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1.0 INTRODUCTION

When a corporation begins to experience financial difficulties, many people become
nervous. Management and employees worry about the status of their employment.
Creditors, particularly unsecured creditors, wonder whether they will receive
amounts owing to them. Shareholders fear that their shareholdings will diminish in
value or, in the worst case scenario, become worthless. Less obvious members of
this group of concerned stakeholders are businesses that have been granted a
licence to use software by a financially troubled corporation, or that have granted
such a licence to a business facing financial hardships. Unfortunately, many licen-
sors and licensees do not consider the prospect of insolvency or bankruptcy at the
time that they negotiate a software licence agreement. Those that do consider such
matters find that Canadian bankruptcy and insolvency laws as well as intellectual
property laws do not adequately address the concerns of licensors and licensees. As
a result, parties to software licence agreements are left to their own devices in their
efforts to manage the risks of insolvency and bankruptcy.

2.0 BACKGROUND

2.1 Software Licences

Software licence agreements come in many different forms and are used in a vari-
ety of circumstances. They may be in the form of stand-alone “shrink-wrap” agree-
ments that accompany copies of software programs sold to the general public. A
software licence may also be part of a larger transaction, such as a computer system
acquisition, an outsourcing transaction, and even the sale of a business where, de-
spite the transfer of ownership to the purchaser, the vendor is granted a licence to
use the software for a limited purpose and/or period of time.

Regardless of the circumstances under which a software licence is granted, soft-
ware licences share the same legal characterization. Simply put, a software licence
agreement is a contract between the holder of the copyright to the software program
and the licensee pursuant to which the copyright holder grants permission to the
licensee to do something (that is, use the software program') that it would not
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otherwise be entitled to do. In other words, it is an agreement that contains the
negative covenant of the licensor not to bring an action for copyright infringement
‘against the licensee. As such, it is a personal contract that, though it relates to copy-
right,2 does not grant the licensee a proprietary interest in copyright.®

In addition to the licensor’s negative covenant, a software licence agreement
often includes other covenants of the licensor and licensee, including the licensee’s
promise to pay royalties or licence fees and the licensor’s commitment to provide
technical support and/or software upgrades and to indemnify the licensee in con-
nection with any third-party intellectual property infringement allegations.

2.2 Insolvency and Bankruptcy

When a corporation becomes insolvent,* it usually attempts to reorganize its affairs
so that it can regain solvency. Although a reorganization deals primarily with alter-
ing the rights of creditors, the insolvent corporation may also wish to rid itself of
other burdensome or unfavourable obligations and commitments. In the case of
software licence agreements, an insolvent licensor may wish to terminate its obliga-
tions to support or develop upgrades for products that it intends to abandon. The
insolvent licensor may even wish to terminate licences granted by it so that it can
grant new licences on more favourable terms, or assign the copyright in the soft-
ware to a third party free of any obligations or encumbrances.

Conversely, the licensee will, with rare exceptions, wish to continue to use the
software in accordance with the terms originally bargained for by the parties. In
addition to merely having the licence remain in force, the licensee will try to ensure
that it can continue to enjoy the full benefits of the agreement. For example, the
software may be of little use to the licensee if the licensor is no longer obligated, or
able, to provide bug fixes or port the software to future platforms.

In cases where it is the licensee that is insolvent, the licensor will be wary of
continuing to provide the licensee with permission to use the software, and/or ful-
filling obligations such as technical support and maintenance, if the licensee’s -abil-
ity to continue to pay royalty and maintenance fees owed to the licensor is in doubt.
As a result, the licensor may wish to terminate the licence agreement upon such
events. If the software is critical to the operations of the licensee, such action could
have a devastating effect on an insolvent licensee that is already struggling to con-

tinue its business.

As the above examples illustrate, in the event of insolvency or bankruptcy, the
interests of the insolvent licensor and the licensee are often in conflict. Sections 3
and 4 of this paper consider three of the most critical areas of conflict: (1) the insol-
vent licensor’s ability to terminate the software licence agreement; (2) whether the
licensee can enforce the licensor’s negative covenant against a third-party assignee
of the copyright in the software; and (3) the licensor’s ability to terminate the li-
cence agreement upon the insolvency of the licensee. Section 5 considers various
protective measures that may be considered by licensees in order to mitigate the
risks posed by the insolvency or bankruptcy of the licensor.
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3.0 INSOLVENCY OR BANKRUPTCY OF
THE LICENSOR

31 The Right To Disclaim or Reject

3.1.1 The United States

In order to understand why the right to disclaim intellectual property licence agree-
ments has become a much discussed topic, it is useful to first look to the United
States and its experience with intellectual property licence agreements and the in-
solvency or bankruptcy of licensors.

