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Taking the Intellectual Out of
Intellectual Property Licenses
Under Section 365 of the
Bankruptcy Code

BRrRADLEY ScoTrT FRIEDMAN

The purpose of this article is to provide for a bankruptcy or restruc-
turing professional a practical overview of the law related to the licens-
ing of intellectual property in a Chapter 11 bankruptcy case, absent the
confusing and often daunting intellectual property terms, and academic
analyses of section 365 of the Bankruptcy Code.

I. Introduction

In the hypothetical world of an average Chapter 11 case, issues re-
lated to intellectual property licenses are often (and properly) catego-
rized as a unique subset within the broader scope of section 365 of the
Bankruptcy Code. Whereas nearly every Chapter 11 case involves some
fight related to a lenders’ cash collateral, Debtor in Possession financ-
ing, a nonresidential lease agreement, or the confirmability of a plan of
reorganization, a full-blown battle regarding the license of intellectual
property occurs less frequently. However, over the past few years, as
large companies have developed diverse asset portfolios across the en-
tire spectrum of tangibility (read: Google, Amazon, Apple), the acqui-
sition and disposal of intellectual property has become a more central
facet of profit growth.

While some companies embark on a strategy of feasting on tens
of thousands of patents for prospective prophylactic purposes,' other
companies have entire business models based on agreements to use
technology for which another owns the intellectual property. > Such a
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relationship is almost always memorialized in a license agreement. In
other words, two companies can be “married” with respect to a single
technology. Such licensing relationships are as follows: The intellectual
property owner (the “licensor”) agrees to marry (i.e., not to sue) the
company using the intellectual property (the “licensee”) and to stay in
shape throughout the marriage (i.e., improve the technology underlying
the intellectual property) in return for chocolate, flowers, jewelry, hugs
and kisses (i.e., money). Like any other business, those involved in such
intimate relationships might file for bankruptcy. And when companies
seek the protection of the Bankruptcy Code, the symbiotic engagement
occasionally ends in a messy divorce—usually when one party wants to
stay married while the other does not. It is such a divorce that leads to
the issues that are the subject of this article.

The term intellectual property is often an unparticular parlance that
includes patents, trademarks, and copyrights of ideas, products, tech-
nology, and art.> The Bankruptcy Code, on the other hand, includes a
more limited meaning to the term: trade secrets; inventions, process
designs or plants protected under Title 35 of the U.S. Code (i.e., pat-
ents); patent applications; plant varieties; works of authorship protected
under Title 17 of the U.S. Code (i.e., copyrights); and mask work under
Chapter 9 of the Copyright Laws.* Trademarks and other intellectual
property covered by the Latham Act® are conspicuously missing from
the Bankruptcy Code definition.® For the purposes of this article, the use
of the term “intellectual property” will refer to the general meaning, un-
less explained otherwise.’

The license agreement (a “license”) for the use of intellectual prop-
erty can come in one of several forms, and like any other contract, can
have manifest customizations pertaining to the parties or property be-
ing licensed. On a primary level, the predominate general category
of licenses are exclusive licenses (i.e., the intellectual property owner
agrees not to marry any one else) and nonexclusive licenses (i.e., the
intellectual property owner can marry others, with limitation), among
many others. Secondary to the exclusive/nonexclusive categorization
is what the underlying intellectual property is: a patent, a copyright, a
trademark, etc. On the lowest level, a license, like any contract, is de-
fined by the particular rights or limitations it includes.

Several extremely remarkable articles, cited herein, have been writ-
ten on this subject, including detailed academic overviews of issues in-
volving intellectual property and bankruptcy. This article is meant to
provide a practitioner with a strong knowledge of the Bankruptcy Code
the ability to efficiently plan for the “big ticket” issues that might be
present in a particular license related circumstance.® This article will
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first broadly describe types of licenses common for businesses, focus-
ing on the rights created, as opposed to the underlying technology. Sec-
ond, this article will address the basics of section 365 of the Bankruptcy
Code, as applicable to licenses, including overviews of section 365(c)
and 365(n). Third, this article will lay out a handful of issues and con-
siderations (i) generally with respect to licenses; (ii) with respect to the
Debtor as licensee; and (iii) with respect to the Debtor as a licensor.
This article will not address, beyond cursory reference or notation, is-
sues related to the sale of intellectual property under section 363 of
the Bankruptcy Code; the detailed academic discussion of the tension
between bankruptcy law and patent or trademark law; or the history of
intellectual property in bankruptcy.

