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CORPORATE LIABILITIES ARE BEING

UNBUNDLED

EQUITY DECOUPLING. “Empty voting” arises in equity markets when
voting rights exceed economic interest; “hidden ownership” when
economic rights exceed voting rights

DEBT DECOUPLING. Host legal systems could relate to the
going-concern, or to bankruptcy law. An “empty creditor”
pre-bankruptcy can vote but has transferred economic interest via (e.g.)
CDS market, or (“hybrid” decoupling) derivatives on shares. Equally, a
“hidden non-interest” arises when a vote is cast by an agent with no
economic interest, or even a negative interest

There is new evidence from the 2007-2009 financial crisis of decoupling.
Moreover, when decoupling happens bankruptcy is more likely
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COMMENTS

Very nice paper

Elegant taxonomy of problems; nice summary of evidence

It is hard to pick holes in this material
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WE HAVE BEEN HERE BEFORE

The emergence of the corporation changed the nature of private property.

[The emergence of the corporation] has destroyed the unity that we
commonly call property - has divided ownership into nominal ownership
and the power formerly joined to it. Thereby the corporation has changed
the nature of profit-seeking enterprise.

if all profits are earmarked for the security holder, where is the inducement
for those in control to manage the enterprise efficiently?

A.A. Berle and G.C. Means, THE MODERN CORPORATION AND PRIVATE PROPERTY

(1932)
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EUROPEANS ARE FAMILIAR WITH

HIDDEN INTERESTS

Mara Faccioa, Larry H.P. Lang, The ultimate ownership of Western European corporations 65
J. FIN. ECON. 365 (2002)
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Id.
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. . . SO ARE KOREANS

Heitor Almeida, Sang Yong Park, Marti Subrahmanyam, Daniel Wolfenzon, Valuation and
performance of firms in complex ownership structures: An application to Korean chaebols
(2007)
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. . . AND AMERICANS

Paulson

Investors

ACA: $   42 mn A-1

IKB:   $    8 mn A-1
           $142 mn A-2

 ABACUS 2007-AC1, Ltd.

Super Senior    $1.1     bn
A-1          $0.2     bn
A-2          $0.028 bn
B          $0.06   bn
C          $0.10   bn
D          $0.06   bn
FL          $0.20   bn

Goldman
Sachs

Premia Premia

Loss
compensation

Loss
compensation

Investment

Collateral
+ CDS
    premia
-  default
    losses

`

$2bn Reference Portfolio

Baa2 RMBS
90 equally-sized issues
2006/07 vintageCollateral Securities

InvestmentReturn

CDSs Referenced on notes 
Purchased by ACA and IKB 

Goldman
Sachs

Premia

Loss compensation

CDS reference asset:
ABACUS SS tranche

ABN
AMRO ACA

Premia

Loss compensation Loss compensation

Premia

Reference asset for both CDSs:
ABACUS SS tranche, first $91 mn of losses

Steven M. Davidoff, Alan D. Morrison, William J. Wilhelm, Jr, The SEC v. Goldman Sachs:
Reputation, Trust, and Fiduciary Duties in Investment Banking 37 J. CORP. L. 529
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OWNERSHIP INNOVATIONS

1. Limited Liability.— The founder’s power remains unaffected. Her cash
flow exposure is attenuated

2. Debt.— Founder gives up cash in every state of the world; control in
only some of them

3. Managerial Corporation.— The investor receives cash flow; control is
(de facto) restricted

4. Bail-inable debt.— Lender retains cash flow rights; loses the right to
select the bankruptcy point

5. Fiduciary relationships, debt securitizations, loan participations, &c. &c.

Ownership innovations emerged because they served a purpose. Each
involves a contract that alters the division of ownership and control rights

Institutions evolved to support the purpose. Prices changed (possibly
slowly) to reflect the changes
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EQUILIBRIUM EFFECTS

Agent A owns debt. It’s in a public register, and is worth £100

Agent B sells agent A protection against some or all of agent A’s interest.
Agent B is pretty smart

Agent A will now vote the debt into bankruptcy. The debt is now worth
£80

. . . won’t agent B anticipate this effect, and price it?