Section 365(a) of the United States Bankruptcy Code* (“the U.S. Code”) prov1des
that, with some exceptions, the trustee of the debtor may assume or reject any exec-
utory contract of the debtor, subject to the approval of the court. The U.S. Code
does not, however, provide a definition of the term “executory contract,” and it has
been left to the courts to provide a definition of the term. In the oft-cited 1985 deci-
sion of Lubrizol Enterprises v. Richmond Metal Finishers, Inc.,® the Court of Appeals
for the Fourth Circuit confirmed the test for determining whether a contract is execu-
tory and at the same time dealt a chilling blow to licensees of intellectual property.

Lubrizol involved a contract under which Lubrizol was granted a non-exclusive -
licence to use a metal coating process technology owned by Richmond Metal Fin-
ishers, Inc. (RMF). Under the terms of the licence agreement, Lubrizol owed RMF
the duties of (1) accounting for and paying royalties for the use of the process; and
(2) cancelling certain existing indebtedness. In return, RMF owed Lubrizol the
duties of (1) notifying and defending Lubrizol in the event of a third-party patent
infringement suit; (2) notifying Lubrizol of any other use or licensing of the
process; (3) lowering the royalty payments owed by Lubrizol if a lower royalty rate
agreement was reached with another licensee; and (4) mdemmfym0 Lubrizol for
any losses arising out of any misrepresentation or breach of a warranty of RME

Just over one year after entering into the contract, RMF filed a petition for bank-
ruptcy. The matter before the court was whether, as part of RMF’s plan to emerge
from bankruptcy, RMF could reject its agreement with Lubrizol, thereby allowing it
to sell or license the technology without having to take into consideration the re-
strictive provisions of the Lubrizol agreement.

In applying s. 365(a) of the U.S. Code, the court confirmed that the test for
determining whether a contract is executory is the test put forward by Professor
Vern Countryman.” Using this test, the court stated that ““a contract is executory” if
the obligations of both the bankrupt and the other party to the contract are so far
unpertm med that the failure of either to complete the performance would constitute

“a material breach excusing the performance of the other.”¥ In applying the test to
the case at hand, the court concluded that the licence agreement was an executory
contract under s. 365(a) of the U.S. Code, as each party owed to the other
unperformed and continuing duties.
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In the case of Lubrizol, it owed RMF the continuing duty of accounting for and

paying royalties for the life of the agreement. In the case of RMF, it owed Lubrizol

- the continuing duties of reporting any further licensing of the process, extending

most-favoured customer royalty pricing, notifying Lubrizol of any suits regarding
process, defending any such suits, and indemnifying Lubrizol for certain losses.

The court also found that the second part of the s. 365(a) test—whether the re-
jection of the executory contract would be advantageous to the bankrupt—had also
been satisfied, and ruled that RMF could disclaim or reject the licence agreement.
Upon such rejection, Lubrizol’s sole remedy was to treat the rejection as a breach
and seek damages as an unsecured creditor.®

Not surprisingly, the Lubrizol case caused a great deal of concern among licen-
sees under executory contracts. This concern prompted the U.S. Congress to amend
the U.S. Code in 1988, by introducing a new section 365(n). Under s. 365(n), if an
insolvent licensor elects to reject an intellectual property licence agreement, the li-
censee is given two options. The licensee may treat the contract as terminated, thus
- giving the licensee a claim against the debtor for breach of contract, or the licensee
may elect to retain its existing rights under the contract, provided that it continues
to make all royalty payments due under the contract and forfeits any setoff claim it
has arising from the debtor’s rejection of the contract. While, in rejecting the li-
cence agreement, the debtor does not have to perform future affirmative obligations
under the contract, s. 365(n) provides licensees with some measure of comfort in
allowing the continued use of the licensed intellectual property.

