TREATMENT OF
INTELLECTUAL PROPERTY LICENSES
IN CROSS-BORDER INSOLVENCY
PROCEEDINGS

Authors

Andrew Dietderich, Sullivan & Cromwell, New York, New York, USA,
Thomas Gaa, Bialson, Bergen & Schwab, Menlo Park, California, USA,
Robin Phelan, parraviaw, Dallas, Texas, USA

Submitted in Support of The Abstract Accepted For
UNCITRAL’s 50" Anniversary Program
“Modernizing International Trade Law to Support Innovation and Sustainable
Development,”
4-6 July 2017
Vienna International Centre, Vienna Austria

SC1:4358691.2



I. Introduction:

A. Request for Papers

1. The United Nations Commission on International Trade Law (“UNCITRAL”) issued a
call for papers for its 50™ Anniversary Conference on Modernizing International Trade
Law To Support Innovation And Sustainable Development. The Congress intends to
explore new directions in cross-border commerce and to bring together leaders in the
field of international trade law to consider ways in which UNCITRAL’s text on
international trade law can contribute to innovation and sustainable development.
UNCITRAL invited interested researchers, scholars, and practitioners to submit
proposals related to reform of substantive rules governing international commercial
transactions and to support innovation and sustainable development through trade.

B. Abstract Accepted

2. The Authors’ Abstract: Treatment Of Intellectual Property Licenses In Cross-Border
Insolvency Proceedings addresses the increasing frequency in which business
insolvencies involve significant intellectual property assets (“IP”) and intellectual
property licenses (“IP Licenses”) and considers how treatment of IP and IP Licenses in
business insolvencies can significantly affect a network of non-debtor licensors,
licensees, and other contractual counterparties in jurisdictions around the world.*  The
Abstract submits that uncertainty in the treatment of IP and IP Licenses by different
national insolvency laws may be restricting long-term, cross-border licensing activity
to the detriment of both IP-rich and IP-consuming companies. The Abstract also
suggests that, as more companies with substantial IP mature and face financial
difficulties, continued uncertainty about the treatment of IP and IP Licenses will limit
the ability of companies to invest in technology-based businesses and creative
activities, and to secure financing premised on the continuation of necessary (but
shared) IP.

C. The Proposal

3. The Abstract proposes that UNCITRAL undertake a “Project [that] would obtain
information regarding the treatment of IP agreements in insolvency proceedings and
prepare recommendations to harmonize treatment across legal regimes. The Project
would explore national legislative recommendations and the potential for an
international convention protecting a limited set of essential rights for IP licensees.

The Project’s goal would be to foster more certainty about the treatment of IP
agreements in insolvency proceedings and, thereby, assist global technology companies
in monetizing their IP and help licensees finance and exploit that IP as they build new
businesses.”
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D. Overview of the Paper

The UNCITRAL Secretariat accepted the Abstract because it raised issues that may be
considered at the Congress. The Authors are submitting this Paper in response to
UNCITRAL’s invitation to expand on the issues raised in the Abstract.

Part Il of this Paper stresses that economic growth (for both developed and developing
countries) has been enhanced by the dissemination of innovation and technology
through IP licensing and that IP licenses play a critical role in new business
development and financing. Therefore, the protection of IP and IP Licenses by various
countries’ insolvency laws, and in cross-border insolvencies, may be expected to affect
economic development and the diversification of national economies.

Any analysis must consider the distinct policies underlying intellectual property laws
(i.e., promoting asset creation and investment in research and development) versus
insolvency laws (i.e., promoting economic stability and growth, maximizing the estate,
assuring equitable distributions, and protecting parties’ rights and expectations).
Identification of the policies underlying various countries’ intellectual property laws
and insolvency laws is a critical first step in realizing the eventual goal of harmonizing
the treatment of IP and IP Licenses in cross-border insolvencies.

Part I11 of this Paper reviews a possible approach, which emphasizes protecting the
rights and interests of both debtors and non-debtors with respect to IP and IP Licenses,
and evaluates how traditional insolvency concerns could be balanced with policies that
favor the creation, development, and dissemination of IP.

Part IV of this Paper highlights recent developments in Germany and Canada relating
to these issues. Similarly, a recent survey conducted by the Association Internationale
pour la Protection de la Propriété Intellectuelle (“AlIPPI”) indicates that professionals
in many countries believe that increasing harmonization in the treatment of IP and IP
Licenses under various countries’ insolvency laws is a high priority.

Finally, Part VV summarizes suggestions made by various commentators concerning
guiding principles for, and approaches to, harmonizing treatment of IP and IP Licenses
by various countries’ insolvency regimes that may be considered by UNCITRAL in
any project it may undertake in this area.

