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Abstract

The Efficient Market Hypothesis relies fundamentally on the transmission of in=formation. However, financial crises
are characterized by the breakdown of this mech—anism. This paper provides an empirical validation of the theoretical
framework pro-posed by Hanson (2025), which extends informational asymmetry into a continuous-time stochastic
setting [1]. By modeling intrinsic firm value (V,) and credit constraints (A) as orthogonal stochastic processes, we
analyze the “Liquidity-Solvency Decou-pling” observed during the 2008 collapse of Bear Stearns. We utilize ex-post
perfor-mance data from the Maiden Lane portfolio to demonstrate that the firm possessed substantial positive intrinsic
value (V, > 0) at the moment of its liquidation. We argue that the firm was forced into a strategic exit not by insolvency,
but by a high-noise signal regime (n > 0) generated by opaque Level 3 assets. In this regime, standard managerial
signaling became statistically ineffective against the stochastic drift of credit risk. These findings challenge the “bad
bank” narrative and validate the neces—sity of liquidity-focused regulations like the LCR.
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Introduction

The central paradox of the 2008 financial crisis lies in the divergence between ex-ante market prices and ex-post
fundamental value. Standard neoclassical finance, predicated on the Efficient Market Hypothesis, posits that asset
prices follow a random walk that instantaneously reflects all available information. Under this paradigm, the collapse of
a major financial intermediary like The Bear Stearns Companies, Inc. is tautologically efficient. The firm failed, therefore
its assets must have been worthless. However, the historical record presents a stubborn anomaly that challenges this
conclusion. The sub-sequent performance of the Bear Stearns portfolio, specifically the assets quarantined in the
Maiden Lane vehicle, demonstrates that the firm possessed substantial positive intrin—sic value (V, > 0) at the precise
moment of its liquidation. This discrepancy forces us to confront the limits of standard structural models of default,
such as Merton (1974), which assume a continuous and deterministic link between asset value and credit spreads [2].

To resolve this paradox, we must look to the rich literature on informational asymme-try. Since Akerlof (1970)’s seminal
work on the “Market for Lemons,” economists have understood that quality uncertainty can fundamentally degrade
market mechanisms [3]. When buyers cannot distinguish between high-quality and low-quality assets, the rational price
drops to the average expected value, driving high-quality sellers out of the market. Myers and Majluf (1984) extended
this logic to corporate finance, demonstrating how managers with superior private information navigate capital structure
decisions [4]. Similarly, Leland and Pyle (1977) showed that entrepreneurs can signal value by retaining equity, using
their own capital willingness as a proxy for quality [5].

Yet, these foundational models share a critical limitation. They are inherently static.

They treat information as a fixed endowment and the market's revelation mechanism as a discrete event. In the
frameworks of Myers and Majluf (1984) or Leland and Pyle (1977), the information is revealed, the market clears, and
the equilibrium is set [4,5]. Financial crises, however, are not static events. They are characterized by a continuous,
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high-velocity evo-lution of sentiment and credit availability.

This paper serves as the empirical companion to the theoretical framework established in Hanson (2025), Evolving
Private Information: A Stochastic Extension of Informational Asymmetry Models [1]. Hanson (2025) bridges the
gap between the static “Two-Factor” asym-metry framework of Agrawal and Rao (2015) and the continuous-time
stochastic calculus required to model modern markets [1,6]. Agrawal and Rao (2015) advanced the field signifi-cantly
by bifurcating informational asymmetry into two distinct components: Value Infor-mational Asymmetry (VIA) and Credit
Risk Informational Asymmetry (CRIA) [6]. However, they largely retained the static assumptions of their predecessors.
Hanson (2025) relaxes these assumptions to incorporate time as a parameter, modeling firm value (V,) and credit
constraint intensity (A) as orthogonal stochastic differential equations (SDEs) [1].

