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Seventh Circuit Holds That Trademark Licensee
Does Not Lose Right to Use Licensed Trademarks
When Debtor-Licensor Rejects License

In a decision authored by Chief Judge Easterbrook, the United States Court of Appeals for the
Seventh Circuit recently held that a trademark licensee does not necessarily lose the right to
use licensed marks upon rejection of the license agreement by a debtor-licensor. (Sunbeam
Products, Inc. v. Chicago American Manufacturing, LLC, Docket No. 11-3920 (7th Cir. July 9,
2012.)) In so holding, the Court expressly rejected the contrary decision issued by the Fourth
Circuit in Lubrizol Enterprises, Inv. v. Richmond Metal Finishers, Inc., 756 F.2d 1043 (4th Cir.
1985) almost thirty years ago. The decision is grounded on the Court’'s understanding of the
consequence of rejection under the Bankruptcy Code rather than the nature of the particular
contract at issue and, thus, may also have implications for other types of contracts. And,
while the decision clarifies the treatment of trademark licenses in bankruptcy (at least in the
Seventh Circuit), the extent of the rights retained remains somewhat unclear.

Background:

In 2008, Lakewood Engineering & Manufacturing Co. (“Lakewood”) and Chicago American
Manufacturing (“CAM”) entered into a contract relating to the manufacture of Lakewood’s box
fans. The contract authorized CAM to use Lakewood’s patents to manufacture the box fans
and to place Lakewood’s trademarks on the completed products. Lakewood would take
orders for the box fan from retailers and direct CAM to ship the box fans to the retailers. CAM
was reluctant to incur the costs associated with preparing for production and to manufacture
the 1.2 million box fans that Lakewood estimated it would require during the 2009 season
without assurances of payment. To address this concern, Lakewood authorized CAM to sell
the 2009 run of box fans for its own account if Lakewood did not purchase them.

Three months into the contract, several of Lakewood’s creditors filed an involuntary petition
against it. The court appointed a trustee, who ultimately sold Lakewood’s assets (including its
patents and trademarks) to Sunbeam Products doing business as Jarden Consumer Solutions
(“Jarden”). Jarden did not want to purchase CAM’s inventory of Lakewood-branded fans nor
did it want CAM to sell those fans in competition with Jarden’s box fans. Lakewood’s trustee
rejected the executory portion of the CAM contract under section 365(a) of the Bankruptcy
Code. CAM continued to make and sell Lakewood-branded fans, leading Jarden to file an
adversary proceeding in the bankruptcy court.
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section 365(n) of the Bankruptcy Code. Without deciding whether rejection of a contract
under section 365(a) of the Bankruptcy Code terminates the licensee’s right to use the marks,
the bankruptcy court permitted CAM, which had invested substantial resources in
manufacturing the Lakewood-branded box fans, to continue to use Lakewood’s marks “on
equitable grounds.”

Analysis:

The Seventh Circuit affirmed the bankruptcy court’s decision that CAM retained the right to
use Lakewood’s marks post-rejection but found the bankruptcy court’s reasoning untenable,
noting that “[w]hat the Bankruptcy Code provides, a judge cannot override by declaring that
the enforcement would be ‘inequitable.” /Id. at 4 (citations omitted). The Court instead
grounded its decision on its analysis of section 365(g) of the Bankruptcy Code. Section
365(g) specifies the consequences of rejection under section 365(a) of the Bankruptcy Code
and expressly provides that “the rejection of an executory contract . . . constitutes a breach of
such contract . . . .”

The Court noted that a licensor’s breach of a license would not terminate a licensee’s right to
use intellectual property outside of bankruptcy; the Court held that section 365(g) of the
Bankruptcy Code ensures that a licensee’s rights remain in place in bankruptcy by classifying
rejection as a breach. The Court observed that, post-rejection, a debtor can no longer be
subject to an order for specific performance with respect to the contract and its unfulfilled
obligations must instead be addressed through a claim for damages. It emphasized,
however, that nothing about the rejection implies that any of the rights of the licensee have
been “vaporized.”

While the Bankruptcy Code does permit a debtor or trustee to eliminate contract rights under
certain circumstances (e.g., through the exercise of the avoidance powers), the Court was
not persuaded that this can be accomplished through rejection. The Court noted that rejection
is “not the functional equivalent of rescission,” id at 8 — “it merely frees the estate from the
obligation to perform” and “has absolutely no effect upon the contract’s continued existence.”
Id. at 9 (quoting Thompkins v. Lil’ Joe Records, Inc., 476 F.3d 1294, 1306 (11™ Cir. 2007)).
Based on the foregoing, the Court concluded that the trustee’s rejection of the CAM
agreement did not abrogate CAM'’s contractual rights to continue to exploit Lakewood’s
marks.

Conclusion:

Sunbeam makes clear, at least in the Seventh Circuit, that a trademark licensee will not
necessarily lose its rights to use a licensed mark if its licensor rejects its license in bankruptcy.
However, the scope of the retained rights remains to be seen.

* * * *
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