Intellectual Property and International Trade

A. Importance of Intellectual Property to International Trade and Commerce

A significant portion of many companies’ market value is found in their portfolios of
intangible assets—“from the better defined forms of intellectual property (such as
patents and copyrights) to the least tangible of the intangibles (trade secrets and know-
how) and trademarks™—and “[i]ntellectual property-based industries have become an
increasingly vital part of the economy . .. .”* Economists generally accept that
innovation and technological advancements drive economic development and growth
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throughout the world and are powerful determinants in the rate of increases in
economic efficiency. Similarly, economists find that innovation and its transfer to
developing nations depends upon legal protection of IP. This legal protection
encourages the transfer of technology through direct imports and foreign investment,’
and these technology transfers often diffuse to domestic firms and increase the rate at
which developing countries generate their own IP.® “[T]he World Bank has reported
that since 1980, the world’s greatest economic gains have been achieved by developing
nations that aggressively opened their economies to foreign technologies . . . and
protected the intellectual property rights of their developers.”” As Paul Romer, one of
the world’s leading experts on economic growth, has written: “If [a developing
country] offers incentives for privately held ideas to be put to use within its borders
(for example, by protecting foreign patents, copyrights and licenses, and by permitting
direct investment by foreign firms), its citizens can soon work in state-of-the-art
productive activities.”

In the United States, IP-intensive industries are a growing part of both the economy
and foreign trade. For example, eighty-one American industries from among 313
studied by Shapiro and Hassett were found to be IP-intensive, and these IP-intensive
industries directly accounted for 27.9 million jobs in 2014 (up 800,000 from 2010) and
indirectly supported 17.6 million more supply chain jobs throughout the economy. The
share of total U.S. GDP attributable to IP-intensive industries increased from 34.8
percent in 2010 to 38.2 percent in 2014. In total, IP-intensive industries directly and
indirectly supported 45.5 million jobs, about thirty percent of all employment. Exports
of service-providing IP-intensive industries totaled about $81 billion in 2012, and
accounted for approximately 12.3 percent of total U.S. private services exported in
2012.° In China, companies such as Alibaba, China Mobile, and Tencent rely heavily
on IP.

B. Role of Intellectual Property Licenses

Few, if any, companies that develop IP can exploit that IP for every conceivable
purpose. IP Licenses are the primary means by which IP is shared in modern
economies. IP Licenses allow the developer of IP to encourage the broader
exploitation of technological innovation and creative activities and to re-invest the
proceeds of such exploitation in further IP development or other business activities.
Equally important, IP Licenses provide a financing source for IP owners (including
inventors and creators) who otherwise may not be able to commercialize their
inventions.

For licensees, IP Licenses allow better situated players to adapt and exploit creative
works, encouraging investment in IP-intensive industries.’® In the international
economy, many businesses rely on in-bound IP licenses (especially patents or trade
secret licenses) and expend significant resources on research, development, and
commercialization of drugs and other products incorporating their licensed IP. In the
high-tech and the telecommunications industry, cross-licensing systems are important
in providing market players with freedom to operate.* If necessary or valuable IP
Licenses are at risk of being terminated in the event a licensor becomes insolvent, a
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licensee’s business (and its ability to repay investors or lenders) can be severely
compromised.

C. Concerns about Treatment of IP Licenses in Cross-Border Insolvencies

14. Many commentators have observed that as IP’s importance to companies has
increased, the treatment of IP assets in bankruptcy has also become more important.*
The recent insolvencies of several multinational companies with significant patent
portfolios (e.g., Nortel,** Kodak,* and Qimonda A.G."™) drive this point home. The
economic stakes in restructuring these enterprises can be extremely high for non-
debtors, particularly if a debtor’s proposed treatment of its IP licensing arrangements
threatens a non-debtor company’s ability to continue to use licensed IP or operate
economically.

15. With respect to risks on a macro-economic level, almost seventy-five years ago, one of
the seminal commentators on international insolvency matters observed: “The
problems yet unsolved in international bankruptcy cases are considered a continual
threat to and a source of disturbance in the development of international commercial
relations.”® In the face of these risks, “there long has been a consensus among
commentators that increased cooperation in insolvency and bankruptcy matters is
essential to promoting commerce and trade.”*’

I11. Treatment of Intellectual Property Licenses in Insolvency

16. A set of issues has been reappearing in courts around the world as insolvency regimes
grapple with how to apply general insolvency rules and principles to modern IP
licenses. Four of the most commercially important legal questions are: (A) When is a
license a property right and when is it a contract? (B) If the licensee is in an insolvency
proceeding, when can the debtor licensee assume or assign a license without the
licensor’s consent? (C) If the licensor is in an insolvency proceeding, when can the
debtor licensor terminate the rights of the licensee to the IP? (D) And, also in the case
of an insolvency proceeding for a licensor, when can the licensor sell the underlying IP
free and clear of the license?

A. Property or Contract?

17. A threshold issue for most insolvency proceedings involving an IP license is whether
the license should be treated as a property right (i.e., an entitlement acquired in a pre-
bankruptcy sale) or a contractual right (i.e., an entitlement arising under a pre-
bankruptcy contract). The issue can be extremely important, and sometimes
dispositive to the ability of a debtor to reorganize or monetize, as a going concern,
material parts of its operating business.

