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With the recent influx in Israeli innovation and increased efforts by Japanese companies towards
digital transformation (DX) accelerated by the spread of COVID-19, there are greater than ever
opportunities for Japanese enterprises and Israeli tech companies seeking collaboration. Prior to
commencing collaboration efforts with Israeli startups and in order to validate the feasibility of such ideas,
it is important to plan carefully (“Proof of Concept” or “POC"). If the POC is successfully implemented,
business and legal risk should be minimized and the potential for eventual success maximized. While
the importance of the POC in structuring a relationship with a startup is widely acknowledged, it is not
easy to effectively conduct such process. It is common for collaboration attempts between Japanese
companies and Israeli startups to fail because of their inability to plan or implement an appropriate POC.
Reasons for such failure may include miscommunications between the parties stemming from
differences in business culture, the speed of decision-making, varying procedures or the temperament
of the negotiators. This article focuses on points to be aware of when Japanese companies conduct

POCs with a view to achieve successful collaboration with Israeli startups.

1. Know What to Expect
A key factor for successful cross-country business collaborations is understanding the business
culture and environment of one’s counterparty, its goals and approach to negotiations. From a Japanese

perspective, Israeli startups’ negotiating style often appears overly aggressive and contentious. What is
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considered a common way of communication in Israel (and in other Mediterranean countries) — a heated,
expressive discussion, even argument — may not necessarily mean that there is an unbridgeable gap
between the parties. Also, the less-than-top seniority of the Israeli startup representatives at the
negotiation table should not be taken by the counterparty as a sign of disrespect or lack of seriousness;
corporate hierarchy is very flexible in the Israeli business world and startups reflect such trend to the
extreme. Japanese companies, on the other hand, have a reputation for taking the actual decision-
making “home”, for further deliberations rather than being able to commit on the spot. While it is natural
for large organizations to have a slower, more elaborate, decision-making process, it is important to
communicate a positive and “pro-project” attitude so that the Israeli counterparty does not take the

lengthiness of the process as a negative cue.

Business practices and standards also differ from one country to another. As a rule of thumb, one can
assume that the Israeli technology industry follows North-American standards and practices. While
negotiating investment terms, Israeli companies are likely to insist on even small transactions being
documented and using agreements that resemble U.S. standard investment formats (such as, NVCA
model legal documents or YCombinator SAFES). In Japan, North-American forms are not as widely

used and, in many cases, companies would execute only a short document drafted in-house.

Another aspect to bear in mind is Israel being a competitive innovation country. Investors and
companies from around the world are constantly approaching Israeli startups in order to benefit from
innovative technologies. It is important to be aware of such competition among investors and the risk of
losing business opportunities unless negotiating and acting in a timely manner. If decision-making is
unreasonably slow by Israeli standards or there is a time lapse without any move forward, the Israeli
company may abandon the deal in favor of other, more agile, counterparts. In order to avoid losing
opportunities, Japanese companies must maintain the tempo and a positive momentum during
negotiations and be able to apply a certain level of speed and flexibility. The start up’s short lifespan and
financing cycles brings about a certain lack of patience. It is important to bear in mind that the sheer
volume of transactions has created a start-up business “tradition” and a sophisticated legal foundation

that are already well established.

When drafting certain terms set forth in the engagement documents, it is important to take the
presence of such competition into consideration so that another business partner does not end up

reaping the benefits of the original investor’s years-long efforts.
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2. Formulating a Legal Strategy for Your POC

When conducting a POC with an Israeli startup, it is important to plan well ahead. Defining the mutual
goals and needs and having a clear picture in mind of both the risk and opportunities will make it easier
to not only minimize exposure to legal and business risk should things ever go south, but also get the
most and best results out of a possible upside. There are three main aspects to keep in mind: (1)
protecting the company’s material assets and interests, such as its intellectual property and trade
secrets, the reputation and integrity of internal systems and information being stored therein (including
competitors looking into the same or similar opportunities); (2) reducing the risk of incurring expenses
for services or products that were not provided to satisfaction; and (3) where a good match exists,
securing the company’s favorable position vis-a-vis its competitor so that the relationship can grow and
prosper. These goals are achievable by getting to know the target (including its products, team, legal
and financial situation and business environment) and entering into a contract that counterbalances the

risk of elevated costs and expenses.

