in, the royaIties payable to
a licensor may escape the scrutiny of the licensee's
external auditors because the amount of royalties due
may be immaterial in the context of the financial
statementS, and auditors express opinions on the
fairness with which the company's financial statementS
materially present the company's financial condition.
Thus, be cautious about accepting the licensee's
contention that 'our auditors would have looked at it'.
If the royalties paid under the licence appear
insignificant when compared with total sales, there is a
good chance the licensee's auditors did not test the
accuracy of royalty paymentS made by their client.



Why universities should consider royalty
examinations

Many university licensing professionals feel that a
royalty examination may strain the relationship with
the licensee. In our view, however, licensees generally
accept the notion that licensors must monitor their
licence agreements, and part of that oversight function
should include royalty examinations. After all, these
same businesses keep their cash in the bank, insure
their bard assets, and attend to them when they need
repair. They spend vast sums to pro~ their brands,
trade secrets, and other intelleCtUal property. Why
wouldn't they understand the university's use of the
same sound judgment in protecting its own assets,
which include licence agreements? .

Three main benefits of licence examinations

In addition to sound business practice, there are at least
three good reasons why universities should conduct
regular royalty examinations. Fust, underpayments
regularly arise for a variety of reasons. Second, other
licensees will get the message, and the quality of
royalty reporting will improve. Third, the university
will have greater confidence in the licensee's attention
to. and adequacy of. its royalty reporting.

licence agreements: are you gem'ng 1M royalties you bal'gain4dfor?

frequently develop derivative products from the
licensed technology. However, the fact that dley are
royalty-bearing is not communicated to the analyst
preparing the royalty report. This problem is
particularly acute in the licensing of both
biotechnology and software. To illustrate die point, a
patented biotech property is licensed and the licensee
immediately incorporates die element into four of its . .

products. For d1Iee years, sales grow. In the fourth.. ..

year, sales of one of the products fall to zero and sales
of the remaining three have flattened or declined. .
Normally, a licensor might not be concerned. However,
in this case, the property had been licensed non-
exclusively, and other licensees were enjoying growing
sales. A review and comparison of the royalty reports
of die other licensees quickly showed that most of
them were reporting additional product codes on their
royalty reports, suggesting that new licensed products
were replacing the sales of older licensed products. In
the subsequent examination, it was observed that the
first licensee's product development personnel had
never communicated the new replacement licensed
products to the company's internal accountants, leading
to a substantial amount of unpaid royalties.

For significant licensees, we recommend that the
licensor obtains current product catalogues and
performs occasional reconciliations between the
products listed on the royalty reports and die products
sold by the licensee. Such a reconciliation can identify
possible products being sold where no royalty is
remitted.

Another frequent cause of underpayments is the
unclear or ambiguous language in the royalty and audit
sections of the licence agreement. Licensors will, quite
understandably, interpret the language in ways
favourable to them. The licence tenns must be very
clear on exactly what the royalty rate applies to (eg the
entire product sold by the licensee, just a portion of it,
or a derivation of it) and how the royalty will be
calculated. The agreement should also set out if there
will be any transactions that will not produce royalties,
such as products provided for testing or evaluation
purposes. Be alert to ensure that the licensee is not
providing your licensed product for free or at a large
discount. if coupled to other products or services;
although with respect to the latter, unless your licence
agreement is explicit, the licensee may argue that
discounts are permissible. Also, if sublicensing is
allowed under the agreement, be sure to cover
explicitly whether or not the licensee may issue
essentially royalty-free licences as part of a cross~
licensing arrangement. In the audit section of the
licence agreement, ensure that the language pef1Jlits a

I complete and thorough review of records and allows

Uncovering underpayments
There are as many reasons why underpayments occur
as there are licensees. In our experience, most are
unintentional. Why do such errors occur? Generally,
such underpayments may be traced to several causes,
of which the three most significant may be poor
internal controls, poor communications, and ami?iguous
language in the agreement.

