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Financial Considerations in International Intellectual
Property Licensing Transactions

EmiLe Loza, KimBerLY S. CHOTKOWSKI, SCOTT J. STEVENS, &
GREGORY J. URBANCHUK*

1. Introduction

Tax consequences, payment, currency, and other financial challenges are importantissues
to consider when structuring international licensing agreements. Many intellectual property
and other transactional attorneys, however, do not have sufficient understanding of these
issues or give them appropriate consideration. This article aims to identify these issues and
to suggest best practices or approaches by which to address these issues and to improve the

*Emile Loza, Kimberly S. Chotkowski, Scott J. Stevens, and Gregory J. Urbanchuk co-authored this article,
which Loza edited. This article is the result of a collaborative project of the American Bar Association’s (ABA)
Intellectual Property Law Section’s Subcommittee on International Technology Transfer (International Tech-
nology Transfer Subcommittee). The authors appreciate the review comments of George A. Frank, PhD, JD
of Drinker Biddle & Reath, LLP and immediate past co-chairman of the ABA’s Intellectual Property Law
Section’s Committee on Licensing and Related Transactional Issues.
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Group, LLC, an intellectual property asset management and technology transfer company, both also based in
Boise. Loza chairs the Licensing Executive Society’s High Tech Sector’s Internet and eCommerce Committee
and the Idaho State Bar’s Intellectual Property Law Section. Loza is immediate past co-chair of the ABA’s
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collection of payments under international licensing agreements. By becoming more knowl-
edgeable about the financial issues involved in international intellectual property licensing
transactions, attorneys can add demonstrable value to their services to clients and corre-
spondingly improve client satisfaction, retention, and referrals.

To provide the appropriate context for this article, discussions of licensing agreements
typically take on a licensor or a licensee perspective or, as to financial aspects, a payor or a
payee perspective, respectively. This article primarily adopts the perspective of U.S. licen-
sors, although its discussions are relevant to licensors domiciled elsewhere. In addition, this
article focuses specifically on transactions between U.S. licensors and foreign licensees.!
The discussion and suggestions in this article apply across the spectrum of intellectual
property rights without an intentional focus on any particular species of right, except in the
last section, which deals with the important topic of the compulsory licensing of foreign
patent rights.

First, this article posits the view that there are three stages of an international intellectual
property licensing transactional relationship. Focusing on the negotiations stage, this article
provides an economic model of the financial considerations that affect the parties’ respective
positions as to royalty pricing. In particular, the model addresses the factors that licensors
should consider with respect to international royalty pricing.

Second, this article discusses contract drafting strategies and certain tactical drafting
mechanisms that practitioners should seriously consider. Effectively harnessed through the
contract language, these strategies and mechanisms work to accomplish a number of key
financial objectives, including the minimization of exchange rate risk to the licensors; the
creation of sustained incentives for timely and accurate royalty payment and reporting by
foreign licensees; and a licensor’s improved ability to force compliance.

Third, this article turns to issues of international law and concomitant control exerted
over intellectual property licensing agreements under foreign domestic law regarding tax-
ation of, and more specifically the funds withheld from, royalty payments for payment in
foreign jurisdictions. As to taxation in the licensor’s jurisdiction, the characterization of
payments in intellectual property licensing agreements affects the treatment of such pay-
ments and revenue recognition in financial reports to company executives, securities au-
thorities, and shareholders. For this reason, this article discusses drafting devices that may
provide licensors with financial options not previously contemplated, honoring the principle

strategies and actions surrounding and protecting that portfolio. Chotkowski is also significantly involved in
the company’s global licensing activities.
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ABA’s Sections of Intellectual Property Law and Antitrust Law; the Licensing Executives Society, and the
American Economic Association. Urbanchuk holds a bachelor’s of science degree in accounting from Saint
Joseph’s University and a post-graduate certificate in economics from Birkbeck University of London, where
he is currently pursuing a masters of science degree in international business.

1. This article excludes discussions of transactions involving foreign licensors and U.S. licensees.

VOL. 40, NO. 1



FINANCIAL CONSIDERATIONS IN LICENSING TRANSACTIONS 69

that the legal strategy reflected in international licensing agreements should aim to appro-
priately support the licensor client’s business and financial strategies.

Fourth, this article discusses another critical aspect of the interface between international
and foreign domestic law with respect to international licensing transactions and how that
intersection of laws can impact clients’ financial expectations and risks as to these transac-
tions. Specifically, this article addresses how, under the Agreement on Trade-Related As-
pects of Intellectual Property Rights (TRIPS)?, governments of foreign countries as mem-
ber states in the World Trade Organization (WTO)’ may compel holders of patents issued
in those foreign countries to license those patents and may dictate the terms of those com-
pulsory and even privately executed licensing agreements, including the terms regarding
royalty rates.

II. The Economics of and Risk Factors in
International Licensing

Every licensing relationship has three important stages to specifically address and con-
sider so as to ensure proper payment performance by the licensee: the beginning, the mid-
dle, and the never-ending. The first stage is a period of relationship-building. This stage
of the deal may be the most difficult because it requires the ability to convince the potential
licensee that it needs to pay for the benefit of using the patented technology for product
development or distribution or for resolving an intellectual property infringement issue.
The second stage of the relationship corresponds to the drafting of the license agreement.
The relationship enters its third stage upon the execution of the agreement. Ideally, this
stage aims to maintain the relationship, a vital part of ensuring payment and other perfor-
mance by the licensee.

When entering into the first stage of an international licensing relationship, the licensing
professional must consider each party’s relative situation so as to build the relationship for
the purpose of proceeding in the negotiations. Understanding each party’s strengths and
weaknesses is paramount to estimating the extent of any offers, irrespective of whether by
the licensor or the licensee, and the likelihood of an agreement. Rather than occurring in
a binary environment, negotiations tend to occur within a range of outcomes. The economic
value of the intellectual property rights in question and the parties’ respective estimates of
that value determine this negotiating range.

From a financial perspective, an intellectual property right may provide future economic
benefits to its holder. Quantification of the future economic benefits, sometimes called
econormic rent, of a particular intellectual property right occurs by reference to the expected
revenues generated by or the cost savings attributed to the licensed technology less any
costs associated with obtaining and performing under the licensing agreement.

A licensing agreement provides the opportunity for a licensor to transfer the economic
benefits associated with a particular intellectual property right, or a collection thereof, to

2. See General Agreement on Tariffs and Trade—Multilateral Trade Negotiations (The Uruguay Round):
Agreement on Trade-Related Aspects of Intellectual Property Rights, Including Trade in Counterfeit Goods,
Dec. 15, 1993, 33 LL.M. 81 [hereinafter TRIPS Agreement].

3. See General Agreement on Tariffs and Trade—Multilateral Trade Negotiations (The Uruguay Round):
Agreement Establishing the Multlateral Trade Organization [World Trade Organization], Dec. 15, 1993, 33
IL.M. 13 [hereinafter WTQO Agreement].
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Ilustration 1. Negotiating Range in a Licensing Transaction.

the licensee in return for compensation (i.e., royalties). The licensee may enter into the
license agreement because the technology encompassed within the intellectual property
right provides a technical advantage leading to increased profits, competitive advantages,
or additional cost savings. The licensor may enter into the license agreement so as to
introduce its technology into new geographic regions and markets. Neither party, however,
is likely to enter into a licensing agreement that is not mutually beneficial. Accordingly, the
licensee’s ceiling and the licensor’s floor set the upper and lower limits, respectively, for
the negotiating range in any given negotiation.

The ceiling of the range is represented by the maximum amount of royaltes that a
licensee is willing to pay for use of the technology encompassed by the intellectual property
right(s) in question. The floor is represented by the minimum royalties that a licensor will
accept for the use of its technology by that particular licensee within the specified geo-
graphic market or for the specified application. The floor for the negotiating range in an
international licensing transaction is determined by the sum of the present value of the
licensor’s:*

1. cost of transferring the technology to the licensee, including, for example, engineering,
legal, accounting, and other costs; and
2. foregone profits (i.e., opportunity costs, arising from the licensee’s use of the technology).

The ceiling for the negotiating range is quantified by reference to the lower of the present
value of the licensee’s:’

4. See Franklin R. Root & Farok J. Contractor, Negotiating Compensation in International Licensing Agreements,
22(2) Svoan MemT. Rev. 23, 23-32 (1981).
5. See id.
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Table 1.
Risk Factors Affecting the Economics of International Licensing Transactions.

Risk Factor Description

Suboptimal Choice Risk  The opportunity cost of making the wrong choice (e.g., the benefit
foregone in choosing a licensing versus a direct investment
strategy or patent infringement litigation, the benefit foregone in
choosing one licensee versus another licensee).

Opportunism Risk The risk that the licensee will misappropriate and internalize the
technology.
Quality Risk The risk that the licensee will not produce or udlize the

technology in a manner consistent with the licensor’s standards.

Production Risk The risk that the licensee will not meet capacity requirements, will
not do so in a timely manner, or will overproduce.

Payment Risk The risk that the licensee will fail to make payments, is late with
payments, or underreports sales.

Contract Enforcement The risk of being unable to enforce the contract with the licensee,

Risk including, for example, the ability or inability to obtain effective

enforcement in foreign and potentially hostile jurisdictions, or the
ability to collect abroad on a judgment entered by a domestic
court.

Marketing Control Risk ~ The risk associated with losing control of the licensee’s marketing
of the licensed product or technology in question, e.g., the product
may be under-marketed or positioned in a manner inconsistent
with the licensor’s objectives.

1. incremental profits or cost savings associated with the use or sale of the technology;

2. cost associated with obtaining similar technology (i.e., a non-infringing substitute, from
another source);

3. cost of designing around the technology; or

4. cost of obtaining the technology through infringement.

As adapted from an article in Sloan Management Review and modified for this discussion,
Illustration 1 summarizes the economic factors to be considered by the parties in deter-
mining the negotiating range in a licensing transaction.

