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[Editor's Note: This paper was revised in August 2010 and co-published by Shay 
& Partners and William Edwards.  The paper was originally published in 2004. 
For more information on this subject matter, please contact Shay & Partners 
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Introduction 
 
Smart  companies don’ t  s imply take at  face value the word of  their  counterparts regarding 
the worth or  integr i ty of  their  assets—where just i f ied,  such representat ions are 
conf i rmed through a comprehensive due di l igence invest igat ion.  An audi t  of the target ’s  
assets should be performed pr ior  to any merger or acquis i t ion,  or  substant ia l  investment 
in a new or exist ing venture; a company should also perform an internal review pr ior  to 
an ini t ia l  publ ic  of fer ing ( IPO).  This is  especial ly t rue wi th respect to local  companies in 
the Greater  China Region, as transparency and corporate governance standards in th is  
area are general ly  lower than they are in nat ions such as the U.S. and U.K.,  and 
avoiding tel l ing “hard t ruths” is  rout ine here.  
 
Fai lure to perform such a prel iminary due di l igence invest igat ion can have disastrous 
consequences. I f ,  for  example, you have acquired a company whose patents infr inge 
those of  a competi tor ,  you may f ind yoursel f  not  only excluded from the relevant market,  
but  a lso forced to pay a compet i tor  an extremely high damage award.  In th is respect,  i t  
should be borne in mind that  post-merger a company in most jur isdict ions is  deemed to 
have assumed the l iabi l i t ies of  the acquired company. 
 
Judging the value and integr i ty of  a company’s inte l lectual  property r ights ( IPR) can be 
especial ly  chal lenging for  a host  of  reasons, many of  which relate to their  intangible 
nature. The IPR audi t  requires for  i ts  successful  execut ion the services of  a 
mult id isc ip l inary team composed of  experienced accountants and attorneys, management 
representat ives and, where appropr iate,  experts in the part icular  technologies at  issue. 
The fo l lowing short guide provides only a basic overview of  some of  the legal aspects of 
the IPR audi t ,  and should not  be regarded as a subst i tute for  obtain ing the advice of  
legal  or  other professional counsel . 
 
 
The Basic Procedure 
 
1. Decide Strategy and Scope 
 
The goal  of the IPR audi t  is  to provide the invest igat ing party suff ic ient  informat ion so 
that i t  can make a reasonable decision about whether or not to conclude the 
contemplated transact ion wi th the target counterparty. The resul ts of  the invest igat ion 
should determine or  conf irm the appropr iate contractual terms that wi l l  govern the 
t ransact ion, including pr ice.  The f i rst  key step therefore is  ensur ing al l  members of  the 
due di l igence team ful ly comprehend the purpose of the transact ion. 
 
I f ,  for  example,  the object ive in a proposed merger is to acquire the target company’s 
patents for  a part icular  product,  the team can focus from the start  on part icular  
quest ions relevant to that  object ive.  Ident i fy ing the object ive helps to c lar i fy  the 
necessary scope of  the review. I t  may not be necessary to spend equal t ime and effor t  
reviewing the target  company’s ent ire IPR port fo l io; i f  some of i t  is  deemed not useful ,  
there may be an opportuni ty to unload extraneous IPR to help fund the deal .  
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2. Acquire the Information You Need 
 
Upon deciding your object ive and the scope of  the review, the next  step wi l l  be for  the 
team to wri te up a comprehensive quest ionnaire to be answered by the target with 
appropr iate warrant ies given ensur ing the accuracy and comprehensiveness of  i ts  
responses. Pr ior  to or at  the same t ime the quest ionnaire is  being prepared, a 
comprehensive search of  avai lable publ ic  and other th ird party information regarding the 
target  and i ts assets should be reviewed. 
 
