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Japanese companies have engaged in significantly
increased transactions with Israeli companies in
recent years. This newsletter addresses the points
to be noted when a Japanese company considers a
transaction with an Israeli high-tech start-up with a
focus on companies who previously received
funding from the Israeli government.

So your company in Japan (“JapanCo”) has just met
an lIsraeli high-tech start-up (“WOWTech”) that
seems to offer a unique technological enhancement
or solution to complement some of your company’s
product  offerings. JapanCo’s  business
development team has met with WOWTech’s
founders and engineers, and your technical teams
have started an initial diligence into the technology.
The relationship looks promising, and your
management groups have completed their Ringi
System considerations and decided to examine a
transaction so that JapanCo can access and
incorporate WOWTech’s technology into your
products. Maybe an equity investment, or a joint
venture based upon an R&D agreement, or perhaps
an acquisition or other “change of control” deal?

JapanCo hires professionals in Israel to look into
WOWTech and explore the business relationship
possibilities, and all of a sudden one of the advisors

sends an email to you with one question: “IS
JAPANCO AWARE THAT WOWTECH HAS

RECEIVED GRANTS FROM THE ISRAELI
GOVERNMENT UNDER THE
ENCOURAGEMENT OF RESEARCH,

DEVELOPMENT AND TECHNOLOGICAL
INNOVATION IN THE INDUSTRY LAW, 1984
(the "R&D Law")?”

What does this mean for JapanCo? Is this a
showstopper? Can JapanCo proceed with its
contemplated relationship to gain access to
WOWTech’s fantastic intellectual property?
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l. Basics of the R&D Law

Among other thingsi, the R&D Law enables the
State of Israel to offer a range of incentives and
benefits to Israeli entities, including a well-known
grants program administered by the Israeli
Innovation Authority (the “IIA” — formerly known
as the “OCS” or Office of the Chief Scientist)
generally focused wupon Israeli technology
companies. The authorized governmental grants,
which do not require the applicable tech companies
to issue equity to the I1A2, come with a number of
conditions and restrictions (as set out in the R&D
Law and in the grant letters provided to funded
companies), but for JapanCo’s purposes the most
relevant two features of the IIA’s grant program for
private companies are that (i) the grants provided
to high-tech start-ups are in exchange for future
royalties that may arise from sales or licenses of
products or technologies born out of the IIA’s
sponsored research and development as facilitated
and advanced by the funded companies, and (ii)
[1A-sponsored and developed know-how and
manufacturing rights (collectively: “Sponsored
Know-How?”) is clearly intended to remain in Israel
and be further developed in Israel. Consequently,
the 11A is required to approve (at its discretion) any
contemplated transfer of Sponsored Know-How to
a third party, especially when that third party is
located outside of the State of Israel. And though
the IIA is favorably inclined to encourage
transactions such as those contemplated between
JapanCo and WOWTech, the IIA’s approval will be
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! The R&D Law covers a range of topics and incentive programs, including those designed to focus on geographic priority areas in Israel;
large company R&D centers; Multinational Corporation R&D collaborations and centers; Technology Incubators; Bi-national Funds; Magnet
Programs and so forth. The description of IIA activities in this newsletter is intended to focus exclusively on the scenario described in the
introduction, whereby an established Japanese company is seeking to obtain or gain access to an Israeli company’s technology via some joint
venture, investment, share or asset acquisition, merger, etc., and the technology attracting the attention has been funded by the IIA.

2 A notable exception to this general rule is the IIA’s Incubators Program which provides start-up companies with a framework for developing
their concepts and intellectual property into commercial products via government-selected incubators. In addition to practical support, the
incubators invest in start-ups and take an equity interest in the early stage companies.
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“conditioned upon certain undertakings by JapanCo
to abide by the R&D Law, as well as probable
increased royalties and other fees. Though some of
the grant regulations may at first glance seem
restrictive, JapanCo, like other foreign investors,
must bear in mind that the source of the grants is
taxation (from the Israeli public) and, accordingly,
the ultimate policy goals of the IlA programs are to
improve the Israeli economy and to advance its
technology industry.

1. The Basic Royalties Regime

Generally speaking, and according to the IIA
regulations governing the payment of royalties, an
Israeli company like WOWTech will need to pay
royalties to the IIA from future revenues resulting
from Sponsored Know-How, up to 100% of the
value of the grant (and all according to the
conditions of the grant). Though conditions will
differ for each Israeli company awarded IIA
funding (depending upon a number of factors,
including the conditions of the specific program
through which the grant is awarded), a company
can expect to be required to pay royalties ranging
between 3% to 6% of the revenues generated from
its products or services incorporating the
Sponsored Know-How, as of the first commercial
sale of such Sponsored Know-How.