The novelty of the Hanson (2025) framework, and the focus of this empirical valida-

tion, is the introduction of the noise intensity parameter, n, within the observable signal process Yt [1]. We posit that
the collapse of Bear Stearns was not a failure of solvency (a decline in V,) but a failure to overcome dismal credit risk and
credit-risk informational asymmetry. As the complexity of structured finance products like Mortgage-Backed Se-curities
(MBS) and Collateralized Debt Obligations (CDOs) increased, the noise term n overwhelmed the drift term in the signal
process. This created a regime of Knightian Un-certainty, where market participants could no longer distinguish between
the stochastic drift of the firm’s operational value and the stochastic shocks to the credit environment.

In this “noise-dominated” regime, the standard mechanisms of arbitrage broke down. Shleifer and Vishny (1997)
famously argued that “limits to arbitrage” arise when special-ized investors are capital-constrained [7]. We extend this
logic to the firm itself. When n is sufficiently high, the manager’s ability to signal solvency is effectively mathematically
nullified. The Bayesian updating mechanism of the market effectively sets the weight of new information to zero. This
renders the firm’s survival contingent entirely on the exoge-nous path of credit risk (A), specifically the willingness of
repo counterparties to roll over short-term debt. This shifts the focus away from a schema that is primarily endogenous
when considering credit risks to the firm, and considers exogenous shocks carefully.

This paper rigorously applies Hanson (2025)’s stochastic definitions to the forensic accounting data of the Bear Stearns
collapse [1]. We proceed by first reconstructing the la-tent state variables (Vt and At) using regulatory capital data and
the “Run on Repo” mi-crostructure documented by Gorton and Metrick (2012) [8]. We then demonstrate that the firm’s
strategic exit, the forced sale to JPMorgan Chase, was the rational optimization of a utility function u(a,V,, A) operating
under a binding participation constraint. By vali-dating the orthogonality of liquidity risk and solvency in this canonical
case, we provide strong empirical support for the move toward dynamic, stochastic models of informational asymmetry.

Theoretical Framework: The Hanson (2025) Dynamic Model

To effectively analyze the empirical data, we must first rigorously define the theoretical lens through which the events
of 2008 will be viewed. The Hanson (2025) model is not merely a descriptive tool [1]. It provides a system of stochastic
differential equations that govern the evolution of the firm.

The Orthogonality of Latent State Variables

The foundation of the model is the separation of the firm’s reality into two distinct latent processes: intrinsic value (Vt)
and credit constraint intensity (At). In classical corporate finance, these are inextricably linked; a firm with high value has
low credit risk. Hanson (2025) relaxes this assumption to accommodate “panic” regimes where market friction separates
the two [1].

We define the intrinsic value process V, as:
av, =, (V, dt + o, (v, H)dW (1)

where uV represents the drift (expected growth in firm value) and o, represents the volatility of the firm’s fundamental
operations. WV is a standard Brownian motion repre-senting operational shocks (e.g., deal flow, underwriting success).
Simultaneously, the credit risk process At evolves as:

d\, = p, (A, B)d, + 0, (At, )AWA(2)

Crucially, the Brownian motions W¥and W* are assumed to be orthogonal (d(W¥ ,W* ) = 0). This independence is the
mathematical representation of a liquidity crisis: a scenario where the supply of credit fluctuates due to exogenous
market conditions (e.g., a freeze in the interbank market) unrelated to the specific operational performance of the firm.

The Observable Signal and Noise Intensity

While the manager observes the true paths of V, and A, (the managerial filtration F,"), the market observes only a noisy
aggregate signal Y. This signal process represents the information contained in earnings reports, stock prices, and
public disclosures. It is defined as:
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dY, = 8,V.dt + 6, Adt + ndB, (3)

Here, 8, and 6, are “loading parameters” that determine how much of the true value and true risk are embedded in the
signal. The parameter n (eta) represents the noise intensity.