3. Understanding Israeli Startups’ Intellectual Property

Other than its personnel, intellectual property is the most significant asset of a startup. Hence, having
a clear picture of its rights and title to the intellectual property is a crucial factor for a fruitful business
collaboration. A common vulnerability is the retention of certain intellectual property rights by the
startup’s founders or third parties they were working with in the past; this is particularly true where the
founding team had substantial R&D work done prior to their incorporation and had never gone through
the trouble of properly assigning the intellectual property rights to the startup once incorporated. In Israel,
this problem of the intellectual property ownership may prove even more complex where all or some of
the founders have started the business while serving in the military (whose elite communications and
intelligence units are among Israel's most powerful tech hubs), while preforming research at an
academic institution, being employed by a governmental body (public hospitals, for example) or
elsewhere. These past associations are likely to resurface at the worst and most unexpected timing
possible (although some far more likely than others) and claim their rights to the company’s intellectual
property. In order to avoid such risk, it is necessary to ensure that all intellectual property relevant to the
business is properly assigned to and registered in the name of the startup and that all necessary waivers

from third parties have been obtained.

One more aspect that should be taken into consideration is that a substantial portion of Israeli

startups (although far from being the majority) had received some sort of governmental support along
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the way. Such support would typically come in the form of outright grants, at the first stages of the
establishment of a startup, or participating in incubation and acceleration programs wholly or partially
funded by the government (most often, the Israeli Innovation Authority — the “llA”). Governmental
support in Israel usually comes with some sort of strings attached; the funded company will normally be
required to pay back all grants received upon selling the company, relocating its substantial R&D work
abroad or otherwise taking its main intellectual property assets “out” of Israeli, at a certain multiple to be
determined by the terms of the governmental program under which such funding was granted. For
instance, in case of an M&A transaction in which an Israeli company and/or its intellectual property is
being acquired by a non-Israeli entity, and the acquiror wishes to transfer the intellectual property outside
of Israel, the amount payable to the IIA in connection with the said transfer transaction will be directly
influenced by the number and scope of R&D positions associated with the Israeli target company’s
activity that are expected to be maintained in Israel post-closing. To that end, in accordance with the 11A
enacted in 2012, where over 75% of the total scope of R&D positions in Israel are to be maintained by
the surviving corporation, the maximum payback amount would be 3 times the original grant + the
applicable interest provided by regulations; and where a lesser scope of positions is maintained, the
maximum payback amount might be up to 6 times the original grant received + applicable interest (actual

terms remain subject to negotiation with, and discretion of, the 11A).

The company’s products may also be subject to export limitations. This issue is mostly relevant
when considering export to certain blacklisted countries or licensing, exporting or selling technologies
that require an approval from the Israeli Ministry of Defense. These restrictions, however, are usually
not overly obstructive in terms of compliance or opportunity costs and, thus far, did not have a negative

impact on innovative technology being one of Israel’s prominent exports.

The global usage and enforceability of the Israeli company’s intellectual property should be a
subject of close attention. One aspect is whether or not the Israeli company had granted any exclusive
licenses with respect to its product, and if so, what are the geographical boundaries of such licenses.
Another aspect is the global registration of intellectual property: Israeli companies are likely to file for
patents in Israel, the U.S. and the EU. They are less likely to have their patents registered elsewhere —

which makes the protection of their intellectual property rights in certain markets an important issue.

Lastly, when it comes to the ownership in intellectual property to be developed as part of the
contemplated business collaboration between an Israeli startup and another entity, it should be expected
that the startup will insist that all rights and title in all such intellectual property, including metrics,

metadata and feedbacks collected, remain the sole property of the Israeli company. Nevertheless, the
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counterparty can expect to be offered favorable terms in licensing the technology to be developed —in
this respect, it will very often request a “Most Favorable Nation” (“MFN”) right from the Israeli startup,
meaning that the startup should always allow the company to benefit from the most favorable
commercial terms it offers its customers. Geographically-limited exclusive license to use or distribute
the technology at hand is also negotiable in many cases, however, the co-ownership of IP is far less
common, and will usually be considered only in cases where the development work was, in fact, a joint

effort of R&D teams from both engaging entities.