In international licensing transactions, certain risks may affect the economic factors that,
in turn, may impact the negotiating range for these transactions. Increased risks in inter-
national licensing transactons operate to push the licensor’s floor bar upward, thereby
narrowing the negotiating range. Table 1 identifies and describes some of these risks.’

Often times, licensors negotiate and execute international licensing agreements without
understanding their transfer costs or the risk factors that may increase those costs. A full

6. See id.
7. See James P. Johnson & Sandra Mottner, Motivations and Risks In International Licensing: A Review and
Implications for Licensing to Transitional and Emerging Economies, 35(2) . WorwLp Bus. 171, 178-81 (2000).
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appreciation of these costs and risks includes a clear view as to the complexity of the financial
aspects of their licensing agreements with licensees based in other countries.

The following sections of this article aim to provide this clear view and to provide useful
and practical solutions with which licensing attorneys may reduce the risks and costs to
their licensor clients and improve their clients’ satisfaction with their international licensing
deals.

III. Ensuring Royalty Payments From Foreign Licensees

Once the negotiations have reached the point at which the parties begin to document
the agreement, the parties have already discussed, agreed, hashed, and rehashed the signifi-
cant terms of the deal, and the first stage of the licensing relationship (i.e., the negotiation
stage, draws to a close). Now begins the second stage of the licensing relationship and the
daunting task of reflecting the terms of the deal precisely and accurately on paper. The
resultant document will chronicle the work for years to come, for the unknown reader to
peruse, and to guide the courts to interpret the agreement in a light most favorable for the
legal practitioner’s client. Consider, that licensing agreements may last for long terms. For
example, licensing agreements involving newly issued patents may run for the twenty-year
life spans of those patents. If the contract is well- and comprehensively-crafted in the second
stage, then the third stage of the relationship (i.e., the implementation stage) functions well,
and the possibilities for a successful relationship grow.

As the contract drafting stage draws to conclusion, licensors often gloss over provisions
for payments for their foreign licensees. Licensing professionals and attorneys experience
growing relief and elaton that the deal is nearing actual execution, sometimes after many
stressful and exciting months or even years of negotations. Careful and methodical thoughts
of how to ensure payment under the agreement are often lost in the drive to just get the
deal done!

Unfortunately, that euphoric period lasts only until a payment or royalty report runs past
due. Often only then do licensors learn whether the enforcement and dispute resolution
provisions in their licensing contracts are sufficiently well-written to permit them to collect
the owed royalties and royalty reports. That collection effort, however, may take more than
a year to accomplish and may even be foreclosed if the licensee enters bankruptcy or re-
ceivership. It is not a pretty picture.

What can licensing attorneys do to help their clients avoid the cost and frustration of a
licensee’s non-payment of royalties or, better yet, to provide significant incentives for the
licensee’s full compliance with the agreed terms? This section of the article contemplates
several successful tools that will help to ensure that foreign licensees make the agreed royalty
payments timely and accurately.

A. A Notke aBouT THE IMPORTANCE 0F QUALIFIED COUNSEL

To maximize their opportunities to build value in their intellectual property portfolios
and to engage in successful international licensing transactions, licensors must recognize
their need to engage legal counsel and tax and accounting professionals having special
knowledge and expertise, including local counsel familiar with the intellectual property and
other laws in the subject country; counsel with international law experience; and specialists
in issues of foreign and international taxation. This artcle offers practical solutions to many
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financial challenges in international intellectual property transactions, and these solutions
will be most effective when licensors appropriately employ these important contributors to
their success.

B. CuLTURE AND AN ON-THE-(GROUND PRESENCE

Business relationships having the intent to establish a license agreement involving foreign
entities face additional challenges when compared with those involving domestic partners.
Often, pervasive language, cultural, and economic differences, and standards of business
practice in the foreign domain affect the negotiation and enforcement of the agreement.
Failure to comprehend these differences and practices can be detrimental to the negotiation
and to the ultimate goal of receiving payment under the agreement.

Today’s business practitioners and lawyers must understand and anticipate these differ-
ences and practices to be successful in the negotiation and administration of foreign agree-
ments. If this knowledge is not readily attainable by the business or legal practitioner, a
foreign representative or national may provide the missing link. This individual preferably
should have an imbedded relationship with other business people in the foreign country
and thus experience regarding culture, language, business, and financial practices in that
country. Wisely choosing an on-the-ground representative in the licensee’s home country
can impact the ability to effectively and efficiently execute and enforce license agreements.

Once the contract term has begun, this representative is best utilized when fully inte-
grated in the licensing relationship. Any move, business or otherwise, embarked upon in
that country should be made only after the representative has been informed. Otherwise,
the representative’s authority could be undermined and wrong messages signaled to future
licensees. This in-country person is the first line of defense when payment is not received
and may be the sole reason why payment is indeed remitted. A well-established relationship
may mean many years of successful license negotiations and, more importantly, payment
and other performance under those license agreements.

C. Drarring CLARITY AND THE Risks OF AMBIGUITY

During the term of the agreement, the people who negotiated the agreement and drafted
the contract will have moved on to different roles and perhaps different companies and, in
any case, will no longer be available to enforce the agreement for the client. Should a merger
or acquisition be later contemplated, the agreement will be valued as an asset of the com-
pany and eventually enforced by a new regime. It is, therefore, a requirement to ensure
future legal interpretation of this unambiguous agreement and align that interpretation
with the actual intent of the parties at the conclusion of the negotiations. At no place is this
accord between the parties’ intent and the contract language more critical than in the
payment terms, which will do much to ensure that royalty payments owed by foreign li-
censees are paid timely and consistently.

Clarity of agreement is a recurring theme for the licensing attorney. Indeed, one of the
most important contracting features to ensure timely and accurate royalty payment perfor-
mance is clarity—the ability to align the express terms of the agreement to reflect the
negotiated deal. This is a simple, obvious statement of every practitioner’s drafting goal,
which, if realized, would eliminate the possibility of needing a court to interpret the terms
of an agreement.
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Actual practice reveals, however, that achieving clarity is often neither simple nor obvious.
A failure to define terms and udlize such terms consistently throughout licensing agree-
ments and internal inconsistencies in those agreements are surprisingly common drafting
errors, even among parties otherwise sophisticated in intellectual property-based transac-
tions. Although some ambiguity may prove helpful to clients, such as in most-favored li-
censee provisions, the better practice for ensuring the prompt and accurate payment of
royaldes is to avoid the assumption that ambiguity in the agreement will be resolved in the
client’s favor.

To reduce this risk, the drafting attorney should avoid complicated phrases when simpler
ones will suffice. Simpler drafting minimizes the risks of language and cultural barriers, as
discussed above. The drafting attorney, therefore, should take special care to avoid difficult
and complex language to explain the terms, especially the payment terms. This is not a
suggestion to compromise on the ultimate goal of best protecting the client’s interest, but
rather a statement that simpler contracting language can achieve this goal. Consider that,
in most instances, after the contract is signed and the celebration of the deal is over, the
business person assigned to administer the contract may lack the ability or desire to traverse
the legalese to determine when and how payment performance is required. In addition,
complex language may be subject to interpretation and potendally the wrong—not the
client’s—interpretadon.

The all-out war between Texas Instruments (TT) and Hyundai Electronics Industries, Co.
Ltd. (Hyundai) over a licensing agreement provides a sharp illustration of the value of this
recommendation to seek clarity and simplicity in documenting the terms of these trans-
actions. In that litigation war, the parties made the circuit of the world’s courts, each seeking
affirmation of its respective interpretation of the licensing agreement.®

One battlefield included the United States District Court for the Eastern District of
Texas where, at summary judgment, the court was called upon to interpret what it held to
be the unambiguous TI-Hyundai contract, one which the parties predictably argued un-
ambiguously supported their respective contentions.® At issue was whether the license
granted by TT to Hyundai had terminated by virtue of Hyundai’s sales having reached a
sales cap.'® The court pointed out the agreement’s unnecessary complexity that contributed
to the dispute, stating that “[t]he parties reach this [sales cap] amount by taking ‘an amount
equal to the product of one and one[-]tenths (1.1) multiplied by three billion five hundred
forty one million United States dollars (U.S.$3,541,000,000.00).” This Court can discern
no reason why the parties didn’t just say ‘$3,895,100,000.00.”!

Defined terms referenced in the highly complex agreement between TI and Hyundai
also played a key part of the dispute, and again the court pondered the rationality of the
parties’ use of such tortuous language when simplicity and its concomitant clarity would
have minimized the potential for what turned out to be a significant dispute between them.
In the end, the court rejected Hyundai’s convoluted interpretations of those terms because,
if adopted, the contract would devolve into a “legal nightmare.”? The lesson from Texas
Instruments v. Hyundai is this: do not use twenty-four words when one will suffice.

8. See Tex. Instruments, Inc. v. Hyundai Elecs. Indus. Co., 42 F. Supp. 2d 660, 668-69, 668 nn.26-30 (E.D.
Tex. 1999).

9. See id. at 669-92.

10. See id. at 671.

11. Id. at 664 n.7 (internal citations omitted).

12. Id. at 677-82.

VOL. 40, NO. 1



FINANCIAL CONSIDERATIONS IN LICENSING TRANSACTIONS 75

D. MaINTAINED LEVERAGE AS A MEANS TO ENSURING PAYMENT

With clarity and simplicity of drafting overarching all other suggestions that follow, there
are additional methods of ensuring payment from foreign licensees. One such method is to
ensure that the licensor client retains something that the licensee wants. As one experienced
commentator observed about business relationships with Chinese licensees, “[i]t’s all about
leverage.”"

In one example, the license agreement may call for the licensor to provide the licensee
with a so-called black box Product X. In its deliberations of whether to license, the company
may prefer to reverse engineer Product X and may consider the cost of infringement or
misappropriation, as depicted in Illustration 1, along with a calculation of licensor’s realistic
chance of prevailing on infringement or misappropriadon claims arising from that reverse
engineering, as a lower cost alternative to licensing. If Product X cannot be practicably
reverse-engineered, however, and if Product X is integral to the licensee’s business, then
the black box nature of Product X allows the licensor to retain the necessary leverage in
the relationship, and the licensee has an ongoing incentive to pay the royalties imposed by
the licensing agreement. The licensing agreement can build in additional leverage for the
licensor by including terms prohibiting reverse engineering or attempts toward that end
and by exposing the licensee to both breach of contract and infringement actions if it
engages in such prohibited conduct.

