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LEGAL ENTITIES AS TRANSFERABLE
BUNDLES OF CONTRACTS

Kenneth Ayotte*

Henry Hansmann**

The large, modern business corporation is frequently organized as a com-
plex cluster of hundreds of corporate subsidiaries under the common
control of a single corporate parent. Our Article provides new theory and
supportive evidence to help explain this structure. We focus, in particular
on the advantages of subsidiary entities in providing the option to transfer
some or all of the firm's contractual rights and obligations in the future.
The theory not only sheds light on corporate subsidiaries but also illumi-
nates a basic function of all types of legal entities, from partnerships to
nonprofit corporations.

We show that when, as is common, some of a firm's key assets are contrac-
tual, both the firm's owner(s) and its contractual counterparties are
exposed to the risk of opportunism relating to the assignment of the con-
tracts. The owner faces opportunistic holdup by counterparties if
counterparty consent is required to assign contracts in a sale of the entire
firm. The firm's counterparties, in turn, are exposed to opportunistic as-
signment if the owner can freely assign contracts without consent. This
bilateral opportunism problem can be mitigated through bundled assigna-
bility: the owner is permitted to assign her contracts freely but only as a
bundle. The components of the bundle of contracts (which constitute much
of the firm itself) provide assurance of performance to counterparties. And
free transferability, in turn, gives the owner liquidity without risk of
holdup. Most importantly-and least appreciated in the literature and the
case law-bundled assignability increases the owner's incentive to make
valuable investments in the firm.
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We explain why legal entities provide the simplest, most reliable means of
creating bundled assignability. Further, we support our analysis with the
first empirical study of assignment clauses in commercial contracts. Firms,
we show, commonly provide for bundled assignability in their contracts,
and they use legal entities to define the boundaries of transferable bundles.
This suggests that our theoretical model accurately captures the motiva-
tions of contracting parties in practice.
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INTRODUCTION

Despite all of the ink that has been spilled on the subject over the last
two centuries, we still lack a full understanding of the many roles played by
legal entities. To be sure, the basic structure and benefits of the most con-
spicuous type of legal entity-the publicly traded business corporation-are
generally familiar.' Less familiar, however, are corporate subsidiaries. To-
day, each of the largest 100 companies in the United States has, on average,
about 250 distinct subsidiaries that are large enough to be reported in the
firm's securities filings and presumably many more that are smaller.2 Most
of these subsidiaries are wholly owned and consequently controlled by the
parent company. Why do firms routinely adopt this structure, rather than
managing their various activities as unincorporated divisions within the par-
ent firm's corporate shell? What is the purpose of these subsidiary entities?

This question has been largely neglected in both the legal and the eco-
nomics literature. An answer is important, however, for both law and
practice. Courts and regulators must often decide whether to respect the
corporate boundaries between commonly owned subsidiaries for purposes
of accounting, veil piercing, taxation, and regulation. Bankruptcy courts
have the power to "substantively consolidate" corporate groups, merging
both the assets and the liabilities of a parent corporation's subsidiaries as if
they were simply managerial divisions within a single corporate shell. If
wholly owned subsidiaries are typically formed just for opportunistic rea-
sons, such as misleading creditors or avoiding taxation or regulation, there
may be a strong case for refusing to treat them as separate entities.
If, conversely, subsidiaries commonly serve important economic functions,
then the failure to respect the independent character of those subsidiaries
when taxing or regulating them, or when sorting out creditors' claims in
bankruptcy, comes at a price that should be taken into account.

We explore in this Article what we believe to be one important reason-
though clearly not the only reason-for organizing a set of activities as a
distinct legal entity, even when that entity is wholly owned by another entity.
Our explanation not only throws light on the role served by corporate sub-
sidiaries but also illuminates the functions served by legal entities more
generally. Our theory focuses on the great utility of legal entities in facilitat-
ing transferability, particularly when a firm's value depends greatly on its
contractual rights. Legal entities provide a low-cost means of assembling
complementary contracts into discrete bundles that can be freely transferred

1. See, e.g., John Armour et al., What Is Corporate Law?, in THE ANATOMY OF COR-
PORATE LAW 5-16 (Reinier Kraakman et al. eds., 2d ed. 2009) (describing the basic features
of the business corporation and their respective functions).

2. See Richard Squire, Strategic Liability in the Corporate Group, 78 U. CHI. L. REV.
605, 606 n.1 (2011).
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to a new owner, but only if the contracts are transferred together as a bundle.
We refer to this feature as "bundled assignability."

Our theory explains why bundled assignability can be an efficient eco-
nomic configuration. Bundled assignability constrains opportunism on the
part of both the business's owner(s) and its contractual counterparties-its
suppliers, employees, and customers-that can arise when transferability is
at issue. With these opportunism problems minimized, owners have a great-
er incentive to make investments that add complementary value to the
bundle.

