IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE

IN RE: Chapter 11

)
)
HO GLOBAL HOLDINGS, INC., ) Cage No. 02-107&80 (MPFW)
et al., )
) {Jointly Administered)
Debtors. )
)

MEMORANDUM OPINION'

I. INTRODUCTION

Before the Court is the Motion of HQ Global Holdings, Inc.
and ite related entities (ceollectively “the Debtors”) to reject
cartain License Agreements (collectively “the Agreements”) with
certain Franchigees.® The Franchisees’ Committee and the
Individual Franchisees oppoge the Motion asgserting that the
Agreements are not executory contracts under section 365 of the
Bankruptey Code. In the alternative, the Franchisees assert
that, even if the Agreements are executory, the Debktoers have net
used proper buziness judgment in deciding to reject the

Agreements. Finally, the Franchisees assert that, if the

! Thisz Opinion constitutes the findings of fact and
conclugions of law of the Court pursuant to Federal Rule of
Bankruptcy Procedure 7052, which iz made applicable to contested
matters by Federal Rule of Bankruptcy Procedures 5014.

? The original motion sought to reject ten Agreements but

the rejection of two of the Agreements (with Dallas Metro Sultes,
Inc.) was sgettled via stipulation. The remaining sight
Agreements are with seven Franchisees: K-2 BEnterprizes d/h/a HQ
Cakland, Restex, Inc., Execuplex Inc. d/b/a Headquarters
Companieg, Bradlie Busineag Servige, Ing,., International 0Office
Network, LLC, Giffnock Corp. (a sub-licengor from Waverly
Associates, Inc.), and Calvin €. Zoeller.



Agreements are rejected, they will still retain their right to
usge the HQ Proprietary Marks.

For the reasons set forth below, we grant the Debtors’
Motion to reject and conclude that the Franchisees' right to use

the trademarks is extinguished.

IT. FACTUAL BACKGROUND

The Debtors are a full gervice office zpace legsor. The
Debtors provide office space plus support services such as
telephone lines, reception, videcconferencing and other
amenitieg. In addition to operating their own centers, the
Debtors entered into licenzing agreements with the Franchisees
granting them exclusive rights to use of “ecertain trade namesz,
trademarks, service marks, loges, emblemz, in=signia, and other
indicia of origin” (“the HQ Proprietary Marksa"). (The
Agreements, § 1.04.7%) In exchange for exclusive use of the HQ
Proprietary Marks, the Franchisees agreed to pay royalty fees of
ore to one and a half percent of meonthly revenues to the Debtors.
The Franchiseeg are required to keep at least one HQ center in

operation and use their best efforts to pursue vigorously the

* One of the Agreements granted an exclusive license from
Debtor HQ Network Syatems, Inc. to Debtor Executive Office
Network, Ltd. for the territory of Manhattan, New York City, New
York (“the Manhattan Agreement”). Debtor Executive Office
Network, Ltd. then sub-licensed the right to the HQ Proprietary
Marks in Manhattan to Franchisee International Office Network,
LLC on a non-exclusive basis.



higheat possible market penetration while meeting the HQ

Standards of operation az defined by the Debtors. None of the
Agreements contain a non-competition clause, but if the Debtors
operate in the exclusive Franchisee territories, the Debtors have
agreed not to ugse the HQ Proprietary Marks.

Under the Agreements, the Debtors have the option to provide
certain support services at their sole discretion and at the
expense of the Franchigees. The Debtors are required to produce
a yearly directory of all HQ center locations, including the
Franchigeesg,

In 2600 the Debtors purchazed a competitor, Vantas
Industries. When the purchase was made, several Vantas locations
were located within the Franchisees’ exclusive territories. BAsg a
result, the Debtors have continued to operate the acguired

centers under the Vantas name.

ITY. JURISDICTION
Thig Court has jurisdicticn over this matter as a core
proceeding pursuant to 28 U.S.C. §§ 1334 and 157 (b) (1),

(b) (2) (A} and (0O}.