Hybrid agreements provide an excellent vehicle for retaining leverage in the licensing
relationship because they include an element of technology transfer, joint development, or
some other desirable consideration to the foreign licensee. This leverage retained by the
licensor in the hybrid agreement may produce a higher rate of successful payment perfor-
mance than that of an agreement based solely upon the licensing of intellectual property
rights or products based upon those rights.

Consider a scenario in which the licensor engineers and licenses a product that requires
ongoing maintenance from the licensor. By hybridizing a licensing agreement to encompass
the licensor’s maintenance services, the licensee is more likely to pay the ongoing royaldes,
particularly if the licensor does not equip the licensee with the means to maintain the
product without the licensor’s involvement.

Licensing professionals and attorneys can be highly creative in negotiating hybrid agree-
ments so as to maintain leverage in the hands of the licensor. Freedom of contract is the
watchword, and parties are free to creatively negotiate and draft such hybrid contracts.
That freedom to contract is not without limits, however, and the licensing attorney must
give appropriate consideration to compulsory licensing regimes in the licensee’s home
country, as discussed below, and to limitations imposed under patent, competition, secu-
rities, and international law.'* For example, the United States Supreme Court has spoken
to limits of antitrust law against abuses of the patent monopoly power, stating that

13. Kevin Fortin, Esq., Philips Electronics North America Corp., Presentation at the International Round-
table, Licensing Executives Society of the United States and Canada Winter Meeting (Denver, Colorado): How
to Structure Licensing Arrangements with Chinese Manufacturers to Maximize the Likelihood of Receiving
Royalties (Feb. 10, 2005) (on file with author).

14. See generally, e.g., Lorin E. Brennan, Financing Intellectual Property Under Revised Article 9: National and
International Conflicts, 23 HasTings Comm. & EnT. Law J. 313 (2001) (discussing financial instruments using
intellectual property as underlying assets).
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[a] patent empowers the owner to exact royalties as high as he can negodate with the leverage
of that monopoly. But to use that leverage to project those royalty payments beyond the life
of the patent is analogous to an effort to enlarge the monopoly of the patent by [tying] the
sale or use of the patented article to the purchase or use of unpatented ones.'s

Thus, irrespective of the negotated terms, royalties cannot continue beyond the life of
the subject patent, and a licensee may challenge the patent’s validity as a means of avoiding
its royalty obligations.

E. GenNeraL PayMENT TERMS

The best way to ensure payment under international licensing agreements, and to vir-
tually eliminate the licensor’s risk of non-payment, is to obtain that payment up front for
the entire term of the agreement, rather than to receive it in periodic installments.!” The
natural tendency of the licensee may be to pay periodically and, here, special intelligence
about the licensee plays an important role in guiding the licensor’s decision in this regard.
Examination of a series of the licensee’s financial reports is warranted, partcularly an ex-
amination of its balance sheets as to its cash and other current assets and its legal reserves,
the money on hand to cover potential litigation, is warranted. Downward trends in current
assets or profit margins, the bottoming out of legal reserves, or significant loans owed to
related companies should raise red flags to suggest that a licensor’s best interests are served
by demanding payment up-front or by the licensee’s placement of the funds in an interest-
bearing escrow account for payment out to the licensor over time and in accordance with
the escrow agreement.

Proper drafting of international licensing agreements can help licensors eliminate or
minimize their exchange rate risk. For example, exchange rate risk arises for a U.S. licensor
when it agrees to accept royalty payments in Indian rupees. If the value of the rupee falls,
then the real value of the royalty decreases and, under this example, this risk of this lost
value rests entirely upon the licensor. The licensing agreement best protects the licensor
client against exchange rate risk associated with payment in foreign currency when the
agreement requires that payment be made in U.S. dollars. Foreign exchange laws and the
impact of currency value fluctuations on the licensing reladonship, however, likely will
require some moderation in this best-for-the-licensor approach.

Ideally, the royalties paid by a licensee will be available immediately upon payment to a
U.S. licensor. Funds availability rules that are in place at the licensor’s banking institution,
however, may delay that availability, particularly when the payment instrument is drawn
upon an overseas financial institution. For this reason, electronic, or wire, transmittals are
the most expeditious way to receive these funds. To allow the licensor to track and verify
the fact and timeliness of payment, the licensing agreement should impose upon the licensee
the obligation to forward to the licensor a copy of the wire transmittal advice upon payment.

15. Brulotte v. Thys Co., 379 U.S. 29, 33 (1964) (citing Ethyl Gasoline Corp. v. United States, 309 U.S.
436 (1940); Mercoid Corp. v. Mid-Continent Inv. Co., 320 U.S. 661, 664-65 (1944)); see id. at 33-34 (holding
license agreement may extend only as long as patent life).

16. See, e.g., Lear, Inc. v. Adkins, 395 U.S. 653, 674 (1969).

17. Note that by accepting up-front royalty payments, the licensor may reduce its payment risk, but may
experience new problems related to its correspondingly increased quality and marketing control risks. See
Illustration 1 accompanying Root & Contractor, supra note 4.
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In addition, the transmittal advice provides additional financial account information, as
compared to a check or other hardcopy payment instrument, and this information can be
useful, for example, in seeking asset freezes if the licensor needs to seek injunctive relief
against the licensee in the future, such as might arise if the licensee transfers licensed prod-
ucts to a market or third party excluded under the licensing agreement.

F. CreaTive DiscOUNTING As A MEANS OF ENSURING PAYMENT AND BesT EFrorTs
To ExproIT

Another method for better ensuring royalty payment is to draft contract provisions that
create incentives for that payment. These incentives may be positive, negative, or both.
The typical and natural preference may be to provide positive incentives for licensees to
pay the agreed fees. The value of the threat provided by negative incentives should not be
discounted, however, as these types of incentives may become the stronger methods to
ensure payment.

Licensor discounts provide a particularly interesting and effective positive incentive for
the licensee’s initial or periodic payments. For example, a licensor may structure a discount
for prepayment of the licensee’s royalties otherwise due over the three-year term of the
agreement. The discount could be based upon a calculation of the net present value of the
three-year royalty stream, that is, the time value of money.'*

A licensor may also wish to offer a fixed discount for the prepayment of royalties. For
example, for a given number of units of licensed products expected to be sold during a
given period, or X, such a licensor discount may offer the licensee the opportunity to make
a fixed prepayment, or Y, that is some percentage less than 100 percent of the royalty rate
multiplied by X. The royalties are then recognized against the discounted prepayment for
the sale of up to that X number of units. With royalty prepayments, licensees initially have
a higher outlay of cash. Their ultimate royalty payments under the agreement are reduced,
however, based upon the value of the total discounts, for example, ranging from 15 to 35
percent. Because the payment is made to the licensor upfront, the licensor is guaranteed
money. Note, however, that depending upon the basis of accounting it has adopted, the
licensor may need to properly recognize the revenue based upon an accounting of actual
qualifying unit sales.

Note that with a discount offered for upfront unit-based royalties, the licensee may need
to make additional royalty payments beyond Y if the licensee accrues more unit sales than
X over the period. Optionally, the license agreement may provide for an adjustment to X
for prepayments for future periods based upon the licensee’s actual prior sales. In such
instances, the licensor ordinarily should demand that a minimum X be met to qualify the
licensee for participation in the prepayment discounting scheme. By providing prepayment
as an ongoing option for all future payments, the effective reduced royalty rate provides

18. The net present value calculation incorporates an assumption as to the annual rate of inflation over the
term. If infladon grows at greater than that assumed annual rate, the licensor may effectively undervalue the
three-year royalty stream. Various inflationary indicators are generally available, however. With careful selec-
tion of an inflationary indicator that relates to the industry or geography encompassed by the licensing agree-
ment and examination of the trends in that indicator, the licensor should be able to minimize its underval-
uation risk when offering a time-value-of-money discount, while simultaneously eliminating the risk of
non-performance or incomplete performance by the licensee over the term of the agreement.
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incentives to the licensee and its management and financial teams while also providing to
the licensor the valuable benefits of front-end cash to enhance the licensor’s business and
of reducing the cost of enforcing payment terms under the licensing agreement. The pre-
payment evidences the licensee’s commitment to the relationship, while the ongoing royalty
obligation creates a risk and reward relationship for both the licensor and the licensee.'?

The licensor may wish to impose a substantial minimum or advance royalty payment
requirement upon the licensee in lieu of obtaining the licensee’s express agreement to use
best efforts to maximize sales, and therefore royalties back to the licensor, under the license
agreement. In this case, courts have held that the licensor has protected itself against the
possibility that the licensee will do nothing. Rather than leaving the licensor at the mercy
of the licensee, the demand for a substantial minimum or advance royalty payment creates
an incentive for the licensee to exploit the licensed technology or intellectual property.?
Where a duty to exploit exists in the licensing agreement, an upfront payment may also
operate to minimize the licensor’s risk that the licensee will not fulfill that duty.?!

G. PavyMENT REPORTING REQUIREMENT

If the licensor has a preferred form of payment reporting and accounting, the licensing
attorney should incorporate into the agreement an exhibit showing an example of the pay-
ment report and setting forth a detailed explanation of how the payment due is to be
calculated. The licensor may choose to engage in this practice, even in licensing relation-
ships with relatively simple reporting structures, because it will serve to establish and align
the parties’ understanding of the contract through a written record. This record not only
ensures that the parties will have distinct knowledge about their agreement as to payment
reporting and calculation, but also it ensures that a judge or arbitration panel can easily
decipher these contract terms, should the need arise. For example, the drafting attorney may
wish to provide a spreadsheet in hard copy and perhaps even in electronic copy form in the
payment reporting and calculation exhibit to the licensing agreement to set forth the necessary
details. The object of this drafting exercise is to make the payment process exceedingly clear
to and easy to execute for the licensee. The clearer and easier it is for the licensee to make
the payment, the more likely the licensee will make the payment timely and accurately.

