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Many royalty and licence agreements provide for a royalty audit by an 
“independent” auditor. Sometimes this is drafted in more detail to refer to, for 
example, “an independent chartered accountant” or “a nationally recognised 
independent auditor”. There does not seem to be much discussion or guidance 
about what constitutes independence in the context of royalty audits.

There are various possibilities:

1.   That independence is intended to mean simply that the auditor 
is not, for example, an employee of the rights owner, ie that 
it is a third party and not connected with either licensor or 
licensee. This seems to be how it is often treated in practice.

2.   That independence is a state of mind that any party could 
display, even conceivably an employee of the rights owner, 
ie the requirement is as regards the conduct of the audit 
rather than as regards relationships.

3.   That independence is intended to mean that the auditor 
is clearly and unequivocally a neutral as between the 
licensor and licensee in the sense that an arbitrator or 
expert formally determining a dispute would be.

4.   That independence is to be read in conjunction with 
references to, for example, Chartered Accountants and 
to be considered in accordance with the professional 
regulations covering independence of such persons.

As regards the latter point, there is a further issue as to 
whether the term “auditor” means something specific with 
regulatory connotations or simply the person appointed to 
conduct the audit. This in turn is linked to a question that 
occasionally comes up as to the differences between a  
royalty audit and an audit of financial statements conducted 
by (in the UK) Registered Auditors in compliance with 
extensive regulation.

In my experience, with a small proviso, no one either 
instructing a royalty auditor or being subject to a royalty 
audit understands that the work being conducted is a 
financial statement audit. The proviso concerns the rare 
occasion when a licensee relationship is so significant to 
the financial statements of the licensor that the financial 
statement auditor determines that it must carry out  
some work at the licensee to enable it to give its financial 
statement opinion (and assuming of course that the  
licence agreement permits this).
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Absent this rare occurrence, a royalty audit is clearly a 
different thing. Indeed the word “audit” is used in many, 
many contexts that have little to do with accounting matters 
(security audits, clinical audits, quality audits and energy 
audits for example) and in most cases a royalty audit clearly 
takes its shape from this wider usage.

For this reason, the rightly very tough regulatory 
requirements for the independence of financial statement 
auditors (ie Registered Auditors) are clearly not the reference 
point for the independence of royalty auditors.

However, even putting Registered Auditors to one side there 
are circumstances where accountant royalty auditors may be 
subject to some regulation. This is because there are different 
approaches to the work that an accountant royalty auditor 
might undertake. In some (generally infrequent) cases royalty 
auditors might conduct the work as a formal “Assurance 
engagement”. This brings with it professional requirements 
as to independence. Much more commonly, accountants 
conduct royalty audits as either “Agreed-Upon Procedures” or 
as “Consulting engagements”. There are a number of technical 
differences between these options but the key point is that 
there are no professional obligations of independence for 
either Agreed-Upon Procedures or Consulting engagements, 
but there are for Assurance engagements. (The position is 
roughly the same in the US). It is uncommon to see an audit 
clause addressing this which means that it is left in effect 
to the royalty auditors and the licensor to determine what 
regulatory obligations of independence might apply.

In the great majority of cases, even where the royalty auditor 
is an ACA or CPA, the requirement for independence is 
not for a regulated independence. This leaves it open to 
interpretation. For example:

 • Might royalty auditors who systematically act for a rights 
owner in delivering a programme of royalty audits lose 
their independence through excess familiarity or financial 
dependence? Or are they thereby better informed, quicker 
and less intrusive?

 • Does a royalty auditor lose its independence if it is working 
on a contingent fee basis? If not, why do many licensees 
seek to prohibit this in the audit clause?

 • How far can a royalty auditor adopt the licensor’s 
interpretation of an agreement before it is regarded as not 
independent?

 • To what extent do other relationships between a royalty 
auditor and either the licensor or licensee affect its 
independence?

 • Does previous (or even concurrent) work at the 
same licensee for other licensors have any impact on 
independence?

 • Does the independence requirement change in those 
relatively infrequent cases where the royalty auditor’s 
report is described as final and binding on the parties?  
In these circumstances should the royalty auditor’s 
independence be considered as if it were an arbitrator  
or expert determining a dispute?

With the pervasiveness of agreements with contractual audit 
rights, with the increasing frequency of royalty audits and 
the greater sums that now change hands as a result, clearer 
drafting would be wise. Rights owners should therefore be 
looking at their audit rights and ensuring they are fit for 
purpose. Licensees should be sure that, when a royalty audit 
is proposed, the auditors fit the description in the audit 
clause and behave accordingly.
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