Poor internal controls of the licensee reflect the
inattention of a licensee to the agreement. Simply
stated. the licensee may not have designated anyone to
h:1ve primary oversight responsibility for the accuracy
of royalty payments. or may not have communicated
intem"lly the importance of reporting accurate royalties
on :1 timely b3.'iis" In :1ddition, many companies use
integrated accounting software programmes that are
\"ery effective at taking orders, creating invoices,
c:1using product to be shipped and receivables to be
collected. but have no mechanism for identifying
royalty-bearing sales and calculating the proper royalty
resulting from such sales. In other words, the
c:1lculation of 3 royalty often involves the collection of
J~t3 from Jiff.:rc:nt information systems that may then
be manually c:ntered to detennine the royalty to be paid,
le3\"ing consiJc:rclble potential for error.

A second fundamental reason why royalties often are
underpaid is indirectly related to the first. Licensees
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interviews of key licensee personnel. The audit section
should include such provisions as satisfactory books
and records, audit periods, recovery of expense and
interest. notice, access to key people, right of access to
the manufacturing facil.ity, right to copy documents,
and a required retention Period for records.

Licensors' 'hot points'

Once the decision has been made to conduct one or
more royalty examinations, the licensor is faced with
three decisions, each of which may have real
consequences for the licensing professional and the
university. First. which licensees should be audited?
Second. how should they be notified? And third. who
should conduct the examination? The importance, and
inter-relatedness, of the answers to these questions
should be understood before conducting any
examinations.

Sending a message to other licensees

A second benefit which licensors typically enjoy as a
result of conducting regular royalty examinations is that
licensees should begin to pay closer attention to the
timing and quality of disclosure in their royalty
reporting. This seems especially true where a
technology is licensed non-exclusively, but also occurs
where a licensor has issued multiple exclusive licences
in different fields of use. One explanation for this is that
licensees talk to one another. Once licensees learn that
the licensor has conducted one examination or more,
they are more likely to examine internally their royalty-
reporting practices. They also may have reason to
anticipate that the audited licensees (especially under a
non-exclusive licence) will divulge infonnation to the
licensor concerning the propensity for other licensees to
follow accounting or business practices that have the
effect of reducing their royalties payable. After all,
those licensees have no desire to see their competitors
'get away with' paying less, because it would place
them at a competitive disadvantage.

Selecting lice';lSees for ~ination
The selection criteria employed by a licensor may
encompass a variety of considerations, such as the
amount of the royalty stream under the licence, the
adequacy of the licensee's royalty reporting (quality,
clarity, and timeliness), the natUre of the reporting
(degree of fluctuation between reports, or the extent of
adjustments taken), or information regarding the
licensee's practices tJiat the licensing professional may
have gained through one or more sources. All else
being equal, licensees reporting in a clear and timely
manner, showing evidence that some measure of care
was used in determining and reporting the royalty, are
less likely to warrant an examination. However,
thoughtful licensors will maintain a database of royalty
reports that permit the licensor [0 evaluate a licensee's
royalty reporting over time, or. in the case of non-
exclusive licensees, to compare and contrast the
reporting of licensees.

In some cases a questionnaire may be useful for
alerting licensees to the licensor's intention to
scrutinize royalty reporting. Indeed, some licensees,
upon reviewing a questionnaire. will undertake an
internal review. In one examination conducted by a
major accounting firm fot a university, a licensee's
questionnaire-inspired internal review resulted in a
cheque to the licensor for a six-figure sum, representing
over 25% of average annual royalties.

Giving notice properly

A second 'hot point' is the manner in which the licensee
is notified of the impending examination. Some
licensors think it is perfectly acceptable for the firm that
is going to perform the examination to notify the
licensee. However, hearing that an accounting firm is
coming in to pore over the books and records is not a
message the licensee should hear from someone it does
not know. The licensing professional should notify the
licensee in writing, with sufficient warning to permit
the licensee 10 gather the materials the examiner will
need, It is important to advise the licensee that it is not

P~ac~ of mind

The third principal benefit to licensors is peace of
mind. Licensors often express frustration that their
expectations are not met by outcomes. In other words,
they do not receive the royalties they think they should.
This dissatisfaction is not likely to improve unless the
parties address it directly. Ideally, the outcome of the
royalty examination is that the licensor and licensee
share a common understanding regarding interpretation
of the royalty and accounting provisions of the licence
agreement. The examination will permit the licensor to
understand wh:lt the licensee is doing, and to adjust
expectation:; if the licensee is reporting properly, or to
influence thc licensee's reporting behaviour so that it
bl:com~~ consi~t.:nt with the requirements of the