H. Escrow AccounTts as PayMENT INCENTIVE AND TooL To RepuUcE Licensor’s Risk

Third-party escrow accounts, and the underlying escrow agreements, also provide an-
other positve incentive for licensees to pay royaltes owed under a license agreement. The
incentive is that the licensee’s money earns value in the form of interest or other agreed

19. Drarring LicENsee AGREEMENTS § 15-13 (Michael A. Epstein & Frank L. Politano eds, 3d ed. 1999).

20. See HML Corp. v. General Foods Corp., 365 F.2d 77, 80-81 (3d Cir. 1966) (holding seller not at buyer’s
mercy when contract provided substantal advance payment of $250,000, thereby negating duty implied under
equitable consideration to use best efforts); Vacuum Concrete Corp. of Am. v. Am. Mach. & Foundry Co., 321
F. Supp. 771, 773-74 (S.D.N.Y. 1971) (contract’s requirement for minimum royalty of $25,000 per year for
first two years assured plaintff of amount equal to 10% royaldes on sales of at least $250,000/year).

21. See Permanence Corp. v. Kennametal, Inc., 908 F.2d 98, 102 (6th Cir. 1990) (plaintiff received substantial
total advance payment of $250,000 for its right to the exclusive license and, unlike licensor, in most cases where
duty to exploit has been implied, did not depend on its consideration solely on defendant’s sale of products
developed under the patents).
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investment growth while assuring the licensor that money has been specifically tagged for
payment under the agreement and that the money is in the hands of an objective third party
with an escrow agreement in hand to release the money to the licensor upon triggers set
forth in that agreement.

One potentially negative aspect to such an escrow arrangement is that the licensor may
gain more value for the arrangement than does the licensee. For parity of value to exist,
the economic conditions must be that the investment return on the escrow-deposited funds
is greater than the return the licensee could gain by investing those funds in the growth of
its company. If the licensing agreement settles an infringement claim threatened or brought
by the licensor, the value to the licensee of the avoidance of legal risk, and potential damage
awards or exclusion orders, coupled with the value of the return on its escrowed funds,
however, may more than suffice to resolve any parity concerns.

I. Risk of Loss oF PosiTive PAYMENT INCENTIVES As A MEANS OF ENsURING PAYMENT

It is a well-established principle that the best negotiators will tie a string to every con-
cession given to the other party to the negotiation. Licensing contracts can engender this
principle as a means to ensure timely and accurate payment. Following this principle, the
licensing attorney may wish to draft into the licensing contract provisions that tie a string
to the prepayment or other discount concession, thereby creating a disincentive for a li-
censee’s non-payment or significant under-payment. Such strings might include provisions
to back out and eliminate previously granted positive payment incentives with that elimi-
nation triggered by a licensee’s failure to timely pay or by a licensor’s discovery through
an audit, for example, as discussed below, that the licensee has underpaid its unit-based
royalties by a given percentage. Previously granted discount amounts then become im-
mediately due and payable to the licensor. Such reversionary provisions can provide a strong
tool to effect payment.

The imposition of late fees and collection fees, including reasonable attorneys’ fees to
effect that collection, can also provide a useful disincentive for non-payment and late pay-
ment. For example, the licensing attorney may draft a provision reading, “Any payment not
made on or before the dates for payment set forth herein shall be deemed late and shall be
subject to interest accrual at the rate of X% per month calculated from the original payment
due date.””? In using such a provision, the attorney must exercise care to ensure that such
imposition of the specified interest rate does not exceed those permitted by usury laws of
the governing jurisdiction. Another important drafting requirement is to clearly state how
late fees are accrued when the payment due continues to be unpaid for successive periods.

J. Auprts as Best PracTice FOrR ENSURING ACCURATE PAYMENT

The inclusion and regular exercise of an audit provision under the licensing agreement
is another licensing technique that ensures accurate royalty payments.?? Many licensors

22. Accord GrReGORy J. BaTTERsBY & CHARLEs W. GRriMES, LICENSE AGREEMENTS: ForRMS AND CHECKLISTS
§ 2.05 (2002).
23. For example, an appropriate audit provision may read:

Licensee shall and shall cause its Affiliates to keep books and records adequate to accurately determine
the payments due under this Agreement. The books and records must be retained for at least five (5)
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include audit provisions in licensing agreements as mere afterthoughts, never expecting to
exercise these provisions and never understanding how useful these provisions can be in
ensuring payment or how, effectively-written, such provisions can be powerful tools when
a payment falls past due. Although many licensors only undertake audits upon the licensee’s
failure to pay, the best practice is to establish a yearly right to audit in the agreement and
to randomly exercise that right. This practice tends to keep the parties honest and may
often uncover underreporting by the licensee, entitling the licensor to audit costs, late fees,
and the unpaid royalties. In addition, the conducting of audits as a regular business practice
between the parties allows the relationship to be maintained in a more positive light as
compared with audit rights only exercised in a more punitive context where circumstances
may illustrate a lack of trust between the parties. That said, the licensing attorney should
draft into the agreement punitive measures triggered upon an underreporting by the licensee,
such as provisions for the removal or a prepayment option, as discussed above, or for the
imposition of a penalty, the amount of which corresponds to the degree of underpayment.*

K. Propuct Liens as MEANS OF GUARANTEEING PAYMENT OoR ENABLING COLLECTION

The idea behind product lien clauses is to provide a basis for collection when the agree-
ment is breached. Product liens act as a powerful deterrent against non-payment of roy-
aldes. Under such provisions, the licensee understands that its failure to pay a royalty will
result in the execution of a lien against its property, a remedy that most licensees seek to
avoid at all costs. In agreements with foreign licensees, the licensor must take care to ensure
that foreign laws provide for such a remedy and that such liens are enforceable.

L. Promissory NoTEs as MEANs oF ENaBLING COLLECTION, BUT WITH
JurispicTiONAL CAVEATS

The incorporatdion of promissory notes into licensing agreements can enable the effective
enforcement of payment provisions by providing a basis for collection from the licensee in
any subsequent collection actions. Generally, jurisdiction to enforce a debt may be estab-
lished by a promissory note, and the proper jurisdiction for the enforcement of such a note
is the situs of the loan.?s

years after the delivery of the royalty report to which they relate. Licensor shall have the right, once
per calendar year, to have an independent certified public accountant, who shall enter into an appro-
priate nondisclosure agreement with Licensee, inspect all relevant books and records of Licensee and
its Affiliates on seven (7) business days prior notice and during regular business hours to verify the
reports and payments required to be made hereunder. Licensee shall impose similar obligations on its
sublicensees for the benefit of itelf and of Licensor. The auditor shall disclose no more information
than is reasonably necessary to determine the royalties owed hereunder. Should an underpayment in
excess of five percent (5%) be discovered, Licensee shall pay the cost of the audit. In such event,
Licensee shall promptly pay any underpayment, together with interest at the compounded annual rate
of ten percent (10%). All information obtained through such audit shall be held in confidence by
Licensor except as necessary to enforce this agreement.

24. See BaTTERSBY & GRIMES, supra note 20, § 2.05.

25. See Libra Bank Ltd. v. Banco Nacional de Costa Rica, 570 F. Supp. 870, 896 n.1 (S.D.N.Y. 1983) (holding
that situs of loan to Costa Rican bank was United States because loan agreement set forth New York law as
governing and place of payment was at Chase Manhattan’s New York branch).
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The best and easiest way to ensure that collection claims fall within the licensor’s pre-
ferred jurisdiction is to specify in the loan agreement the location of the loan’s situs. U.S.
courts are split as to the proper jurisdiction for a promissory note that is silent as to the
loan’s situs. Some courts have held that the default situs of a promissory note can be the
jurisdiction in which the note is held.?* Other courts have held that jurisdiction can be more
varied. Putting comity aside, the United States Court of Appeals for the Fifth Circuit
appeared to rationalize its decision against a foreign situs for debt, stating that

[tThe power to collect a debt is for the benefit of the creditor, not the debtor; the fact that a
debt can be enforced by the creditor in one forum should not be the basis of depriving him of
his ability to enforce the debt in a different forum. Otherwise, the sword of the creditor would
become a shield for the debtor . . .. [W]e do not believe that debts owed by foreign banks to
American nationals are always sitused [sic] in the foreign country . .. .”

Although jurisdiction over a promissory note may be established by holding the note in
the jurisdiction of choice, the most effective way to establish such jurisdiction is to, first,
negotiate the terms of the promissory note so that the note specifies the jurisdiction of
choice; and, second, ensure the note is held in that jurisdiction.

M. LettErs of CREDIT As MEaNS oF ENaBLING COLLECTION

The issuance of a letter of credit may be extremely valuable to perfecting the licensor’s
interest in royalty payments due and to establishing personal jurisdiction over the licensee
for any future collection action. Generally, when a letter of credit is used as collateral, the
Uniform Commercial Code (UCC) permits enforcement in the issuer’s jurisdiction, which
is defined as “the jurisdiction under which the issuer of the security is organized or, if
permitted by the law of that jurisdiction, the law of another jurisdiction specified by the
issuer.”?®

U.S. federal courts have been virtually unanimous, however, in holding that a bank issuing
a commercial letter of credit at the request of its customer and payable at the bank’s offices
does not, without more, subject itself to personal jurisdicton in a distant forum, such as
the jurisdiction in which the beneficiary of the letter of credit resides.? Thus, the issuer of
the letter of credit likely will determine the jurisdiction under which the debrt is to be
enforced. The licensor, however, has some flexibility to negotiate with its bank so as to

26. See, e.g., Weston Banking Corp. v. Turkiye Garanti Bankasi, 442 N.E.2d 1195, 1197-1200 (N.Y. 1982)
(holding as proper enforcement action in New York by Panamanian banking corporation against Turkish bank
regarding note in Swiss currency made in New York bank when Turkish bank designated New York as its legal
domicile and agreed to jurisdiction in New York,that act of state doctrine not a defense to plaintiff’s recovery
claim, and that Intermonetary Fund Agreement, 22 U.S. § 286, 59 U.S. Stat. 512, to be valid, but inapplicable
in instant case).