We also explain why legal entities are useful tools in creating bundled
assignability, and we present empirical evidence supporting our claim. In
particular, we find that bundled assignability is a common feature of com-
mercial contracts in practice, and legal entities are the predominant means
of achieving it. To our knowledge, we are the first to provide theory and
supportive empirical evidence on assignment terms in commercial contracts.
Our theory and evidence also allow us to offer perspective on bankruptcy
doctrine governing the transferability of contractual rights and obligations
and to understand some of the current features of that doctrine.

We proceed as follows: Part I discusses briefly the current legal and
economic theories of legal entities that are closest to the theory we propose
here and that this Article builds upon. Part II explores the concept of bun-
dled assignability, discussing first the ways in which bundled assignability is
facilitated by current legal doctrine through the relationship between con-
tract assignability and legal entities, followed by an intuitive sketch of our
own theory of the economic efficiencies offered by bundled assignability.
Part III, the heart of this Article, illustrates our theory with a numerical ex-
ample. Part IV shows that the central elements of the bundled assignability
theory continue to hold under a variety of plausible changes in the exam-
ple's background assumptions. Part V explores the value of legal entities in
establishing bundled assignability. Part VI presents empirical evidence on
the prevalence of bundled assignability in commercial contracts, and Part
VII discusses further implications concerning bankruptcy doctrine and intel-
lectual property rights.

I. CURRENT THEORIES OF LEGAL ENTITIES

To set the stage for our analysis, it's helpful to take a brief look at exist-
ing theories of the functions served by legal entities, particularly entities
with a single owner, such as corporate subsidiaries. We set aside entities-
and particularly subsidiaries-that are created principally to segregate assets
and activities into distinct (and usually somewhat arbitrary) pools for ease of
compliance with taxation or regulation. For example, firms operating in
multiple jurisdictions may choose to subincorporate their operations in each
jurisdiction to aid them in complying with-or taking advantage of-
differences in the tax regimes across those jurisdictions. And a company
with a captive insurance business will generally want to subincorporate that
business for the sake of segregating, from the firm's other assets, the capital
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that regulators require it to hold as a reserve to back its insurance policies.
We are interested here, instead, in the more basic economic functions served
by legal entities in facilitating coordination of activities among the principal
participants in an enterprise, namely its owners and the persons with whom
the enterprise has contractual relationships, such as its employees, suppliers,
and customers. That is, we are concerned with the utility of segregating ac-
tivities into distinct legal entities even in the absence of taxation and
regulation.

A. The Economic Theory of the Firm: Property Rights

At least since Ronald Coase's foundational 1937 article,3 economists have
sought to develop a "theory of the firm" to explain the scope and structure of
business organizations. These theories, including the currently dominant
"property rights theory of the firm," focus on potential efficiencies or ineffi-
ciencies that arise from having assets held under common control.4 These
theories are theories "of the firm" in the sense of the firm being the (ulti-
mate) common owner of assets. These theories have difficulty, however, in
explaining legal entities in general and subsidiaries in particular.

The basic logic of these theories is already familiar to many lawyers and
legal scholars. We review it here briefly to clarify the ways in which our
own theory both builds upon, and differs from, that logic.

Suppose that there are two assets (call them Asset 1 and Asset 2) that
initially are owned by two different persons (call them, respectively, Able
and Baker). Assets I and 2 must be used in combination to produce a prod-
uct. (The assets here could be anything from individual machines to whole
businesses.) The question is whether Assets 1 and 2 should remain in sepa-
rate ownership with their joint use coordinated by means of an arms-length
agreement between Able and Baker, or whether, alternatively, either Able or
Baker should purchase the other's asset and coordinate the use of the assets
by direct exercise of the rights of ownership.

Suppose that, for productive efficiency, Able must specialize Asset 1, at
a cost to her, in a fashion that will make it usable only with Asset 2.1 Then
there is an incentive for Able to own the two assets-that is, for Able to buy
Asset 2 from Baker before Asset 1 is specialized. For if they are kept in sep-
arate ownership, then after Able has borne the cost of specializing Asset 1,
Baker has both the incentive and the opportunity to "hold up" Able. In par-
ticular, Baker can threaten to withdraw Asset 2 from production unless Able
gives him further compensation, thus capturing some of the value that Able
added with the specialization investment. It follows that Able, anticipating
such opportunism, will have less incentive to invest in specializing Asset 1

3. R.H. Coase, The Nature of the Firm, 4 ECONOMICA 386 (1937).
4. See, e.g., Sanford J. Grossman & Oliver D. Hart, The Costs and Benefits of Owner-

ship: A Theory of Vertical and Lateral Integration, 94 J. POL. ECON. 691 (1986).