I, IIA Approval for Know-How Transfers

A. General Restriction on Transfers

As indicated above, the R&D Law places material
restrictions on the “transfer” (described further
below) of Sponsored Know-How outside of Israel.
In short, no such transfers of Sponsored Know-
How will be permitted, without the prior approval
of the 1A, and any such permitted transfers will be
subject to additional payments based upon the
nature of the transfer transaction, and the amounts
to be received by the Israeli company in
consideration for the transfer. The R&D Law
prescribes additional payment computations, but
much of the actual payments will be determined
following discussions and/or negotiations with the
I1A. One important rule that JapanCo should keep
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in mind is that even after an Israeli company like
WOWTech has fully repaid any and all of its 1A
grants, and unless otherwise agreed by the
applicable authority of the IIA, it must still
continue to comply with the R&D Law (notably by
refraining from Sponsored Know-How transfers,
and notification to the 1A prior to certain types of
transactions).

B. What Constitutes a Transfer?

For purposes of the R&D Law, the term “transfer”
refers to commercial circumstances whereby the
Sponsored  Know-How would actually be
expropriated by a non-lsraeli entity, so that the
Israeli company would no longer possess, or be
able to exercise ownership rights over, the
Sponsored Know-How. For example, a transfer
could result if JapanCo were to acquire
WOWTech’s Sponsored Know-How via (i) an
actual sale of the technology, (ii) an exclusive
license of the WOWTech Sponsored Know-How,
(iii) an unrestricted joint R&D project (including a
license to the Sponsored Know-How) taking place
outside of Israel which involves the Sponsored
Know-How itself or even the products resulting
from the Sponsored Know-How, (iv) a roll-up of
WOWTech’s assets following some form of M&A
activity, and (v) various other activities which the
I1A may consider as constituting a transfer.

C. Payments/Penalties for Transfers of Sponsored
Know-How

In the event that an Israeli company does indeed
transfer its Sponsored Know-How outside of Israel,
such company would be liable to make certain
payments, calculated according to a formula set
forth in the R&D Law, in amounts of up to six (6)
times the total amount of the IIA grants, plus
applicable interest. In the event that sufficient
R&D activity related to the Sponsored Know-How
remains in Israel, then the R&D Law formula
prescribes payments of up to three (3) times of the
total amount of the IIA grants, plus applicable
interest.

D. Transactions Not Constituting Transfers
The concept of transfer (per the R&D Law) does
not include, however, the sale or export of any
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products created from the Sponsored Know-How
(from which royalties would presumably be paid),
nor would any I1A approval be needed prior to such
export or sale. In addition, pursuant to the
publication of 1A directives in May 2017, the I1A
may permit companies to market and license
abroad products created from Sponsored Know-
How, provided (as indicated above) that such
license does not entirely expropriate from the
Israeli company the possibility of using the
Sponsored Know-How (in which case the above
payment and penalty regulations regarding
sale/transfer of Sponsored Know-How would
apply). This approval is subject to payments to be
made to the IIA in respect of the grant of this
authorization, all in accordance with the formulas
set forth in the regulations.

V.

As indicated above, the I1A generally conditions its
grants by requiring that products developed using
Sponsored Know-How be manufactured in Israel
and that the technology developed thereunder may
not be transferred outside of Israel, unless approval
is received from the 11A. (Again, IIA approval is
not required for the export of any products resulting
from Sponsored Know-How in the ordinary course
of business.) In the event that the 1A does approve
the transfer of manufacturing rights outside of
Israel, royalty payments may be subject to
significant increases, both in terms of possible
increase in the rate itself (such as an additional 1%),
and up to new caps amounting to anywhere from
120% to 300% of the grants, depending on the
manufacturing volume that is performed outside
Israel — (i) up to 50% production in a foreign
country: 120% royalties; (ii) between 50%-90%:
150% royalties; (iii) 90% and up: 300% royalties.
There is a de minimis exemption for any IIA
approval if the manufacturing rights being
transferred constitute less than 10% of the
manufacturing capacity in the aggregate, but the
recipient company remains subject to the
requirement to pay increased royalties for
manufacturing abroad and agrees to abide by the
A regulations applicable to the manufactured
Sponsored Know-How.

Manufacturing Issues
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V. Some Typical Scenarios

So now that JapanCo has been advised about some
of the basic rules of the R&D Law, it reverts to its
Israeli advisors with a few questions about
structuring a deal with WOWTech. The advisors
provide the abbreviated table below, with a clear
directive to consult with them for further guidance
before proceeding with any transaction:

JapanCo management is happy to have the advice
of its Israeli lawyers and accountants, since it now
understands that the government-sponsored R&D
grants come with a number of restrictions and
obligations. In short, JapanCo now understands
that WOWTech will have certain royalty
obligations to the I1A (from future revenues arising
from the Sponsored Know-How), and that
WOWTech will require 11A approval for (i) a range
of business transactions with a foreign entity (such
as any M&A deal or a similar change of control
transaction) and for (ii) contemplated transfers
abroad of manufacturing rights and of Sponsored
Know-How, it being understood that the IIA’s
approval is at its sole discretion and that approvals
of such transfers may result in very large payments
owed to the I1A. But most importantly, JapanCo
realizes that its commercial relationship with
WOWTech far outweighs the financial and
regulatory cost of compliance with the R&D Law,
and is ready to close the deal with WOWTech and
look ahead to its next Israeli transaction!