In the context of the 2008 financial crisis, n is the critical variable. As the complexity of structured products (MBS, CDOs)
increased, the transparency of financial statements decreased. This corresponds to a regime where n > 0. From the
perspective of stochastic calculus, over a short time interval dt, the volatility term (ndB, which scales with Vdt)

dominates the drift terms (which scale with dt). Therefore, in high-frequency crisis sce—narios, the market’s observation
is statistically dominated by noise, obscuring the true drift of V..

Managerial Optimization and the Exit Condition
The manager acts to maximize expected utility over a time horizon T . Hanson (2025) specifies the instantaneous utility
function as [1]:

u(a, Vi, i) = @V, — 3a? —vA (4)

where we consider the following:

e a)V,is defined as the return on effort. The more valuable the firm, the more produc—tive the manager’s effort.
e 1a?is the convex cost of effort (e.g., the strain of raising capital, managing crises).

e —yA\ is the disutility of credit risk. This term captures the “stress cost” of scrutiny, the difficulty of rolling over debt,
and the reputational harm of liquidity rumors.

y is a sensitivity parameter. Solving the first-order condition (%Z = 0) yields the opti-mal action:
a* = V,(5)

This result implies that a rational manager continues to exert effort proportional to the firm’s value. However, the total
utility u must exceed a reservation utility (normalized to 0) for the manager to continue. If the exogenous shock to credit
risk (A,) becomes sufficiently large such that yA, > aV, — 1 a2, the total utility becomes negative.

This leads to the Strategic Exit Condition: A firm with positive intrinsic value (V, > 0) will be forced into liquidation or a
fire-sale merger if the external credit environment deteriorates to the point where:

1 (2 1y2y _ V2
> (VE=3V) =% ()
This inequality defines the “Liquidity-Solvency Decoupling” point.

The Latent Variable V,: Establishing Bear Stearns’ Sol-vency

To validate the Hanson (2025) model using the Bear Stearns case, we must first establish the behavior of the latent
variable V, [1]. For the model’s orthogonality assumption to hold, we must demonstrate that Bear Stearns was
fundamentally solvent (V, > 0) at the time of its collapse. If the firm were truly insolvent (liabilities > assets), the rise in
credit risk would be endogenous, and the standard Merton model would suffice. The empirical record, however, strongly
supports the existence of positive intrinsic value.

Capital Adequacy and Regulatory Assessment

In the months leading up to March 2008, Bear Stearns appeared, by all standard regulatory metrics, to be a robust
institution. As of November 30, 2007, the end of its fiscal year, the firm reported total stockholders’ equity of $11.8
billion according to Bear Stearns (2008a) [9]. This equity base supported a balance sheet of approximately $395 billion,
resulting in a leverage ratio of roughly 33.5 to 1 according to the FCIC (2011). While high, this leverage was consistent
with, and in some cases lower than, its peers in the investment banking sector (e.g., Merrill Lynch and Lehman Brothers).

As of the first quarter of 2008 (period ending February 29, 2008), Bear Stearns (2008b) reported a book value per
share of approximately $84.00 [10]. Even after accounting for the losses sustained in late 2007 due to the collapse of
its internal hedge funds, the firm’s tangible common equity (TCE) remained near $11.1 billion.

The regulatory supervision of Bear Stearns was conducted under the SEC's Consoli—dated Supervised Entity (CSE)
program. Throughout the crisis period, the SEC monitoring team found no breach of capital requirements. On March
11, 2008, just three days before the firm’s collapse, SEC Chairman Christopher Cox, on behalf of the Cox (2008a)
stated publicly that the firm had a capital cushion “well above what is required to meet super-wvisory standards” [11].
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Specifically, internal SEC data (SEC OIG, 2008) indicated that Bear Stearns’ capital ratio was approximately 13.5%,
significantly clearing the 10% threshold required to be considered “well-capitalized.”

