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Abstract: This qualitative literature review examines the strategic role of liquidation during financial 

crises, with a focus on the externalities it generates and the design of optimal insolvency interventions. 

Synthesizing recent empirical and theoretical research, the study highlights how liquidation decisions—

particularly in systemic downturns—affect broader economic stability through credit disruption, asset 

fire sales, and employment losses. The review finds that while prompt liquidation of non-viable firms 

can facilitate recovery, poorly structured interventions risk perpetuating inefficiencies and moral 

hazard. Comparative insights from diverse institutional contexts emphasize the need for hybrid 

insolvency regimes that balance liquidation with restructuring flexibility. This synthesis contributes to 

ongoing debates on how to enhance crisis responsiveness in insolvency law and policy design. 

Keywords: Strategic Liquidation; Financial Crises; Insolvency Interventions; Economic Externalities, 

Bankruptcy Policy 

 

1. Introduction 

The global financial architecture has been persistently challenged by systemic crises that 
expose the vulnerabilities of corporate insolvency regimes. Episodes such as the Global 
Financial Crisis of 2008 and the economic fallout from the COVID-19 pandemic have 
underscored the importance of robust frameworks for resolving firm distress without 
exacerbating macroeconomic instability. In this context, the strategic choice between 
liquidation and reorganization has emerged as a central concern for policymakers, especially 
in the presence of financial frictions, balance-sheet constraints, and externalities associated 
with distressed asset sales (Antill & Clayton, 2025). A growing body of research highlights 
that while liquidation may appear detrimental due to fire-sale losses, under certain conditions, 
it may generate positive systemic spillovers by unblocking financial bottlenecks and 
reallocating capital to more productive uses (Bianchi & Mendoza, 2018; Antill, 2022). 

The conventional wisdom often favors preserving firm operations through bailouts or 
restructuring, assuming that bankruptcies amplify downturns via credit contractions and job 
losses (Brunnermeier & Krishnamurthy, 2020; Greenwood, Iverson, & Thesmar, 2020). 
However, recent studies challenge this notion by demonstrating how protracted support for 
unviable firms — often labeled “zombies” — can crowd out healthy investment and dampen 
productivity (Acharya et al., 2024; Caballero, Hoshi, & Kashyap, 2008). This dichotomy has 
prompted scholars to rethink the optimal design of insolvency interventions by incorporating 
general equilibrium effects, particularly the trade-off between fire-sale externalities and 
balance-sheet relief (Dávila & Korinek, 2018; Antill & Clayton, 2025). 

Antill and Clayton (2025), in a general equilibrium model of insolvency resolution, reveal 
that liquidations — while inducing negative price effects on collateral (i.e., fire-sale 
externalities) — also alleviate bank congestion, lower borrowing rates, and unlock lending to 
solvent firms. This dual effect reframes liquidation not as a mere failure of firm continuity, 
but as a potentially strategic policy lever during crises. Optimal interventions, in this setting, 
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endorse liquidation for firms with low productivity, high leverage, or large operating losses 
— even if the fire-sale consequences appear large in static analysis. Their insights resonate 
with earlier work on pecuniary externalities in credit markets, which emphasizes how 
individual firm decisions, when aggregated, yield significant macro-financial spillovers 
(Lorenzoni, 2008; Dávila & Korinek, 2018). 

The challenge of balancing liquidation and support mechanisms is further complicated 
by institutional frictions such as court congestion (Iverson, 2018), information asymmetries 
(Ayotte & Morrison, 2009), and politically motivated forbearance (Acharya et al., 2021). 
Governments often delay recognizing losses or extend zombie credit to avoid social costs, 
but such policies can create "policy traps" that hinder efficient restructuring (Acharya, Lenzu, 
& Wang, 2021). In the European context, Acharya et al. (2021) document how bank 
recapitalization delays and soft-budget constraints perpetuated inefficiencies during the post-
sovereign debt crisis period. Similar patterns emerged in Japan’s prolonged stagnation, where 
undercapitalized banks engaged in zombie lending to preserve regulatory capital (Hoshi & 
Kashyap, 2010). 

Furthermore, the crisis response tools employed — including bailouts, debt guarantees, 
and special bankruptcy facilities — often exhibit time-inconsistent incentives. Chari and 
Kehoe (2016) emphasize the need for ex ante credible regulatory frameworks to prevent 
excessive risk-taking ex ante while enabling swift and disciplined interventions ex post. In this 
vein, Bianchi (2016) and Clayton and Schaab (forthcoming) argue that designing efficient 
bailouts or bail-ins requires internalizing systemic externalities, rather than relying on ad hoc 
fiscal transfers. 