18. For in-bound licenses (under which the debtor is the licensee), a license that is treated
as a property right generally can be retained by a reorganizing debtor, often without
regard to a purported termination right of the licensor. In addition, a debtor generally
can sell such an in-bound license to third parties without the consent of the licensor,
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providing a source of funds for the debtor’s reorganization or distributions to
creditors.™® Unpaid amounts under an IP license treated as a property right do not
necessarily need to be paid as a condition to reorganization or sale to a third party, as
these unpaid amounts often can be treated as other pre-bankruptcy claims in
accordance with the applicable rules of priority among creditors. These powers can be
especially critical in cases where the debtor requires an in-bound license to make or sell
products: the status of a license as property right may be necessary for the debtor to be
able to monetize—in addition to its rights under the license—the going concern value
of other assets and business lines.

In contrast, if an in-bound license is treated as a mere contractual right, a debtor will
face more legal challenges if it seeks to preserve or sell its rights under the license,
whether alone or as part of an effort to preserve or sell related assets or businesses. As
a baseline, the debtor that seeks to assume or assign the IP license will be subject to the
jurisdiction’s normal rules for the assumption and assignment of contracts, which may
require cure of monetary and non-monetary defaults and adequate assurances of future
performance. In addition, the contractual restrictions on assignment that are ubiquitous
in IP licenses around the world may be enforceable against the debtor under the legal
regime’s general rules for contracts, or background IP laws may restrict assignability
(regardless of contractual language) and override insolvency law. Finally, in some
jurisdictions, restrictions on assignment may also prevent assumption by the
reorganizing debtor, preventing either a liquidation or a reorganization of applicable
business lines as a going concern.

When the debtor has an out-bound IP license (under which the debtor is a licensor), a
license that is treated as a property right in the hands of the non-debtor licensee
generally will permit the licensee to continue to the use of the IP for the license term.
The debtor will not be able to terminate the license as it would other contracts, or to
sell the IP free and clear of the license. In contrast, if an out-bound IP license is a mere
contract, the debtor may have the ability to terminate the license or sell the IP without
the license, subject to the applicable rules for contracts. The non-debtor IP licensee
would be left with a claim for damages, likely treated on a parity basis with other pre-
bankruptcy claims. When the non-debtor licensee is dependent on the IP license for
operations and unsecured claim recoveries are expected to be low, the resulting
bargaining power of the debtor can be substantial—as is the potential uncompensated
harm caused to the non-debtor license’s business from the insolvency proceeding.™
Some jurisdictions have taken steps to protect non-debtor licensees against this risk.?

Commentators note that it is far from clear as to when an IP license constitutes a sale,
assignment, or outright transfer of ownership of IP, and when it is a mere contract.?
Some legal regimes may look through the form of the IP license to the economic
realities of the particular arrangement.?® If the IP licensor is in effect an asset seller
that has delivered the IP and owes no further obligations to the debtor, a court may
easily find that the transfer to the debtor was a completed sale.” However, even where
the IP is nominally retained by the licensor, if the payment scheme contemplates a one-
time payment by the licensee (rather than a royalty determined on a per unit utilized),
the transaction also may be a perfected sale of property rather than a mere contract.*
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Another important consideration is the type of IP subject to the IP license. Courts have
provided substantial guidance in some jurisdictions with respect to patent and
copyright licenses, both of which have a history of licensees making substantial
business investment to monetize exclusive, as well as non-exclusive, licenses. In some
jurisdictions, a debtor with an in-bound license that is an exclusive patent license or
copyright license may presumptively have rights equivalent to fee simple ownership.
On the other hand, a debtor with a non-exclusive patent or copyright license is far more
likely to be subject to the rules for ordinary contractual relationships that are personal
to the debtor (and the license, therefore, will not be assumable or transferable in the
manner of a property right).%

Adding to the complexity, IP licenses, of all sorts, typically include a network of
continuing performance obligations between the licensor and licensee. Examples
include obligations to account for and pay royalties; provide notices and submit
reports; affix certain labels to products; police trademarks and monitor against
infringement; service and maintain the IP; refrain from granting licenses to other
parties; provide product upgrades; and forbear in bringing an action or honor a
covenant not to sue.?® These provisions can be cited by parties or the court to suggest
that IP licenses are contracts, or at least have elements of both property and contract.
The resulting uncertainty about when unperformed obligations are substantial enough
to create a contract can confuse the rights of the parties to IP licenses, even in cases
involving exclusive licenses or licenses that have been fully prepaid.?’

B. Can the Debtor Assume or Assigh an In-Bound License Without Consent?

As discussed above, the treatment of an in-bound IP license can have a significant
effect on a debtor’s ability to restructure its business or maximize distributions to
creditors. Unless applicable IP licenses are clearly property rights, a debtor in most
jurisdictions must run a gauntlet of legal issues to preserve or assign its IP licenses.