Despite the execut ion of  non-disc losure agreements by the due di l igence team, the 
target may be reluctant to provide some of the requested information. This is especial ly 
t rue of  East Asian companies,  which may be unaccustomed to provid ing “outs iders”  a 
h igh degree of  t ransparency into their  corporate act iv i t ies.  A potent ial  compromise that 
may be of fered to the target  is  review of  a l l  the target ’s documents in a “safe room” 
control led and moni tored by the target .  I f  the target refuses to provide such information 
because doing so would be “ insul t ing” or  is  otherwise unduly res istant to the process, i t  
may be best  to walk away from the deal  rather than conclude the transact ion bl indfolded. 
 
 
Information to be sought v ia the quest ionnaire is  l ikely to inc lude the fo l lowing: 
 
2a. Inventory of Products and Services 
 
Obtain ing a fu l l  inventory of  the target ’s  products and services wi l l  help ident i fy at  an 
ear ly stage of  the review potent ia l  r isks and hidden values.  The target company may 
i tsel f  not ful ly understand the IPR at issue, and a l is t ing of  products and services wi l l  
therefore assist  in the task of  ident i fy ing and categor iz ing the subject  IPR. For example,  
i f  the target ’s  product inventory inc ludes software, you wi l l  want to review whether i t  is 
sel f -owned or  l icensed, whether there are patents registered by the target protect ing 
r ights in such software ( in jur isdict ions where such protect ion for  software is avai lable) ,  
whether there are patent  /  copyr ight  infr ingement issues,  etc.  
 
2b. Inventory of the Company’s IPR 
 
The target  should l is t  a l l  of  i ts  IPR, and the basis for  c la iming each such asset (e.g. ,  
sel f-owned or  l icensed).  Pr incipal  forms of IPR the target  wi l l  l is t  may include patents, 
t rademarks and trade secrets.  
 
2c. Full List of IPR Registrations and Pending Applications 
 
The target  should provide a fu l l  l is t  of  patent and trademark registrat ions,  and, in those 
jur isdict ions which al low i t ,  copyr ight  registrat ions.  Such l is t ing should be accompanied 
by of f ic ia l  documents f rom the grant ing author i t ies evidencing the registrat ion.  The 
target  should state the grant  and expiry date for  each such registrat ion,  and the scope of  
the r ight  registered.  For example,  for  patents the target should include not  just  the 
patent number issued, but  a lso the document showing the c laims granted for  that  patent;  
for  a trademark,  the product (and service)  c lasses in which the mark has been registered. 
Where appl icable,  proof  of  renewals,  payment of  fees,  and use of  the IPR in commerce 
should be provided ( in many jur isdict ions,  fa i lure to use a trademark may resul t  in i t  
being deemed abandoned by the owner) .  
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2d. All Contractual Documentation Relating to the IPR 
 
Copies of  a l l  contracts the target has executed perta in ing to the subject  IPR should be 
obtained. Inter  a l ia,  th is  should inc lude any IPR l icenses and assignments, as wel l  as 
development and distr ibut ion /  supply agreements (not to ment ion jo int  venture 
agreements,  etc.) .  I t  is  in fact  advisable to request a copy of  every contract  the company 
has executed to help avoid the r isk that  the target  wi l l  fa i l  to provide contracts 
( intent ional ly or  unintent ional ly)  in which important terms relat ing to the subject IPR may 
be buried amongst a host of  unrelated terms. 
 
This should include any set t lements or  other agreements re lat ing to the IPR of  other 
companies, even though the target is  not  current ly us ing such assets.  
 
2e. List of Past, Current and Contemplated Litigation 
 
This l is t  should include both l i t igat ion commenced by and against  the target ,  and any in 
which i t  has been required to provide th ird party test imony. I t  should include a l is t  of  al l  
l i t igat ion that  has not  yet  been f i led but  which the target  is  consider ing f i l ing.  
 
In addi t ion, the target  should include any demand let ters or  other communicat ions from 
or to th ird part ies warning of  l i t igat ion or  otherwise advis ing of  potent ia l  l i t igat ion issues. 
 