3.1.2 Canada

3.1.2.1  Bankruptcy and Insolvency Act

The Bankruptcy and Insolvency Act'® (BIA) provides for a formal process under
which an insolvent person can make an offer to its various classes of creditors and
which, if accepted by the unsecured creditors and approved by the court, will be-
come a compromise that is binding on the classes of creditors who have accepted
the proposal.'! If the proposal is not accepted by the unsecured creditors or
approved by the court,'? the debtor is deemed to have made an assignment in bank-
ruptcy.’? Upon bankruptcy, and subject to the rights of secured creditors and equi-
ties existing before bankruptcy, the property of the bankrupt passes to and vests in
the trustee in bankruptcy to be sold and the proceeds distributed to the debtor’s
creditors in the priority determined by the BIA.™4

In the case of a software licence agreement, a bankrupt licensor’s rights in such
software, including its copyright, are assigned to the trustee subject to all rights en-
forceable against the licensor. As a result, the licensee can seek to enforce the licen-
sor’s negative covenant not to sue the licensee for copyright infringement against
the trustee. Notwithstanding the foregoing, the Lubrizol case has prompted some
observers to consider whether, in Canada, an insolvent licensor or its trustee in
bankruptcy can disclaim or reject executory contracts.
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Unlike the U.S. Code, the BIA does not provide for a general right to disclaim
executory contracts.'S As a result, one must consider whether, absent statutory au-
thority, a trustee in bankruptcy has the right to disclaim executory contracts.

In Stead Lumber Co. v. Lewis,'¢ the court concluded that while a contract is not
discharged on bankruptcy, the trustee may elect to adopt or disclaim any executory
contracts of the bankrupt. The soundness of the court’s conclusion is, however,
questionable because its decision is based on English law, which specifically pro-
vides for a statutory right to disclaim executory contracts.!’

In Re Erin Features #1, the British Columbia Supreme Court was faced with the
question of whether a trustee in bankruptcy could disclaim an agreement made by
the bankrupt prior to its bankruptcy. Under such agreement, Modern Cinema Mar-
keting Ltd. (MCM) was granted the exclusive maiketing rights in Canada for a film
in which the bankrupt had a hand in creating. Unfortunately, the court declined to
answer the question and instead concluded that the contract was binding on the
trustee in bankruptcy because it conveyed a proprietary right to MCM:

Assuming without deciding that a trustee in bankruptcy generally possess a power to
disclaim, 1 hold that the contract in issue here does not fall within the category of ex-
ecutory contracts which may be the subject of disclaimer. Erin Features sold its Cana-
dian marketing rights to the film to MCM and accordingly the Trustee cannot now
assert the right to reverse that sale after bankruptcy simply because there is an element
of the contract of sale which remains to be carried into operation. [Emphasis added.]'8

Although the court did not offer much in the way of analysis to support its con-
clusion that the contract resulted in an assignment of property, its obifer comments
suggest that a general common law right to disclaim executory contracts of the
bankruptcy may exist.

The court’s suggestion, and the authorities on which it relies, have been soundly
criticized by several commentators. For example, Takach and Hayes'? refer to the
authorities relied on by the court as “dubious” for the following reasons: (1) the
comments on the matter of disclaimer contained in the cases cited are largely
obiter; (2) the cited cases often rely on English cases after the time when English
legislation had been amended to expressly provide for a right of disclaimer; (3) it is
unclear whether a common law right of disclaimer existed in England prior to such
legislation being enacted; and (4) a codified body of law (that is, the BIA) should

be interpreted without reference to the pre-existing common law.

Despite the arguments against a common law right of disclaimer, it still remains
for a court to properly consider and decide the issue. If the courts find that there is a
common law right of disclaimer, Canada does not have legislation similar to
s. 365(n) of the U.S. Code, which permits a licensee, in the event of a rejection of
an intellectual property licence agreement, to continue to use the licensed intellec-
tual property rights.
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3.1.22  Company Creditors Arrangement Act

Like the BIA, the Company Creditors Arrangement Act?' (CCAA) provides for a
formal process under which an insolvent person can propose a plan to strike a -
balance among the claims of its creditors. While originally limited in its scope, the
CCAA process is now available to any insolvent debtor company,? and its affili-
ates, provided that the total creditor claims against the company or its affiliates
exceed $5 million.? The CCAA process has certain advantages for qualified debtors.