IV. DISCUSSTON
There are three issues before the Court. First, are the

Agreements executory contracts under section 3657 Second, if the



Agreements are executory, have the Debtors exercised proper

business judgment in rejecting the Agreements? Third, if the
contracts are rejected, do the Debtors have any remaining

obligaticong?

A. Executory Contracts

Becticon 36% of the Bankruptcy Code allows debtors in
poggassion to reject “any executory contract or unexpired lease
of the debtor.” 11 U.8.C. § 3&65(a). The Bankruptcy Code does
not define “executory contract,” but the accepted definition is
that of Professor Countryman: “An executory contrackt ig a
contract under which the obligation of both the bankrupt and the
other party to the contract are 30 far underperformed that the
failure of either to complete performance would constitute a
material breach excusing the performance of the other.” 1In re

Columbia Gas Sya. Inc., 50 F.3d 233, 239 {(3d Cir. 1995) (citing

Sharon Stee]l Corp. v. Nat’l Fuel Gas Distrib. Corp., 872 F.2d 36,

3% (3d Cir. 1989)). 1In determining whether a contract is
executory, the Third Circuit has emphasized whether the failure
to perform an obligation under the contract would constitute a

material breach. Columbia Gag, 50 F.3d at 244; In re Access

Bevond Techs., Inc., 237 B.R. 32, 43 (Banky. D. Del. 129%). The

time for determining if a contract is executory is when the



bankruptecy petition is filed. Columbia Gas, 50 F.3d at 240

(¢itations omitted) .
The Debtor cited three cases as examples of license

agreements upheld as exXecutory contracts. See Blackstone Potato

Chip Co. v. Mr. Popper (In re Blackstone Potato Chip Co.), 109

B.R. 557 (D.R.I. 19290} (finding a license agreement bundled with
multiple other underperformed “side agreements” to be an

executory contract}; Richard Royece Collection Ltd. v. New York

City Shoez, Inc. (In re New York City Shoeg), 84 B.E. 947, 9560

{(Bankr. E.D. Pa. 1988) (plaintiff’s naked assertion that the
license agreement was non-executory was not enough: “[the
trademark licensing agreement] certainly appears to fit . .- . the

clageic ‘executory contract’ definition of a contract that has

not been fully performed on both =ides”); In re Chipwich, Inc.,
54 B.R. 427 (Bankr. $.D.N.Y. 1985) (the debtor’s continuing duty
Lo report infringements of the licensed trademarks to the
licensee, to institute proceedings at its own expense and to
indemnify the licensee for any damages rendered the license
agreement executory). The facts of thiz case are distinct enough
to warrant its own analysig. Accordingly, we analyze the
Agreements under the traditional Countryman guidelines.

The Agreementsz unguestionably contained unperformed
obligations due from the Franchisees as of the petiticn date.

The Franchisees are required to keep at least one HQ center open



in their respective territoriez and must pay monthly royalty
paymants to the Debtors while maintaining the HQ Standards of
operation. Operating reports are required to be generated and
aubmitted to the Debtorg on a monthly basgizs. Failure to meet any
of these reguirements iz a default under the Agreements and could
be considered a material breach.

With respect to the Debtors’ commitments, however, the
Franchisees aggert that the Debtors fully performed the
Agreemants prepetition. For example, the Debtors are not
required to arrange refresher and update conferencez, but 1f the
Debtors do so, the licensee is regquired to pay its pro rata
gshare. The Debtors alsc may in their discretion (but are not
requlred to) provide additional services to certain licensees,
for which they are paid on-an a la carte basis.

This argument overlooks the essential nature of the
Agreements -—- a license for the exclusive use of the HQ
Proprietary Marks in certain territories. Under the Agreements,
the Debtors may not use the HQ Proprietary Marks in the
territories it has granted to the Franchisees (with the excepticn
of the Manhattan territory). The Debtors’ agreement to forbear
from using the HQ Proprietary Marks in the exclusgive Franchisee
territories iz an ongoing material obkligaticon as of the petition

date. Cf. Lubrizel Enterprigeg, Ing. v. Richmond Metal

Finishers, Inc., 756 F.2d 1042 (4th Cir. 1985) (in analyzing a




non-eXclugive techneology licensze, the core cobligation of

forbearance in licensing to others made the contract executory).
If the Debtor were to use the HQ Proprietary Marks within the
exclugive territories, it would be a material breach. Thus, we
conclude that the exclusgsive Agreements are executory on both
gides.