2f. List of any Known or Suspected IPR Infringement 
 
The target should descr ibe any acts of  potent ia l  infr ingement by or  against  the company. 
This may inc lude knowledge of  counter fe i t ing of  the company’s products /  mark, or  
knowledge by the company that  i ts  products infr inge the patent  of a compet i tor ,  even 
though the competi tor  i tsel f  has not yet become aware of  this  fact .  
 
2g. Company Policies to Prevent IPR Infringement and Protect Trade Secrets / Confidential 
Information 
 
The target  should descr ibe the pol ic ies i t  fo l lows to check for  infr ingement by i t  of  the 
IPR of th ird part ies,  and warrant that i t  has consistent ly enforced such pol icy at  al l  levels 
wi th in the company. I t  should also descr ibe what measures i t  employs to check for  
infr ingement by th ird part ies of  i ts  own IPR (and again, proper warrant ies should be 
given).  The company should also descr ibe how i t  protects any trade secrets i t  c laims, 
and how i t  general ly protects i ts  conf ident ial  informat ion. Evidence should be provided of  
the existence of  such pol ic ies (e.g. ,  pr inted manuals)  at  a l l  re levant t imes. 
 
2h. Employment Contracts 
 
Copies of  the employment contracts of  a l l  past  and current  employees should be 
obtained; in the event the target is  large and this  would be cumbersome, review of  the 
contracts of  past  and present key employees (e.g. ,  IPR developers and high- level  
management)  should be given pr ior i ty .  
 
Where appropr iate, any pr ior  employment contracts of company founders and other key 
employees wi th th ird party companies should also be obtained. 
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2i. Interviews with Key Employees, Directors and Other Principals 
 
Interviews are one good means to check the accuracy of  paper documents. Al l  key 
employees and al l  d irectors of  the target should be interviewed, as wel l  as other 
pr incipals that  can be ident i f ied ( i t  is  frequent ly the case in East Asia that t rue control  of  
companies rests in the hands of  a person(s)  who is  not an employee, d irector ,  or  even 
direct  shareholder) .  
Where appropr iate,  the answers should be given by way of  sworn af f idavi t .  I t  may also 
be advisable to obtain interviews wi th past  employees, d irectors,  etc.  i f  th is  is  possible. 
Interviews should also be obtained with the pr incipals of  any key c l ients and business 
partners of the company. 
 
3. Analyze the Acquired Information and Determine Value of the Subject IPR 
 
Upon obtain ing al l  of  the information requested in the ini t ia l  quest ionnaire,  analys is of  i t  
should fo l low. Key steps in analysis of  th is informat ion should include the fo l lowing: 
 
3a. Validity and Control of the IPR 
 
This is  obviously a step of  paramount importance. Ensure that  the company owns 
outr ight i ts IPR without any encumbrances, or  i f  the IPR has been l icensed to i t ,  that the 
l icense is  t ransferable to you. Issues to consider in th is  context are the fo l lowing: 
 
- Have currently valid registrations of the IPR been obtained in all relevant jurisdictions? 
If applications are pending, what is their status and likelihood of registration? 
 
This should be ensured not  s imply by checking the documentat ion provided by the 
company, but by a manual search wi th the issuing author i ty (or  at  least checking i ts  
database).  
 
Fai lure to obtain a patent  on patentable subject  matter  wi th in the statutory t ime l imi t ,  or  
fa i lure to be the f i rst  to f i le  for  protect ion of  a patent or t rademark,  may result  in an 
ownership bar.  
 
Where an appl icat ion of  the target  is  pending,  i t  is  important to check the appl icat ion 
history,  inc luding whether any conf l ic t ing and pending appl icat ions have been f i led by 
th ird part ies,  any f i l ing of  current and pending opposit ions, etc.  
 
-Is it the opinion of legal counsel that the claimed IPR meets the prerequisites for 
protection and, where applicable, doesn’t infringe on other registered IPR? 
 