Some of the issues debtors face apply to all contracts that are executory in nature
(roughly defined as contracts where material performance remains on both sides). For
example, the debtor may be permitted to assume or assign the contract only if it (a)
cures defaults or provides adequate assurance that defaults will be promptly cured, (b)
compensates the other party, or provides adequate assurance of prompt compensation,
for any actual pecuniary loss caused by default, and (c) provides adequate assurance of
future performance under the IP License.?® The debtor may be unable to satisfy this
test with respect to an IP license for a number of reasons. The debtor may not have the
financial capacity to pay remaining license fees in a manner that is equitable with
respect to other creditors, forcing the debtor to forfeit the value of licensing fees
already paid as well as the value of investment in any underlying business that requires
the IP. Alternatively, since many IP licenses include complex non-monetary
provisions or may be part of larger contracts or contractual structures, cure by the
debtor may technically require more than the mere payment of money. In some
circumstances, cure may be impossible because the licensor has the benefit of
covenants relating to the control, scope or nature of the debtor’s business, which
covenants are inconsistent with a viable plan of reorganization.

SC1:4358691.2



26.

27.

28.

29.

Other issues faced by debtors with important in-bound IP licenses are more specifically
related to the special nature of the license. Many jurisdictions have rules that allow a
debtor to overcome restrictions on assignment of an ordinary executory contract in
order to assume and assign that contract to a purchaser of related business assets.
Insolvency law’s override of these anti-assignment provisions may not work for IP
licenses. Separate statutes may prohibit a debtor-licensee from transferring patents,
copyrights and other protected IP.% Where a statute is not on point, courts in common
law jurisdictions have examined trademark licenses and noted the special nature of
trademarks, the value of which is affected by business practices and product quality, as
well as the obligation of trademark owners to police the mark to avoid abandoning it.
As a result of these considerations, the transferability of a trademark license may
require the consent of the non-debtor IP licensor even in jurisdictions where anti-
assignment clauses in contracts are typically overridden.*® There are similar cases
relating to trade secrets.*

In some jurisdictions, restrictions on assignment may also prevent assumption by the
reorganizing debtor. As an example, certain (but not all) U.S. jurisdictions read the
U.S. Bankruptcy Code as preventing a debtor from assuming a contract that the debtor
could not assign to a third party.** For most contracts, which can be renegotiated or
replaced, this limitation is not dispositive to the ability of a debtor to reorganize or
distribute value to its creditors. However, where the debtor’s business requires a
critical in-bound IP license and the licensor (perhaps a competitor) is not willing to
consent to the assumption, the inability of the debtor to assume the IP license may
prevent an otherwise viable reorganization.

C. Can the Debtor Terminate an Out-Bound IP License?

When an IP licensor is subject to insolvency proceedings, third-party licensees can be
exposed to substantial business risks. Unless the IP license is clearly a property right,
the non-debtor licensee may be unable to prevent rejection and termination of the IP
license. The consequences of rejection of the debtor’s out-bound license, can be
devastating to the licensee, and disproportionate to the value of the license to the
debtor. This is particularly true where the non-debtor licensee has prepaid a substantial
part of the remaining value of the license or where the non-debtor licensee has made
substantial investments or third-party commitments (including, potentially, borrowing
funds) to build out a business using its licensed IP.*

The debtor may have broad discretion to reject an out-bound IP license that is not a
property right. Generally, courts can be expected to review a debtor’s discretionary
business decision to reject contracts from the standpoint of the best interests of the
debtor’s estate, not the best interests of the licensee. Upon rejection, the licensee can
be left with an unsecured claim for the value of the lost IP license. However, this claim
is unlikely to take into account consequential, lost profits and similar damages. More
fundamentally, absent special circumstances, the claim is only a pre-bankruptcy claim
that ranks equally with other pre-bankruptcy claims and must share recoveries
appropriately.
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More is at stake than the fairness of IP-related insolvency proceedings. The real risk of
rejection of an IP license in the licensor’s insolvency proceeding is that it creates
special concerns for people considering business investments that depend on long-term,
reliable access to licensed IP. The current financial situation of the licensor may be
difficult to ascertain, and the future financial situation impossible to predict—and a
dispositive legal opinion concerning the potential treatment of the IP License upon
insolvency will be next to impossible in most jurisdictions given the state of current
law. Although further study into these matters would be useful, it is logical to assume
that some investments are not being made, some loans are not being extended, and
some IP licenses are not being issued in circumstances where there are concerns about
licensor credit risk. This gap in licensing activity could be restricting the availability of
IP for companies that desire it. The gap also may be reducing the ability of maturing
(or even financially distressed companies) to license their IP to reinforce their balance
sheets and prevent insolvency in the first place.