The “Solvency” vs. “Liquidity” Dichotomy

The SEC’s ex-post analysis of the collapse explicitly identified the cause as a liquidity failure rather than a solvency
failure. In a letter to the Basel Committee, Chairman Cox wrote: “The fate of Bear Stearns was the result of a lack
of confidence, not a lack of capital... Counterparty withdrawals and credit denials, resulting in a loss of liquidity—not
inadequate capital—caused Bear’s demise”, according to Cox (2008b) [12]. This distinction is crucial for the Hanson
(2025) framework [1]. Solvency is a balance sheet concept (Assets — Liabilities > 0). Liquidity is a flow concept:
the ability to meet immediate cash obligations. In a perfect market, a solvent firm can always monetize its assets to
generate liquidity. The failure of Bear Stearns demonstrates that when n (noise) is high, the market refuses to accept
the firm’s assets as collateral, breaking the link between solvency and liquidity. The firm possessed the value (V,), but
lacked the mechanism to realize it in the face of increasing risk, A.

Ex-Post Validation: The Maiden Lane Portfolio

Notably, V, > 0 comes from the performance of the assets that triggered the crisis. To facil-itate the acquisition of Bear
Stearns by JPMorgan Chase (JPM), the Federal Reserve Bank of New York (FRBNY) created a special purpose vehicle,
Maiden Lane LLC. This en-tity purchased approximately $30 billion of Bear Stearns’ most illiquid assets, mortgage-
backed securities (MBS) and derivatives, which JPM refused to take onto its own balance sheet which is noted by FRBNY
(2018,).

If Bear Stearns had been fundamentally insolvent, that is to say, if its assets were truly “toxic” waste worth pennies
on the dollar, the Maiden Lane portfolio should have realized massive losses. The historical outcome was the opposite.
We note that the portfolio in—cluded $8.2 billion in commercial real estate loans, $5.1 billion in hon-agency residential
MBS, and $3.7 billion in derivatives according to FRBNY (2018a). These were the precise assets the market deemed
“worthless” during the repo run. Additionally, the portfolio was managed to maturity by BlackRock. On June 14, 2012,
the Maiden Lane LLC fully repaid the FRBNY’s senior loan of $28.82 billion, plus interest. Upon the final dissolution of
the vehicle in 2018, the portfolio had generated a net gain of approximately $2.5 billion for the U.S. public, according
to FRBNY (2018b).

This ex-post realization serves as a deterministic proxy for the latent variable Vt. It confirms that the assets held by
Bear Stearns on March 14, 2008, had substantial posi—tive economic value. The market’s valuation of near-zero was a
function of the liquidity constraint A, and informational noise n, not intrinsic reality.

Metric Amount Theoretical Implication

Initial Portfolio Fair ~$30.0 Billion Assets viewed as “toxic” by market

Value (FOt).

FRBNY Senior Loan $28.82 Billion Substitute for market liquidity (At
suppression).

Loan Repayment Final | Full + Interest Confirms asset quality. Validates Vt >

Net Gain $2.5 Billion 0 (Solvency Hypothesis).

Table 1: Latent Value Validation (Maiden Lane I Outcome)

The Stochastic Drift of Credit Risk A: The Run on Repo

In the Hanson (2025) model, A is the state variable representing the firm’s credit con=straints [1]. Unlike V,, which
evolves based on operational fundamentals, A, is susceptible to exogenous shocks in the funding markets. The collapse
of Bear Stearns was precipitated by a sudden, non-linear drift in A, caused by a structural break in the repurchase
agreement (repo) market.

The Mechanics of Repo Dependency

Bear Stearns, as a standalone investment bank, did not have access to a stable deposit base like a commercial bank.
Instead, it funded its operations through the wholesale money markets, specifically relying on overnight repo agreements.
By early 2008, Bear Stearns was rolling over approximately $102 billion in repo financing daily according to the FCIC
(2011). This reliance created a fragility because the firm’s survival depended on the daily willingness of counterparties
to renew these agreements. In the model, this dependency means the firm’s continuation value is strictly conditioned
on At remaining below a critical threshold.