If A sells the debt for £80 then, of course, he has to vote the debt into
bankruptcy to break even

It is hardly surprising that CDS trade predicts bankruptcy. But the
bankruptcy generates no benefits for agent A: he sold something for £80
whose value conditional upon bankruptcy was £80
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CANDIDATE EXPLANATIONS

1. Agent B is dumb. Natural selection occurs

2. Agent A is doing something that increases value by at least £20. Also a
good thing

3. Agent A and agent B are colluding against someone else. Not a good
thing

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 11/14



CANDIDATE EXPLANATIONS

1. Agent B is dumb. Natural selection occurs

2. Agent A is doing something that increases value by at least £20. Also a
good thing

3. Agent A and agent B are colluding against someone else. Not a good
thing

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 11/14



CANDIDATE EXPLANATIONS

1. Agent B is dumb. Natural selection occurs

2. Agent A is doing something that increases value by at least £20. Also a
good thing

3. Agent A and agent B are colluding against someone else. Not a good
thing

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 11/14



CANDIDATE EXPLANATIONS

1. Agent B is dumb. Natural selection occurs

2. Agent A is doing something that increases value by at least £20. Also a
good thing

3. Agent A and agent B are colluding against someone else. Not a good
thing

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 11/14



VALUE-ENHANCING STORIES

At least two relate to commitment

1. “Hardball” governance story.— A lender with protection imposes a
very hard budget constraint. That has a salutary effect upon incentives.
When the lender buys protection the introduction of a hardball regime
increases value by at least £20.

I More likely in a serious moral hazard environment?
I Bankruptcy happens precisely when covenants are broken. Covenants may

have to adjust, be more narrow, and more precise

2. “Accommodation” governance story.— A lender with lots of votes can
renegotiate easily. So lend the whole of the loan and cover most of it by
selling participations or by purchasing CDS protection.

I More likely in an environment where luck plays a role?
I Renegotiation is cheaper; covenants can be broader and more inclusive

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 12/14



VALUE-ENHANCING STORIES

At least two relate to commitment

1. “Hardball” governance story.— A lender with protection imposes a
very hard budget constraint. That has a salutary effect upon incentives.
When the lender buys protection the introduction of a hardball regime
increases value by at least £20.

I More likely in a serious moral hazard environment?
I Bankruptcy happens precisely when covenants are broken. Covenants may

have to adjust, be more narrow, and more precise

2. “Accommodation” governance story.— A lender with lots of votes can
renegotiate easily. So lend the whole of the loan and cover most of it by
selling participations or by purchasing CDS protection.

I More likely in an environment where luck plays a role?
I Renegotiation is cheaper; covenants can be broader and more inclusive

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 12/14



VALUE-ENHANCING STORIES

At least two relate to commitment

1. “Hardball” governance story.— A lender with protection imposes a
very hard budget constraint. That has a salutary effect upon incentives.
When the lender buys protection the introduction of a hardball regime
increases value by at least £20.

I More likely in a serious moral hazard environment?
I Bankruptcy happens precisely when covenants are broken. Covenants may

have to adjust, be more narrow, and more precise
2. “Accommodation” governance story.— A lender with lots of votes can

renegotiate easily. So lend the whole of the loan and cover most of it by
selling participations or by purchasing CDS protection.

I More likely in an environment where luck plays a role?
I Renegotiation is cheaper; covenants can be broader and more inclusive

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 12/14



VALUE-ENHANCING STORIES

At least two relate to commitment

1. “Hardball” governance story.— A lender with protection imposes a
very hard budget constraint. That has a salutary effect upon incentives.
When the lender buys protection the introduction of a hardball regime
increases value by at least £20.

I More likely in a serious moral hazard environment?