5. It must further be assumed here that the two firms cannot write, in advance, an
enforceable contract that specifies both the investment to be made by Able and all the terms
under which Able and Baker will interact in the future.
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in the first place. If, on the other hand, Able purchases Asset 2 from Baker
before specializing Asset 1, there will be no occasion for opportunistic
holdup by Baker. Able will receive all the returns from specialization, and
thus will have the appropriate incentive to invest in it. Economic integration,
through ownership of both assets by Able, will therefore be the efficient ar-
rangement if Able is the only party who makes a specialization investment.6

The downside to Able owning both assets, of course, is that Baker would
then have less incentive to make similar investments that specialize Asset 2
to Asset 1, because he would then experience a holdup problem at the hands
of Able. If Baker's specialization investment is relatively more valuable than
Able's investment, then economic integration under Baker's ownership is
likely to be more efficient.

The optimal ownership structure, then, will depend on the relative im-
portance of the potential investments Able and Baker might make and the
value of these investments inside and outside the relationship. If Able's in-
vestment in Asset 1 is valuable without Asset 2, and Baker's investment in
Asset 2 is valuable without Asset 1, then neither party is in a position to
hold up the other. When assets are less complementary in this way, it is
more likely that the efficient ownership structure is nonintegration: Able
should own Asset 1 and Baker should own Asset 2, hence constituting two
separate firms that coordinate their production activities by contracting.

Theories of this sort clearly have some power in explaining whether two
firms should integrate into one firm or remain separately owned. They have
nothing to say, however, about why an entrepreneur would incorporate her
business or why a corporation would create wholly owned subsidiary corpo-
rations. Indeed, for the purposes of the property rights theory of the firm,
there is no difference between, on the one hand, a single corporation with its
various businesses operated as divisions and, on the other hand, the same
businesses operated as separately incorporated but wholly owned subsidiar-
ies of the parent. In either case, the parent corporation controls all of the
assets, so these configurations are equivalent.

Like the property rights theory, our theory also relies on the importance
of specialization investments and the potential for holdup problems as a
driver of organizational structure. But our theory provides an explanation for
the legal structure of firms that the property rights theory does not.

B. The Law and Economics Perspective: Creditor Monitoring

The legal (or law and economics) literature has come closer to explain-
ing the legal structure of firms, offering a "creditor-monitoring" theory of
subsidiaries. 7 Firms routinely obtain credit from many of their contractual

6. Seminal work on such "transaction-specific investments" includes OLIVER E. WIL-
LIAMSON, THE ECONOMIC INSTITUTIONS OF CAPITALISM (1985) (drawing together material
from earlier books and articles), and Benjamin Klein et al., Vertical Integration, Appropriable
Rents, and the Competitive Contracting Process, 21 J.L. & EcON. 297 (1978).

7. This theory was offered in Richard A. Posner, The Rights of Creditors of Affiliated
Corporations, 43 U. CHI. L. REV. 499, 507-09, 516-17 (1976), and was developed further in
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counterparties. Those counterparties include not just financial institutions
such as banks, but also suppliers who provide goods on credit, employees
who are paid after rather than before they work, and customers who make
payment before receiving delivery. To determine the terms on which they
will extend credit to the firm, these persons must assess both the possibility
that the business will fail and the likely value of the assets that will remain
to pay creditors if it does.

Take for example a creditor who supplies cars to a car rental business
that is wholly owned by a larger travel agency that also owns a chain of ho-
tels. That creditor will be in a better position to assess the financial
soundness of the car rental business than that of the hotel chain. A creditor
that supplies laundry services to hotel chains, conversely, will be better able
to assess the creditworthiness of the hotel chain. If both the hotel chain and
the car rental business are part of the same legal entity, then both creditors
are exposed to risks they cannot easily evaluate. If, in contrast, the car rental
business and the hotel chain are organized as separate subsidiaries of the
parent, each business-and hence the creditor of each business-will be
largely insulated from the vicissitudes of the other business. Each creditor
will therefore incur less risk and monitoring costs than if there were just a
single entity, and these savings will likely be passed on, at least in part, to
the travel agency and the laundry service in the form of lower borrowing
costs.

In short, corporate subsidiaries are a way of partitioning a firm's assets
into distinct pools for the sake of pledging those assets to distinct groups of
creditors.8 In other words, the subsidiaries are playing a role much like that
performed by security interests.

But facilitating creditor monitoring through asset partitioning, though
evidently important, does not seem adequate in itself to provide a complete
explanation of the proliferation of subsidiary companies that we observe. In
many cases, subsidiaries in a corporate group house closely related business
lines that are substantially interconnected. Public firms, moreover, typically
do not provide separate accounts for each of their subsidiaries to investors;
they provide only a single, consolidated account of their assets and liabili-
ties. The creditor to one of the subsidiaries in a corporate group of this type
might find it difficult to establish which assets will back her claim in the

Henry Hansmann & Reinier Kraakman, The Essential Role of Organizational Law, 110 YALE
L.J. 387, 399-401 (2000), and Henry Hansmann et al., Law and the Rise of the Finn, 119
HARV. L. REV. 1333, 1344-45 (2006).