They include increased flexibility (that is, there is no mandatory prescribed priority .
of creditors), less stigma than a bankruptcy process, and, unlike the bankruptcy
process, the fact that bankruptcy does not automatlcally follow a rejection of the

- proposed arrangement.

As under the BIA, the courts play a supervisory role in the CCAA process,
which includes the granting of a stay of proceedings against the debtor and the
sanctioning of arrangement with its creditors. In granting stays and making orders
under the CCAA, the courts have exercised a very broad jurisdiction. For example,
‘courts have prevented non-creditors who have contracted with the debtor from as-
serting claims against the debtor for breach of contract.?* Sanctioned plans have
also precluded parties to executory contracts with the debtor from terminating, re-
scinding, or repudiating their obligations following plan implementation.2s Most
important for the subject matter of this paper, courts have also approved plans that
allow a debtor to unilaterally terminate executory contracts prior to the filing or im-
plementation of a plan of arrangement or compromise.?® As a result, when a licen-
sor seeks to make a plan of arrangement under the CCAA, the continued right of
the licensee to use licensed software may be at risk.

3.2 Enforcing Licenée Agreement Against
Third-Party Assignees

Even if the trustee of a bankrupt licensor does not have the power to disclaim a
licence agreement, the licensee’s right to continue to use the licensed software may
still be at risk. As discussed above, the trustee’s prime responsibilities are to dis-
pose of the bankrupt’s unencumbered assets and to distribute the proceeds to the
bankrupt’s creditors. Such assets include the bankrupt licensor’s copyright in the
software that has been licensed to the licensee. Similarly, if a secured party has a
security interest in the licensor’s intellectual property rights, such rights may, on
default by the licensor, be sold by a receiver appointed by the secured- party. This
raises the question of whether the third-party assignee of the copyright is bound by
the terms of the licence agreement between the licensor and the licensee.

A non-exclusive software licence agreement is described above as a personal
contract that, though it relates to copyright, does not grant the licensee a proprietary
interest in copyright. If the licensor or its trustee in bankruptcy were to breach the’

-negative covenant not to sue the licensee in copyright, such negative covenant
would be enforceable against the licensor in equity through specific performance or
the grant of an injunction.?’” The assignee of the copyright, however, is not a party
to the licence agreement and has made no such negative covenant to the licensee.
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. .Some commentators argue that, in Canada, an- assignee of copyright ought to
take the copyright free of any personal equities.?® Gold states-that, at common law,
an equitable right is not enforceable against-a purchaser of land for value whether
or not the purchaser had actual knowledge of the licence.?® He argues that the same
policy considerations that inform the common law with respect to land purchases
should also apply with respect to assignments of c0pyr1ght-—name1y, that the via-
'b111ty of commercial dealings requires purchasers to have certainty as to title. Gold
also argues that the prmc1p1e of privity of contract requires that beneﬁts or obhga-
tlons not be imposed on strangers to a contract. '

» If this analysis is correct, licensees of copynght in Canada are at a clear dlsad-
'vantage to licensees of copyright in the United States and the United Kingdom. In
the United States, an assignee of copyright acquires title to such copyright subject -
to all prior licences.?! In the United Kingdom, s. 90(4) of the Copyrzght Design and
Patent Act 19883 provides that a licence granted by the copynght owner will be -
bmdmg on every successor in title, unless such successor acquired title in good

faith for valuable consideration and without notice of the licence.®

4.0 INSOLVENCY OR BANKRUPTCY OF THE LICENSEE

It is not uncommon for software licence agreements to contain provisions that per-
mit the licensor to terminate the licence agreement in the event that the licensee be-
comes insolvent or is declared bankrupt. Licensors include such provisions in their
licence agreements because they want to be able to terminate the licensee’s right to
use the software if its ability to pay ongoing licence fees is in question. In addition,
the licensor does not want to have to continue providing services, such as technical
support, if there are concerns that it will not be compensated for such services.

