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As the worldwide economy expanded over the past decade, intellectual property assets
have increased dramatically in value and become an ever-increasing share of a company’s
balance sheet. Now, as the economy contracts and many companies are facing bank-
ruptcy, a key question concerns the status of the intellectual property that may have been
assigned, transferred, sold, or licensed if one of the parties to the transaction declares
bankruptcy. The answer may be critically important to any company that may lose rights
to manufacture a licensed product because the licensor declared bankruptcy, as well as

to any licensor who may be faced with a totally new competitive landscape because the

debtor-licensee sold its rights to the licensor’s primary competitor.

Intellectual Property Licenses as Executory Contracts

The filing for bankruptcy under Chapters 7 and 11 creates a separate legal entity, the
bankruptcy estate, comprising the debtor’s assets at the moment of filing, as well as the
proceeds of such property and additional property interests the estate may acquire later.!
In a Chapter 7 proceeding, the court appoints a trustee to collect the debtor’s nonexempt
property, sell it, and equitably distribute the proceeds to the creditors. In Chapter 11,

the debtor in possession (DIB) serves as the bankruptcy trustee, with a fiduciary duty to
maximize value for the estate’s creditors. The DIB retains possession of the company’s as-

sets to continue operating the business while developing a plan of reorganization.

Section 365 of the bankruptcy code gives the bankruptcy trustee or DIB the authority to

assume, assign, or reject a debtor’s executory contracts based on whether the action is
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in the best interests of the debtor, notwithstanding any contrary provisions appearing in
such agreements and subject to certain other limitations as described below.? The bank-
ruptcy court will only reject a decision by the trustee if it is “manifestly unreasonable.”
Upon the court’s approval of the debtor’s assumption of an executory contract, the pre-

petition contract is reinstated and becomes fully binding.

The so-called Countryman definition generally accepted by courts defines a contract as
executory where the obligations “of both the bankrupt and the other party are so far
unperformed that the failure of either to complete performance would constitute a mate-
rial breach excusing the performance of the other.” As applied to the intellectual property
context, an ongoing obligation to account for and pay royalties for the life of the agree-

ment meets the Countryman test for an executory contract.

Other considerations in determining whether a contract is executory include material
ongoing licensee obligations such as sharing of technology with the licensor, reporting on
problems with the technology, and marking all products sold under the license with prop-
er statutory patent notice. From the licensor’s prospective, courts have held providing a
nonexclusive licensee notice of any patent infringement suit or any other use or licensing
of the process, refraining from licensing the technology to anyone else at a lower royalty
rate, approving grants of sublicensees under reasonable standards, indemnifying licensees
for losses, and defending claims of infringement are considerations in determining wheth-
er the agreement is executory. Several courts recognize the licensor’s duty to forbear from
suing the licensee for infringement as, in and of itself, a material ongoing performance

obligation that makes the agreement executory.?

The bankruptcy code recognizes, however, that because intellectual property law involves
goals that may be very different and even contrary to the goals of bankruptcy laws, it
includes limitations on the assumption, assignment, and rejection of executory intellectual
property agreements and affords additional protections to nondebtor parties to intellec-

tual property licenses and contracts.
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Limitations on the Right to Assume and Assign Intellectual
Property Licenses

The bankruptcy code expressly prohibits the assignment of a license, without the consent
of the nondebtor party, if applicable law excuses such nondebtor party from accepting
performance from or rendering performance to an entity or person other than the debtor.
In general, the federal policy designed to protect the limited monopoly of intellectual

property owners and restrict unauthorized use constitutes applicable law.

Whether patent licenses are assignable depends on whether they are nonexclusive or
exclusive. Federal law has long held that nonexclusive patent license agreements are per-
sonal to the licensor and are not assignable unless expressly made so in the agreement.®
Accordingly, courts have unanimously applied section 365(c) to prohibit the assignability

of nonexclusive patent licenses absent consent of the nondebtor licensor.”

Similarly, because a nonexclusive copyright license is personal to the licensee and non-
debtor licensor cannot be forced to accept performance from or render performance to a
party, other than the debtor, section 365(c) also prohibits the assumption and assignment
of a nonexclusive copyright license absent consent of the nondebtor licensor.

In contrast, because patent law specifically regards exclusive licenses as conferring prop-
erty and not merely personal rights, section 365(c) generally has been held not to pre-
clude assumption and assignment of an exclusive patent license by the debtor-licensee.

However, at least one court has barred the licensee from assigning its interest under an
exclusive patent license.® The court reasoned that to permit the assignability of exclusive
licenses “would create a situation where a patent holder loses control over the identity of
its license holders whenever the license agreement provides a licensee with an exclusive
right. Such a result, which effectively treats the grant of an exclusive license as the equiv-
alent of an outright assignment of the patent, is inconsistent with federal case law.™

Courts are split on the assignability of exclusive copyright licenses where the contract is

silent on this issue. The Ninth Circuit has held the copyright act does not allow a copy-

right licensee to transfer its rights under an exclusive license, without the consent of the

©2010 Association of University Technology Managers Effective January 2010



Volume 4

—a\ Part1

AUTM Technology Transfer Practice Manual é 17 3rd Edition

The Intersection of Intellectual Property and Bankruptcy Law

page 4 Peter J. Toren, JD v

original licensor.!” On the other hand, a number of courts have expressly disagreed with
the Ninth Circuit and determined that the holder of an exclusive license is entitled to all
the rights and protections of the copyright owner to the extent of the license, as well as
the right to transfer such rights, and accordingly an exclusive licensee may freely transfer
his rights.!! Therefore, section 365(c) does not prohibit a debtor-licensee from assigning

an exclusive copyright license.!?