8. This partitioning takes two forms. First, limited liability protects the assets of the
parent from the subsidiary's creditors. Second, the "entity shielding" provided by the corpo-
rate form protects the assets of the subsidiary from the creditors of the parent, assuring that
those assets will be available in their entirety to satisfy the claims of the subsidiary's own
creditors. See Hansmann & Kraakman, supra note 7, at 393-98; Hansmann et al., supra note
7, at 1337-43.
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event of a default. The ambiguity of entity boundaries, therefore, may in fact
raise creditor-monitoring costs in large corporate groups, not lower them. 9

II. A NEW THEORY: BUNDLED ASSIGNABILITY

We offer here a new theory, "bundled assignability," to explain the crea-
tion of subsidiary corporations and indeed legal entities in general.'0 This
theory complements the creditor-monitoring theory in the sense that both
theories arguably predict roughly similar patterns of subsidiary companies.
But the two theories differ in significant respects. Most importantly, while
the creditor-monitoring theory focuses primarily on the costs of evaluation,
the bundled-assignability theory focuses on the utility of legal entities in
providing liquidity to the owners of a business segment by facilitating free
transferability of that segment to a new owner. Thus, our theory, in contrast
to other theories, can help explain why corporations often choose to house a
business segment-whether acquired from another firm or developed inter-
nally-as a separate subsidiary entity when the corporation anticipates
selling that segment in the future.1' The bundled-assignability theory is most
easily understood if we first examine the relevant law that the theory seeks
to illuminate.

9. See Squire, supra note 2, at 616-17. Another strong indication that the creditor-
monitoring theory is insufficient is the common practice of cross-guarantees among corporate
subsidiaries. Subsidiaries often guarantee the debt of the parent firm or of other subsidiaries
that are above, below, or parallel to them in the chains of subsidiaries that descend from the
parent. See id. at 614-15.

10. Another theory argues that subsidiary corporations can-and perhaps must-be
used to tailor both capital structures and managerial incentives to particular business segments
within a larger firm. See Edward M. Iacobucci & George G. Triantis, Economic and Legal
Boundaries of Firms, 93 VA. L. REV. 515 (2007). And yet another theory, related to the credi-
tor-monitoring theory discussed above, is offered by Margaret Blair, who points to the
importance of the corporate form to increase the stability of enterprise by limiting the rights of
a firm's owners to withdraw their share of capital from the firm. See Margaret M. Blair, Lock-
ing in Capital: What Corporate Law Achieved for Business Organizers in the Nineteenth
Century, 51 UCLA L. REV. 387, 392-93 (2003). The latter theory, however, which focuses
principally on relations among the owners of an entity rather than the relationship between the
entity and its contractual counterparties, offers little help in understanding the role of corpo-
rate subsidiaries and other entities that have a single owner.

11. The popular video rental company Netflix, discussed infra in Section fIB, serves as
fan example. In September 2011, Netflix made a very public announcement of a plan to sepa-
rate its DVD business (renamed "Qwikster") from its streaming video business-a plan
subsequently abandoned owing to consumer protests. Analysts speculated that Netflix planned
to sell Qwikster, and placing Qwikster into a separate, wholly-owned subsidiary was a way to
facilitate this eventual sale. See Matthew Shaer, Did Netjlix Create Qwikster Just to Sell It?,
CHRISTIAN ScI. MONITOR, Sept. 21, 2011, http://www.csmonitor.comInnovationIHorizons/
2011/0921/Did-Netflix-create-Qwikster-just-to-sell-it.
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A. The Law of Bundled Assignability

Contract law determines when rights and obligations under a contract
may be transferred (or, as we say somewhat loosely, assigned12) to a third
party. Both permission from the counterparty, and the subject and circum-
stances of the contract, inform this determination. For example, the rights of
a promisee under a simple contract for payment of a definite sum of money
are, as a default rule of contract law, generally presumed to be assignable. 3

In contrast, the rights of an employer to receive labor services from an em-
ployee are generally presumed to be nonassignable. 14

Whatever the default rule, the assignability of a contract can generally
be altered by a specific provision in the contract itself.' 5 For example, alt-
hough leaseholds are presumed to be assignable by the tenant, 6 it is
extremely common for assignability to be curtailed by a clause in the lease
prohibiting the tenant from assigning the lease without the consent of the
landlord. 7

In contrast, if a business corporation (or other legal entity' 8) is a party to
a contract, a transfer of some or even all of the ownership shares in the cor-

12. The term "assignment" most precisely refers to a promisee's transfer to a third party
of the rights to receive the promisor's performance. "Delegation" refers to a promisor's trans-
fer to a third party of the obligation to render the performance due to the promisee. "Transfer"
of a contract by a party generally means simultaneous assignment of the party's rights and
delegation of the party's duties. We use the term "assignment," however, as it is commonly
used in contracting today, to refer to a complete transfer of a contract-that is, both assign-
ment of the assignor's rights and delegation of their duties to the same third party. See E.
ALLAN FARNSWORTH, 3 FARNSWORTH ON CONTRACTS § 11.10 (3d ed. 2004).