27. Callejo v. Bancomer, S.A., 764 F.2d 1101, 1123 (5th Cir. 1985) (rejecting application of Tabacalera
Severiano Jorge, S.A. v. Standard Cigar Co., 392 F.2d 706 (5th Cir.)).

28. U.C.C. § 8-110(d) (1994).

29. See, e.g., Moog World Trade Corp. v. Bancomer, S.A., 90 F.3d 1382, 1386 (8th Cir. 1996); Pac. Reliant
Indus. v. Amerika Samoa Bank, 901 F.2d 735, 737 (9th Cir. 1990); Leney v. Plum Grove Bank, 670 F.2d 878,
880 (10th Cir. 1982); Empire Abrasive Equip. Corp. v. H.H. Watson, Inc., 567 F.2d 554, 558 (3d Cir. 1977);
Occidental Fire & Cas. Co. of N.C. v. Cont’l Ill. Nat'l Bank & Trust Co. of Chicago, 689 F. Supp. 564, 567-
68 (E.D.N.C. 1988).
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specify the jurisdiction of the letter of credit and, therefore, maintain control over the
question of where the licensee’s debt will be enforced.

There are many creative ways to inject positive and negative incentives into an agreement
to ensure royalty payments are in fact made from foreign licenses; however, the best course
of action is to ensure you have an excellent dispute resolution clause drafted by competent
lawyers with internadonal experience and jurisdiction to bring a future action.

IV. Royalty Taxation and Other Tax Liability and Financial
Reporting Issues in International Licensing Agreements

When drafting international intellectual property transactional documents, licensing at-
torneys and professionals often fail to consider financial aspects of the deal beyond royalty
rate and basis and, in a transaction settling infringement claims, past damages. When it
comes time to implement the deal or to encompass the deal in annual and other financial
reports, this lack of consideration and planning can become painfully evident and may result
in unandcipated and unpleasant consequences for the client and, correspondingly, the
attorney.

A. Tax TreaTies anD ForeigN Tax ReGuraTions AND THEIR IMPACT UPON
LicensiNng REVENUES

When drafting international licensing agreements, attorneys may view tax questions as a
Pandora’s Box better left unopened and the transactonal documents remain silent as to
these questions. At best, the contracts may deal with tax matters in cursory fashion, stating,
for example, “All taxes imposed due to the performance of the parties under this Agreement
shall be paid by the party required to do so by the applicable law.” This language leaves
the door open to conflicts with governing law provisions elsewhere in the agreement, dif-
ficulties in determining and agreeing as to what constitutes the applicable law, and other
unpleasant surprises for the client. Too often, little to no tax planning goes into these
international agreements.

When licensing revenues are to be transferred to a foreign licensor, the local taxing
authorities in the country in which the licensee is based may require that certain of those
revenues be retained in that country and not be transmitted to the licensor. These retained
funds are to pay incorme tax in that foreign jurisdiction, that is, a tax imposed upon the
licensor for generating revenue by conducting business in that country. Often times, this
scheme for withholding funds for the purposes of tax payment abroad seems completely
unanticipated in licensing contracts. Imagine the nasty surprise and the serious explanations
that ensue when revenues of several million dollars are expected and those revenues arrive
with a significant chunk taken out of them as withheld taxes.

Predictability is essential to clients’ finances. The predictability principle applies with
particular impact with respect to planning by companies where licensing revenues constitute
an important, if not the most important, part of their revenue picture.

30. As an example of how meaningful intellectual property licensing revenues have become, Internatonal
Business Machines Corporation’s (IBM) licensing program adds value of from $1.2 to $1.8 billion to the
company. See, e.g., Tomas Kellner, Silicon Strip Search, 175(6) Forbes 68 (Mar. 28, 2005), available at 2005
WLNR 4093739; IBM, Abour IBM, hup://www.ibm.com/ibm/us/ (last visited Feb. 3, 2006); but see Lenovo
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The better practice is to undertake the following three steps prior to or during negoti-
ations: (1) identify the jurisdiction in which the licensee is headquartered; (2) determine in
advance and agree as to the applicable tax law;*! and (3) work with the client’s business
professionals to manage internal expectations. It is important that the clients’ view of the
prospective licensing deal, including their pro forma financial projections, encompass an
understanding that, absent other tax treatment mechanisms or strategies, a percentage of
the anticipated licensing revenues will likely never reach the company coffers, but will
instead remain in the hands of the taxing authority abroad.

The Republics of Korea and China provide, from a United States licensor’s perspective,
two examples of how tax treaties and foreign tax regulations may affect licensing royalty
revenues.

1. International Law Governing Royalty Tax Regulation by the Republic of Korea

The United States and the Republic of Korea (South Korea) have executed a bilateral
treaty, the United States-Republic of Korea Income Tax Convention (Tax Treaty) that gov-
erns the taxation of, among other transactions between companies based in the United
States and South Korea, royalty payments made under intellectual property licensing agree-
ments.3? As defined and subject to certain triggers in that treaty, royalty payments are subject
to withholding at varying percentages.’* Generally, where a resident of South Korea or the
United States, (i.e., one of the two contracting states) derives royalties from sources within
the other contracting state, then the maximum tax burden that the other contracting state
may impose is 15 percent of the gross royaltes.>*

Group Ltd., Very Substantial Acquisition of the Personal Comp Business of IBM, available at http://www.hkex.
com.hk/listedco/listconews/sehk/20041208/LTN20041208081.pdf (last visited Feb. 3, 2006) (recent sale of
IBMs personal computer business, including its intellectual property rights, i.e., likely basis for a significant
portion of IBM’s licensing revenues, to China-based Lenovo Group Limited). Indeed, intellectual property
licensing may literally sustain a company faced with significant losses from operations, as a $400 million gain
recently reported by Texas Instruments Inc. (TT) demonstrates. See Gary M. Hoffman, Address at ABA, 20th
Annual Intellectual Property Conference (Crystal City, Virgina): Maximizing the Return on Intellectual Prop-
erty Assets (Apr. 16, 2005) (on file with author). There, TI made money because its $100 million loss from
operations was offset by a $500 million gain from its intellectual property licensing division, the only profitable
business unit reported for the entire company for that period. See id.

31. In addition to important hardcopy resources, such as TreaTies 1N Force and INTERNATIONAL LEGAL
MaTeRIALS, 2 number of excellent resources for international legal materials exist online. See generally, e.g., The
American Society of International Law, ASIL Guide to Electronic Resources for International Law, hup://
www.asil.org/resource/pill.htm (last visited Feb. 3, 2006) (providing brief overviews and hyperlinks regarding
private international law). The ABA’s International Law Secton also provides excellent resources by virtue of
its fifty-some committees and numerous publications. See generally American Bar Association, Section of In-
ternational Law, http://www.abanet.org/intlaw (last visited Feb. 3, 2006).

32. United States-Republic of Korea Income Tax Conventon, Oct. 23, 1979, art. 14, available at htep://
www.irs.gov/pub/irs-trty/korea.pdf (last visited Feb. 3, 2006) (hereinafter Tax Treaty]; see also Technical Ex-
planation of United States-Republic of Korea Income Tax Convention, gvailable at http://www.irs.gov/pub/
irs-utl/koreatrweb.pdf (last visited Feb. 13, 2006); see also generally Republic of Korea, National Tax Service,
http://www.nta.go.kr/eng/default. html (last visited Feb. 3, 2006) (providing information about Korea’s tax trea-
ties); PriceWaTerHOUSEC00OPERS, DoING BUSINESs AND INVESTING —GLOBAL INTELLIGENCE FROM PRICEWATER-
HouseCoorers —Korea 429-36 (2002). Note that, in the twenty-plus years since the Tax Treaty entered into
force, no courts appear to have opined on its operatdon or interpretation.

33. See Tax Treaty, supra note 30, at art. 14(4) (defining royalties); id. at art. (6)(3) (setting forth circumstances
that trigger the treatment of royalties as sources of income under the treaty).

34. See id. at art. 14(1). A smaller 10% tax cap applies to certain royalties based upon rights to literary,
dramatic, musical, or artistc works. See id. at art. 14(2).
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Exemptions may apply, however, when the licensor is a resident of one contracting state,
but has a permanent establishment in the other and when the right or property from which
the royalties arise is effectively connected with that permanent establishment.* In that case,
the royaldes fall within the Tax Treaty’s business profits treatment provisions.* Like other
industrial or commercial profits of a permanent establishment, the basis for taxing royalties
may be reduced by the expenses reasonably connected with those intellectual property-
derived profits.’” The Tax Treaty contains other relevant provisions regarding, for example,
mechanisms to avoid double taxation and the treatment of royalties paid to related entities.

a. Proof of Tax Payment in Korea

Proof of payment of taxes withheld from royalty payments is in the form of a Certificate
for Non-resident’s Tax Payment, which South Korea’s Natonal Tax Service makes available
online.’® The certificate should be completed and filed by the licensee with the tax author-
ites, who acknowledge the payment with signatures and stamps or chops. Licensing attor-
neys should incorporate in the international licensing agreement terms creating an obli-
gation on the part of the South Korean licensee to timely provide the licensor with a copy
of the filed certificate that the licensee warrants or certifies as being complete and correct.

When handled appropriately, the licensee is to withhold the applicable percentage of
those royalties from the royalty payments due and the royaldes net of this percentage are
to be transferred to the licensor. The licensee is then to submit the withheld amount,
together with a tax certificate, to the South Korean tax authorities. This payment should
be tmely made by the licensee on behalf of the licensor to the South Korean tax authorities,
and the U.S. licensor should monitor that performance by demanding proof of payment to
those authorites.

b. Provisions for Timely Performance or by Dates Certain—An Example from
South Korea

Here, an aside is appropriate to discuss the relative benefits of date certain versus dmely
performance provisions, although the discussion is broader in applicability than to only the
tax certificate aspect of international licensing agreements.

