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Key Court Holds Trademark License
Survives Bankruptcy Under §365

BY BRIAN TRUST,
JOEL MOSS
AND MONIQUE MULCARE

n In re Interstate Bakeries Corp.,' the
U.S. Court of Appeals for the Eighth
Circuit found that the license agree-
ment between Interstate Brands
Corporation (IBC), the subsidiary
of Interstate Bakeries Corp. (Interstate
Bakeries), and Lewis Brothers Bakeries
(LBB) was part of a single integrated
agreement and not executory. In so
holding, the court joined the U.S. Court
of Appeals for the Third Circuit in allow-
ing a trademark licensee to continue to
use its licensed trademarks free from
the tactical threat by the debtor that
it will reject its licenses pursuant to
section 365 of the Bankruptcy Code.

Executory Contracts

The power of the debtor to reject
what it deems to be burdensome execu-
tory contracts under section 365(a) of
the Bankruptcy Code has always been
one of the strongest tools a debtor has
in bankruptcy. Generally, courts, includ-
ing the courts of the Eighth Circuit, have
adopted the so-called “Countryman def-
inition” of executory contracts, which
provides that a contract is executory
where, as of the petition date, each of
the parties still has unperformed obliga-
tions of such a nature that if either par-
ty fails to perform, such failure would
be a material breach.? In counterpoint,
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section 365(n) of the Bankruptcy Code
allows non-debtor licensees covered by
section 101(35)(A) of the Bankruptcy
Code whose licenses are found to be
executory and rejected by the debtor to
either (i) treat the license as terminated
if the breach caused by the debtor’s
rejection would allow the licensee to do
so, or (ii) retain their rights under the
license and continue to use the licensed
“intellectual property” as provided by
the license for the term of the license
and for any term for which the license
may be extended.?

As a result, at the cross-section of
bankruptcy and intellectual property,
there has always been a tension between
the debtor’s rejection power and the
licensee’s right to continue to use the
intellectual property under its prepeti-
tion license. Trademark licensees have
an additional challenge in protecting
their rights in their licensed trademarks
because trademarks were not included
within the definition of “intellectual
property” as set forth in section 101(35)
(A) of the Bankruptcy Code. Excluded
from the protections of section 365(n)
of the Bankruptcy Code, these licensees
have been more vulnerable to attempts
by debtor-licensors to use section 365(a)
to reject trademark licenses and deprive
them of their rights.

Perpetual License

In order to comply with a 1996 final
judgment from an antitrust action com-
menced by the Department of Justice,
Interstate Bakeries had been required
to divest itself of its “Butternut Bread”
and “Sunbeam Bread” trademarks and
operations in the territories of Chicago
and central lllinois. Interstate Bakeries

divested itself of these assets pursuant
to an asset purchase agreement (APA).*
In connection with the APA, IBC
granted LBB a “‘perpetual, royalty-free,
assignable, transferable, [and] exclusive’
license to use the brands and trade-
marks” in certain designated territories.?
The APA allocated approximately $12
million to the actual operations and the
remaining $8 million to the intangible
assets, which included the license.b
Almost 10 years later, in September
2004, Interstate Bakeries, along with its
subsidiary brands, filed for bankrupt-
cy. Four years after Interstate Bakeries
filed its petition for relief, it proposed a
Chapter 11 plan that sought to utilize the
trademarks held by LBB and reject the
license as an executory contract. LBB
reacted by seeking a declaratory judg-
ment that the license was non-executory
and, therefore, IBC could neither reject
nor terminate the license.” IBC coun-
tered by moving to reject the license
agreement and seeking a declaration
that it was an executory contract.
Both the bankruptcy court and the
district court agreed with IBC, finding
that both IBC and LBB had at least one
remaining material obligation to each
other under the license agreement.
Accordingly, the lower courts held that
the license was executory and that IBC
had the right to reject the same.? Initially,
the Eighth Circuit agreed with the lower
courts and held the license granted as
part of a larger asset sale was subject
to rejection as an executory contract
pursuant to section 365 of the Bankrupt-
cy Code.? This decision was in direct
conflict with the Third Circuit’s decision
in In re Exide Technologies,'’ a decision
that allowed a trademark licensee the
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continued use of its licensed trademarks
by finding that the trademark license
at issue was not an executory contract
subject to rejection.