13. See U.C.C. § 2-210(1)(a) (2003); RESTATEMENT (SECOND) OF CONTRACTS § 317
(1981).

14. E.g., Reynolds & Reynolds Co. v. Hardee, 932 F Supp. 149, 153 (E.D. Va. 1996)
(Virginia law prevents assignment of executory contracts for personal services), aff'd, 133
F.3d 916 (4th Cir. 1997). In nearly all reported cases on the assignability of an employment
contract, the assignee is seeking to enforce a covenant not to compete that was contained in
the employee's contract with the original employer. The few cases that rule in favor of assign-
ability typically involve situations in which the employee appears to be acting
opportunistically, invoking the doctrine of nonassignability just to escape the noncompete
clause. See, e.g., Evening News Ass'n v. Peterson, 477 F Supp. 77 (D.D.C. 1979) (newscast-
er's contract is assignable where he accepted the assignment without objection until a
competitor tried to hire him away). Consequently, these cases presumably overstate the will-
ingness of the courts to find an employment contract assignable when an employee resists
assignment of her contract simply because she wishes not to work for the proposed assignee.

15. Even when a promisor's obligations under a contract are assignable, the promisor
remains liable to the promisee after those obligations have been transferred to a third party,
unless the promisee specifically agrees that the original promisor will be excused from such
continuing liability. We discuss residual liability further infra in Section IV.E.

16. See RESTATEMENT (SECOND) OF PROP.: LANDLORD & TENANT § 15.1 (1977).
17. See infra Appendix B, Table 1 (99 percent of the leases in our sample contain ex-

plicit nonassignment provisions).

18. For simplicity, we'll restrict our explicit attention here to corporate-type or "strong-
form" legal entities. These are legal entity forms, such as the ordinary business corporation
(joint stock company), that are endowed with (1) limited liability for the firm's owner(s) (e.g.,
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two types of opportunistic assignments other than the credit-risk-transfer
problem on which we've focused. The first and most obvious is the assign-
ment of the license to another enterprise that is a direct competitor of the
licensor or of other licensees. The second is the assignment of the license to
another firm that is much larger than the original licensee, leading to a far
more extensive exploitation of the license than the licensor contemplated in
the original contract.

In contrast to the credit-risk-transfer problem, neither of these additional
forms of opportunistic individual assignment is less threatening when a firm
is in bankruptcy than when it is not. On the contrary, such opportunism vis-
a-vis the licensor may be the most rewarding course for the bankrupt firm
and its other creditors. And, in contrast to its tendency to mitigate the credit-
risk-transfer problem, a merger can in fact be a convenient instrument by
which to accomplish the opportunistic transfer of a license to a competitor
or to a much larger licensee. These special reasons for barring assignment of
nonexclusive intellectual property licenses have, in fact, been invoked by
both the case law7 and the legal literature to justify the unusual treatment
given to intellectual property licenses in bankruptcy law and merger law.

In fact, the problems of assignability presented by nonexclusive intellec-
tual property licenses in mergers can well be seen as a special manifestation
of the nonverifiable quality problem2-one in which bundling is less like-
ly to provide protection against opportunistic transfers. The essence of the
nonverifiable quality problem we described above is that a contract will be
opportunistically assigned to a person who, though posing no increase in
credit risk, would impose costs on the original counterparty in other ways.
The assignment might associate the original counterparty with a low-quality
enterprise and damage its reputation in general, or it might make it more
costly for the counterparty to perform its part of the bargain. If the relevant
differences in quality are driven primarily by the character of the firm's oth-
er contractual inputs, a counterparty can sufficiently protect herself by
insisting that her contract continue to be exploited together with the other
contracts in the original bundle.

But in the intellectual property case, simply remaining bundled with the
firm's other inputs may provide little protection against opportunistic use of
a license. The opportunism derives, instead, from the character of the ac-
quirer's existing business to which the license has been added. To put the
issue differently, a licensor may primarily wish to avoid being added to a
different bundle, whether or not the bundle to which the license is currently
tied moves together with the license.