agreemc:nt.
Thu:;. thl: m:lin benefits from royalty examinations

includc po~sibl.: ca...h recoveries, the communication to
your licl.'l1s,:cs of your intention to protect your
int~ll~ctu:11 pnllx:rty. and greater peace of mind.
Coll;Jt.:rJI ~llo:li!s that a qualified examiner will
proviul.' In tho: prl>l:~SS include tips on drafting audit
clau:;.:~. tip~ "n r~I~.;uty provisions, help in selecting
licC:I1~I.'~ t~, \.'.\;Jmille, and even assistance in identifying
companies th;Jt may be interested in taking a licence.
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being singled out. Instead, th~ royalty examination
should be seen as part of the licensor's ongoing efforts
to monitor its intellectual property. The explanation as
to why the examination is warranted need not venture
beyond sound business practice. Indeed, for public
universities, there is a good argument that the
university owes a duty to the public to assess the
accuracy of licensing revenues.

Licence agreements: are you getting the royalties you barga~for?

What should an examiner do?

As a prelude to visiting the licensee, the examiner
should review the licence agreement and any
amendments, the royalty reports, and any relevant
correspondence. The examiner should then develop a
work plan. The initial interviews with the product
development and accounting personnel should provide
infOrnlation as to the assumptions and documents used
h. preparing the royalty reports. At this point, the
examiner should consider whether the licensee's
approach appears consistent with the licence
agreement. The examiner may then perfOrDl the
procedUres de:tailed on the work plan and prepare a
report of preliminary findings for discussion with the
licensor and the licensee. In communicating the results
to the licensee, it is best to do so in a manner that
achieves the licensee's- 'buy-in' tQ the approach taken
by the examiner in order to obtain payment for back
royalties owed, and to get the licensee's cooperation in
implementing procedural changes to improve reporting.

What should the licensor expect?

The examiner's report to the licensor should include:

. the scope of the engagement;

. the examiner's understanding of the licence

agreement;
. the examiner's understanding of the licensee's

accounting system; and
. the approach the licensee used to determine and

remit royalty payments.

The report should set out the examiner's findings and
the licensee's reactions to the examiner's conclusions
and recommendations.

Who will perform the examination?

A lack of internal auditing resources usually causes
universities to retain outside audit fimlS~ Many large
accounting fimlS have professionals who have
performed royalty examinations. However,licensors
are strongly recommended to seek out finns with
groups that specialize in royalty ex.iminations. (They
are not 'audits', remember!) If possible, interview the
leader of the royalty-examination team to gain an
understanding of their qualifications and their
sensitivity to the special circumstances and needs ofuniversity licensors. '

In addition, the examination work papers are private
documents belonging to the public accounting firm.
This would not be the case if the internal auditors of a
public university were to perform the examination.
Thus, using a public accounting finn means there is a
greater likelihood that the examination work papers
will remain confidential (one less objection for the
licensee to make) than if a public institution's internal
auditors were to do the work.

Public accounting firms will bill for their services.
You should therefore obtain a letter of engagement that
discloses billing rates and provides an estimate of
budgeted fees. The fee arrangements a firm may use to
bill for its ser\'ices can vary. Billing for royalty
examinations can be on an hourly, fixed-fee, or
contingent basis. Many finns generally will be reluctant
to bill on a fixed-fee basis, because they will have only
a limited sense of the scope of work to be performed.
While conting.:ncy fees may appear attractive at first,
the situation c:ln become complicated if the licensee
learns about the billing arrangement, especially if the
examin.:r appc:ars over-zealous. If the licensee disputes
the .:.~amincr.s findings. will a provision requiring the
licensee to pay for the audit, if under-reponjng is found,
be honoured? If the matter then goes into dispute
resolution. ho\v credible is the testimony of an
examin~r \\'host: fees are tied to the outcome of the
arbitration or trial'? For these, and other reasons, the
licensor shoulu. in most cases, retain the Cenjtied
Public Accountant (CPA) on an hourly rate basis. To
keep ..:ontrol tht: r.:es, the licensor should insist on a
detail~d \\"ork plan and frequent progress updates
during the ti~ld\\.ork.

Summary and survey

University licensing professionals face a difficult
decision in whether to examine the royalty-reporting
practices of their licensees. By selecting qualified
professionals and giving notice properly, the licensing
relationship is less likely to be compromised In our
experience, the benefits of conducting examinations
unquestionably outweigh the costs.