The strategic use of liquidation also intersects with the structure of financial 
intermediation and the behavior of creditors. Diamond and Rajan (2005) argue that liquidity 
shortages during crises can amplify bank runs, while Donaldson et al. (2020) suggest that 
restructuring may be preferable to bankruptcy if coordination among stakeholders can be 
achieved. However, creditor incentives are often misaligned, particularly when seniority and 
collateral positions skew bargaining outcomes (Ayotte & Morrison, 2009; Corbae & 
D’Erasmo, 2021a). The emergence of debtor-in-possession (DIP) financing, as explored by 
Dahiya et al. (2003) and DeMarzo, Krishnamurthy, and Rauh (2020), offers one pathway to 
preserve going-concern value while facilitating value-preserving restructurings. 

Importantly, the COVID-19 crisis reignited the debate around the efficiency of 
widespread support versus targeted liquidations. Greenwood and Thesmar (2020) advocate 
for a shared-risk approach, while Saez and Zucman (2020) promote direct government 
support to avoid mass bankruptcies. Yet, empirical estimates suggest that supporting all 
distressed firms indiscriminately may impede post-crisis reallocation and prolong 
inefficiencies (Philippon, 2021; Glode & Opp, 2023). As such, understanding when and how 
liquidation can serve as a strategic resolution mechanism becomes critical, especially as firms 
vary in quality, leverage, and systemic relevance (Li & Li, 2021). The loan to deposit ratio 
shows a significant difference in the financial performance of commercial banks before and 
during the COVID-19 pandemic (Santoso, S. et al., 2023). 

This qualitative literature review synthesizes recent theoretical and empirical research on 
the role of strategic liquidation during financial crises, with particular attention to the interplay 
between externalities, creditor dynamics, and optimal policy interventions. It examines how 
liquidation can both exacerbate and mitigate financial distress, depending on the broader 
institutional and macroprudential context. By drawing on evidence from recent crises and 
formal models of credit markets with frictions, this review identifies the conditions under 
which liquidation aligns with social welfare objectives and explores the policy instruments — 
including macroprudential regulation, deferred loss recognition, and debt subordination — 
that can complement or substitute for insolvency frameworks. 

The rest of this review proceeds as follows. First, it analyzes the theoretical 
underpinnings of liquidation externalities and their implications for systemic stability. Second, 
it examines the empirical evidence on government interventions and their long-term effects 
on restructuring and productivity. Third, it reviews complementary mechanisms such as bail-
ins, subordinated debt, and regulatory capital buffers that can facilitate efficient liquidation 
without triggering contagion. Lastly, the review discusses the normative implications for 
insolvency design and the potential synergies between crisis interventions and broader 
financial regulation. 
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2. Literature Review 

The issue of optimal insolvency interventions during financial crises has generated 
growing academic attention, particularly in light of recent systemic shocks that revealed both 
the limitations and unintended consequences of traditional bailout mechanisms. At the heart 
of this discussion lies the trade-off between mitigating liquidation-induced externalities and 
enabling the strategic reallocation of capital through efficient exit of distressed firms (Antill 
& Clayton, 2025). Traditional policy prescriptions often discourage liquidation due to 
perceived negative spillovers—such as fire-sale externalities and labor dislocations. However, 
emerging theoretical and empirical contributions increasingly suggest that under certain 
conditions, strategic liquidation may be socially optimal. 

In their general equilibrium framework, Antill and Clayton (2025) argue that liquidating 
insolvent firms can, paradoxically, generate positive systemic effects by easing congestion on 
bank balance sheets. This effect enhances collateral values and reduces borrowing costs for 
solvent firms, thus amplifying positive externalities. Their model shows that liquidation 
should be encouraged for firms with high leverage, low productivity, or persistent operational 
losses. This insight stands in contrast to previous crisis-era interventions that often aimed to 
delay or avoid liquidations altogether (Greenwood, Iverson, & Thesmar, 2020). 