With respect to Manhattan, the one non-exclusive Agreement,
the Debtors are still chkligated to permit the Franchisees to use
the HQ Proprietary Marks for the life of the licenses.
Interference with the Franchisees’ use of the marks would also be
a material breach of the license granted to the Franchisees,
since the essence of the Agreement is to permit the Franchisees
to use the Debtor-owned HQ Proprietary Marks.! As long as the
royalty payments are made and the operation standards are met,
the Debtors must permit the Franchisees’ use of the marks. This

is an executory contract. See, e.gq., Bverex Syva., Inc. v.

Cadtrack Corp. (In re CFLC, Tne.), 89 F.3d 672, 677 (9th Cir.

1996) (a patent license constitutes an executory contract because

* The Agreements clearly state that the marks are to remain

the property of the Debtor and that the license doez not give
rige to an ownership interest. In fact, the Agreements forbid
the Franchigees from challenging the Debtors’ ownership of the
marks. The Franchisees assert that the Agreements constitute
gome kind of conveyance of a property right rather than a
contract right under section 365, but the plain language of the
Agreements defeats that argument.

7



a licenge is “in egsence, a mere waiver of the right to sue the
licensgsee for infringement”).
Consequently, we conclude that all eight Agreements are

executory contracts under section 365.

B. Rejection of the Agreements

A debtor’s decision to reject an executory contract under
section 365 ig governed by the bugsinesgs judgment standard. Group
of Inst. Invegtors v. Chicago, Milwaukee, St. Paul, and Pac. R.R.
Co., 318 U.5. 523, E50 (1943). Under the business judgment
standard, the scole izzue is whether the rejection henefits the

estate. N, L. R. B. v. Bildigce (In re Bildisco), 682 F.2d 72,

79 {3d Cir. 1982) (the “usual test for rejection of an executory
contract is simply whether rejection would benefit the estate,
the ‘business judgment’ test”), affirmed 465 U.S. 513 (1984). A
debtor’'s determination to reject an executory contract can only
be overturned if the decigsion was the product of bad faith, whim

or caprice. See, e.qg., In re TWA, 261 B.R., 103, 121 (Bankr. D.

Del. 2001); Wheeling-Pittagburgh S8tesl Corp. v. W. Penn. Power Co.,

(In re Wheeling-Pittsburgh Steel Corp.), 72 B.R. 845, 84%-50

(Bankr. W.D. Pa. 1987).,
The Franchisees assert that the rejection decision in this
cage ia the result of capriciousness and whim. While the

Franchigees raised many relevant issues regarding the Debtors’



decision to reject the Agreementg, none of them rise to the level

of whim or caprice. For example, the Franchisees argued that
competition from the rejected Franchisees will not disappear it
the Franchisees are forced to disgcontinue use of the HOQ
Proprietary Marks, but their own expert admitted that the HQ name
and synergy “could affect” a prospective client’s choice of
provider. Thuz the evidence suggests that rejection of the
Agreements, which will permit the Debtors te use the HQ
Proprietary Marks, is likely to benefit the estate.

The Franchisees alsc assert that the rejection of the
Agreements could give rige to large rejection damages, but
offered no evidence of what they would be. In response, the
Debtors’ expert testified that by rejecting the contracts and
retaining business that would otherwise go to the Franchisees’
centers could raisge the Debtors’ revenues by an estimated 800%.
The increase resgsultz from the Debtors’ abllity to capture this
businegs instead of being obligated to refer it to the
Franchizsees in exchange for a commission of only 7.5% of the
contract’s initial wvalue. The Debtors’ expert further testified
that meost of this captured revenue would go “straight to the
bottom line” gince most of the Debtors’ costs are fixed. The
Debtors’ have already rented the space g0 additional tenants will

increage casgh flow with very little additiocnal cost.