S. Friedman, Abramson & Co. Advocates

Adv. Jeffrey Rashba
jrashba@sfa.law

Adv. Oren Sharon
orens@sfa.law

Kitahama Partners

Jiri Mestecky
JMestecky@kitahama.or.jp

Yunosuke Hirano
YHirano@Xkitahama.or.jp
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CONTEMPLATED TRANSACTION
BESh S

R&D LAW COMPLIANCE
R&D A DESF

JapanCo decides to invest $1M USD for 8% of the issued
and outstanding share capital of WOWTech, which
investment comes along with a seat on the WOWTech
board of directors.

JapanCo [, WOWTech D #{TE/KID 8%% 100 7
KRLTIRET S LERE LI, HhBRE I
(), JapanCo (. WOWTech DEFEHEEIZ A 2 /N—
TR YIAL,

WOWTech must notify the 1A that some means of control are
being transferred to a foreign resident, and JapanCo will be
considered an interested party in WOWTech. Accordingly,
JapanCo will need to sign a basic form “Undertaking”
acknowledging that it understands that WOWTech is funded by
the 11A and that it (JapanCo) will adhere to the R&D Law with
respect to WOWTech.

WOWTech &, Bt DOXEED—ENNERESE CHBi
THIEE A B LA FNEER ST, JapanCo (£,
WOWTech OFEBREL AL EIND, LIznN>T,
JapanCo &, WOWTech & lIA " SBIE&EZ T T3
LRV WOWTech IZEALTH D $ R&D %= %:EFT 5
CLERDDIEDENEZICELT IVNENH D,

JapanCo wishes to conduct a joint R&D project at
JapanCo’s facilities in Osaka, using the Sponsored Know-
How of WOWTech

JapanCo (&, WOWTech O XKV H—fFE /TN
EMALT. KRIZH D JapanCo DORERIZHLNTH
RMERE SO FEEBLEWEEZ TS,

WOWTech will need to approach the 1A to gain approval for
the project, and to negotiate possible fees to be paid to the 1A
in the event the project conducted in Japan involves a transfer
of Sponsored Know-How. JapanCo will need to manage its
expectations in terms of the scope of the Sponsored Know-How
that it will be permitted to access for the R&D project in Osaka,
and be prepared possibly to pay significantly increased royalty
payments. A likely scenario would be that WOWTech will
need to “blackbox” the Sponsored Know-How so that JapanCo
can work on the R&D project with WOWTech but not have full
access to the core Sponsored Know-How IP rights.

WOWTech &, #£RMEMAKE IO 7 SOEREIZHED
RABEBDIEHIZIAIZZ7IO—F L, ¥ZIoo oy b
CARVH—({ET/INITOBENEETNDIBAIE. 1A
CR L TEINSIREFHBEOEEICONTR ST INE
N %, JapanCo £, KR THOHRMEZFRAE O
FDEDHIZTIEREHFRAINDIRARI Y —(FE O
VOEEEI MO —ILTEIRELADY., BEIZELOT
FRIBICHEEINDZOANVILTA 22X S ERFEET DN
ENHD, HEARER IOV VEEBET LI
[&. WOWTech I T, K EBBIRRIY—[FE/ TN
D& 172y KRy 2 x4l L. JapanCo HNRAR 2 H—
FE/INTIZERIZETIERTERENESIZT D
ENELBENSVFTUFTEREESND,

JapanCo wants to license the Sponsored Know-How
directly from WOWTech and to integrate such technology
directly into its products being manufactured in Japan
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WOWTech will need to sit with the 11A to determine the scope
of the license (that is, to consider whether the license will
entirely expropriate from WOWTech the possibility of using
the Sponsored Know-How and be deemed a clear “transfer” or
whether the license would be a non-exclusive and limited
license, thereby potentially qualifying for  lower
royalties/penalties), and to negotiate the royalty fees and
penalty payments per the regulations regarding sale/transfer of
Sponsored Know-How. WOWTech would also need to
negotiate with the IlA concerning the right to manufacture
abroad and, if granted, the significant increase of royalty
payments and the rate of such payments, dependent upon the
actual amount of production activity JapanCo will carry out in
Japan.
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JapanCo wishes to purchase all the assets of WOWTech
and to move all such assets, including production of its
products using WOWTech’s Sponsored Know-How, to
Japan

JapanCo (. WOWTech O2EBEEDEINEZFELT
HY., WOWTechD AR Y —FE/ INTHEFERL
FEROEEEED. 2 TOEEXBARICBETSC
EEFELTLD,

The 1A will need to approve the transaction and, if the 1A
does so, the parties (WOWTech and JapanCo) will need to
make full royalty and penalty payments to the IIA. The
proposed transaction would be deemed a “transfer” of the
Sponsored Know-How.
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JapanCo decides to purchase all of WOWTech’s share
capital from existing shareholders of WOWTech, in a
cash deal. JapanCo is happy to keep all of WOWTech’s
employees and R&D activities in WOWTech’s Israeli
facilities
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1A approval will be needed and 11A will be required to sign an
undertaking to abide by the R&D Law, but if WOWTech and
its Sponsored Know-How remain in Israel, the normal royalties
regime will apply and the likely outcome is that neither
WOWTech nor Japanco will be subjected to increased royalty
payments or penalties.
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