None of this is to say that our theory demonstrates that the special rules
regarding assignment of intellectual property make good law. We have

71. See, e.g., PPG, 597 F.2d at 1096-97 (finding an invalid assignment where successor
firm was a competitor of licensor); Nat'l Bank of Canada v. Interbank Card Ass'n, 507 F.
Supp. 1113, 1124 (S.D.N.Y. 1980), aff'd, 666 F.2d 6 (2d Cir. 1981) (finding an invalid as-
signment because successor firm considerably larger than the original licensee).

72. See supra text accompanying notes 25-26.

March 2013]



Michigan Law Review

shown only why licensors of intellectual property might often have reason
to be more conservative about permitting assignment than other contractual
counterparties. It does not necessarily follow that the default rules of law
regarding assignment should be different for intellectual property licenses
than for other types of contracts, either in the context of bankruptcy or in the
context of mergers. The alternative in the case of bankruptcy is to depend on
the discretion of the bankruptcy courts to bar assignment of a license only
when the nature of the proposed assignee's business would make the as-
signment especially burdensome to the licensor. And the alternative in the
case of mergers is to leave it to licensors to insist on a change-of-control
clause-perhaps a tailored one that prohibits mergers with large licensees or
competitors of the licensor-in any license that they fear might be trans-
ferred opportunistically via merger. The choice of a default rule in these
cases, as elsewhere, involves trade-offs. Our object here is limited to clarify-
ing some of the costs and benefits that need to be weighed in the balance.73

CONCLUSION

The modem firm's value is increasingly embedded in its contractual
rights. At the same time, modem firms are increasingly organized as clusters
of subsidiary entities under the common ownership and control of a corpo-
rate parent. This Article creates a new link between the importance of
contracts and the widespread use of subsidiaries that has not previously been
emphasized.

We have argued that subsidiary entities are useful tools in facilitating the
transferability of a business segment whose value depends importantly on its
contracts. Our theory emphasizes that bilateral contracts create risks of op-
portunism by the firm and its counterparties when transferability is at issue.
Owners value the ability to sell their business segments, but counterparties
have incentives to hold up a sale and extract value from the owner when
their consent is required. Owners, by contrast, have incentives to seek out
low-quality assignees if counterparties gave an overly broad permission to
assign their contracts individually.

We show that the two-sided risk of opportunism can be mitigated
through "bundled assignability"-the owner of a business segment is free to
transfer the segment's contracts and assets to a new owner, but only if they
are transferred together. When the quality of a firm's performance depends
on its other inputs, bundling provides appropriate assurance to a counterpar-
ty that she will receive the effective performance she was promised, whether
or not the segment is sold. And it assures owners that they can get the liquid-

73. It is certainly plausible that the objections to transferring intellectual property li-
censes have become excessively salient relative to the virtues of (bundled) assignability. As
one thoughtful commentator says, in reviewing the case law, "[T]he negative effect on the
licensee caused by the non-transferability of its rights has, surprisingly, not appeared to be as
significant as the licensor's interest in controlling the identity of its licensees or is overcome
by other factors." Ziff, supra note 54, at 768. The analysis of the benefits of bundled assigna-
bility that we offer here, we hope, may help correct this imbalance.
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ity they need without risk of holdup. Mitigating these opportunism problems
is important, we show, because it encourages owners to make investments
that add value to the bundle.

Placing a business in a subsidiary entity provides a convenient and relia-
ble way to create bundled assignability. While other methods of creating
bundled assignability are also possible, these alternatives have important
flaws that weigh in favor of using a separate entity, particularly when trans-
ferability is important to the owner. Our analysis of assignment terms in
commercial contracts confirms that contracting parties recognize the bene-
fits of using entities for this purpose. An appreciation of this role of legal
entities not only refines our legal and economic theories of the firm but also
provides guidance in understanding both legal doctrine and contracting
practices regarding assignability.
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APPENDIX A: ROBUSTNESS CHECKS

1. Bundling Contracts to Assets

Suppose that all numerical values are the same as in the numerical ex-
ample in the main text, except that Marion begins the game at Date 1 with
ownership of the other four inputs, free and clear of any liabilities. She must
contract for the bottles, using the bottle supplier as a creditor, as above.

First, suppose the bottle supply contract is individually assignable, and
suppose the bottle supplier will continue to demand 10/0.5 = 20, as before.
If the owner invests, but chooses not to assign, the value of her equity in the
firm is 1 • (100 - 1 • 20) - 2 = 78. If she invests and chooses to assign, the
owner will receive 0.95 - (100 - 1 . (10/0.95)) - 2 = 83. Since assignment is
preferred to nonassignment conditional on investing, the contract prices set
by suppliers are consistent with equilibrium behavior by the owner. It can
also be shown that a contract price of 10 will not constitute an equilibrium,
since the owner will prefer assignment. Since the owner prefers assignment
after investing, it is clear that the owner will never invest, for the same rea-
sons as above. The owner then will not invest but rather will assign. Her
equity value will be .95 • (100 - 1 • (10/0.95)) = 85.