LBB requested that an en banc panel of
the court rehear arguments as to whether
its rights, as a trademark licensee, should
survive the bankruptcy of its licensor,
IBC, and its attempt to reject the license
under section 365(a).!! On the eve of the
hearing, IBC filed a motion to dismiss the
rehearing of the appeal on the basis that
the appeal was moot.!?IBC claimed that
it would no longer pursue the rejection
of the license agreement with LBB under
section 365 of Bankruptcy Code and, mag-
nanimously, decided to waive any right it
had to reject the license agreement. IBC
explained that it sold its interest in the
trademarks at issue, and could no longer
realize any value from the rejection of
the license agreement.

IBC also claimed that its parent,
Interstate Bakeries, had sold all of
its material assets and was winding
up its remaining operations under a
wind-down order issued by the Bank-
ruptcy Court for the Southern District
of New York.!? As a result, IBC was now
all too willing to “erase” the record
that—until the affirmative decision to
hold an en banc hearing—had been
in its favor.

In response, the court acknowledged
that IBC had sold its interest in the But-
ternut trademarks, which were prob-
ably the most significant trademarks
at issue, but, by IBC’s own admission,
those were just four of the 12 trade-
marks covered by the license agree-
ment. Moreover, even though IBC was
now willing to waive its rights, the court
found that this “waiver” was neither an
“ironclad assurance” nor comparable
to the agreement at issue in another
case,"* which contained a covenant not
to sue that eliminated the possibility of
litigation not only by the complainant
but also by its successors and assigns.
Thus, the court found that LBB still
faced the possibility of future chal-
lenges to the license agreement and
a decision on the merits would be
relevant to LBB’s rights in the remain-
ing trademarks. Therefore, the court
decided to proceed with the hearing
on the merits because the appeal was
not moot."

Scope of the Agreement

Turning to the appeal, before it
could determine whether the license
agreement was an executory contract
subject to rejection pursuant to sec-
tion 365(a) of the Bankruptcy Code,
the court first needed to decide the
scope of the agreement to be analyzed
for purposes of determining whether
it could be rejected by IBC. Was it the
license agreement by itself or was it a
larger asset purchase agreement that
included the license agreement?

There has always been a
tension between a debtor’s
rejection power and a
licensee’s right to continue
to use intellectual property
under its prepetition license.

The court noted that the bankruptcy
court, the district court and the original
panel of the court had focused on the
license agreement in isolation. From
the court’s perspective, that focus had
been overly narrow, and it believed that
“the proper analysis” required consid-
eration of “an integrated agreement
that include[d] both the [APA] and the
license agreement.”'6 The court found
seven elements that led it to consider
the APA and the license agreement as
a single integrated agreement:

1. Interstate Bakeries and IBC, on
the one hand, and LBB, on the other
hand, had entered into the [APA] and
the license agreement contemporane-
ously on Dec. 28, 1996.

2. The APA listed the license as an
asset sold to LBB pursuant to the sale.

3. The APA directed the parties to
enter into the license agreement.

4. Both the APA and the license agree-
ment define the “entire agreement” as
including both agreements.

5. The APA defined the agreement to
include “the exhibits and schedules
hereto,” and the form of license agree-
ment was an attached exhibit.

6. The license agreement makes refer-
ence to the APA throughout the agreement.

7. Consideration for the license was
set forth in the Allocation agreement
described in Section 2.3 of the APA.17

Thus, the court held that separat-
ing the APA from the license agree-
ment would “run counter” to both
the wording in the documents them-
selves that they be considered as one
integrated agreement and the stated
allocation for the license within the
overall purchase price paid under the
APA '8 Having now determined that the
APA and the license agreement were a
single integrated agreement, the next
question addressed by the court was
whether this integrated agreement
was an executory agreement subject
to rejection pursuant to section 365(a)
of the Bankruptcy Code.

The court held that Interstate Baker-
ies had substantially performed its obli-
gations under the APA “and its failure
to perform any of its remaining obliga-
tions would not be a material breach of
the integrated agreement.”'? In order to
comply with the antitrust judgment that
called for Interstate Bakeries’ divesti-
ture of its bread-making business in the
specified territories in a single compre-
hensive transfer, LBB had purchased
Interstate Bakeries’ business. The court
noted again that, of the purchase price
paid for that business, $8.12 million had
been allocated toward the intangible
assets that included the license at issue.