For the licensee, the termination of a licence to use a software program that is
critical to its operations can be devastating to its efforts to reorganize and continue
its business. Sections 65.1(1) and 65.1(2) of the BIA offer some relief to insolvent

licensees in providing that, where an insolvent person who is a party to a lease or
licensing agreement has filed a notice of intention or a proposal,

s. 65.1(1) no person may terminate or -amend any licencing agreement with that
person, or claim accelerated payment under any agreement with the insolvent person,

by reason only that
(a) the insolvent person is insolvent; or

(b) a notice of intention or a proposal has been filed in respect of the insolvent

person.

s. 65.1(2)(c) the insolvent person has not paid rel_lt or royalties, as the case
may be, or other payments of similar nature, in respect of a period preceding the

filing of
(i) the notice of intention, if one was filed, or -

(i) the proposal, if no notice of intention was filed.
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As a result, where an insolvent licensee has filed a notice of intention or a pro-
posal, the licensor will not be able to terminate the licence agreement simply because
- the licensee has failed to make payments prior to the filing or because the licensee

is insolvent.

Section 65.1 of the BIA does not, however, prevent a licensor from terminating a
licence agreement for reasons other than those set out in that provision. A licensor can
also insist on immediate payment for the provision of services and the use of licensed -
property after the filing.* Finally, a licensor can also petition the court to suspend
the stay provisions if it is likely that they would cause significant financial hardship.’s

5.0 PROTECTIVE MEASURES

As discussed in section 3, Canadian legislation and jurisprudence have not decisively
addressed the rights of licensees to continue to use licensed software when the licen-
sor becomes insolvent or bankrupt. In addition, it does not appear that a licensee
can enforce the licensor’s negative covenant against an assignee of the copyright
- that is the subject matter of the software licence agreement. As a result, licensees
have been forced to create their own strategies for protecting their right to continue
to use licensed software. In this section of the article, I outline some of these strate-
gies and discuss their effectiveness in addressing the above-mentioned concerns.

5.1 Source Code Escrow, or Trust, Arrangements

Source code escrow, or trust, arrangements (hereinafter referred to as “source code
escrow”) are designed to provide software licensees with access to, and a licence to
use and modify, the source code to the licensed software in the event that the licen-
sor fails to perform its obligations under the licence agreement with respect to the
maintenance of the licensed software. Many source code escrow agreements also
provide that the licensee will have access to the source code on the occurrence of
events, such as the insolvency or bankruptcy of the licensor, that may threaten the li-
censor’s ability to provide maintenance. While primarily designed as a means to pro-
vide licensees with the ability to maintain the licensed software, source code escrows
have also been advocated as a means by which to protect the licensee’s right to con-
tinue to use the licensed software upon the insolvency or bankruptcy of the licensor.

Under the terms of a source code escrow, the licensee’s right to use the source
code is derived from the grant of a licence contained in either the original licence
agreement or the source code escrow agreement. In the event of the insolvency or
bankruptcy of the licensor, the same risks as outlined in section 3 apply to source

code escrow.

First, due to the licensor’s ongoing obligation to provide updates to the source
code to the escrow agent, the source code escrow agreement is likely to be consid-
ered an executory contract. For reasons discussed in section 3, it is not clear
 whether an executory contract can be disclaimed by the insolvent licensee or its
trustee in bankruptcy. Second, even if the source code escrow is enforceable against
the insolvent licensor and its trustee in bankruptcy, the licensee must still face the
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possibility that the licensor’s intellectual property rights in the software will be sold
to a third party as part of a restructuring or liquidation of the licensor. For reasons
discussed above, it is doubtful that the licence granted to the licensee will bind the
assignee of such intellectual property rights.

5.2 Restrictions on Assignment of Copyright

Most software licence agreements contain provisions dealing with the parties’ abil-
ity to assign their respective rights and obligations to a third party. However, a
restriction on the licensor’s ability to assign its rights and/or obligations under the
licence agreement to a third party does not address concerns regarding the enforce-
ability of the licence against a third-party assignee of the licensor’s intellectual
property rights in the software.