4. Minimizing Risk

Every commercial engagement has some potential risk associated with it, and POCs, naturally, are
no exception. A typical risk is failure to properly and timely deliver products or services. While always
present in every business transaction, such risk is higher when engaging with startups (and even more
S0 as it relates to early-stage startups). The financial status and operations of a startup are likely to be
unstable and its products, in many cases, are still a work-in-progress, hence, prone to faults. In order to
mitigate risk, the counterparty can negotiate a milestone-based compensation structure, in which the
bulk of the proceeds are paid only after the counterparty has gained confidence in the startup’s ability

to deliver.

An additional layer of protection is to stipulate, adhering by a certain code of conduct, legally-binding
representations, warranties and indemnifications in the agreement. Such representations, warranties
and undertakings may cover (1) the “cleanliness” of the intellectual property embodied in the product
(e.g. the lack of any third party claims to such intellectual property, and transparency with respect to the
use of open source components); (2) compliance with applicable laws (including export laws and any
privacy regulations applicable to the company and its data subjects); (3) confidentiality clauses; (4)
undertakings to ensure due protection of the company’s data processed or handled by the startup; (5)
adhering to the company’s standard internal procedures (notably, those relating to confidentiality and
data protection) and more. Another issue to pay attention to is the startup’s liability cap (if any) being on
par with market standards and correlating with the nature of the products or services and the risk
involved therewith. Please note, however, that while these types of representations, warranties and
undertakings are more common in later-stage transactions rather than in POCs, those may be a viable

risk-management tool and good practice to request.

The POC is, in many cases, the first step in a long-lasting business collaboration. It allows the

company to examine the fit and synergy between the startup’s products and the company’s needs, the
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strength of the startup’s team, its ability to deliver and potential as an investment or acquisition
opportunity — all while taking a relatively limited financial and legal risk and, if things do not work out,
keeping the door open to disengaging without a major loss. Therefore, a POCs is a useful risk

management tool.

5. Securing Opportunities to Strengthen the Relationship

Many companies have far greater plans for their collaboration with a startup than what is actually
being declared during the negotiations of the POC. Often, the company’s incentive to engage a startup
in the first place is not so much for the products or services being offers at that point, but rather the
potential synergy between the technology developed by the startup and the technologies and needs of
the company, which may end up with the startup being a promising target for acquisition. Therefore,
many companies take some measures in their POC engagement documents to secure themselves an
advantage in light of such future opportunities (or, at least, reducing the risk of such opportunities falling

directly into the hands of direct competitors)

For example, a Right of Notice clause, which would require the startup to provide the company with
a heads up should the former receive an offer for acquisition, and allow the company a certain period of
time to come up with its own counter-offer may be negotiated into the agreement. However, due to the
risk of deterring future investors and potential acquirers, asking a startup to have such clause in place
may prove to be one of the most sensitive moments of the negotiation. As such measure may, potentially,
interfere with future funding and expansion plans, the market generally does not allow one player to
have a confirmed priority over a startup’s acquisition. On the other hand, companies are incentivized to
acquire sufficient rights in order to have strong ties with the startup going forward. Drafting a Right of
Notice clause is, therefore, a gentle art of balancing the needs of the company making the investment

and the target.

Another means towards securing a successful collaboration between the startup and the company
is adding some sort of an investment component to the POC. The company may ask for a warrant to
purchase shares (equivalent to shinkabu yoyakuken in Japan) or a right to participate in the next round
of financing and invest a pre-determined amount of funds. Becoming a shareholder would enable the
company to enjoy an advantageous position if pursuing a future M&A or asset purchase opportunities;
once a shareholder, the company would often be awarded with access to certain non-public information
and a right of first refusal, perhaps even a seat or an observer position at the Board of Directors — all of

which may greatly assist in maintaining a close touch with the startup.
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6. From Editors

For many Japanese companies, Israel may still seem to be a culturally and physically remote Middle
Eastern country. However, as business between Japan and Israel has been expanding in recent years,
more and more Japanese companies are interested in, and have opportunities to, collaborate with Israeli
counterparts despite the global COVID-19 pandemic. Israeli innovation and Japanese funding and
market-size complement each other to produce fertile grounds for positive results. We hope this article

will assist in promoting your future business relations with Israel.

Note: This newsletter has been prepared with the assistance of Mr. Guy Lachmann, Ms. llana
Soloducho-Kashmir and Mr. Gadi Weiss, Israeli attorneys-at-law at Pearl Cohen Zedek Latzer Baratz,

an Israeli law firm.
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