The obligation of the licensee’s provision of the tax certificate by a date certain, as com-
pared to a term calling for timely provision, is preferable from the licensor’s perspective
because it allows the licensor to monitor performance closely and to establish a culture of
compliance, and therefore excellent performance, within the relationship.

With date certain provisions as to tax certificates and other obligations owed to it, the
licensor can build a precise record of compliance or non-compliance by the licensee. The

35. Id. atart. 14(3). The determination of a connection between the property or right producing the royaldes
and the permanent establishment is factor-driven under article 8(6)(b) of the Tax Treaty.

[Tthe factors taken into account shall include whether the rights or property are used in or held for
use in carrying on industrial or commercial activities through such permanent establishment and
whether the activides carried on through such permanent establishment were a material factor in the
realization of the income from such property or rights. Id. at art. 8(6)(b).

36. See id. at art. 14(3); see id. at art. 8 (dealing with business profits).

37. See id. at art. 8(3).

38. Republic of Korea, National Tax Service, Certificate for Non-resident’s Tax Payment, http://www.nta.
go.kr/menu/users/ntseng1/taxforms/Application(Forms-6).pdf (last visited Feb. 3, 2006).
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licensor maintains its negotiating power throughout the licensing relationship, in part, on
the strength of this record. Under- or non-compliance by the licensee may trigger late fee
obligations, withdrawal of territorial exclusivity or other desirable benefits, or termination
of the licensing agreement. Any or all of these triggers may be tactically or strategically
important to the licensor, pardcularly when the industry in which the parties operate is
highly competitive, replete with strategic alliances, or fluid with trends of consolidation,
for example.

That said, considerations of the licensee’s operational practicalities and of relationship-
building between the parties may call for extending the less definitive timely provision term.
Licensing partners often appreciate an accommodation of its operational constraints and
procedures, and reasonableness of both sides does much to create and foster a positive
working relationship under the licensing agreement.

If the licensor is to agree to performance under a timeliness standard rather than a date
certain standard, however, the licensor owes itself and its shareholders a duty to set expec-
tations of performance under that timeliness standard and to udlize its own or external
intelligence services to monitor conditions influencing the licensee.

An example from the high technology sector demonstrates this point. After implementing
a new program of careful monitoring and insistence upon complete and timely compliance,
a U.S. licensor rehabilitated a South Korean licensee that had, for an extended period, failed
to pay royalties due and to provide royalty reports. Even after payments and royalty reports
had been received by the licensor in clockwork fashion, the licensee failed to deliver the
tax certificates to demonstrate that the percentage of the royalties due that it had withheld
under the governing Tax Treaty from the funds transferred to the licensor had, in fact, been
paid over to the South Korean tax authorities.

This failure created anxiety for the licensor because of the risk of liability to the South
Korean government, a liability that, if enforced and penalized, could have impacted its
operations in South Korea and its intellectual property licensing efforts. The risk to the
licensor was truly appreciated where ongoing intelligence-gathering about the licensee had
shown that its reporting to the South Korean securities authorities had become spotty and,
indeed, flatly false, and that its financial picture was deteriorating. The intelligence uncov-
ered what was viewed as a subterranean plot by the licensee under which it was funneling
monies into another closely-allied entity to grow a new distribution network and new prod-
uct brand in another geographic market, one in which the new brand was brought into
direct competition with the licensee’s brand. All of this intelligence data justifiably height-
ened the licensor’s anxiety about the failure of the licensee to show that the withheld monies
had been paid over to the South Korean tax authorities. The licensor then extracted prom-
ises from the licensee as to dates for delivery of the tax certificates bearing the appropriate
receipt acknowledgements of the authorities and, through meticulous enforcement, persis-
tent demands, and other pressures exerted by the licensor, the licensee finally delivered the
filed tax certificates to the licensor. The importance of having accomplished that compliance
was especially relieving to the licensor when, a few months later, the licensee obtained
bankruptcy protection.

¢. Compliance Monitoring of South Korean Licensees

Returning to compliance monitoring and the certficate of tax payment and as a starting
matter, the compliance examination may require the licensor to translate the tax certificate
from the Korean language and to perform currency conversions to express the amounts
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paid in U.S. dollars.*® The licensor then should examine the contents of the certificate to
ensure its compliance with the terms of the licensing agreement, specifically, as to the date
and amount of payment noted on that certificate. The date of payment on the certificate
should be matched with the date of royalty payment on the wire transmittal advice or other
documentation of that payment. Any discrepancies should be immediately raised by the
licensor and brought to rights.

Beyond these evaluations for compliance with the contract terms existing between the
parties, the licensor should confirm that the appropriate, and not excessive, taxes are being
withheld from the royalty payments.

2. Domestic Law Governing Royalty Taxation by the Republic of China

In contrast to South Korea, the United States and the Republic of China, or Taiwan,
have not executed a bilateral tax treaty addressing the subject of royalties.* Therefore, and
putting aside the issue of whether governing law provisions in licensing agreements are
enforceable,* domestic Taiwanese law governs the taxation of intellectual property licensing
royalties. Helpfully, the Taiwanese authorities publish much of this domestic law as search-
able online and in English.*? As in the case of interpreting and applying the bilateral tax
treaty between the United States and South Korea, the licensor should also seek appropriate
professional advice as to the interpretation and application of Taiwanese law.

When royalty payments are to be made by a Taiwanese licensee to the foreign licensor,
the licensee should file a Republic of China Withholding and Non-withholding Tax State-
ment. The statement sets forth the required payor, payee, and payment particulars, includ-
ing the total amount paid and the period for which the royalties are being paid. In addition,
the licensee must report the withholding rate applied, net tax withheld, and the correspond-
ingly net payment wired or otherwise transmitted to the foreign licensor. The tax statement
filed with the Taiwanese authorities will report the currency figures in New Taiwan dollars,
and the licensor will need to perform the necessary currency conversions to read the state-
ment against the terms of the licensing contract.

Bear in mind that, just as there are differing strategies to comply with U.S. federal tax
law, Taiwanese licensees may have different approaches under the tax laws of the Republic
of China. For instance, one licensee may file the above-reference statement and withhold
20 percent from the royalty payment. Under an alternate approach, a licensee may, instead
of withholding tax, apply for an income tax refund for royalties paid to a foreign licensee

39. See generally, e.g., The Universal Currency Converter, http://www.xe.com/ucc/ (last visited Feb. 3, 2006);
x-rates.com, Exchange Rates, http://www.x-rates.com/ (last visited Feb. 3, 2006).

40. The Republic of China has executed a number of treaties with other countries dealing with royalties.
See Republic of China Ministry of Finance, Taxation Agency, List of Rates of Withholding Tax of Dividends,
Interest and Royalties Under the Respective Tax Treaties, http://www.dot.gov.tw/en/display/list.asp (lastvisited
Feb. 3, 2006).

41. See generally, e.g., Michael Gruson, Governing Law Clauses Excluding Principles of Conflict of Laws, 37 INT'L
Law. 1023 (2003).

42. See Republic of China Ministry of Finance, Related Laws and Regulations, http://www.mof.gov.tw/eng
Web/listNews.asp?ctNode = 543 &CtUnit= 116&BaseDSD =5 (last visited Feb. 3, 2006); Republic of China
Ministry of Justice, Laws and Regulations Database of the Republic of China, http://law.moj.gov.tw/eng/ (last
visited Feb. 3, 2006).
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under article 4.21 of the Income Tax Act of the Republic of China.®® In the tax refund
application example, the foreign licensor will need to appoint the licensee as its represen-
tative for matters related to pursuing that application with the Taiwanese authorides. This
appointment, however, should be drafted so as to be fully revocable upon the licensor’s sole
discretion.

B. ArrocaTion oF Tax Risk IN INTERNATIONAL LICENSING AGREEMENTS

The Korean and Taiwanese examples above demonstrate the tax liability and withholding
issues that may impact U.S. licensors. When licensing agreements encompass multiple ju-
risdictions or even the entire globe, licensors could face a jungle of intertwining bilateral
and multilateral treaties and foreign laws that impact the taxation of their royalty revenues.
Governing law provisions may help reduce the tax liability questions to a manageable sev-
eral, but parties likely will not be able to opt out of the application of tax treates as easily
as they can do, for example, in transactions involving the international sale of goods.* In
any case, the licensor’s counsel should incorporate into the licensing agreement a clear
expression of each party’s sole responsibility for their respective compliance with all appli-
cable laws, including their respective domestic tax laws. In addition, the licensee should
indemnify the licensor for any foreign tax liability arising from the licensee’s failure to
report royalty payments made to the licensure and to pay to the relevant tax authorities any
withholdings made from those payments.

C. FinaNnciAL REPORTING CONSIDERATIONS IN DRAFTING INTERNATIONAL
LICENSING AGREEMENTS

As to the recognition of royalty revenues on the licensor’s financial reports under the
applicable accounting standards, alternate drafting strategies may help the licensor treat
these revenues in ways more favorable to those reports. A discussion of the governing legal,
accounting, and ethic standards falls outside the scope of this article. For the present pur-
poses, it is sufficient to note that if a licensor client wishes to recognize, under an accrual
accounting basis, more revenues upfront rather than parsed out over the multiple-year term
of the licensing agreement, contract drafting strategies can support those objectives. For
example, the drafting attorney may structure payments under an international licensing
agreement as a payment for past damages or payment as consideration for the licensor’s
covenant not to sue for patent infringement for past conduct still within the relevant statute
of limitations, rather than as royalties accruing over the term of the agreement. In that
instance, the licensor may be able to receive those payments upfront and to immediately
recognize these as revenue.