II. A Brief Overview of Licenses

A license is a permission to use an intellectual property right under
defined conditions.” A license is “merely a waiver of a right to sue or
prosecute the licensee for conduct that, absent the license, would be
actionable.”' With respect to a patent, for example, a license is a waiver
by the owner of the patent of its right to “exclude the licensee from
making, using, selling, offering for sale, or importing” the particular
technology.!" The licensee agrees to pay for this right in a particular
manner specified in the license agreement. '

A license is distinguishable from the more absolute transfer of rights
in intellectual property known as an assignment.'* An assignment is an
agreement to convey the entire interest in intellectual property to anoth-
er party.'* With a license, the party that owns the intellectual property
still retains all of its rights that it has not specifically waived by agree-
ment."® For the purposes of this section, the intellectual property will be
a patent, unless otherwise stated.

A. Exclusive License

An exclusive license has been described as something more than a
license, but something less than an assignment.'® An exclusive patent
license generally includes (i) a promise from the patent holder not to
exploit the patent on its own behalf; and (ii) a promise from the patent
holder not to permit the use of the patent other than by the licensee.!”
Thus, “[a]n exclusive license is one in which the [intellectual property]
owner agrees to license to the licensee only... [and] usually presumes
that the [licensor] will not compete with the exclusive licensee” with
respect to the technology or product.”'®

With respect to the abstention from permitting others!® to use the
patent, depending on the nature of the patent, it is possible for several
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licensees to have exclusive licenses pertaining to only a portion of the
patent rights.?® For example, a license might provide the exclusive use
of the patent in a certain geography, for a certain field of use (i.e., a
defined service market or product market), or for a certain amount of
time.?! With respect to a patent license providing a field of use restric-
tion, there can be “multiple” exclusive licenses for a particular field—
this is commonly called a “limited exclusive license,” as distinguished
from the more absolute “unlimited exclusive license.”” With respect
to copyrights, “there is a clear line of differentiation between the legal
significance of exclusive and nonexclusive licenses.” Particularly, an
exclusive licensee is regarded as “the owner of the particular right of
copyright that is exclusively licensed,” and, as with the assignment of
other intellectual property, “the licensee has the right to sue for infringe-
ment of the licensed right.”** As discussed below, the copyright distinc-
tion is important when evaluating the ongoing obligations of the parties
to the license for the purposes of section 365 of the Bankruptcy Code.

One of the more significant transfers of rights to a licensee involves
the authority to enforce or defend the underlying intellectual property.
As discussed above, when intellectual property is assigned (i.e., all sub-
stantial rights have been transferred), the assignee has standing to sue in
its own name.? It is possible for an exclusive licensee to have standing
to sue to enforce or defend intellectual property without the licensor
joining in such an enforcement suit.*

B. Nonexclusive License

A nonexclusive license is “the simplest type of license” in that it is
merely an assurance by the licensor to the licensee that it will be immune
from suits with respect to acts that are within the scope of the license.?’
Put differently, “[a] nonexclusive license embodies the notion of freedom
to operate,” and is thus “an encumbrance on the patent, and bids to future
assignees of the patent as well.”® Generally, the licensor will make no
other promises as to how it will use the intellectual property or “exercise
its monopoly” over the technology.”” Unlike an exclusive license, the
licensor is free to license the intellectual property to other companies
without violating the rights of the licensee. Unlike exclusive licensees,
the nonexclusive licensee will not have standing to enforce the patent or
intellectual property against other companies.*® Thus, a nonexclusive li-
cense “simply protects the licensee from being sued for infringement.”!

