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1. What’s the question of the paper?
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2. Why should we care about it?
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3. What’s the author’s answer?
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4. How did the author get there?
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rf : risk-free interest rate.

R~ : The return of a normal growth project.

R : The return of a good growth project.

y : The probability of the return on a good growth project.

Rr: The banks’ required return for lending one dollar, the risk-free return.

1 : The probability of a firm having a growth project.

goc : The probability of an overconfident firm having a growth project if the

project is good.

gnoc : The probability of a non-overconfident firm having a growth project if
the project is good.

: The probability that non-overconfident firms choose a normal project.
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: The reducing probability that they choose a normal project.

=

: The advantage in growth opportunities over the non-overconfident
CEO.

: The loan spread that the firm pays.

: The value of collateral that the bank can receive if the firm defaults.

: The dead-weight loss.

: A variable whose value is 6 or o.
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Ic : A indicator variable for C’s value.

Vr : The payoffs for firms at date 1.

Vs : The payoffs for banks at date 1.

y : A side benefit to the lending bank if the firm’s return is Re.
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