Recognizing the potential unfairness to licensees and chilling effect on licensing
activity, one approach has tried to balance the interests of the debtor licensor (i.e.,
restructuring its business operations and maximizing the estate) with the interests of the
non-debtor licensee (i.e., continuing to exploit the IP in its business). This approach
provides that the debtor cannot terminate the IP license and strip the licensee of its
rights, but also that the licensee cannot retain the use of those rights without paying for
them.>* Upon rejection of its IP License, the non-debtor licensee may elect either (A)
to treat the rejection as termination of the IP license (and assert a rejection damage
claim) or (B) to continue to pay and perform under the IP license and retain its rights in
the IP as that IP exists at the time of the bankruptcy filing. If the licensee elects to
continue to pay and perform, the debtor must (a) provide the licensee with the right to
use the IP held by the debtor and perform its related obligations under the license and
(b) not interfere with the licensee’s rights as provided under the rejected license.®

Under this approach, if the non-debtor licensee elects to retain its rights, it might retain
all rights (a) as set forth in the rejected license and any supplementary agreement
(regardless if the supplementary agreement itself was rejected), (b) to any judicial relief
necessary to enforce that set of rights, (c) to compel certain specific performance (e.g.,
to enjoin the additional licensing of the rights granted to the licensee) to the extent
provided in the license, (d) to obtain possession of any embodiment of the IP to which
it is entitled (including any prototype that was to be prepared, any genetic material
needed to produce a biotechnical product, or computer source code); and (e) upon
written request, to receive the IP (including any embodiment) to the extent provided for
in the license or any supplementary agreement and to enjoy, without interference, its
rights to the IP, or to obtain a copy of the IP from any entity.*® However, the non-
debtor licensee may be required to waive its rights (a) to set off any damages for breach
arising from the rejection®” and (b) to an administrative claim based on post-petition
performance under the IP License.® The licensee also could be required to pay all
royalties arising under the rejected license.*
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D. Can the Debtor Sell IP Free and Clear of an Out-Bound License?

With respect to IP assets the debtor may seek to transfer the assets free and clear of
liens, encumbrances, and interests to facilitate either reorganization or quuidation.40 A
sale free and clear of “interests” should result in the IP being transferred free and clear
of any obligation that may flow from the ownership of the property being sold,
potentially including an IP license.**

Where the debtor is the patentee with respect to a patent or the registered owner of a
copyright, the ability of the debtor to transfer is generally clear under applicable law.
Where the debtor is not the registered owner, the situation can be more complicated
because what constitutes a sale or complete transfer of ownership in the IP to the
debtor may not be entirely certain and may be subject to dispute.”? Determining
whether the original transfer of specific IP to a debtor was a sale or conveyance of all
ownership interests may require a court to focus on the actual terms of the transfer,
performance by the parties with respect to the agreement, the scope of the interests in
the IP that were transferred to the debtor, and the specific law governing the IP.*

Trademarks and service marks may be assigned along with the goodwill of the business
in which they are used. Thus, while the sale of a trademark or a service mark alone
(generally) is not permitted, a trademark or service mark could be sold as part of the
sale of substantially all of the debtor’s assets.**

Trade secrets (e.g., computer software, both object code and source code, and customer
databases)* are personal property and assignable, and their ownership is determined
through contract law.*® Presumably, then, upon the appropriate protections of the trade
secret, it is an asset that may be sold by a debtor.*’

If the debtor purports to transfer IP “free and clear” of existing licenses, the applicable
IP licensees may lose their license rights if they fail to object to the sale, regardless of
the strength of their license entitlement.*® If the IP licensees object to the sale, they
may still lose their license entitlement if the debtor contests the objection and is able to
pass the applicable test for sale “free and clear,” which will consider such factors as
whether the sale price exceeds the aggregate value of liens on the IP and whether the
license qualifies as an “interest” covered by section 363(f) of the Bankruptcy Code.”

Another legal issue raised by IP sales in bankruptcy is the prevalence of ownership
disputes relating to IP, which can have complicated rules about ownership and co-
ownership based on the history of a particular invention, design, process, or
recordation. This is a specialist area of the law with which insolvency courts are often
unfamiliar. Yet to restructure its operations or to maximize value, a debtor may
determine that an IP asset must be sold promptly and that any delay in effectuating that
sale poses significant risks to the insolvency case. In the Eastman Kodak case, the
debtor sought an order to assist in its proposed sale of patents, free and clear of all
interests, while parties asserting conflicting ownership interests in the patents opposed
any sale before the ownership issues were resolved. The Kodak court considered the
interests of the parties, including the concern that the patent ownership dispute

10
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(involving a complex jury trial in U.S. practice) could not possibly be resolved during
the duration of the chapter 11 case. Accordingly, the court held that the asset sale
could go forward prior to a definitive resolution of ownership because the value of the
IP might be diminished if the sale was delayed. The Eastman Kodak court stressed that
the interests of the parties contesting ownership would be protected by escrowing the
sale proceeds pending adjudication of the ownership interests.*

IV. Recent Developments in the Treatment of IP Licenses in Insolvency

39.

40.

41.

42.

43.

Part IV of this Paper reviews recent developments in the insolvency laws of Germany
and Canada, and recent efforts by AIPPI, with respect to the treatment of IP and IP
Licenses by national insolvency regimes and in cross-border insolvencies. These
developments highlight the timeliness of UNCITRAL undertaking a Project to study
the treatment of IP and IP Licenses under national insolvency and bankruptcy laws and
in the context of cross-border insolvencies, and to develop appropriate legal reforms.