C. Common Clauses, Terms and Sections

As aresult of the license being a contract, there are innumerable ways
to customize a license to a particular pair of parties. What follows is a
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brief list of types of clauses, rights, and protections that are commonly
found in an intellectual property license agreement, and a simple expla-
nation of what each is or means. As most practitioners will recognize,
some of these clauses are generally found in most commercial contracts.
However, with respect to intellectual property, what might be common
in one type of license (i.e., a patent license) might be different from
another (i.e., a copyright or trademark license). Indeed, as one court has
recently found, something as simple as a letter agreement between two
parties that mentions licensing rights might be a license agreement.*

Clause, Right, Explanation
Protection
The Grant This is where (i) the intellectual property and

technology are described; (i1) the exclusivity is
described; (iii) the duration of the license; and (iv)
how the licensee may use the property (i.e., field
of use).

Royalties Perhaps the most important clause beyond the
grant, the royalties sections will provide a detailed
explanation of the price paid for the license.
Examples of royalties and other consideration
payments are described in Part IV.C.1.

Improvements This deals with the issue of “what happens to
subsequent improvements to the licensed
intellectual property.”* An improvement includes a
subsequent modification or enhancement to the
licensed intellectual property by either the licensee
or the licensor after the license is executed. In each
case, “the question is whether the improvement
must be shared with the other party.”T

Warranties and The most important warrant is that the licensor has
Indemnification the right to license the intellectual property. The
licensor might “avoid making express or implied
warranties as to merchantability or fitness for a
particular purpose.”1 Additionally, parties will
clearly define whose burden it is to defend certain
claims with respect to the intellectual property.

Quality Control For trademarks, in order for a mark to be validly
(Trademarks) licensed, the licensor must exercise control over
the nature and quality of the goods or services sold
by the licensee under the licensed mark. This is
commonly called “quality control.” The term
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“naked licensing” refers to the licensing of a mark
without quality control, which raises the risk that
the public can be deceived by a mark on a
lackluster product.” Without a quality control
provision (where the licensor asserts quality
control over the mark) “courts will deem the
license invalid.”"

Field of Use This is a provision in an intellectual property
Restriction license that restricts the licensee to use of the
licensed property only in a defined product or
service market." This might be found in the grant,
but can also be its own section of a license.

Use Requirement Trademark law requires that the owner of a mark
(Trademark) continue to use the mark; use by a licensee inures
to a licensor. If a trademark was not used prior to
the execution of the license, the licensor may have
abandoned the mark. "

Confidentiality Licenses, particularly software/copyright licenses,
will often have mutual obligations to keep
confidential the source code developed by the
other.

" Port et al., Licensing Intellectual Property 283 (Carolina Academic Press 1999).
" Port, Licensing Intellectual Property 283.

}Port, Licensing Intellectual Property at 284.

$ MeCarthy, McCarthy’s Desk Encyclopedia of Intellectual Property at 341.

. MeCarthy, McCarthy’s Desk Encyclopedia of Intellectual Property at 341.

T Port, Licensing Intellectual Property at 285.

M MeCarthy, McCarthy’s Desk Encyclopedia of Intellectual Property at 238.

¥ Port, Licensing Intellectual Property at 285.

I11. Applicable Overview of Section 365

A.Whether an IP License Is Executory

Section 365 of the Bankruptcy Code provides, among other things, the
Debtor with authority to assume (continue to perform and optionally as-
sign to another party) or reject (cease to perform and breach) an “execu-
tory contract” subject to approval by the bankruptcy court.** As most bank-
ruptcy practitioners learned in their professional infancy, the Bankruptcy
Code does not define the term executory contract. The most prevalent defi-
nition utilized by courts provides that an executory contract is “a contract
under which the obligation of both the bankrupt and the other party to the
contract are so far unperformed that the failure of either to complete per-