The “"Run on Repo”: A Structural Break

The crisis of March 2008 was not a traditional bank run but a “run on repo,” a phenomenon rigorously documented by
Gorton and Metrick (2012) [8]. The mechanism of this run was the increase in haircuts. Prior to 2007, haircuts on repo
collateral were close to zero for most asset classes. However, as subprime fears mounted, lenders began to question
the value of the collateral. Gorton and Metrick (2012) data shows that haircuts on structured products (MBS, CDOs)
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began to rise exponentially in early 2008 [8]. For subprime-related assets, haircuts effectively jumped to 100% (Gorton
and Metrick, 2012) [8]. A 100% haircut means the asset is rejected as collateral entirely. This rejection represents a
discontinuity in the A, process.

Chronology of the Liquidity Drain (March 10-14, 2008)
The timeline of Bear Stearns’ final week illustrates the rapidity of the stochastic drift in
A, The volatility term g, dW* overwhelmed the system.

e Monday, March 10: Bear Stearns opens the week with a liquidity pool of $18.1 billion.

e Tuesday, March 11: The rumors metastasize. ING Group pulls a $500 million short-term credit line [13].
Wednesday, March 12: The liquidity pool drops to $12.5 billion. CEO Alan Schwartz appears on CNBC to reassure
markets, but the signal is ignored.

e Thursday, March 13: The run becomes a torrent. Counterparties refuse to roll over repo agreements. By the close
of business, the liquidity pool has evaporated to $2 billion.

e Friday, March 14: The Federal Reserve Bank of New York authorizes a $12.9 billion non-recourse loan to Bear
Stearns via JPMorgan. This injection is fully consumed by exiting counterparties within hours.

Date Liquidity Pool Daily Net Outflow Implied A

Mar 10 $18.1 Billion — Low/Stable

Mar 11 =$15 Billion ~$3 Billion Rising (Jump diffusion)
Mar 12 $12.5 Billion =$2.5 Billion High (Stress regime)
Mar 13 $2.0 Billion $10.5 Billion Critical (— o)

Mar 14 ~$0(Ex-Loan) $14.9 Billion System Failure

Table 2: The Stochastic Path of Liquidity (March 2008)

The Observable Signal Y,: Noise, Opacity, and the Fail-ure of Signaling

The breakdown of Bear Stearns cannot be understood without analyzing the signal process Y,. In the Hanson (2025)
model, investors update their beliefs based on this noisy signal [1]. The parameter n (noise intensity) determines the
efficacy of this updating. When n is high, the true state of the firm (V) is statistically obscured.

Level 3 Assets: The Source of n

The noise in Bear Stearns’ signal was structural, rooted in the accounting classification of its assets. Under SFAS 157,
Level 3 assets are “mark-to-model,” meaning their value is derived from internal managerial assumptions. As of the end
of fiscal 2007, the firm held approximately $28 billion in Level 3 assets [9]. This figure is staggering when compared to
its tangible common equity of $11.1 billion. The ratio of Level 3 assets to equity was approximately 252%. This creates
a profound information asymmetry, increasing n to a level where the signal Y, provided no information about solvency.
The question of the high ratio of Level 3 assets to equity shows a weakness in financial position to investors since the
very nature of a Level 3 Asset, the valuation is inherently highly subjective since it is based off of the internal models
and assumptions of each firm.

The disclosure of sensitivity analyses and other measures meant to disclose to investors the nature of these mark-
to-market Level 3 Assets can be difficult since many retail in—vestors do not have formal financial training to parse
through and modulate the data in such a way that it is reasonably comprehensible for decision-making purposes as a
share=holder.