Building on similar concerns, Bianchi (2016) proposes that efficient bailouts must 
internalize macro-financial spillovers rather than indiscriminately support all distressed 
entities. Complementing this view, Bianchi and Mendoza (2018) emphasize the importance 
of time-consistent macroprudential policies to prevent inefficient credit booms and 
subsequent crisis mismanagement. Their findings align with Lorenzoni’s (2008) foundational 
work on credit frictions, which demonstrates how private agents often fail to internalize the 
systemic risks of their borrowing decisions. 

Zombie lending has become a central theme in understanding the distortionary effects 
of delayed liquidation. Acharya et al. (2024) show how prolonged credit support to non-viable 
firms in Europe created inflationary pressures and hindered the monetary transmission 
mechanism. Similarly, Acharya, Lenzu, and Wang (2021) introduce the concept of “policy 
traps,” where persistent forbearance undermines future policy effectiveness. These findings 
echo Caballero, Hoshi, and Kashyap’s (2008) earlier work on Japan, which revealed that 
banks' support for zombie firms severely depressed restructuring and investment incentives. 

Strategic liquidation also interacts with the institutional design of bankruptcy regimes. 
Corbae and D’Erasmo (2021a) model the dynamic choice between liquidation and 
reorganization, showing that under certain economic conditions—such as severe productivity 
shocks—liquidation may yield higher aggregate welfare. Donaldson et al. (2020) similarly 
argue that restructuring outside formal bankruptcy can be optimal when coordination among 
creditors is achievable. However, Ayotte and Morrison (2009) caution that creditor conflicts 
and misaligned incentives in Chapter 11 can exacerbate inefficiencies, particularly when junior 
creditors have excessive influence. 

The functionality of bankruptcy courts also significantly affects resolution outcomes. 
Iverson (2018) documents how court congestion delays the resolution process and reduces 
recovery rates for creditors. In the context of COVID-19, Iverson, Ellias, and Roe (2020) 
estimate that a surge in filings could overwhelm existing judicial capacity, resulting in 
widespread inefficiencies. In such cases, strategic liquidation policies—complemented by 
expedited procedures—may offer a more feasible alternative to case-by-case reorganization. 
Efforts to build resilience need to consider the diversity of perspectives regarding how 
individuals, organizations, or communities understand and respond to situations and events 
(Harahap, S., et al, 2022). 

Another layer of complexity stems from financial intermediation. Diamond and Rajan 
(2005) explain how liquidity shortages during crises can trigger bank runs, amplifying the need 
for rapid resolution of distressed firms to restore market confidence. Active volatility 
strategies outperform passive ones, but they require a deep understanding of market dynamics 
(Ruslaini et al, 2025).  In this light, Antill (2022) questions whether the right firms survive 
bankruptcy, indicating that systemic bias and creditor power may distort outcomes. Further, 
Antill (2024) raises concerns about excessive bankruptcy fees, which can deplete estate value 
and undermine the efficiency of the insolvency process. 

Financing instruments such as debtor-in-possession (DIP) loans have emerged as tools 
to facilitate restructuring, albeit with caveats. Dahiya et al. (2003) show that DIP financing 
can improve outcomes, but often benefits senior creditors disproportionately. DeMarzo, 
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Krishnamurthy, and Rauh (2020) propose a centralized DIP facility to standardize access and 
reduce distortions during crises. 

The choice between bailouts, bail-ins, and strategic liquidation is further shaped by 
sovereign constraints and regulatory structures. Chari and Kehoe (2016) argue that bailouts 
are often time-inconsistent and recommend frameworks that impose credible ex ante rules. 
Clayton and Schaab (forthcoming) support the use of bail-ins and subordinated debt as 
mechanisms to absorb losses while preserving financial stability. In this context, Keister and 
Mitkov (2023) demonstrate how efficient loss allocation between bail-ins and bailouts affects 
long-run bank behavior and credit supply. 

Market-based evidence also reveals how public liquidity provision and government 
interventions influence firm dynamics. Glode and Opp (2023) find that private renegotiations 
are more efficient when supplemented by well-designed public guarantees. Li and Li (2021) 
warn that poorly targeted interventions risk supporting declining firms and creating moral 
hazard, especially when firm quality is unobservable. 

On the international front, Caballero and Krishnamurthy (2001) emphasize how 
collateral constraints in emerging markets exacerbate crisis dynamics, making timely 
liquidation critical for restoring external credibility. Blattner, Farinha, and Rebelo (2019) add 
that undercapitalized banks are more likely to roll over non-performing loans, suggesting that 
interventions should target financial intermediaries alongside firms. 