© 2011 Thomson Reuters



TAKING THE INTELLECTUAL OUT OF INTELLECTUAL PROPERTY LICENSES 829

formance would constitute a material breach excusing performance of the
other.”** In other words, a prepetition contract is executory when both sides
are still obligated to render substantial performance.*

Intellectual property licenses are generally found to be executory
contracts so long as “there are ongoing, material obligations on both
sides.”® In deciding whether a license is executory, courts have found
a combination of the following, among others, to be “obligations to
render substantial performance”: payment of royalties,’” reporting re-
quirements, servicing and maintenance requirements, abstaining from
licensing to other companies, and obligations related to the upgrad-
ing or improvement of the technology.*® Indeed, at least one court has
found that mutual ongoing duties to maintain the confidentiality of the
source code of software under a software/copyright license agreement
is enough to make a contract executory.*

With respect to exclusive licenses, the exclusive right provided by the
licensor has been found to be an unperformed obligation by the licen-
sor.*’ At least one commentator has published a detailed academic analy-
sis regarding the issue of the “exeuctoriness” of exclusive licenses. ¥
With respect to the idea that exclusive licenses could be assignments in
certain circumstances, the commentator has argued that “the fact that an
IP agreement grants exclusive rights to the licensee cuts in favor of the
transaction being characterized as a transfer because it represents a more
complete conveyance of rights than a non-exclusive license and may
have fewer strings. .. attached.”* However, the courts that have assessed
the exclusivity-assignment issue have often done so when analyzing the
right of the licensee to transfer its rights, as opposed to the executoriness
of the license.* With respect to nonexclusive licenses, the relinquish-
ment of enforcement of its monopoly with respect to an individual licen-
sor is generally found to be an ongoing material obligation.*

As a general premise for practitioners, intellectual property licenses,
regardless of whether they are exclusive or nonexclusive, will be ana-
lyzed no differently than any other executory contract in a bankruptcy
case: so long as there are ongoing*® mutual material obligations, a li-
cense should be found to be an executory contract. Thus, the issue of ex-
ecutoriness with respect to intellectual property is generally not unique
beyond their terms and subject matter.

B. Section 365(c)(1)—The or/and Assignment Issue

One of the more pervasive issues—and the one more frequently
dissected in law review articles—regards the interpretation of section
365(c)(1) with respect to licenses.*® Section 365(c)(1) provides, in rel-
evant part, as follows:
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The [debtor] may not assume or assign any executory contract...
of the debtor, whether or not such contract... prohibits or restricts
assignment of rights or delegation of duties, if... (1) applicable
law excuses a party, other than the debtor, to such contract... from
accepting performance from or rendering performance to an entity
other than the debtor..., and (2) such party does not consent to
such assumption or assignment[.]*’

Section 365(c) seems to provide that if a debtor assumes a contract, it
can then assign the contract, notwithstanding an anti-assignment clause
in the agreement, so long as the applicable law and the other party to the
contract are not offended. Indeed, it seems “clear that a contract may not
be assigned under section 365 if ‘applicable law’ would bar its assign-
ment to a third party outside of bankruptcy.”**

However, there is a disagreement among some circuit courts of ap-
peal as to whether section 365(c) applies to the assumption of a contract
even if the debtor has not yet decided to, or never will, assign the con-
tract. Thus, reading “may not assume or assign” in the disjunctive (i.e.,
assumption is separate from assignment), section 365(c) can be read to
bar the assumption of a license agreement because the applicable law
bars the assignment of that type of agreement. The interpretational pos-
sibilities are really only an issue relevant to the debtor-licensee because
if a debtor-licensor was not able to assume and/or assign a license, the
Debtor licensor could reject the license, which would trigger 365(n)
rights for the licensee, and the Debtor could relicense the intellectual
property (assuming it is not exclusive), or sell it under section 363 of
the Bankruptcy Code.