Next, suppose the bottle supply contract is bundled with the other four
inputs. Suppose the bottle supplier will be willing to agree to a contract
price of 10. The owner's payoff if she does not invest is 0.95 . (100 -
1 • (10)) = 85.5. If the owner invests, her payoff, net of the investment cost,
is 1 - (100 - 1 • 10) - 2 = 88. The owner prefers to invest under bundling.
Thus, the contract prices set by the suppliers are consistent with equilibrium
behavior by the owner. Since the owner's equity is worth 88 under bundling
and 85 under individual assignability, the owner will prefer bundling at Date
1.

2. Other Sources of Complementarity

Suppose that all numerical values are the same as before, but investment
is not required to generate complementarities: if the original five inputs are
kept together, Patriot will succeed with certainty, otherwise it will succeed
with probability 0.95. It is clear that the Date 3 decision problem for the
owner is the same as the decision problem above after the owner has invest-
ed. Suppose the suppliers will set their contract prices as above: the bottle
supplier will require a contract price of 20 and the other suppliers will de-
mand 10/0.95. If the owner chooses not to assign, she will receive 1 • (100 -
4 . (10/0.95) - 1 • 20) = 38. If the owner chooses to assign, the owner will
receive 0.95 • (100 - 5 • (10/0.95)) = 45. The owner prefers to assign, since
45 > 38. Thus, under individual assignability, the contract prices set by sup-
pliers are consistent with equilibrium play by the owner. It can also be
shown that it is not an equilibrium for suppliers to set contract prices of 10,
since the owner will prefer to assign the bottle supplier at Date 3 (MW will
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pay the owner a price of 5). Given that she prefers to assign at Date 3, the
value of the owner's equity is 45 at Date 1.

Now suppose the owner bundles the five contracts together. Suppose, as
above, the suppliers agree to contract prices of 10. Given this, her equity
value is 1 - (100 - 5 • 10) = 50. Since contracts cannot be assigned, contract
prices of 10 are consistent with equilibrium. Since her equity value under
bundling is 50 > 45, the owner prefers bundling to individual assignability.

3. Other Sources of Inefficient Assignment

Another reason the owner might prefer nonassignability, in addition to
reasons that involve complementarity between inputs, is to commit herself
not to waste resources finding a potential assignee. Suppose, in contrast to
the examples above, that the current bottle supplier is no more valuable than
a replacement bottle supplier. Suppose that Patriot will succeed with proba-
bility 0.95, and MW will succeed with probability 0.5, irrespective of the
identity of the bottling company or any investment made by the owner. This
means that there are no complementarities between the bottling company
and Patriot's other inputs. Suppose, however, that the owner, at Date 2, has
the ability to search for an assignee like MW. The search costs 3 to Marion
in direct costs and forgone opportunities. If the owner does not search, then
she has no potential assignees.

Suppose first that contracts are assignable, and suppose that contract
prices under assignable contracts are the same as above. If the owner
searches and then assigns at Date 3, her payoff, net of the search cost, will
be 0.95 . (100 - 5 . (10/0.95)) - 3 = 42. If the owner does not search, and
thus does not assign, her payoff is 0.95 • (100 - 4 • (10/0.95) - 1 - 20) = 38.
Clearly the owner prefers to search and to assign, and her equity value net of
search costs is 42. If, by contrast, the owner bundles the contracts, her pay-
off is 0.95 • (100 - 5 • (10/.95)) = 45. Note that the owner's net payoff to
bundling is 45 - 42 = 3, which is equal to the cost of the search. In other
words, the search cost is socially inefficient, and these social losses are ul-
timately borne entirely by the owner. By bundling the contracts together, she
commits to preventing this loss of value.

4. Renegotiation in the Shadow of Assignment

In this example, we allow the bottle supplier and the owner to renegoti-
ate to an outcome that prevents assignment when assignment destroys value.
The simplest case to illustrate is one in which the supplier has all the bar-
gaining power in renegotiation with the owner, so we will show the main
result for this special case. In general, the qualitative result that individual
assignability weakens incentives to invest in complementarities is true as
long as the supplier has at least some bargaining power in renegotiation.

First, suppose that contracts are assignable, and suppose that contract
prices under assignable contracts are the same as above. If the owner in-
vests, but chooses not to assign, she will receive 1 • (100 - 4. (10/0.95) -
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1 • (10/0.5)) - 2 = 38. If the owner invests and chooses to assign, the bottle
supplier will renegotiate to prevent the assignment. But recall that we as-
sume the supplier to have all the bargaining power. Thus, the owner's
outcome in bargaining is the same as if she in fact assigned. Thus, the owner
will receive 0.95 • (100 - 5 • (10/0.95)) - 2 = 43, her assignment payoff. As
a result, if the owner invests, she prefers to assign the supply contract rather
than keep it.