General ly ,  registrat ion of  IPR isn’ t  d isposi t ive as to the val id i ty of  the IPR. Courts 
around the world frequent ly inval idate patents and trademarks that have been issued by 
the re levant government author i ty.  I t  may be that the IPR should never have been issued 
because i t  d idn’ t  meet legal  requirements for  such, or ,  more frequently,  that  the IPR 
infr inges on other registered IPR. 
 
As regards any claimed trade secrets,  most jur isdict ions have requirements that must be 
met before a given process, etc. wi l l  be subject to protect ion as a trade secret.  The 
secur i ty measures employed by the company, and the extent to which the subject 
informat ion is  known /  used by third part ies, wi l l  have to be scrut in ized. 
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-Can any other party claim ownership or any other interest in the IPR? 
 
The l ine of t i t le to the IPR should be traced back to i ts  creator  /  inventor. I f  the company 
c la ims ownership of  the IPR, can i t  prove who wi thin i ts  company invented the IPR, and 
that  the company presently owns i t  f ree of  the c laims of  the inventors? Examinat ion of 
the employment contracts of  the inventors wi l l  be necessary in th is  regard to ensure that 
they have assigned to the company any of  their  developments. The importance of  th is  
wi l l  vary from jur isdict ion to jur isdict ion and also as regards the IPR in quest ion, but wi l l  
be especial ly important as regards any IPR developed by independent contractors.  Care 
should also be taken to examine any former employment contract  of  the company 
founder,  i f  the founder c la ims to be the inventor  of  the IPR ( in the event the founder 
invented i t  whi le in the employ of another company, there may be ownership issues).  
 
Where the IPR was invented jo int ly  by the target  and one or more other companies,  the 
development agreement wi l l  have to be careful ly scrut in ized. 
 
Review of  any purported l icenses executed wi th th ird part ies should be made to ensure 
that the IPR has not actual ly been assigned away due to poor wording ( th is  is  
unfor tunately not as rare as one would th ink in some jur isdict ions in East Asia).  
 
Note the chain of  t i t le should also be checked, where possible,  with regard to IPR 
l icensed to the target  by a th ird party.  
 
In the event jo int  ownership of  IPR or other ownership problems are discovered, i t  may 
be possible to remedy th is  before the transact ion is  completed. 
 
- Are there any third party licenses that will impact your free use of the IPR? 
 
I f  the target ’s r ights to the IPR do not  stem from i ts ownership of  i t  and are instead 
l icensed to i t ,  check the governing l icense agreement to ensure the target  may freely 
t ransfer  (or  subl icense, depending on the contemplated t ransact ion) the IPR to you. I f  
not,  make sure wr i t ten approval f rom the l icensor has been obtained in advance of  the 
t ransact ion. In the event the l icensor is i tsel f  a subl icensee of  yet another thi rd party,  
t race the l ine of  l icenses back to the or iginal  master  l icense agreement.   
 
Check the scope of  the l icense grant with respect to any t ime, geographical  or other 
restr ic t ions on use of  the IPR. In part icular ,  check careful ly the scope of the grant c lause. 
As regards some IPR such as copyr ight in which the bundle of  r ights in the IPR may be 
held by mult ip le part ies,  i f  the l icensor has only granted some r ights (e.g. ,  display)  but 
not others (e.g. ,  reproduct ion),  the l icense may be so l imited in scope as not to be useful .  
 
Special  care should also be used to check for l icense by the target of  i ts  IPR to third 
part ies.  Recordat ion and registrat ion of  such l icenses should be checked with the 
grant ing author i ty,  in addi t ion to any documentat ion the target  may provide in this  regard.  
Even i f  the target  owns the IPR outr ight ,  i f  i t  has granted a current ly ef fect ive exclusive 
l icense to a thi rd party,  th is  may preclude you from exploi t ing the IPR dur ing the term of 
such l icense. 
 