In another note, accounting standards and various laws govern the value assigned by a
company to intellectual property, including intellectual property licensing agreements, as
an intangible asset list on the company’s balance sheets. Ideally, drafting counsel should

43. Republic of China Ministry of Finance, Taxadon Agency, Income Tax Act (July 21, 2004), available at
http://www.dot.gov.tw/en/display/show.asp?id = 1086.

44. United Nations Convention on Contracts for the International Sale of Goods (1980), art. 6, 52 Fed.
Reg. 6262, 6264-6280 (Mar. 2, 1987) (“The parties may exclude the application of this Convention or, subject
to article 12, derogate from or vary the effect of any of its provisions.”).
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consult with the licensor’s financial and accounting professionals to determine whether
varying drafting approaches provide adequate support to the application of those intellectual
property valuation methods.

V. The Financial Impacts of Foreign Licensing Laws and
Regulations upon Licensing Agreements

In the preceding sections, this article discussed ways in which licensing attorneys can
protect the rights and invesunent returns of their licensor clients with respect to payment
performance, collection, and taxation issues regarding foreign licensees. In this section, the
article turns to licensing as it relates to foreign patents owned by companies or individuals
based in the United States or elsewhere. Here, foreign governments play a significant role
in whether a licensing agreement will be compelled and the extent to which the license
terms will be mandated by those governments. Such foreign government control of inter-
national licensing transactions may significantly impact the licensor’s financial position and
the attainability of the benefits it expected from those transactions.

A. TransacTiONs INvoLviING ForeieN PATENT RicHTs—A TRIPS ror THE UNwaRY

Companies typically seek foreign patent rights in countries where products covered by
a patent are manufactured, sold, or imported; the production of counterfeit goods is ram-
pant; or manufacturing costs are comparatively lower. Some primary reasons for obtaining
patents in those countries include to: (1) stop infringement at the source of manufacturing
before any products leave the country; (2) provide a protected market for the importation
of goods; and (3) license local companies to manufacture products for domestic sales within
that country.

Patent holders desiring to exploit their foreign patent rights commonly enter into license
agreements with companies located in the issuing countries. In the case of developing coun-
tries, it was historically often necessary to obtain approval from the foreign government
before any license agreement could enter into force.

The WTO’s establishment in 1994, along with the implementation of its accompanying
trade agreements, including the TRIPS Agreement, largely obviated the need for official
government approval of licensing agreements.* The TRIPS Agreement, however, allows
WTO member countries to implement restrictions governing the terms and conditons of
licensing agreements under the auspices of protecting competition and thereby to exert
some level of control of licensing terms and condidons.* Ostensibly, the purpose of these
restrictions is to ensure that domestic licensees are not subject to overly onerous license
restrictions or unreasonable royalty fees or rates due to their relatively weaker bargaining
power compared to licensees in more developed countries, such as the United States.

B. ForeiGN GovERNMENT CONTROL OF LICENSING AGREEMENTS

Two measures used by many countries to maintain control over licensing transactions
are through the issuance of compulsory licenses, and the preemption and revision of agreed

45. See WTO Agreement, supra note 3; TRIPS Agreement, supra note 2.
46. See TRIPS Agreement, supra note 2, § 8, art. 40, § 2.
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licensing terms subsequent to licensee-initiated allegations of the unfairness of those terms.
These measures are often used in combination. The U.S. government does not currently
employ either of these measures, although it has compelled the granting of licenses in the
recent past,*” and an amendment to the Federal Food, Drug, and Cosmetic Act recently
has been introduced to provide for such compulsory licensing of patented inventions related
to health care emergencies.*

A party who owns pending patent applications or issued patents or who anticipates ac-
quiring similar rights in any foreign country must be fully cognizant of the financial risks
inherent in that country’s intellectual property laws. For example, a company may acquire
foreign patents for the tactical purpose of using those exclusive rights to prevent the man-
ufacture of products in the country of issue and thus to control distribution. Those circum-
stances may subject the foreign patents to a licensing agreement compelled by the issuing
government, irrespective of whether the patent holder desires such a license, or to licensing
terms imposed by the issuing government that are less favorable than those offered or
desired by the patent holder. Similarly, a licensor for foreign patents may find part or all
of its negotiated licensing agreement declared invalid because the agreement creates an
adverse effect on competition in the country in which the patents were issued.

Importantly, practitioners must understand the restrictions that may apply to licensing
agreements in a given country so as to avoid compromising the value of any patents owned
in that country. Most, if not all, countries’ patent laws include compulsory license limitation
language and require reasonable or fair compensation to a patent owner, although the
reasonableness or fairness of such compensation as seen by a U.S. licensor of foreign patent
rights abroad is subject to question.*

C. CompruLsOrY LICENSES

The purpose of a compulsory licensing requirement is to prevent a patent owner from
using a patent or patents to prevent certain products, or particular technologies, from en-
tering into or being used in that country.

1. Working Requirement under Compulsory Licensing Regimes

Compulsory license legislation often relies on a working requirement in the subject coun-
try’s patent laws. Working is generally defined as the commercial use of the invention
covered by a patent.® Typical compulsory license legislation requires that the patent owner
work the patented invention in the subject country within a certain number of years of the

47. Responding to the anthrax bioterror attacks that followed in the wake of the events of September 11,
2001, the U.S. government compelled the licensing of the pharmaceutical Cipro, the best known treatment
for that deadly infectious disease. Se¢ Joseph E Stiglitz, Set Ideas Free for Development, Bus. Day, Aug. 15, 2005
(South African publicaton of Financial Times Ltd.).

48. Public Health Emergency Medicines Act, H.R. 4131, 109th Cong. (2005).

49. The World Intellectual Property Organization (WIPO) provides an excellent resource for locating these
foreign and other laws. See WIPO, Collection of Laws for Electronic Access (CLEA), http://www.wipo.int/
clea/en/index.jsp (last visited Feb. 3, 2006).

50. See Terrance F. MacLareN, Licensing Law HaNDBOOK—INTELLECTUAL PROPERTY AND LicENSING
Law—TuEe Evropean UNioN aND Asia, § 11:21 (2004) (paraphrasing working definition from South Korea’s
Revised Patent Act of 1998 as “manufacturing, using, selling, leasing, importing, displaying (for the purpose
of sale or lease), and offering of the patented products for sale of lease”). ’
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patent’s grant or filing date.s! This number of years varies between countries, but appears
to generally run about three years.?

The degree of use required to satisfy the working requirement also varies between coun-
tries. South Korea, for example, requires exploitation of the invention of a patent on a
considerable commercial scale within three years following the patent grant or within four
years following the application filing date.?

2. Compulsory License Grants by Foreign Governments

Regardless of the time period or degree of patent exploitation, if a patented invention
does not meet the working requirement, a third party may request that a compulsory license
be granted. An agency or government entity then evaluates evidence from both the applicant
and the patent owner to determine the grant of a compulsory license. The evidence nec-
essary to obtain a compulsory license again varies between countries.5* There exists, how-
ever, a consistent requirement for the evidence to show that: (1) a need exists for the pat-
ented invention in the country and (2) the potential licensee has failed to obtain a license
on reasonable terms after a reasonable effort to do s0.%

Upon the granting of a compulsory license by the foreign government, the new licensee
and the patent owner have a period of time in which to conclude a mutually acceptable
licensing agreement. If the partes fail to accomplish such an agreement within the given
time, then the license granting agency will determine the governing terms and conditions.*
A fajlure to agree may place the patent owner in the undesirable position of finding itself
obligated to terms and conditions that it otherwise would have rejected. Although com-
pulsory license legislation usually grants only what the licensee needs to practice the pat-

51. France requires the invention to be worked within three years from the grant date or four years from
the application filing date. See French Patent Act of Jan. 2, 1968, art. 32 (as amended by Law of Nov. 26, 1990),
in 2D Joun P. SinnoTT, ET AL., WoRLD PATENT Law AND PRACTICE—PATENT STATUES, REGULATIONS AND
TreaTies 123 (2005).

52. See, e.g., the Great Britain Patents Act of 1977, ch. 37 § 48(1), in 2D SinNoTT, supra note 49, at 250-51
(allowing for compulsory licenses at any time after three years from grant date if patent is not being worked);
see also Spain, Patent Law of Mar. 20, 1986, pt. 9, ch. 1, art. 83, /n 2H SiNNoTT, supra note 49, at 115 (trans.
Sres. Elzaburu) (requiring working patent within four years of filing date or within three years of date of
publication of notice of allowance).

53. See Republic of Korea Patent Act of 1961, ch. V, art. 107, § 1(ii) (as amended by Act No. 6768 (Dec.
11, 2002)), in 2F SiNNoTT, supra note 49, at 51-52 (trans., S.Y. Cha Patent Office) (enabling adjudication by
Commissioner of Korean Intellectual Property Office for nonexclusive license, in part, “where the patented
invention has not continuously been worked commercially or industrially in the Republic of Korea on a sub-
stantial scale during a period of three years or more without justification . . . [.}); see 2ls0 4 Davip M. EpsTEIN,
EcksTroM’s LICENSING IN ForEIGN AND DoMesTic OPERATIONS § 32:20 (Thomson West 2005 ed.).

54. For example, Great Britain requires proof that demand is not being met on reasonable terms or that
demand is only being met by substandal importation. See Great Britain Patents Act of 1977, pt. I, ch. 37
§ 48:3(a)-(e) (complete listing of various factors), in 2D SINNOTT, supra note 49, at 250-52.

55. See, e.g., Australia Patents Act 1990, Act No. 83 of 1990, ch. 12, § 133(3A) (as amended), in 2B SinNoTT,
supra note 49, at 347 (“Before making the order, the court must be satisfied that the applicant has tried for a
reasonable period, but without success, to obtain from the patentee in respect of the patented invention an
authorisation to work the invention on reasonable terms and conditions.”)

56. The People’s Republic of China’s patent law states, “Where the parties fail to reach an agreement, the
Patent Office shall adjudicate.” Patent Law of the People’s Republic of China, ch. VI, art. 57 (as adopted on
Mar. 12, 1984 and as amended on Sept. 4, 1992), in 2C SINNOTT, supra note 49, at 16.16.
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ented invention,*” and awards the patent owner a reasonable royalty in exchange,’® the risk
may exist that domestic companies and industries will be favored over foreign patentees.