From the court’s perspective, the
facts at hand were analogous to the
facts that the Third Circuit had con-
fronted in Exide, a case in which the
Third Circuit found that a trademark
license that was part of a larger asset
sale transaction could not be rejected
as an executory contract. As in Exide,
any remaining obligations under the
APA “did not ‘outweigh the substantial
performance rendered [by LBB] and the
benefits received by’” IBC.2° Therefore,
in reversing the judgment of the district
court, the court concluded that “the
license agreement between IBC and LBB
[was] not executory.”?!

Dissent’s Perspective

The dissent agreed that the “full pur-
pose” of the integrated agreement was
for “IBC to divest itself of the tangible
assets reasonably necessary to allow
the purchaser to make effective ongoing
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use of the license.”?? Except, in the dis-
sent’s view, the license was the core of
the agreement and everything else was
an “add-on” to make LBB’s use of the
license functional. The dissent argued
that the majority had minimized the
license’s materiality. When combined
with the ongoing obligations contained
in the license agreement itself, which the
parties designated as material—specifi-
cally, LBB’s quality and character stan-
dards and IBC’s territorial non-compete
and infringement protections—the dis-
sent was of the opinion that neither LBB
nor IBC had substantially performed
because each of the parties had ongo-
ing obligations that would result in a
material breach if not performed.

The dissent’s focus on the impor-
tance of the license to the integrated
agreement arguably is not misplaced.
However, in allocating importance to
the remaining obligations under the
license agreement in order to find that
IBC and LBB had not substantially per-
formed—the dissent attributed no value
to the $20 million purchase price. There
was only one payment under the APA
and the license agreement and Inter-
state Bakeries had already accepted the
cash. There was never going to be a
stream of subsequent royalty payments
that one would expect to see in connec-
tion with a license agreement.?? LBB
had substantially performed by pur-
chasing the trademarks and the related
operations. From this vantage point, it
becomes apparent that by attempting
to reject the license, IBC was arguably
attempting to resell what it had irrevo-
cably sold already through its grant of
a “perpetual” license.

A Way Forward

Without a doubt, section 365(a) of
the Bankruptcy Code, which enables a
debtor to reject burdensome executory
contracts, remains one of a debtor’s
strongest tools in its toolbox. Both the
Third and Eighth circuits have tempered
only a debtor’s ability to use section
365 to either retrade with the licensee
or resell, to a new party, trademarks
that, in their essence, have been sold
outright by the licensor to the licensee.

By removing the potential conflict
between the circuits, Fxide and Inter-
state Bakeries provide constructive

guidance for determining (i) the nature
of integration required in connection
with the sale of trademarks and their
related assets in order for an asset pur-
chase agreement and trademark license
to be analyzed as a single, integrated
agreement for purposes of determin-
ing whether a contract is an executory
contract subject to rejection pursuant
to section 365 of the Bankruptcy Code,
(ii) when substantial performance has
occurred and what is required for a find-
ing of the same, and (iii) what must
occur to move an agreement to the
point where it is no longer executory
for purposes of section 365. As a con-
sequence, Interstate Bakeries reduces
the viability of abusive challenges by
licensors that a license agreement is
executory and subject to rejection when
the licensee ensures that:

Both the Third and Eighth
circuits have tempered only a
debtor’s ability to use section
365 to either retrade with the
licensee or resell, to a new party,
trademarks that, in their essence,
have been sold outright by the
licensor to the licensee.

e FEach of the key documents in an
asset sale that includes trademarks
explicitly states that it is part of a single
integrated agreement.

e Extraneous language is eliminated
from the documentation that would
allow an inference that either the licen-
sor or licensee still has material ongo-
ing obligations to perform.

e If there will be actual monitoring
and/or enforcement of the trademark
by the licensor, the agreement speci-
fies, in detail, the nature of the licen-
sor’s obligations, when these obliga-
tions shall end and, if appropriate,
whether the licensee shall assume
these responsibilities.

e [f the transaction is in furtherance of
ajudgment or consent decree requiring
the licensor to divest itself of the trade-
mark, reference is made in the documen-

tation to that judgment or order.

Thus, when trademark licensees
purchase their trademarks under
documentation that clearly articu-
lates the comprehensiveness of the
sale and removes any ambiguities as
to the roles of the parties thereafter,
Interstate Bakeries will allow those
licensees to invest in the businesses
supported by these trademarks on a
more secure footing.
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