- Are there any security interests encumbering the IPR? 
 
The target ’s  and, where possib le,  government records should be checked to ensure that 
the target  has not  granted a thi rd party a l ien or  other encumbrance on i ts  IPR 
speci f ical ly,  or  al l  of  i ts  assets general ly.  
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- Are there any government approvals that are a prerequisite to exploitation of the IPR? 
 
I f  the proposed transact ion is  a merger,  and the merger is  subject  to government 
approval ,  th is  wi l l  obviously be an issue. I f  any approvals are necessary from the 
government in order to exploi t  the IPR post-merger,  you should check to ensure that 
such have been obtained by the target  and are freely transferable to you. An example of  
th is  are the str ic t  contro ls under U.S. law and the laws of  some other nat ions on the 
export  of  “dual use” technologies, inc luding many integral  to the business of  hi- tech 
companies; merger and subsequent transfer of  the IPR to a foreign or  foreign-control led 
company is l ikely to tr igger these laws and speci f ic  approvals wi l l  have to be obtained. 
This wi l l  a lso be an area of special  concern in h ighly-regulated regimes such as the PRC, 
especia l ly where the acquir ing company is  foreign or  foreign-control led. 
 
- Are any antitrust issues likely to arise if I exploit the target’s IPR? 
 
This is  mainly a concern as regards patents that  wi l l  be acquired from the target,  
especial ly where the resul t ing patent pool  wi l l  a l low monopoly dominance of an industry.  
Care should be used to check for any act ions, warning or inquir ies from the government 
authori t ies in th is  regard, both wi th respect to the target and acquir ing companies.  
 
3b. Strategic Value of the IPR 
 
This wi l l  be a quest ion both for  the at torneys and the acquir ing company’s industry /  
market expert .  From the legal  s ide, the at torney should consider the fo l lowing: 
 
- For patents, how broad are the claims that have been granted, and how easily can a competitor 
design around them? 
 
- For trademarks, how strong is the registered mark, and does it provide coverage in all of the 
desired classes? 
 
- Will the target’s patent or other IPR enable the acquiring company to bring strategic litigation 
against a rival and potentially knock them out of a particular market? 
 
3c. Liability Risks Associated with the IPR 
 
This wi l l  need to be considered in every relevant jur isdict ion.  Areas for  inquiry here are 
as fol lows: 
 
-What litigation is current or pending against the target regarding its IPR, and what is the likelihood 
of success of such litigation? 
 
- What is the likelihood that claims will be brought against the acquiring company in the future 
regarding the acquired IPR? 
 
3d. Valuation 
 
This is  the domain of  the accountant and professional  actuary /  appraiser.  The legal  
issues ident i f ied through the above IPR audi t  wi l l  be factored into a proper monetary 
valuat ion of  the target and i ts  IPR assets.  
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Conclusion 
 
A successful  and comprehensive IPR audit  wi l l  permit  the party making such inquiry to 
ident i fy  hidden r isks and values,  and decide an appropr iate t ransact ion value and 
governing contractual terms, or  in the al ternat ive determine that  the transact ion is  not  
worth pursuing. Skipping this  v i ta l  s tep, or  performing i t  improper ly,  is  an invi tat ion to 
d isaster  and a company does so at  i ts  own per i l ;  depending on the jur isdict ion of  
incorporat ion, i ts  directors may even bear l iabi l i ty for  negl igent fa i lure to perform such 
review. Al l  in  a l l ,  the professional fees of  a properly-managed due di l igence team wi l l  be 
paid back in spades by the informat ion provided through the audit  and the secur i ty that 
informat ion provides;  r isk in and of  i tsel f  is  a real  transact ion cost  that  a company 
cannot af ford to ignore.  
 
 
 
 
Disclaimer:  The guide above is cursory and only representative of some of the 
steps that should be taken in a proper due di l igence exercise. I t  is provided for 
general informational purposes only, and should not be rel ied upon as legal advice. 
 