The Debtors also assert that rejection of the Agreements
will c¢ut costs for the Debtors. For example, they claim they
would save duplicative advertising costs they now expend on
promoting the Vantas brand in the current Franchisee territories,
which the Debtora estimated costs two or three times the amount
of royalties received from the FPranchisees. It ig not entirely
¢lear that the entire Vantas advertisging amcunt would be saved by
the rejection of the Agreements, but some savings will certainly
be achieved.

In addition to the monetary implications of rejection, the
Debtors point to a gignificant operational shortcoming of the
Agreementsg: that the Debtors canncot force the Franchisees to
expand their operations within their exclusive territories.

While there is language in the Agreements regquiring the
Franchisees to pursue “wvigoreously the highest possible market
penetration” in a given territory, there is no development time
line or target contained in the Agreements. Instead, the
Franchiseeg in their =zcle discretion may operate as many centers
as they see fit but are only required to keep one center in
pperation. The Debtors assert that rejection of the Agreements
would provide the Debtors the necegsary flexibility to eXpand
operations in viakle territories with a cohesive plan.

The Franchisees argue that the Debtors are discriminating in

their Mcoction. They note that the Debtors are in competition

10



(under the vantas mark) with other licensees whose franchise
agreements they have not yet rejected. 'This argument is not
persuasgive. The only issue presented is whether the Debtors
exercised sound business judgment in determining to reject these
eight Agreements. What the Debtor does or does not do with
respect to other licensees in other territories has no bearing on
the current analysgis. The Bankruptcey Code authorizes a Debtor to
assume or reject an executory contract or unexpired lease on a
case by case basis.

Applying the buginess judgment standard, we conclude that
the Debtors’ decisgion to reject the Agreements is based upon a
determination that it will benefit the estate and is not the
regult of bhad faith, whim or caprice. Consequently, the Debtors’

decision to reject the Agreements is upheld.

C. Implications of Rejection

In the event of rejection of an executory contract, the
holder of such contract iz left with a c¢laim for rejection
damages unless section 365 provides additicnal protection. 11
U.5.C. § 365. Licvensees of intellectual property receive gpecial
treatment under section 365(n}): namely, they can elect to treat
the contract as terminated or retain their rights to the
intellectual property so long ag they continue to pay rovalties.

Az defined by section 101 (35A) of the Bankruptey Code,

11



intellectual property “means - (A) trade secret; (B} invention,

process, design, or plant protected under title 35; (C) patent
application; (D) plant variety; (E) work of authorship protected
under title 17; or (F) mask work protected under chapter 9 of
title 17.7% 11 U.8.C. § 101(35A). Trade names, trademarks, and
other proprietary marks are expressly excluded from the

definition of “intellectual property.” Bee, e.g., Raima UK Ltd.

v. Centura Software Corp. (In re Centura Scoftware Corp.), 281

B.R. 660 {(Bankr. N.D. Cal. 2002) (under the plain language of the
statute, trademark licenses are not included in section 365(n)).
Az a result, the Franchigeez are not protected by section 365(n).
The Franchisees therefore have only a claim for rejection damages
under gection 365(g) (1), Id.

The Franchisees assert that, despite their lack of
protection under section 365 (n), they may nonethelezs continue to
use the HQ Proprietary Marks in exchange for the payment of

royalties. This argument is premised on a footnote in Gueci v.

Sinatra {(In re Guecedi), 126 F.3d 380 (2d Cir. 1987), which

raiterates the familiar maxim that rejection does noct terminate
or repudiate a contract but simply relieves the estate from its

obhligation to perform. Gucei, 126 F.3d at 384 n.l (giting Med.

Malpractice Ins,. Asg’n v. Hirsch (In_re Lavigne), 114 F.3d 379,

387 (24 Cir. 1997}}; mee algo Columbia Gas, 50 F.3d at 239 n.8

(rejection is equivalent to a nonbankruptcy breach); In re Drexel

12



Burnham Lambert Group, 138 B.R. 687, 703 (Bankr. S.D.N.Y.

