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Adverse shock hits bank assets

Result is reduced intermediation and worsened adverse
selection in loans

Bank profits fall, so investors are unwilling to buy equity
and boost financial capacity

Lower intermediation and lower activity persist for an
extended period because only retained earnings rebuild
bank equity
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The main contribution is the focus on market
recapitalization of impaired banks

Earlier work followed Black-Scholes (1974) in emphasizing
debt overhang as the impediment

Another force not mentioned in the paper is that more
equity lowers the value of the government’s free put on
impaired assets, under the current policy of universal
government bailouts in the US and Europe

This paper adds the adverse-selection mechanism



THE WEAKNESS OF THE
DEBT-OVERHANG EXPLANATION

It rests on a friction between debt and equity holders—all
the equity buyers have to do is hold the debt to benefit
from the boost in debt value



THE WEAKNESS OF THE
DEBT-OVERHANG EXPLANATION

It rests on a friction between debt and equity holders—all
the equity buyers have to do is hold the debt to benefit
from the boost in debt value

Key point in this paper: If debt overhang reduces
intermediation, it should raise its return and attract entry
to banking, where overhang is no impediment
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DEBT-OVERHANG EXPLANATION

It rests on a friction between debt and equity holders—all
the equity buyers have to do is hold the debt to benefit
from the boost in debt value

Key point in this paper: If debt overhang reduces
intermediation, it should raise its return and attract entry
to banking, where overhang is no impediment

Adverse selection is the answer because it erodes all bank
profits
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FINANCIAL FRICTION
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JP MORGAN CHASE
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Figure 5: Replication portfolios for JP Morgan Chase. The portfolios are holdings of cash
(in red) and a 5-year riskless zero coupon bond (in green). Solid lines are replicating
porfolios for the traditional fixed income position, while dotted lines are for derivatives
and dashed lines are for bonds held for trading.
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