A. Developments in German Law Concerning Treatment of IP Licenses

Developments over the last several years suggest that German insolvency and
restructuring practice is concerned about issues related to treatment of IP Licenses.
The Authors submit that these developments merit study by UNCITRAL if it
undertakes a Project addressing the treatment of IP Licenses in cross-border
insolvencies.

As a starting point, it is important to note that, unlike the U.S. Bankruptcy Code, the
German Insolvency Code (the “InsO”) does not include any specific protections of IP
Licenses,”! nor do any other German statutes specifically address the impact of
insolvency on an IP License.>> One commentator describes the treatment of IP
Licenses by German insolvency laws as characterized by a “significant lack of
clarity.”®® Other commentators, however, note that cases construing German
insolvency law as it pertains to IP have developed rapidly in recent years.>*

German insolvency law treats contracts characterized by on-going obligations that are
not fully performed by both parties as “executory.” These contracts are subject to the
general rules relating to executory contracts in InsO § 103.>> Section 103 authorizes an
Insolvency Administrator, in its sole discretion, to take one of the following actions: (a)
perform the contract (with the non-debtor holding a preferential claim); (b) refuse to
perform the contract (with the non-debtor holding a pre-bankruptcy claim); or (c)
transfer the contract to a third party (with the contract remaining in force). Under case
law, IP Licenses are treated as contracts subject to InsO § 103 and, in practice, these
contracts always involve ongoing contractual duties (e.g., payment of license fees,
reporting requirements) that remain to be performed for the full duration of the
contract.”

Additionally, when the debtor is a licensor under an out-bound IP License, the
Insolvency Administrator of a debtor-IP licensor may terminate an IP License>” and,
thereafter, re-license the IP rights at a higher royalty fee.® While the non-debtor IP

11
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licensee is entitled to file a claim for monetary damages arising from this termination, a
claim may be of limited (if any) value where the insolvency estate is insufficient to
provide a full recovery for the damages.®

B. Protecting A Non-Debtor IP Licensee’s Right to Use IP

The InsO provides no statutory protections permitting a non-debtor IP licensee to
continue its use of IP after termination of an IP License.®® However, recent German
case law suggests that, under certain circumstances, a non-debtor IP licensee may not
be denied continued use of its IP rights. For example, in certain lower court decisions
involving patent cross-licenses in Qimonda, the courts denied the debtor’s rejection of
mutually beneficial patent cross-licenses.®* The outcome in this case (and other lower
court cases) permitting the cross-licensees to continue to use the IP appears to turn on
the finding that, although the patent cross-licenses were mutual, they had been fully
performed.®® Essentially, it appears that, because the IP Licenses were not “executory
contracts,” InsO §103 could not authorize any termination of rights under the cross-
licenses. It is important to note that these cases were settled before the German Federal
Court of Justice issued a binding decision.®®

Similarly, recent judicial decisions have held that (a) a sub-license of IP granted by a
debtor IP sub-licensor remains valid after the initial IP License was terminated and (b)
this rule applies in insolvency. This outcome is based on the principle of
“Sukzessionsschutz” (i.e., the protection of IP licensee in the event of a transfer of the
IP), a balancing of interests, and the distinction between a license contract (an
obligation) and a license (right to use).*

This case law may indicate an increasing sensitivity to the significant effects on a non-
debtor IP licensee if it is denied access to its licensed IP after disclaimer of the IP
License, or its actual termination. The Qimonda cases suggest that, as is the rule under
the U.S. Bankruptcy Code, if the underlying contract conveyed all ownership rights in
the IP and it has been fully performed, the contract simply is not “executory” and
cannot be terminated. The other cases suggest that, again as in the U.S., if a law
intended to protect IP rights (e.g., Sukzessionsschutz) applies and the equities of the
case are compelling, a court may act to protect the interests of the IP licensee in
continued use of the IP. These results mirror the outcomes one would expect under
88363(b) and 365 of the U.S. Bankruptcy Code. Certainly, the parameters of these
developments under German insolvency law merit study by UNCITRAL if it
undertakes the proposed Project.

C. Recent Reforms of the German Insolvency Law

In 2012, German insolvency law was modernized by the “Act to Facilitate Corporate
Restructuring” (Gesetz zur Erleichterung der Sanierung von Unternehmen). These
changes to German insolvency law shift the focus towards debtor- and creditor-driven
proceedings, promote companies’ efforts to reorganize rather than liquidate, grant
creditors and debtors more effective rights to influence the insolvency proceedings, and
expand on the restructuring measures that can be undertaken as part of an insolvency
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plan.® Although the InsO has not been revised specifically to address the rights and
interests of licensors and licensees of IP,% an unsuccessful effort in 2012 to amend
InsO 8108a indicates increased awareness of the importance of addressing IP Licenses.
This proposed revision would have provided that, after termination of either an
exclusive or non-exclusive IP License, a non-debtor IP licensee would have the right to
request that the Insolvency Administrator negotiate a new license agreement on
“adequate terms."®’ Although this provision would not have retained the non-debtor’s
original economic bargain (as is the case under 8 365(n) of the U.S. Bankruptcy Code),
it would have provided the non-debtor IP licensee an opportunity to retain usage of IP
critical to its business.