The dual interpretations of section 365(c) have resulted in the forma-
tion of two different approaches: the hypothetical test and the actual
test. The following subsections will briefly and succinctly demystify
these two approaches. While these approaches have their geneses and
broader applications in nonintellectual property-related decisions, this
article will refer primarily to the applicable intellectual property licens-
es cases, to the extent possible.*’

1. Hypothetical Test

Applying the hypothetical test, or the disjunctive test, the court will
ask, “hypothetically without looking to the individual facts of the case,
any executory contracts could be assumed under applicable federal
law.”* Put differently, the courts that apply the hypothetical test have
found that the plain language reading of section 365(c)(1)(A) is not
“assume and assign” but is “may not assume and may not assign,” if
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the applicable nonbankruptcy law excuses the nondebtor party from
performance (i.e., the other party does not consent) if the contract was
hypothetically assigned. The draconian reality of the hypothetical test is
that even when the debtor indicates no interest in assigning the license,
assumption is prohibited if assignment is prohibited.’!

To date, the Third, Fourth, Ninth, and Eleventh Circuit Courts of Ap-
peal have adopted the hypothetical test with respect to license agree-
ments or other executory contracts.> Thus, bankruptcy courts in these
jurisdiction should first determine the applicable law, and second, if the
applicable law is that the particular license agreement cannot be as-
signed, regardless of the debtors’ intention to assign, then the license will
not be able to be assumed, and the debtor will be stripped of all rights.

2. Actual Test

Under the actual test, or conjunctive test, if a debtor seeking to as-
sume the license has no actual intent to assign a contract that it seeks
to assume, then applicable nonbankruptcy law barring assignment will
not prevent such assumption.** Courts applying the actual test will make
“a case-by-case inquiry into whether the non-debtor party... actually
was being ‘forced to accept performance under its executory contract
from someone other than the debtor party with whom it originally con-
tracted.”””>* Thus, if under the particular transaction the debtor would
assume and continue to perform under the executory contract, then the
court will not “simply presume as a matter of law that the debtor in pos-
session is a legal entity materially distinct from the prepetition debtor
with whom the nondebtor party... contracted.”

The First Circuit Court of Appeal is the only circuit court that has
formally adopted the test. However, it is arguable that the actual test
is the “majority” approach used by bankruptcy courts outside of the
hypothetical test circuits.”® Additionally, another variation of the actual
test has developed over the past few years, which focuses on the use of
the term “trustee” in section 365(c).”” These cases have reasoned that
because the Bankruptcy Code does not state that the words “‘trustee’
are to be construed to mean ‘debtor’ or ‘debtor in possession,’” it makes
sense to prevent the trustee from assuming or assigning a contract, but
not the party that originally entered into the contract with the nondebt-
or.® Thus, “where the debtor in possession seeks to assume, [section]
365(c)(1) does not prohibit assumption of the contract by the debtor
in possession and cannot operate to allow the non-debtor party to the
executory contract to compel the Debtor to reject the contract.””> While
the rationale is different, the Footstar line of cases seems to play out the
same as the actual test so long as no trustee has been appointed.
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C. Section 365(n)

Section 365(n)® of the Bankruptcy Code applies to the rights of a
nondebtor licensee when a debtor licensor rejects a license.®' Section
365(n) of the Bankruptcy Code was promulgated particularly to prevent
a licensor from entering bankruptcy and using the power to reject to
strip a nondebtor licensee of all of its rights.®? To prevent this outcome,
under section 365(n), if a debtor-licensor rejects the license, the licens-
ee can either treat the license as having been terminated, or retain its
rights under the contract as they existed moments before the bankruptcy
filing, for the duration of the license, including extensions to that dura-
tion “of right under applicable nonbankruptcy law.”*

Section 365(n) includes particular requirements as to the rights of
both the licensee and the debtor. If the licensee elects to retain its rights,
then section 365(n) provides the following: (i) the debtor must allow
the licensee to exercise its rights under the licensing agreement; (ii) the
licensee must continue to make royalty payments; (iii) the licensee will
have waived any bankruptcy or nonbankruptcy right to setoff debts with
the licensor; (iv) the licensee will have waived its right to administra-
tive expense claims under the license; and (v) the trustee must continue
to provide the licensed intellectual property.** Additionally, during the
“gap period” between the filing of the debtors’ petition and the decision
to reject the license, the debtor-licensor must continue to perform under
the license as provided in the license.%