Finally, with regard to trademark law, although it is generally not in the interest of the
trademark owner to have the license transferred to a third party without consent, section
365(c) will not necessarily excuse a trademark holder, in the absence of a contract provi-
sion barring assignment of the trademark, from accepting performance from or rending
performance to a party other than the debtor in accordance with the terms of a license.
Thus, a number of courts have permitted trademark licenses to be assumed or licensed.?
However, at least one court agreed that, as with patent and copyright licenses, a trade-
mark licensor has a significant interest in a licensee’s identity, which flows from the trade-

mark owner’s need to protect its mark’s good will, value, and distinctiveness.!

Limitations on the Assumption of a Nonassignable Intellectual
Property License

A related issue is whether a DIB may assume a license even when no assignment is con-
templated. This is obviously an important question because it may be critical for many
DIBs to be able to continue to have access to licensed intellectual property. Section
365(c) (1) states that “a trustee may not assume or assign any executory contract [if ap-
plicable nonbankruptcy law excuses the nonbankrupt party] from accepting performance
from or rendering performance to an entity other than the debtor or the debtor in posses-
sion.” Courts have split on the meaning of this subsection with a majority relying on the
literal language finding that it prevents a debtor from even assuming a license if the appli-

cable law prohibited assignment.!?
In contrast, a minority of courts has rejected the hypothetical test in favor of an alterna-

tive actual-test approach that allows assumption of contracts that are nonassignable and

nondelegable under applicable law.'® The test focuses on whether or not the nondebtor
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party would actually be forced to accept performance under the executory contract from

someone other than the party with whom it originally contracted.”

Rights of Nondebtor Licensee upon Rejection
Prior to the passage of the Intellectual Property Bankruptcy Protection Act of 1988,'8

which amended section 365 of the bankruptcy code, licensees faced the real possibility
that where the debtor-licensor rejected an executory contract, the licensee would lose its
right to continue to use the licensed intellectual property and would be left with a prepeti-
tion claim for contract damages even in cases in which the licensee may have built a busi-

ness or product line upon use of the licensor’s intellectual property.'

Section 365(n) addressed this issue by providing a nondebtor intellectual property or
technology licensee with two options in the event that a licensor seeks to reject a license
falling within the bankruptcy’s definition of intellectual property. First, the licensee can
treat the rejection as a breach, giving rise to a potential claim for money damages under
section 365(g). Alternatively, the licensee can elect to retain the rights to the intellectual
property covered by the license. Where the licensee elects to retain rights to the intellec-
tual property, the debtor-licensor is required to (1) provide the licensee with access to the
subject intellectual property or technology, (2) not interfere with the exercise of licensee’s
rights under the license, and (3) comply with any exclusivity provision in the license
agreements. In return, the licensee must continue to pay royalties due under the licensing

agreement and must waive all rights to set off or any claim for administrative expenses.

Section 365(n) permits the licensee to enforce only the passive obligations of the licen-
sor such as adhering to confidentiality agreements and, in the case of an exclusive license,
not licensing the technology to others, that are necessary for the licensee to enjoy the
continued use and exploitation of licensed intellectual property. In other words, by reject-
ing the licensing agreement, the debtor is relieved from performing any affirmative duties
under the contract. Thus, while the code permits a licensee to retain its rights to intellec-
tual property that existed prepetition, it does not permit postrejection enforcement of the

debtor-licensor’s ongoing obligations to update or improve such intellectual property.
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This potential problem is exacerbated by the fact that under bankruptcy law, the par-

ties cannot contract around this situation. This can create problems for the licensee who
may be left with no means to gain access to critical technological updates and is left with
outdated or obsolete technology. Thus, companies that are considering entering into a
licensing agreement with financially strapped but technology rich companies should weigh
the advantages of access to the technology with the risk that that they may not have con-
tinued access to latest technology should the licensor declare bankruptcy. One solution
under such circumstances would be for the licensee to acquire the technology outright

from the licensor with the means to improve upon it.

Section 365(n) specifically includes licenses to patents, copyrights, and trade secrets, but
does not encompass trademark licenses.?’ Thus, the rejection by a debtor-licensor of a
trademark license extinguishes the licensee’s right to use the mark and leaves the licensee
with only a claim for breach of contract. Indeed, one court confirmed the rejection by the
debtor-licensor of a trademark license agreement over the objections of the licensee that

rejection would result in damages of $67 million.?!

Conclusion

The intersection of intellectual property and bankruptcy law presents real challenges to
both intellectual property and bankruptcy lawyers. While Congress has enacted amend-
ments to the bankruptcy code, such as section 365(n), that has clarified certain areas and
provided increased protection to licensees and licensors in the event of a bankruptcy,

several areas remain open to questions.

Accordingly, it is critical that intellectual property lawyers, who are involved in drafting in-
tellectual property licensees, have an understanding of the consequences that a bankrupt-
cy filing would have on the rights and obligations of the respective parties to the licensing
agreement. It is equally important for bankruptcy attorneys to have a basis understanding
of intellectual property law, or at a minimum, to know when they should be consulting
with their intellectual property colleagues about a bankruptcy estate that includes a large

amount of intellectual property.
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