D. Developments in U.S. Law Concerning Treatment of Intellectual Property
Licenses

The United States has long been concerned with the four questions addressed above.
Of particular note is the reaction in the United States to the decision in Lubrizol
Enterprises, Inc. v. Richmond Metal Finishers, Inc.®® In Lubrizol, the Fourth Circuit
upheld the debtor’s rejection of its out-bound patent license, termination of that license
because of the rejection, and the resulting deprivation of Lubrizol’s continued right to
use the patent in its business. In reaction to Lubrizol, Congress enacted the Intellectual
Property Licenses in Bankruptcy Act (“IPLBA”) “to protect licensees' rights to
intellectual property in the event of a bankruptcy.”® The critical provisions of IPLBA
were codified as § 365(n) and § 101(35A) of the U.S. Bankruptcy Code, and their
purpose is “‘to make clear that the rights of an intellectual property licensee to use the
licensed p7r00perty cannot be unilaterally cut off as a result of the rejection of the
license.””

However, section 365(n) only applies to certain types of intellectual property and,
notably, excludes trademarks. In Sunbeam Products, Inc. v. Chicago American Mfg.,
LLC," the Seventh Circuit held that the debtor's rejection of a trademark license, which
was part of a supply agreement that related to the manufacturing and sale of electric
fans by a third party, did not automatically extinguish the licensee's right to use the
debtor's trademarks. The Sunbeam court stated that “an omission is just an omission.
The limited definition in 8 101(35A) means that § 365(n) does not affect trademarks
one way or the other.”’®> The court examined the legislative history of §365(n) and
suggested that “the omission [of trademarks from the definition] was designed to allow
more time for study, not to approve Lubrizol.””® The Seventh Circuit determined to
focus on § 365(g), which sets forth the consequences of a rejection under 8 365(a) and
held that “rejection is not the functional equivalent of a rescission [as Lubrizol
suggests], rendering void the contract and requiring that the parties be put back in the
positions they occupied before the contract was formed. . . . It merely frees the estate
from the obligation to perform and has absolutely no effect upon the contract's
continued existence.”’*

Another noteworthy development in the United States considers chapter 15 of the
Bankruptcy Code, which incorporates the UNCITRAL Model Law on Cross-Border
Insolvency. U.S. courts have broadly accepted the central proposition of the Model
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Law and, after recognizing a foreign main proceeding, typically defer to the orders
issued by the court in the jurisdiction in which the foreign main proceeding occurs.
U.S. courts have done so even when the foreign order is inconsistent with analogous
princ7i6ples of U.S. bankruptcy law.” Exceptions to this judicial rule of comity are
rare.

However, one of the few exceptions involves IP. In Jaffe v. Samsung Electronics Co.,
Ltd., (Qimonda),”’ the court was faced with the question whether to assist in the
enforcement of a German court order that would strip license rights from a patent
licensee in a manner that, although permitted under German law, would have been
prohibited in a chapter 11 case because of section § 365(n) of the U.S. Bankruptcy
Code. That section, as discussed above, protects a non-debtor licensee from the
rejection of its IP license by the debtor and provides, upon rejection, a replacement IP
entitlement that mirrors the original term of the license so long as the licensee
continues to perform and pay amounts due under the IP license. In the view of the U.S.
bankruptcy court, § 365(n) established a U.S. public policy that was so important it
overcame the principle of deference enshrined in chapter 15.

The Jaffe decision was upheld on appeal, with the appellate court stressing that “[t]his
appeal presents the significant question under Chapter 15 of the U.S. Bankruptcy Code
of how to mediate between the United States' interests in recognizing and cooperating
with a foreign insolvency proceeding and its interests in protecting creditors of the
foreign debtor with respect to U.S. assets. . . .”"® The appellate court declined to
determine that an order by a foreign insolvency court would be “manifestly contrary”
to U.S. public policy any time it terminated a patent license held by a U.S. person,
holding that the use of chapter 15 for that purpose on the facts of the Jaffe case was
improper. However, the Jaffe decision, along with Sunbeam, illustrated the growing
U.S. trend to protect licensee rights against licensor insolvency.” The Project should
examine these conclusions.