Importantly, section 365(n) refers to the Bankruptcy Code definition
of intellectual property. As explained above, this definition excludes the
term “trademark’ and any reference to trademark laws. A peculiar Third
Circuit Court of Appeals concurring opinion related to a sales agree-
ment that included a trademark license has recently lead commentators
to note that it might be possible to either draft a trademark license that
is nonrejectable because it is not an executory contract, or convince a
bankruptcy judge that 365(n) is meant to apply to trademarks licenses
combined with other agreements.®® However, as explained below, there
is little precedent that has specifically acknowledged these possibilities.

IV. Approaching the Issues Related to Section 365 and Licenses

The purpose of this section is to identify a few issues and consider-
ations that a practitioner might consider with respect to representing
either a licensor or licensee that has filed for bankruptcy. As referenced
throughout this article, there have been published within the past year
many articles providing detailed discussions of these issues. This sec-
tion will merely highlight the more prominent issues and considerations.
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A. Licensee and Licensor—Know What the License Says

One important overall consideration that relates to representing either
a licensee or licensor in bankruptcy is to understand what the license
agreement provides and requires. While this seems like an elementary
consideration, if the agreement is not deemed to be an executory con-
tract, then the powers provided by section 365 of the Bankruptcy Code
simply will not apply. The Third Circuit decision in Exide is exemplary
of why this determination is the threshold for all license issues.

In Exide, the debtor-battery maker (Exide) sold a large portion of
its industrial battery business a decade before filing for bankruptcy.®’
The sale was memorialized and controlled by three agreements that in-
volved physical manufacturing plants, equipment, inventory, and cer-
tain items of intellectual property.®® The bankruptcy court, in a separate
and unchallenged decision, held these three related agreements to be
one agreement.” The trademark license aspect of the agreement granted
the buyer a perpetual, exclusive, royalty-free license to use the “Exide”
trademark in the industrial battery business.”” A decade after the asset
sale, which included the license, Exide decided that it wanted to reenter
the industrial battery industry. The attempt to reenter its old business
with a new name was unsuccessful; and Exide filed for bankruptcy.

While in bankruptcy, Exide sought to reject the agreement, which in-
cluded the license, ostensibly in order to regain the right to the mark and
reenter the industrial battery business. However, the Third Circuit rejected
Exide’s arguments that the agreement was executory on account of certain
of the mark-related obligations in the agreement, including quality control,
indemnity and use restrictions.”' Particularly, the court, upon reviewing
in-detail the “substantial performance” cases under the controlling laws,
found that over the ten years after entering into the agreement, the buyer-
licensee had performed nearly all of its duties under agreement—includ-
ing simply operating under the agreement and paying the $135 million
sale price.”” The court held that failure to perform the remaining ongoing
obligations related to the license aspect “would not affect the substantial
performance of the Agreement.”” Thus, Exide was not able to utilize sec-
tion 365(n) because the agreement was not executory.

One lesson that can be derived from EXxide is that just because an
agreement has a licensing aspect, or is called a license, does not mean
that it will automatically be deemed to be an executory contract. Ex-
ide shows the particularity with which a court might evaluate an entire
agreement, including the persnickety or even boilerplate clauses in a
common licensing agreement. Another lesson is that it is possible for a
court, as the bankruptcy court in Exide did, to find multiple contempo-
raneous agreements, including a license, to be a single agreement. The
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result might be that despite there being ongoing IP related obligations,
other aspects of the agreement might have been substantially performed
so as to diminish the relevance of the ongoing IP obligations.”