The results of our survey of attendees of the 1997
Annual Meeting of the Association of University
Technology Managers are presented below. The
purpose of the survey was to determine what
universities were doing with respect to royalty
examinations and how they were doing it. Our findings
confirmed certain preconceptions and shed valuable
light on other issues of concern. While virtually all
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universities include a right to audit in their licences,
only slightly more than half of the respondents have
ever exercised that right; of those, only about 13% have

conducted more than three separate royalty
examinations. .

The primary reason for conducting examinations
appears to relate to the inadequacy (timing, quality,
completeness, etc) of the licensee's royalty reporting,
Of those who had not conducted examinations, most
felt they had never been given a compelling enough
reason to do so. Surprisingly few said the cost of the;
procedure was prohibitive. Indeed, the"majority of
responses understood that a'thorough royalty
examination could result in fees of $20,000 or more.
Almost 90% of the respondents turned to 'Big 6'
accounting firms, while 20% sought assistance from
smaller finns or from their own internal audit staff (ie
certain licensors used 'Big 6' finns in one matter and a
smaller linn in another). A significant majority, 83%,
engaged the firms on an hourly-rate basis, with the
balance paying for the work on a fixed-fee or
contingent basis.

The area of the survey about which we were most
curious concerned the interest on the part of universities
licensing the same or similar technologies to a common
licensee to 'band together' to share audit costs. We
were encouraged to find that 65% of the survey
respondents saw merit in this concept. The potential for
cost ~vings when auditing agreements which are
unlikely to be audited on a stand-alone basis suggests
that this :lpproach could be attractive to many
universities. We expect this question will receive
further consideration as the volume of agreements and
amount of royalty income incre:lSes over time. .

87% had conducted between one and three separate
examinations. 13% had conducted more than three
separate examinations.

5. If your instilulion has performed royalty
e.mminalions, how were those licensees selected?
83% stated that inadequate royalty reporting had
prompted an examination. 66% said the size of the
royalty payments warranted an examination. 40%
credited their own research or feedback from third
parties. 11 % stated that the length of time the
licence agreement was in place bad prompted the .

examination.
6. Do you commonly include the following provisions

in the audit provision in your licence?
Right to audit 100%
Audit fees may be paid by licensee 80%
Use independent CPA finn 80%
Frequency of audit 75%
Identify documents available during exam 70%
Licensee may pay interest on balances 65%
Exam results will be confidential 60%
Examiner may make copies of documents 20%
Examiner may interview selected personnel 10%

7. Who conducted the examinations for you?
'Big 6' CPA finn 18%
Other accounting finn or internal auditors 20%

8. Where you have retained outside firms to perform
e.mminations, ho'v have their fees been charged to
the project?
Hourly rates 83%
Fixed fee or contingent fee 16%

9. Would you consider 'banding together' with other
universities licensing the same/similar technologies
to perform royalty examinations of a particular
licensee in an effort to save costs if the accountants'
costs could be split among the universities?
Yes: 65%. No: 35%

10. Would you be willing to e.tchange information with
licensing professionals at other institutions to
identify potential licensees which could be the focus
of a 'joint'royalty examination?
Yes: 75%. No: 25%

II. What would you consider to be a reasonable fee for
a royalty examination of a single company?
A variety of figures was provided; the most frequent
responses were in the $10,000 - $20.000 range,

with a maximum of $50,000

\
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Survey questions
I, Do your licence agreements include an audit

pro,'ision?
Yes: I OO<7c, No: None

2, If ,.,.ItS' ro Qllesrion I, have you ever exercised the
audit prQ,'ision of one of YO&lr licences?
Yes: 5517;;. No: 4590

3. If nl}' ro Quc.5tian 2. "'hat reasons can you give for
not e"er ha,'ing done so?
78C?c said the}' never had a good enough reason to
:ludit, JA<;t- $:lid the amount of royalties did not
justify :111 audit, 30% said they were concerned
about d:lm3ge to the relationship with the licensee.
II~ ~~Iid th~ I:I.)S1 of the audit would not justify the
elTon,

4, If '.V('.5' rll Question 2. approxitnately how many
sC'pc,rut(' t'.\"tlmi/lations have been performed by your
instin,tintl :'
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