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As we previously reported in Royalty Rights as Unsecured Claims: The Relevance of Mallinckrodt to M&A,
Revenue or Royalty Interest Financings, and Other Transactions Involving Future Payment Streams, a
decision arising out of the Mallinckrodt plc bankruptcy cases[1] had broad implications for any transaction involving
rights to future payment streams, including royalty or revenue interest financings and other deals with contingent or
deferred payment rights.

The Mallinckrodt court held that royalty payments to a seller of intellectual property were dischargeable unsecured
claims in bankruptcy. That holding meant that the buyer could continue to sell the drug developed from the acquired
IP during and upon emergence from bankruptcy without paying the seller its contractual share of the revenue. The
seller was instead left with an unsecured claim to be paid pro rata out of the funds available to other unsecured
creditors, with an estimated recovery on the claim of about 4%.

The United States Court of Appeals recently affirmed the decision of the Mallinckrodt district court.[2] The crux of the
seller’s argument on appeal was that Mallinckrodt’s obligation to pay the seller royalties arose as the sales occurred
and therefore had to be satisfied in real dollars going forward if Mallinckrodt wanted to continue to sell the drug.
Largely adopting the reasoning of the lower courts, the Third Circuit held that the debtor’s obligation to make the
royalty payments, “like most contract claims,” arose when the parties signed the agreement: “Once the parties agree
to a contingent right to payment, the claim exists. And once the claim exists, bankruptcy can reach it.”[3] The court of
appeals noted, like the district court, that the seller could have protected its claim, and it ended with words of warning
for creditors contemplating similar deal structures:

To protect itself, [the seller] could have structured the deal differently. It could have licensed the rights to the
drug, kept a security interest in the intellectual property, or set up a joint venture to keep part ownership. [. . . .]

Bankruptcy frees debtors from lingering claims like this one. [The seller] kept no property or security interest in
Acthar Gel, but only a contractual right to a royalty. Because that contingent claim arose before Mallinckrodt
went bankrupt, it is dischargeable in bankruptcy.
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Related Practices

The outcome in the Mallinckrodt cases throws in sharp relief the difference between deal structures that are wholly
unsecured—and thus exposed to the bankruptcy risk of the buyer—and other structures, such as out-licensing or
secured transactions, that offer more favorable downside protection. It is worth noting that Covington’s updated
review of publicly available synthetic royalty deal structures shows that no unsecured synthetic royalty financings
by public biotech companies have hit the market since the Mallinckrodt district court decision came down in
December 2022.

If you have any questions concerning the material discussed in this client alert, please contact the members of our
Bankruptcy and Finance practices.

[1] Sanofi-Aventis U.S. LLC v. Mallinckrodt plc (In re Mallinckrodt), 646 F. Supp. 3d 565 (D. Del. 2022).

[2] In re Mallinckrodt plc, -- F. 4th – (3d Cir. 2024), Case No. 23-11112024, WL 1786660 (April 25, 2024).

[3] Id. at *2.
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PRESS RELEASE MONDAY, JUNE 3, 2024

Covington Represents Omeros in Strategic Financial Transactions

NEW YORK—Covington advised Omeros Corporation in its completion of a

series of strategic financial transactions, further strengthening its balance sheet

and extending the maturity profile on a substantial portion of its debt from

February 2026 to...

PRESS RELEASE THURSDAY, MAY 2, 2024

Covington Represents OrbiMed in $50M Financing

NEW YORK—Covington advised OrbiMed Advisors, LLC, a healthcare

investment firm, in a debt financing facility for up to $50 million with TriSalus Life

Sciences Inc. Under the terms of the agreement, TriSalus borrowed $25 million at

the closing...
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TOPIC

Second Annual Synthetic Royalty and Drug Development
Financing Study

As highlighted in the preamble to our inaugural study published last year, the cost

for research and development of new drugs has continued its exponential climb

since the 1950s. To address these growing costs, in addition to more

conventional equity,...

ALERT FEBRUARY 2024 COVINGTON ALERT

Structuring Royalty Monetizations - Bankruptcy and the Risk of
Contract Rejection

A biotech company discovers a novel compound that could lead to a promising

new drug. After several years of development, the company licenses patents on

the compound to a pharmaceutical company for further development. In return,

the pharmaceutical...

PRESS RELEASE TUESDAY, AUGUST 29, 2023

Covington Represents Catalio in $25M Credit Financing of
TapestryHealth

WASHINGTON—Covington advised Catalio Capital Management, LP in its credit

financing of up to $25 million in TapestryHealth. The term loan is an investment

from Catalio’s Structured Opportunities strategy, which provides creative and

flexible...

PRESS RELEASE JULY 26, 2023

Covington Represents OrbiMed in $125M Debt Financing with
Verrica Pharmaceuticals

NEW YORK—Covington advised OrbiMed in its $125 million debt financing with

Verrica Pharmaceuticals, a dermatology therapeutics company developing

medications for skin diseases requiring medical interventions. Under the terms of

the agreement,...
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PRESS RELEASE FRIDAY, JUNE 30, 2023

Covington Represents Eisai in Sale of Royalty Interest in Breast
Cancer Treatment

NEW YORK—Covington advised Eisai Co., Ltd. in its agreement to transfer all

future economic rights for elacestrant (generic name), approved for the treatment

for breast cancer in the United States, to DRI Healthcare Trust. Eisai will receive

an...

PRESS RELEASE MAY 12, 2023

Covington Represents Humacyte in $160 Million Funding
Arrangement

NEW YORK—Covington advised Humacyte, Inc. on its $150 million revenue-

based funding arrangement, as well as a $10 million equity investment option,

with Oberland Capital Management LLC. Humacyte is a clinical-stage

biotechnology company developing...

PRESS RELEASE MARCH 22, 2023

Covington Advises OrbiMed in $75 Million Debt Financing

NEW YORK—Covington represented an investment fund affiliated with OrbiMed

Advisors in a $75 million delayed draw senior secured loan to be provided to

Palette Life Sciences. Under the terms of the debt facility, Palette Life Sciences

can borrow up...

ALERT TUESDAY, FEBRUARY 21, 2023 COVINGTON ALERT

Royalty Rights as Unsecured Claims: The Relevance of
Mallinckrodt to M&A, Revenue or Royalty Interest Financings,
and Other Transactions Involving Future Payment Streams

Consider this scenario: A company sells intellectual property rights to a buyer that

plans to develop the IP into a profitable product. The buyer pays a minimal

upfront purchase price in cash, with the most valuable consideration taking the

form of...
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TOPIC

Synthetic Royalty and Drug Development Financing Study

The cost for research and development of new drugs has increased exponentially

since the 1950s. The reasons for the increase may be subject to debate, but

what is not in question is that the cost to obtain FDA approval for novel

pharmaceutical products...

PRESS RELEASE THURSDAY, JANUARY 19, 2023

Covington Represents OrbiMed on $400 Million Secured Debt
Financing

NEW YORK—Covington advised OrbiMed as the lead investor in a $400 million

senior secured term loan facility provided to Caris Life Sciences, a molecular

science and technology company developing and delivering solutions to the

healthcare...
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