E. Developments in Canadian Law Concerning Treatment of Intellectual
Property Licenses.

Recent changes in Canadian insolvency law also recognize the importance of balancing
the rights and interests of debtors and non-debtors with respect to IP Licenses. In 2009
the Canadian Companies’ Creditors Arrangement Act (“CCAA”) was amended to
create protections for non-debtor IP licensees that are substantially like those created
by § 365(n) of the U.S. Bankruptcy Code. Under CCAA § 32(6), if a debtor IP
licensor has granted a right to use IP to non-debtor IP licensee, the disclaimer or
resiliation of the IP License does not affect the non-debtor IP licensee’s right to use the
IP (including an exclusive use) during the remaining term of the IP License provided
the non-debtor IP licensee continues to perform its obligations under the IP License. ®
This balancing of the non-debtor IP licensee’s right to continue use of IP pursuant to a
disclaimed IP License, while also being obligated to perform its duties under that
license, is substantially similar to the balancing of interests codified by § 365(n) of the
U.S. Bankruptcy Code. Both CCAA § 32(6) and 8§ 365(n) of the U.S. Bankruptcy
Code also provide that, after disclaimer of the IP License, the debtor IP licensor no

0
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longer is bound to perform the terms and conditions of the IP License® and the non-
debtor IP licensee cannot compel the debtor IP licensor to take any action to assure the
IP’s validity and value are maintained.®® This revision demonstrates that balancing the
rights of non-debtor IP licensees with the traditional interests of debtors in maximizing
the estate is increasingly becoming part of modern insolvency laws.

F. AIPPI’s Survey of the Treatment of IP Licenses in Insolvency and Bankruptcy

In 2014, the AIPPI conducted a survey of 39 national and regional groups to examine
the treatment of licensing agreements in insolvency. Overall, the AIPPI Working
Group determined that a majority of all national and regional groups contributing to the
AIPPI Survey favored harmonization of laws relating to treatment of IP licensing in
bankruptcy and insolvency proceedings. The AIPPI Survey also indicated that many
countries lack clear protections or guidance for licensing parties involved in
insolvencies and that the approaches to treating licensing agreements vary
dramatically, even in countries where guidance does exist.® Likewise, there is no
consensus concerning the proper scope of authority for an estate representative to
assume (or ratify), assign, modify, or terminate an IP License, or whether there should
be restrictions of this authority.®* Finally, the Working Group Survey indicated that,
although many countries’ insolvency laws do not treat IP rights or IP licenses
differently from other contracts, a minority of States (e.g., the United States and
Canada) afford IP rights and IP licenses special treatment in comparison to other types
of contracts.

Proposals for UNCITRAL Project on Treatment of IP Licenses in
Insolvency

This Paper submits there is a growing consensus that harmonizing the treatment of IP
and IP Licenses in cross-border insolvencies would contribute significantly to
UNCITRAL’s goals of promoting economic development for developing countries and
harmonizing laws governing commercial transactions.

As a starting point, the Authors submit that any Project undertaken in this area by
UNCITRAL should study national insolvency regimes that expressly seek to balance,
on the one hand, the rights and interests of licensors and licensees with respect to IP
and, on the other, policies focusing on debtor-creditor rights embodied by these
insolvency regimes. In that regard, this Paper has mentioned the treatment of non-
debtor IP licensees’ rights to use licensed IP after rejection as embodied in § 365(n) of
the U.S. Bankruptcy Code and § 32(6) of the Canadian CCAA and the protection of
non-debtor IP licensors rights to control dissemination of their IP. Other approaches
should also be studied and considered in cataloging current practices and developing
model laws on these issues.

Recent developments in Canada and Germany, as well as the findings from the AIPPI
Survey, demonstrate that these issues are recognized as significant for countries’
insolvency regimes. Simply put, a growing consensus concerning the importance of
these issues argues in favor of UNCITRAL undertaking a Project to assess the
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treatment of IP and IP Licenses in cross-border insolvencies and to explore ways to
increase harmonization in this area.

58. Additionally, any UNCITRAL Project may benefit from considering the findings of the
AIPPI Working Committee’s Survey with respect to these issues. This AIPPI Survey
found consensus on three principles: (1) harmonization of laws governing the treatment
of IP Licenses during bankruptcy and insolvency proceeding should be strongly
encouraged at both regional and international levels; (2) the pertinent legal rule should
apply equally to all types of IP rights, and make no distinction between foreign and
national IP rights; and (3) the pertinent rule should apply equally to exclusive or
nonexclusive IP Licenses. The AIPPI Working Committee also approved the
following principles that it asserts should be applied to the treatment of IP Licenses in
bankruptcies and insolvencies:

Any clause in an IP License restricting or prohibiting transfer or assignment of an
IP License during a bankruptcy or insolvency proceeding should be enforceable.

If an IP License is terminated during a bankruptcy or insolvency proceeding, the
licensee should not be able to continue using the underlying IP rights unless the
licensee continues to make all required payments.

Rules should be enacted that specifically address IP rights or IP Licenses in
bankruptcy or insolvency proceedings, in addition to rules governing other types of
contracts, assets, and property rights.

An administrator’s ability to adopt, assign, modify, or terminate an IP license, if
any, should be restricted to keeping the balance of different interests involved and
upon guaranteeing the normal exploitation of IP licenses and the payment to
creditors involved in bankruptcy and insolvency proceedings.

A solvent IP licensee should have the option to acquire the pertinent IP rights or to
continue as an IP licensee, at least until the regular termination of the contract.
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