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Royalty audits exist to address information asymmetry in certain types of 
business relationships. When one party is paid depending on the self-declared 
conduct of the other there needs to be some way by which the trusting party 
can check whether it is getting the deal it contracted for. These sorts of 
arrangements have existed for hundreds of years. Oddly, it seems that  
some licensors are prepared to give up this right.

Over the last fifteen years there has been a slowly emerging 
tendency to treat royalty audits as dispute mechanisms. This 
is clear when an audit clause includes terms to the effect 
that the auditor’s report shall be final and binding on the 
parties. Sometimes these clauses are worked through with 
other elements of dispute resolution, for example specific 
arrangements for review and challenge of draft reports, and 
restrictions on the content of the auditor’s report. In effect these 
clauses treat the audit as a form of expert determination.

It is hard to see the upside of such an arrangement for a rights 
owner:

1.   It exchanges a right to obtain information to support 
management and governance of the relationship for a 
mechanism to resolve differences. These clauses do not seem 
to be accompanied by alternative governance arrangements 
so effectively rights owners are depriving themselves of an 
important control over their business relationship.

2.   Exercise of an audit on a neutral basis between two parties 
is difficult and costly in practice. The premise of a royalty 
audit is that the essential information is largely in the hands 
of only one party. Accordingly the audit necessarily requires 
the investigation of one party’s information – it is inescapably 
asymmetric. This is a difficult context for a neutral auditor 
seeking to give each party an equal hearing on the many 
practical and judgmental issues that typically arise.

3.   Given this difficulty, there are likely to be many areas where a 
party can object to the neutrality of the auditor’s report and 
therefore to erode its value as a final resolution mechanism.

4.   The requirement for neutrality might be seen as meaning that 
the auditor cannot be, or should not be, repeatedly appointed 
by the rights owner. This makes it difficult, and expensive, for 
a rights owner to build and manage a compliance programme 
and for the auditor to become familiar with the relevant 
technology or brand.
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5.   Arguably the auditor might need (or wish) to be appointed 
on a joint basis by the two parties. If so this will certainly slow 
down both the selection and contracting process.

6.   An audit on a neutral, dispute resolution basis may be 
significantly more expensive – perhaps as much as five times 
more – than an audit conducted as a fact finding, governance 
process to level the information asymmetry. This is especially 
the case if the auditor’s usual permission to interact with 
the licensee and its staff has to be effectively reduced to a 
documents only approach.

7.   A dispute resolution approach leaves the information 
asymmetry in place. The rights owner generally knows only 
whether and how far its licensee has complied but has no 
additional insight to the relationship, to the overall conduct 
of its licensee and so on. Perhaps perversely, traditional 
royalty audits often enable both parties to build a stronger 
relationship based on shared insight about their business 
together. A dispute resolution approach provides no avenue 
for constructive suggestions as to how reporting can be 
improved or how a rights owner might simplify matters for  
a licensee.

8.   If a report is to be final and binding, rather than a basis for a 
commercial discussion and resolution, then there is increased 
sensitivity on both sides, and pressure on the auditor. There 
is a tendency for the flow of information to be much reduced 
and more carefully and formally managed. More importantly, 
it means that the auditor is required to make decisions on 
technological and legal matters which might be better left to 
the Parties.

As things stand now, these clauses are fairly rare, perhaps less 
than 5% of agreements, but they do appear in agreements 
involving global companies in businesses as diverse as 
technology, retail and chemicals. In the 20-30 instances that 
I have seen in practice the rights owner instructs its auditor 
as if the audit clause were the normal, traditional one and the 
audit proceeds on that basis. The auditor’s findings are then 
discussed and resolved in the normal way and no assertion is 
made that the report is to be final and binding. 

There might be circumstances where a dispute resolution 
approach is appropriate: where there is cross-licensing 
for example and both parties might agree to be audited 
simultaneously, but even then the parties would lose their 
governance control. At least if parties wish to go down this route 
they should do so purposefully. In my experience this is not 
always the case and the parties do not necessarily appreciate 
the nature of the agreement they have entered into.

Accordingly, licensors and other rights owners should review 
their audit rights and make sure that they have not contracted 
away a key governance control over royalty income.

Licensees should also not assume that these clauses are helpful 
to them: the additional time and possibly cost is likely to be 
unwelcome but more importantly there are significant risks 
in accepting an ill-shaped dispute resolution mechanism that 
may be hard to manage and not easily over-turned. At the very 
least, licensees should be sure to establish how such an audit is 
intended to proceed so that any intention that the audit should 
be conclusive is clear up front.

The views expressed in this article are those of the author and  
not necessarily the views of FTI Consulting Inc, its management,  
its subsidiaries, its affiliates or its other professionals.

About FTI Consulting
FTI Consulting is an independent global business advisory firm dedicated to helping organisations manage change, 
mitigate risk and resolve disputes: financial, legal, operational, political & regulatory, reputational and transactional. 
FTI Consulting professionals, located in all major business centres throughout the world, work closely with clients to 
anticipate, illuminate and overcome complex business challenges and opportunities.

www.fticonsulting.com ©2017 FTI Consulting, Inc. All rights reserved.

David Eastwood 
Senior Managing Director 
+44 (0) 203 727 1292
david.eastwood@fticonsulting.com

OCTOBeR 2017