I Bankruptcy happens precisely when covenants are broken. Covenants may
have to adjust, be more narrow, and more precise

2. “Accommodation” governance story.— A lender with lots of votes can
renegotiate easily. So lend the whole of the loan and cover most of it by
selling participations or by purchasing CDS protection.

I More likely in an environment where luck plays a role?
I Renegotiation is cheaper; covenants can be broader and more inclusive

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 12/14



VALUE-ENHANCING STORIES

At least two relate to commitment

1. “Hardball” governance story.— A lender with protection imposes a
very hard budget constraint. That has a salutary effect upon incentives.
When the lender buys protection the introduction of a hardball regime
increases value by at least £20.

I More likely in a serious moral hazard environment?
I Bankruptcy happens precisely when covenants are broken. Covenants may

have to adjust, be more narrow, and more precise

2. “Accommodation” governance story.— A lender with lots of votes can
renegotiate easily. So lend the whole of the loan and cover most of it by
selling participations or by purchasing CDS protection.

I More likely in an environment where luck plays a role?
I Renegotiation is cheaper; covenants can be broader and more inclusive

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 12/14



VALUE-ENHANCING STORIES

At least two relate to commitment

1. “Hardball” governance story.— A lender with protection imposes a
very hard budget constraint. That has a salutary effect upon incentives.
When the lender buys protection the introduction of a hardball regime
increases value by at least £20.

I More likely in a serious moral hazard environment?
I Bankruptcy happens precisely when covenants are broken. Covenants may

have to adjust, be more narrow, and more precise
2. “Accommodation” governance story.— A lender with lots of votes can

renegotiate easily. So lend the whole of the loan and cover most of it by
selling participations or by purchasing CDS protection.

I More likely in an environment where luck plays a role?
I Renegotiation is cheaper; covenants can be broader and more inclusive

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 12/14



VALUE-ENHANCING STORIES

At least two relate to commitment

1. “Hardball” governance story.— A lender with protection imposes a
very hard budget constraint. That has a salutary effect upon incentives.
When the lender buys protection the introduction of a hardball regime
increases value by at least £20.

I More likely in a serious moral hazard environment?
I Bankruptcy happens precisely when covenants are broken. Covenants may

have to adjust, be more narrow, and more precise
2. “Accommodation” governance story.— A lender with lots of votes can

renegotiate easily. So lend the whole of the loan and cover most of it by
selling participations or by purchasing CDS protection.

I More likely in an environment where luck plays a role?

I Renegotiation is cheaper; covenants can be broader and more inclusive

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 12/14



VALUE-ENHANCING STORIES

At least two relate to commitment

1. “Hardball” governance story.— A lender with protection imposes a
very hard budget constraint. That has a salutary effect upon incentives.
When the lender buys protection the introduction of a hardball regime
increases value by at least £20.

I More likely in a serious moral hazard environment?
I Bankruptcy happens precisely when covenants are broken. Covenants may

have to adjust, be more narrow, and more precise
2. “Accommodation” governance story.— A lender with lots of votes can

renegotiate easily. So lend the whole of the loan and cover most of it by
selling participations or by purchasing CDS protection.

I More likely in an environment where luck plays a role?
I Renegotiation is cheaper; covenants can be broader and more inclusive

Debt, “Debt Governance,” and the Decoupling Framework, Henry T.C. Hu Discussion: Alan D. Morrison Oxford, 21 June 2013 12/14



POLICY PRESCRIPTIONS

If decoupling is a form of creative destruction then we can no more
respond to it with the solutions that worked for previous institutional
forms than could legislators dealing with the Berle and Means
corporation

Ownership and the contractual terms of debt are likely to evolve in
response to these changes. If markets reflect value then agents will be
guided in their choices by an invisible hand

Fraud is a bad thing. Transparency is a good thing.

Could we also facilitate commitments not to engage in some of these
trades? The easiest way to do this might be to allow for the issuance of
non-protectable debt and equity
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Arguably, derivatives represent a Berle and Means-scale innovation in
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to appreciate that this is happening
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force for good

But good things are more likely to happen when the right institutional
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