B. Debtor as Licensee—365(c)(1) Considerations

As mentioned above, section 365(c)(1) issues are really only relevant
to the debtor-licensee because if a debtor-licensor was not able to assume
and/or assign a license, the debtor-licensor could reject the license, which
would trigger section 365(n) rights for the licensee, and the Debtor could
relicense the intellectual property (assuming that it is not exclusive), or
sell it under section 363 of the Bankruptcy Code. What follows are three
considerations with respect to debtor-licensee representations.

1. Hypo or Actual—Identify the Jurisdiction Where
Filing Might be Possible

To the extent a company has significant licenses it is important to
decide geographically where it might be possible to file a petition. As
discussed above, while many bankruptcy courts have adopted the actual
test, four circuits (the Third, Fourth, Ninth, and Eleventh) have adopted
(or seem to have adopted) the hypothetical test. The potential onerous
effect of the hypothetical test could result in a situation where the debt-
or-licensee seeks to reorganize and continue to utilize the licensed intel-
lectual property, but the licensor objects to the assumption of the agree-
ment. In such a case, if the intellectual property is not assignable under
the applicable law, the debtor could be forced to reject the license—and
possibly abolish its chance to reorganize.

2. Know the “Applicable Law” for the “Applicable
Intellectual Property”

As discussed above, section 365(c)(1) refers to the “applicable law”
that might excuse the nondebtor party to such contract from accepting
performance from or rendering performance to an entity other than the
debtor. One way to phrase this issue is “does the law require consent of
a party to a contract if the other party wants to assign it.” The applicable
law is generally the federal common law (i.e., federal court made law)
or the statute creating the intellectual property rights.” Thus, secondary
only to the jurisdiction in which a debtor might file, is what the ap-
plicable law provides with respect to the assignability of the particular
intellectual property license.

With respect to a patent license, courts have held that under federal
common law, a nonexclusive patent license is personal and nonassign-
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able without consent.”® Courts have held the same with respect to exclu-
sive patent licenses.”” Applying federal copyright law, court’s have found
that nonexclusive copyright licenses are not assignable without con-
sent,’”® but court’s might generally find that exclusive copyright licenses
are essentially transfers that do not require the consent of the licensor in
order to assign.” Whether a trademark license is assignable without the
consent of the licensor is without a definite answer. The prevalent case
on the issue was affirmed by the Ninth Circuit without an opinion, and
the Supreme Court denied a writ for certiorari.®’ In that case, the Court
found that under federal common law, trademarks are personal to the
assignee and nonassignable without the consent of the licensor.®! Very
recently, the Seventh Circuit, in dicta, stated that “as far as we’ve been
able to determine, the universal rule is that trademark licenses are not as-
signable in the absence of a clause expressly authorizing assignment.”s?

3. The End Game Matters

Fights involving a debtor-licensee are really fights about consent. At
the outset of a bankruptcy, it might not be knowable if a reorganized
debtor should seek to exploit a license, or the debtor should try to sell
the right to exploit it (i.e., assign). Moreover, it might not be possible
to discern whether the licensor will try to fight an assumption (perhaps
the market has shifted and the terms of the license are no longer favor-
able) or refuse to consent to an assignment. The logical hedge for a
large company with significant licensee-side assets that is considering
filing for bankruptcy is probably to identify a venue that (1) follows the
actual test, and (i) has considered (either in bankruptcy or under federal
common law)® issues related to the assignment without consent of the
licensor, with respect to the relevant intellectual property.

C. Debtor as Licensor—Section 365(n)

Section 365(n) of the Bankruptcy Code is discussed in great detail
by nearly every commentator on the subject of intellectual property li-
censes. Below is a brief discussion of three practical issues and consid-
erations related to the rejection of a license by a debtor-licensor.