Signaling Efforts and Market Rejection

Under the model, a manager with favorable private information (V, > 0) should exert effort (a,) to signal this value. Bear
Stearns’ CEO Alan Schwartz attempted exactly this. On March 12, 2008, Schwartz appeared on CNBC's “Squawk Box”
and stated: “Our balance sheet has not weakened at all... We don’t see any pressure on our liquidity” [14].

In a low-noise environment (n — 0), this costly signal would have stabilized A.. How-ever, in the high-noise regime of
March 2008 (n — o), the signal was drowned out. The volatility term in the investor’s filtration (ndB,), driven by rumors
and market panic, over—powered the drift term (6, V dt).

The CDS Market as a Noise Amplifier

The Credit Default Swap (CDS) market acted as the primary transmission mechanism for this noise. CDS spreads are a
real-time measure of A. In the week of March 10, Bear Stearns’ 5-year CDS spreads widened from roughly 100 basis
points (bps) to over 700 bps according to the FCIC (2011). Crucially, this spike occurred before any official downgrade
from rating agencies, confirming the role of noise (n) in driving the process.

Managerial Optimization: The Utility of Exit
The manager in the Hanson (2025) model maximizes the utility function [1]:
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u(a, Vis ) =aV, — a2 —yd,  (7)

The "Gamma” Factor: Stress and Disutility

The parameter y measures the manager’s sensitivity to credit constraints. As A, spiked to infinity on March 13-14, the
term —y\ became the dominant component. The board minutes from March 13 and 16 reveal a management team
under siege, facing existential threats from regulators and counterparties. The utility of continuing to operate the firm
became deeply negative.

The Participation Constraint and Forced Sale

The model predicts that when u < 0, the manager will seek an exit. On Sunday, March 16, the Bear Stearns board
accepted an offer from JPMorgan for $2 per share, despite a book value of =$84. In the Hanson (2025) framework,
this is rational behavior [1]. Bankruptcy implies A, — oo (infinite disutility). The sale to JPMorgan, backed by the Fed,
essentially set A, back to a manageable level but capped the realized Vt at $2. The subsequent rene—gotiation to $10
per share a week later serves as further validation since once the liquidity panic (A) subsided, the parties could focus
slightly more on intrinsic value.

Regulatory Implications and Counterfactuals
The Hanson (2025) analysis highlights specific failures in the regulatory architecture of 2008 [1].

Basel III: Liquidity Coverage Ratio (LCR)

The Basel III framework introduced the Liquidity Coverage Ratio (LCR) to address the failures observed in 2008. The
LCR requires banks to hold enough High-Quality Liquid Assets (HQLA) to survive a 30-day stress scenario. If Bear
Stearns had been subject to LCR, its reliance on overnight repo and unsecured free credit balances would have been
heavily penalized. The LCR directly addresses the A, volatility by forcing the internaliza-tion of liquidity risk.

Dodd-Frank Title II: Orderly Liquidation Authority (OLA)

Title IT of the Dodd-Frank Act created the Orderly Liquidation Authority (OLA) to re-solve systemically important financial
institutions (SIFIs). In a post-Dodd-Frank world, the FDIC would likely have taken receivership of Bear Stearns rather
than forcing a fire sale to JPM. The OLA framework allows the FDIC to guarantee the firm’s contracts (sta-bilizing A)
while wiping out shareholders and replacing management.

Limitations of the Analysis
While the Hanson (2025) model provides a framework for understanding the Bear Stearns collapse, several critical
limitations must be acknowledged to contextualize the findings appropriately [1].

Linearity and Simplification of Stochastic Processes

The model assumes linear stochastic differential equations for V, and A. In reality, fi-nancial variables often exhibit
highly non-linear behaviors, particularly during regime switches. The “jump” in credit risk (A) is modeled as a high-
volatility drift, but math-ematically, a Poisson jump process might better capture the discontinuous nature of the
“novation denial” event [2]. The assumption of linearity may underestimate the speed of the collapse. Furthermore, the
Brownian motion framework implies continuous paths, whereas the withdrawal of repo lines is inherently discrete, a
lender either rolls the loan or does not.