Now suppose the owner chooses not to make the investment. Her payoff
if she does not invest and does not assign is 0.95. (100 - 4- 10/0.95 -
1. (10/0.5)) = 36. If she does not invest but does assign, she receives
0.95 • (100 - 5 • 10/0.95) = 45. Note that if the owner does not invest, there
is no positive surplus to be had from renegotiation, since the bottle supplier
is not complementary with Patriot. Thus, we can assume that the assignment
actually takes place. Since 45 is the highest possible payoff for the owner of
the four possible choices when contracts are assignable, she will choose not
to invest but instead to assign. Given these preferences, the contract prices
chosen by the suppliers are consistent with equilibrium behavior by the
owner.

Under bundling, as before, the owner's payoff is 1 • (100 - 5 • 10) - 2 =

48. Since 48 > 45, she prefers bundling to individual assignability.

APPENDIX B: TABLES

The following Tables are based upon the authors' sample of 287 lease
and supply agreements from the SEC Edgar database filed as "Material
Contracts" (Exhibit 10) between 2007 and 2009. The debtor party is the
buyer in a supply contract and the tenant in a lease contract.

TABLE 1

EXPLICIT INDIVIDUAL NONASSIGNABILITY, DEBTOR PARTY

Individually
Nonassignable Individually Nonassignable

Contract Type Contracts (N) Contracts (N) Contracts (%)

Supply 145 133 91.7%

Lease 142 141 99.3%

Total 287 274 95.5%

Table 1 reports the contracts that explicitly impose restrictions on as-
signment of the contract on an individual basis.
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TABLE 2
BUNDLED ASSIGNABILITY, DEBTOR PARTY

Explicit Bundled-
Assignable Explicit or Implicit Bundled-

Contract Type Contracts (N) Contracts (%) Assignable Contracts (%)

Supply 145 63.4% 89.0%

Lease 142 62.7% 82.4%

Total 287 63.1% 85.7%

Table 2 reports the percentage of contracts that allow for bundled as-
signability by the debtor party to the contract. A contract is coded as
explicitly bundled assignable if the contract both (a) is explicitly individu-
ally nonassignable (using the same criteria as in Table 1) and (b) explicitly
permits assignment of the contract (possibly under specified conditions) if
assigned to a party acquiring all or some specified subset of the assets or
contracts of the debtor party. A contract is coded as implicitly bundled
assignable if both (a) is individually nonassignable and (b) does not ex-
plicitly restrict assignment of the contract in the event of a merger,
acquisition, or change in control of the debtor party. The sample is described
in Table 1.

ENTITY AND NONENTITY

TABLE 3
BUNDLE DEFINITIONS, DEBTOR PARTY

Entity and Nonentity
Entity Bundles Nonentity Bundles

ContractType Contracts (N) Only (%) Bundles (%) Only (%)

Supply 92 37.0% 52.1% 10.9%

Lease 89 91.0% 7.9% 1.1%

Total 181 63.5% 30.4% 6.1%
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Table 3 reports percentages of explicitly bundled-assignable contracts
that use entity-based and nonentity-based definitions of bundles with which
the contract may be assigned. The sample includes only those contracts that
are coded as explicitly bundled assignable, as reported in Table 2. A bundle
is defined as an entity bundle if assignment is permitted in the event of a
merger, acquisition, or a sale of all or substantially all of the assets of the
debtor party to the contract. A bundle is defined as a nonentity bundle if as-
signment is permitted with (a) specific asset(s) and/or contract(s), or (b) a
general definition of a bundle that does not specifically reference the debtor
entity, such as "business" or "segment."

APPENDIX C:

EXAMPLE OF EXPLICIT BUNDLED-ASSIGNABILITY CLAUSE

The following assignment clause is taken from a supply contract be-
tween Ascent Solar Technologies, Inc. and TurtleEnergy, LLC regarding the
supply of solar panels by Ascent Solar to TurtleEnergy: 74

17. Assignment

17.1 Except as provided herein, no party shall assign this Agreement without the prior
written consent of the other party hereto, and any purported assignment without such
consent shall be deemed null and void.

17.2 Notwithstanding the foregoing, both parties shall be permitted to assign this
Agreement in connection with a merger or sale of all or substantially all of their assets.

17.3 Buyer may assign a Purchase Order under this Agreement in favor of a third party
before acceptance of the Purchase Order by Ascent subject to Ascent's prior written
consent and payment by Buyer or the assignee of the price of the PV Modules before
shipping.

74. Ascent Solar Techs. Inc., Photovoltaic Module Supply Agreement (Ex. 10.1) (Sept.
23, 2009).
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