1992) ("Rejection of an executory contract igs not the equivalent
of termination of the contract. It is only a breach”). The
Franchiseeg argue that, while the Debtors’ affirmative
obligations of performance are excused, the Franchisees may still
uge the HQ proprietary marks.

This argument misses the mark entirely. The egssence of the
Agreements was the Debtors’ affirmative grant to the Franchisees
of the right to use their proprietary marks. As a result of the
rejection, that affirmative obligation of the Debtors to allow
the Franchisees to use the marks iz excused. See, e.qg., Raima,
281 B.R. at 673 (“both pre and peost-amendment [i.e. § 265(n)]
cases ag well ag scholarly writings suggest that, upon the
rejection of a trademark license, Lubrizol’s harsh holding
controls, and the licensee is left with only a claim for
breach”).® In other words, since the Bankruptcy Code does not
include trademarks in its protected class of intellectual
property, Lubrizol contrels and the Franchiseeg’ right to use the

trademarks stops oﬁ'rejection. Raima, 281 B.R. at €73, n.24; szee

® The Lubrizol Court, in analyzing a debter’s rejection of a
non-exclusive technology license, concluded that the non-bankrupt
licensee had only a money damage remedy and no further rights
under the agreement to use the technology under section 365.
Lubrizol, 756 F.2d 10432, Congress then enacted section 365(n) to
protect a licensee’s right to continue the use of intellectual
property post-rejection but specifically excluded trademarks from
that protection. Raima, 281 E.R. at €68, n.10; 11 U.s8.C.

8§88 101(35A) & 365(m).

13




also Chipwich, 54 B.R. 427 (a pre § 365(n) case citing Lubrizol
for the principle that only a damage claim ariges from the
rejection of a trademark license); Blackstone, 10% B.R. 557 {(a
post § 365(n) case holding a trademark licensee ig only entitled
to a general unsecured claim for the debtor’'s breach of its
executory contract).

The result cof the Debtors’ rejection of the Agreements is
that they are relieved from the obligation to allow the
Franchisees to use their proprietary marke and the Franchisees’

rights to uge the marks are thereby extinguished,

V. CONCLUSTON

For the foregoing reasons, we conclude that the Agreements
are executory contractz under section 365 of the Bankruptcy Code.
We also conclude that the Debtors have met the business judgment
standard with respect teo their decigion to reject the Agreements
and that the Debtors’ determination to reject the Agreementgs wag
not the result of bad faith, whim or caprice. Az a result of the
Debtors' rejection, we further conclude that the Franchisees are
left with only a claim for rejection damages under section
365 (g) (1) of the Bankruptcy Code and their rights to use the
Debtors’ proprietary marks are extinguished by the rejection.

The Franchisees request continued use of the HQ Proprietary

Marks through the end of 2003 while the Debtors suggest a thirty

14



(30) day transition period phasing out the Franchisees’ use of
the marks. There is no authority for any tranzition period, thus
we accept the Debtors’ suggestion that the Franchisees shall have
thirty days in which to cease using the HQ Proprietary Marks.

An appropriate QOrder is attached.

BY THE COURT:

Dated: February 25, 2003 Mhﬁ \\A&&& .

Mary F. Walrath A
United States Bankruptcy Judge
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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE

IN RE: ) Chapter 11
}
HO GLOBAL HOLDINGE, INC., et ) Case No. 02-10760 (MFW)
al., }
) (Jointly Administered)
}
!

Debtors.

ORDETR
AND NOW, this 25TH day of FEBRUARY, 2003, upon consideration
of the Motion of HQ Global Holdings, Inc. and its related
entities to reject certain License Agreements with certain
Franchizeezs, and for the reasong set forth in the accompanying

Memorandum Opinion, it is hereby
ORDERED that the Motion i1s QRANTED; and it is further
ORDERED that the Franchisees shall cease using the HQ

Proprietary Marks within thirty days of this Order.

BY THE COURT:

Mary F. Walrath
United Stateg Bankruptcy Judge

co:  See attached
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