The Breakdown of Orthogonality Over Time

A central tenet of the model is the orthogonality of V, and A, (d(W¥ ,W* ), = 0). While this holds for the initial shock
(liquidity drying up despite positive asset value), feedback loops eventually erode this independence. As At rises, the firm
is forced to sell assets at fire-sale prices to raise cash. These fire sales depress asset prices, which fundamentally lowers
V.. Therefore, over a longer time horizon than the 5-day Bear Stearns run, liquidity risk becomes solvency risk. As the
firm raises capital in order to sustain its operations it expends liquidity in the short term. Thus, raising capital by selling
assets in order to avoid larger losses (reputational, or otherwise, that lead to the degradation of firm value) is rational.
Therefore, the model is best suited for short-term crisis windows (days or weeks) rather than longer-term time horizons.

Single-Case Study Bias and Generalizability

This report focuses exclusively on Bear Stearns. While Bear is a primary case of “liquid-ity failure,” other institutions
like Lehman Brothers had deeper solvency issues, including massive exposure to commercial real estate and far less
transparency. Generalizing the “Solvency Hypothesis” to all 2008 failures based on Bear Stearns would be incorrect.
Lehman, for instance, had a much larger deficit in its “Cash Capital” model and faced genuine insolvency concerns
regarding its commercial real estate book. The proposed framework requires careful calibration of the noise parameter n
for each specific institu—tion. What holds for Bear Stearns may not hold for other firms and each firm should be analyzed
in the context in which that firm exists with its own value and credit-risk factors.
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Hindsight Bias in Valuation and ZIRP Effects

The validation of V, relies heavily on the performance of the Maiden Lane portfolio. How-ever, Maiden Lane assets
were held to maturity over a decade, supported by a global environment of Zero Interest Rate Policy (ZIRP) and
Quantitative Easing (QE). The mar-ket value of those assets in March 2008 (what a private buyer would pay in a
distressed liquidation) was arguably far lower than the fundamental value realized by the Fed. The model assumes V, is
fundamental value, but in a crisis, “fair value” is often subjective and dependent on the holding period. The recovery of
$2.5 billion was largely predicated on the Federal Reserve’s unique ability to hold assets through the cycle, a capacity
no private market participant possessed.

Conclusion

The collapse of Bear Stearns provides a robust empirical validation for the theoretical constructs of Hanson (2025)
[1]. The historical data unequivocally confirms the existence of the latent variables V, and A _and their ability to drift
independently, which is the core innovation of the model. We have demonstrated that V, was positive, validated not only
by regulatory capital standards at the time but definitively by the ex-post performance of the Maiden Lane portfolio.
Conversely, A, was the primary driver of failure, propelled by a structural run on repo that operated orthogonally to the
firm’s fundamental solvency. In this environment, the signal process Y, became noise-dominated (n > 0), rendering
standard managerial signaling mechanisms statistically invisible and forcing a strategic exit.

Beyond the specific case of Bear Stearns, this analysis establishes a new typology for financial distress. By distinguishing
between solvency-driven failures (Lehman Broth—-ers) and liquidity-driven exits (Bear Stearns), the Hanson (2025)
framework clarifies the distinct interventions required for each [1]. The validation of the Liquidity Coverage Ra-tio
(LCR) and Orderly Liquidation Authority (OLA) within this framework suggests that post-crisis regulations have correctly
targeted the A, volatility that doomed Bear Stearns. Future research should focus on calibrating the noise parameter
n across different asset classes to better predict when markets are transitioning from efficient price discovery to
noise-dominated panic. Ultimately, this analysis elevates Hanson (2025) from a theoretical abstraction to a practically
applicable framework, bridging the gap between static models of information asymmetry and the dynamic realities of
modern financial crises [1].
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