What constitutes a reasonable royalty may vary between countries and may turn upon
the nature and presentation of evidence. A party that is familiar with compulsory license
proceedings in their own country logically will have an advantage over a foreign patent
owner and will negotiate from a position of strength with the knowledge of what terms
likely will result if the parties do not reach a negotiated agreement.

For example, a Canadian licensee may gain the grant of a compulsory license from its
government if the licensee, or indeed any person engaged in any industry in Canada, is
unfairly prejudiced by the use conditions attached to a patent by a patentee.*

The subject technology or the degree of public interest related to the patented subject
matter also affects the degree of control exerted by a country’s government over the license
agreement terms.® Depending upon its degree of economic and social development, a
country’s government will scrutinize inventions related to human rights or health, such as
pharmaceutical, medical device, and food product inventions, to a greater degree than in-
ventions related to less critical technologies.s' For example, the Philippines,’? France,®
India,5* and Japan® have justified the grant of compulsory licenses for patents related to
food, medicine, or medical devices. In addition, the tremendous influence exerted by African
nations, India, and Brazil over licensing AIDS-related pharmaceuticals and its resultant
impact upon TRIPS through the Doha Declaration provides a striking example of this
point.5

57. See id. at art. 53 (authorizing Patent Office to grant compulsory license for earlier of later inventon
when necessary to exploit invention).

58. See id. atart. 52 (requiring grantee of compulsory license to pay reasonable exploitation fee to patentee).

59. See 3 EpsTEIN, supra note 51, at § 25:47.

60. See Czech Republic, Law No. 527 of Nov. 27, 1990, Inventions, Industrial Designs and Rationalization
Proposals, § 20(1)(b) (as last amended by Law No. 116 of Apr. 6, 2000, Amending Some Acts of the Protection
of Industrial Property), ir 2C SINNOTT, supra note 49, at 9.

61. See India, The Patents Act, 1970, No. 39 of 1970, § 87(1)(a), in 2E SiNNoTT, supra note 49, at 51.

62. See 4 EpsTEIN, supra note 51, at § 33:18; see also The Patent Act, Rep. Act No. 8293, Ch. X, §93.2,
(1998) (Phil.) available at http://www.chanrobles.com/legal7patents.htm (last visited Feb. 3, 2006).

63. See Law No. 68-1 of Jan. 2, 1968, The New French Patent Law, art. 37-38, in 2D SINNOTT, supra note
49, at 11-12.

64. See The Protection of Plant Varieties and Farmers’ Rights Act, § 47 (2001), as notified by India to Council
for Trade-Related Aspects of Intellectual Property Rights, World Trade Organization, Doc. No. 03-5869
(Nov. 4, 2003).

65. See Japan Design Law, Law No. 125 of Apr. 13, 1959, § 93 (as last amended by Law No. 220 of Dec.
22, 1999), as notified by Japan to Council for Trade-Related Aspects of Intellectual Property Rights, World Trade
Organization, Doc. No. 04-1360 (Mar. 25, 2004).

66. See Decision of the General Counsel of 30 Aug. 2003, Implementation of Paragraph 6 of the Doha
Declaration on the TRIPS Agreement and Public Heath (Sept. 1, 2003), available at http://www.wio.org/
english/tratop_e/trips_e/implem_para6_e.htm; see also Press Release, Doha Development Agenda, Decision
Removes Final Patent Obstacle to Cheap Drug Imports (Aug. 30, 2003), avaslable at http://www.wto.org/
english/news_e/pres03 _e/pr350_e.htm; see aiso, e.g., Use of Patented Products for International Humanitarian
Purposes Regulations (May 10, 2005) (promulgated under Canada’s Bill C-9, S.C. 2004, c. 23, An Act to amend
the Patent Act and the Food and Drugs Act (May 14, 2004) (amending Patent Act & implementing August
30, 2003 Decision of WTO General Counsel)), in 139 Canadian Gazette (June 1, 2005), qvailable at heep://
canadagazette.gc.ca/partll/2005/20050601/hunl/sor143-e html#top; Gustavo Capdevila, Health: Generic HIV
Drugs from India Pass Review by Health Body, INTer Press Service (Aug. 23, 2005); Mario Osava, AIDS-Brazil
Gov’t Breaks Patent Promise, INTER Press Service (Aug. 8, 2005) (reporting Brazil government opted not to
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3. Compulsory Licensing Provisions from Selected Foreign Patent Laws
a. Argentina

A compulsory license can be requested if a patent has not been worked in Argentina by
the later of three years from the patent grant or four years from the application filing date.’
The potential licensee must show that an attempt to obtain a license on reasonable terms
has been unsuccessful, despite at least 150 days of effort.s

b. Mexico

The applicant for a compulsory license must have the technical and economic capacity
to efficiently work the patented invention.s® Before the first compulsory license for a patent
is granted, the patentee will be given one year to begin working the patented invention.
The Ministry of Industry and Commerce will determine the terms and conditions of the
license, including the amount of remuneration due to the patentee.™

c. Republic of Korea

A compulsory license may be granted if a patent has not been exploited on considerable
commercial scale within the later of three years from the patent grant or four years from
the application date.”

d. Philippines

A compulsory license may be granted as early as two years following the patent grant if
a patented invention relates to food, medicine, public health, or safety; or if the patent has
not been worked commercially.”

e. Singapore

Here, the government may grant compulsory licenses if the price of the patented inven-
tion in that country is unreasonably high, or if the patentee refuses to grant a license on
reasonable terms and the market in Singapore is inadequately supplied.”

f. Spain
Spanish patent law reads, in relevant part:

The grant of a compulsory license under a certain patent shall proceed when, the patent not
being subject to the offer of licenses of right, any of the following suppositions occurs:
(a) Lack of or insufficient working of the patented invention[,]

issue compulsory license after reaching agreement with Abbott Laboratories to reduce price of AIDS drugs in
Brazil).

67. See Argentina, Law No. 24.481 on Patents and Utdlity Models, § 43 (as amended by Law No. 24.572
and consolidated text approved by Decree No. 260/96 of March 20, 1996), available at WIPQ, Collection of
Laws for Electronic Access (CLEA), htp://www.wipo.int/clea/en/index.jsp (last visited Feb. 3, 2006).

68. See id. § 42.

69. See Ley de la Propiedad Industrial [Industrial Property Law of June 25, 1991 (as last amended by the
Decree of Dec. 26, 1997)], § 71, in 2G SINNOTT, supra note 49, at 120 (trans. International Bureau, World
Intellectual Property Organization).

70. Seeid. §72.

71. See citations accompanying supra note 51.

72. See 4 EpsTEIN, supra note 51, § 33:18.

73. See Singapore Patents Act, Act 21 of 1994, Act 40/95, ch. 221, pt. XT, art. 55(2)(a)-(b) (Revised ed. 1995),
published in 2H SINNOTT, supra note 49, at 61.
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(b) Need of exportation[,]
() Dependency between patents|, or]
(d) Reasons of public interest for the grant of the license.™

D. DomesTtic REGULATION OF LICENSE AGREEMENT TERMS

As stated above, governments may exert control over licensing transactions on the
grounds that the provisions of the license agreements are unfair. Many countries set up
regulatory schemes specifying unacceptable license terms and conditions. Unacceptable
terms may include, for example, geographic allocation of markets;’* requirements for pur-
chase of raw materials or parts; or unreasonably high royalty rates.”” Under such regulatory
schemes, a licensee may object to attempts to enforce an agreement containing such pro-
visions, and that enforcement will be disallowed, despite the licensee’s prior acceptance and
execution of the subject agreement.”

Most, if not all, countries’ patent laws include compulsory license limitation language
and require reasonable or fair compensation to a patent owner. Anecdotal evidence, how-
ever, suggests that royalty rates, as well as other terms and conditions, favor a domestic
party over the foreign party. This seems to be true particularly in underdeveloped or rapidly
developing countries where local businesses and industries may greatly benefit from such
favorable treaunent. The risk here is that the licensor will be forced to accept less value for
its licensed intellectual property than is appropriate. The imposition of this undervaluation
by foreign governments and such disparity of treatment may indeed run afoul of the WTQ’s
regime to prevent discriminatory treatment.”

VI. Conclusion

Intellectual property licensors and their attorneys should be aware of the financial aspects
of international licensing transactions, including taxation, payment performance, compul-
sory licensing, and currency risks. This article has addressed many of these financial issues
with practical solutions and insight. Going forward, intellectual property and other trans-
actional attorneys should be better informed as to these issues and thus better equipped to
add important value to their services to clients.

74. Spain, Patent Law of March 20, 1986, pt. 9, ch. 2, art. 86(a)~(d), published in 2H SinnNoTT, supra note
49, at 115 (trans. Sres. Elzaburu).

75. See 3 EpsTRIN, supra note 51, § 26:51.

76. See Canada Patent Act, § 65(2)(f) (as last amended by Consolidated Patent Act (updated Aug. 31, 1999),
in 2C SINNOTT, supra note 49, at 306-07.

77. See Republic of South Africa, Patents Act 57 of 1978, § 56(2)(d) (as last amended by Patents Amendment
Act (1988), in 2H SiNNOTT, supra note 49, at 36 (trans. James T. Le Grange, PJ. Wepner & J.R. Steyn).

78. See India, The Patents Act, 1970, No. 39 of 1970, § 88(1), published in 2E SINNOTT, supra note 49, at
51-52.

79. Accord, e.g., Appellate Body Report, United States-Tax Treatment for “Foreign Sales Corporations,”
§§ 177(d), 178, 180, WT/DS108/AB/R (Feb. 24, 2000); see generally Michael Daly, The WTO and Direct Taxation,
Discussion Paper No. 9 (June 2005), available at http://www.wto.org/english/res_e/booksp_e/discussion_
papers9_e.pdf.
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