One possible solution is to include a provision in the licence agreement that pro-
hibits the licensor from assigning any of its intellectual property rights in the
licensed software to a third party, unless such third party agrees to be bound by the
terms of the software licence agreement. As with the licence itself, such negative
covenant can be enforced against the licensor or its trustee in bankruptcy by way of
specific performance or injunction. If, however, an assignment has taken place
prior to its discovery by the licensee, the licensee will not be able to enforce such a
provision against the assignee and will be left only with a claim for damages
against the licensor.*

53 Right of First Refusal To Purchase Software

To protect itself from the risk that its licence may not be enforceable against an as-
signee of the licensor’s rights in the software, the licensee may insist that, in the
event that the licensor or its trustee in bankruptcy wishes to sell the licensor’s rights
in the software, the licensee shall have the first right of refusal to purchase such
rights. Of course, exercising such a right will only be practical in certain situa-
tions.3” Care must also be taken to ensure that the right of first refusal is properly
constructed so as not to offend laws prohibiting unjust preferences or fraudulent
conveyances.*

54 Agreement of Securéd Party

Licensees should consider conducting personal property and intellectual property
searches on the licensor to determine if the licensor has granted security in its rights
in the software to any third party. Where such is the case, the licensee should seek
assurances from the secured party that it will honour the licence and, in the event
that the licensor’s rights in the software are sold to a third party, the secured party
and its receiver will require the assignee to be bound by the terms of the licence
agreement. The licence agreement should also contain a provision that provides that
the licensor will not grant security in any of its rights in the software unless the
secured party agrees not to disturb the licence.
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5.5 Governing Law

With the more certain treatment of the rights of licensees under the U.S. Code,
some parties to licence agreements take the view that a Canadian who licenses soft-
ware from a U.S. licensor will be protected from the uncertainties of Canadian law
if the licence agreement is governed by the laws of a U.S. state. While it is true that
the insolvency or bankruptcy of a U.S. licensor will be governed by the laws of the
U.S. Code, the copyright in the licensed software will be governed by Canadian
copyright law. As discussed above, Canadian copyright law does not provide that a
third-party assignee of copyright is bound by licences granted by the assignor.»

5.6 Separate Licence Fee from Other Fees

Even if the licence survives the insolvency or bankruptcy of the licensor, it is often
the case that the licensor, or its trustee in bankruptcy, will refuse to perform future
obligations under the licence agreement, such as technical support and training. If
the royalty fee to be paid by the licensee in consideration of the licence is not listed
separately from the fees payable in consideration of the licensor’s other obligations,
the licensee may find that it must pay the entire fee, even though it is not receiving
the services for which it bargained.

5.7 Partial Assignment of Copyright

As discussed above, the risks faced by a licensee when the licensor becomes insol-
vent arise from the nature of the licence itself. Because a non-exclusive licence is
based on personal rather than proprietary rights, the enforceability of such personal
rights is questionable when the licensor becomes insolvent or bankrupt, or assigns’
to a third party its rights in the personal property that is the subject matter of the
licence. If, however, the licence could be characterized as a proprletary right rather
than a personal right, such uncertainty would be erased.

One possible solution is to have the copyright holder grant a partial assignment
of the copyright in the software.® As Gold points out, s. 13(4) of the Copyright Act
provides for the granting of partial assignments that mimic the scope of a licence
that would have been used for the same purpose.*! By making a partial assignment
of copyright to the licensee, the licensee could be assured of the continued use of
the software, no matter what happens to the remainder of the copyright.

While this proposal best protects the interests of licensees, it will seem radical to
most licensors. As a result, unless the licensee has superior bargaining power, most
licensors will resist such an approach.
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6.0 SUMMARY

Parties negotiating software licence agreements should consider the effects that the
insolvency or bankruptcy of the other party may have on their respective rights and
obligations. Of particular concern to licensees is the uncertainty regarding the ability
of insolvent licensors and their trustees in bankruptcy to terminate or disclaim execu-
tory contracts. Equally important is the apparent lack of enforceability of a licence
agreement against a third-party assignee of the copyright in the software that is the
subject matter of the licence agreement. On the other hand, licensors must be aware
that provisions that provide for termination upon the insolvency or bankruptcy of
the licensee may not be enforceable in the insolvency or restructuring context.

With these concerns in mind, contracting parties and their counsel should con-
sider the protective measures outlined in section 5, which may help mitigate the
risks arising from insolvency or bankruptcy. As noted, however, many of these
strategies have their own limitations. As a result, absent statutory reform, licensees
in Canada will remain in a precarious position.
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