1. Payment of Royalties

As mentioned above, if the licensee elects to continue to use the intel-
lectual property under the rejected license, section 365(n) particularly
requires the licensee to “make all royalty payments due under the con-
tract.”® One issue that might arise is whether a payment under a license
agreement is a royalty or something else—"royalty” is not defined in
the Bankruptcy Code. In practice, a license agreement may include sev-
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eral different payment structures, only some of which are actually called
“royalties.”® Consideration paid for the grant of a license takes many
forms including a specified lump sum to be paid after the execution of
the license, installments over a period of time, a specified amount of
money coupled with a “reverse license” extended under the licensee,
or numerous other forms.% Royalties, however, are generally consider-
ation premised on “incremental payments proportioned in some way to
the extent of use of the licensed inventions.”®’

Courts have tended to broadly define “royalties” in the context of sec-
tion 365(n).*® For example, in one case a license agreement that was the
subject of rejection included “a $1,250,000 license fee—$300,000 to be
paid within ten days of execution of the agreement with the balance due
in $50,000 monthly payments.”®* Following the rejection, the licensee,
which elected to maintain its rights under section 365(n), appealed the
bankruptcy court’s order which contained a revised structure for the
license fee.” The district court affirmed the order and payment struc-
ture finding that “[d]espite the nomenclature used in the agreement, the
license fees to be paid by [the licensee] are royalties in the sense of sec-
tion 365(n).”*! Thus, despite the payment being called a “license fee”
and increments being fixed regardless of use or revenue generated from
the underlying technology, a court might use royalty to mean the pay-
ment of consideration in general.”

2. Improvements and the State of the Intellectual
Property

The section 365(n) election allows the licensee to retain its rights
as they existed “immediately before the case commenced.”” While, in
some instances, the rights of the parties under the license agreement at
the petition might be clear,” in other instances, it might be impossible
to return to the state of the technology or property at the time of rejec-
tion or election. This issue arises with respect to “improvements” to the
intellectual property.

As discussed above in the table in Section II, an improvement is a
subsequent modification or enhancement to the licensed intellectual
property by either the licensee or the licensor after the license is ex-
ecuted. Often the parties will agree whether improvements are covered
by the license. Such clauses are particularly important when the tech-
nology is in early stages of development and the licensee is reluctant
to license the technology without continued access to technological
advancements.” As is the case with software, which is often continu-
ously being improved by both parties, it might be impossible or even
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inequitable to force the licensee to retroactively return the technology to
the prepetition form.”

At least one court has acknowledged this issue,” and allowed for
the rejection date to be used for determining the state of the intellec-
tual property. Other courts, however, might take a more literal approach
and not allow the licensee to retain any rights to intellectual property
that did not exist as of the commencement date.”® Commentators have
argued that allowing the licensee to use postpetition improvements is
supported by the legislative history.” However, it seems clear that the
duties of the licensor should be severed as of the petition date.!®

3. Applicability to Combined IP Licenses

Section 365(n) applies only to intellectual property under the Bank-
ruptcy Code definition. As such, trademarks are particularly excluded.
However, one bankruptcy court decision stirred controversy when it
held that the rejection of a sublicense agreement that covered a secret
formula for the distillation of rum and a trademark should be “equita-
bly” decided with respect what rights could be retained under section
365(n) by the licensee.!® Thus, the court seems to have suggested that
if a trademark is combined with licenses of bankruptcy-defined intellec-
tual property, then rights to continue to operate under the entire agree-
ment might be possible.'?

Despite this holding, the only other opinion on a related issue seems
to have disagreed with the combined-license holding, and split a com-
bined license into two separate licenses.'”® However, at least one com-
mentator has argued that court’s still “may extend the protections of
section 365(n) to a nondebtor licensee’s use of a trademark in certain
mixed license agreement.”'® From the perspective of the debtor-licen-
sor, this commentator recommends executing separate licenses based
on the Bankruptcy Code definition of intellectual property to avoid “bi-
furcation” of a combined license by a court, and “reduce[d] the risk
that a bankruptcy court would find a trademark protected by section
365(n).”' This is sound advice in that it applying section 365(n) to the
mark could decrease the value of the mark (potentially to zero if it is
an exclusive mark).'” Nevertheless, it seems to ignore the fact that no
court has applied 365(n) to trademarks.'"’
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