The pandemic has reignited debates on strategic support versus liquidation. Saez and 
Zucman (2020) advocate broad government support to preserve business continuity, while 
Greenwood and Thesmar (2020) argue for shared-risk approaches that preserve firm-specific 
incentives. Philippon (2021) proposes selective programs that target viable firms, 
acknowledging that mass survival policies can stifle creative destruction and resource 
reallocation. 

Finally, recent theoretical advances provide refined tools for evaluating liquidation 
policies. Lanteri and Rampini (2023) highlight how capital reallocation under constraints can 
achieve constrained-efficient outcomes. Similarly, Dávila and Korinek (2018) quantify 
pecuniary externalities in models with financial frictions, offering a rigorous basis for state-
contingent liquidation decisions. 

The literature increasingly supports the view that strategic liquidation, far from being a 
sign of failure, can be a powerful policy instrument in financial crises when guided by systemic 
considerations. The effectiveness of such interventions depends on the interaction between 
creditor incentives, institutional capacity, and macro-financial externalities. As new models 
and empirical insights emerge, policymakers face the challenge of balancing the preservation 
of economic value with the need for timely exits to ensure long-term financial resilience. 

 

3. Proposed Method 

This study adopts a qualitative literature review methodology to synthesize existing 
theoretical and empirical insights on strategic liquidation during financial crises, with a 
particular focus on externalities and optimal insolvency interventions. A qualitative approach 
was deemed appropriate for capturing the conceptual heterogeneity and institutional variation 
underlying crisis-time insolvency mechanisms (Snyder, 2019). Unlike meta-analyses that rely 
on quantitative aggregation, this methodology emphasizes interpretative synthesis and 
conceptual integration across diverse strands of literature (Boell & Cecez-Kecmanovic, 2015). 

The review was structured following the principles of integrative literature review design, 
which allows for the inclusion of both conceptual papers and empirical studies to develop 
new theoretical perspectives and identify research gaps (Torraco, 2016). The scope of this 
review encompasses peer-reviewed articles, working papers, and institutional publications 
published primarily between 2008 and 2025, aligning with periods of acute financial distress 
such as the Global Financial Crisis, the Eurozone crisis, and the COVID-19 pandemic 
(Greenwood et al., 2020; Hanson et al., 2020; Antill & Clayton, 2025). 

Literature was identified through structured searches in databases, using keyword 
combinations such as “strategic liquidation,” “corporate insolvency,” “bankruptcy 
resolution,” “externalities,” “bailouts,” “bail-ins,” “financial crises,” and “policy 
interventions.” Studies were selected based on the following criteria: Topical relevance to 
insolvency interventions during crises. Empirical rigor or theoretical contribution to the 
discourse on liquidation and externalities. Publication in reputable outlets. To enhance 
reliability and replicability, a PRISMA-inspired selection flow was employed, involving initial 
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screening of abstracts, full-text review, and backward and forward citation tracing (Page et al., 
2021). 

The selected literature was analyzed thematically using qualitative content analysis with 
an abductive coding approach. Initial codes were derived from central constructs in the 
literature—such as “zombie lending,” “pecuniary externalities,” “debtor-in-possession 
financing,” “regulatory moral hazard,” and “optimal liquidation boundaries” (Acharya et al., 
2021; Dávila & Korinek, 2018; Antill, 2022). These themes were then refined iteratively by 
comparing patterns, contradictions, and complementarities across studies (Miles, Huberman, 
& Saldaña, 2020). Particular attention was paid to distinctions between market-based 
mechanisms (e.g., bail-ins and private restructurings) and state-based interventions (e.g., 
bailouts and public liquidity provision), as well as the role of institutional design in influencing 
externalities (Philippon & Wang, 2023; Clayton & Schaab, forthcoming). 

The literature was further stratified into three thematic clusters: (1) theoretical 
foundations and welfare trade-offs in liquidation decisions, (2) empirical evidence on the 
effects of crisis interventions on firm survival and credit reallocation, and (3) critiques of 
intervention-induced distortions and policy traps. 

To ensure methodological rigor, the review applied triangulation across sources, 
involving cross-validation of claims from theory, econometrics, and policy analysis (Yin, 
2018). A critical approach was maintained to assess both the effectiveness and unintended 
consequences of various insolvency interventions (Glode & Opp, 2023; Bianchi & Mendoza, 
2018). 

Nonetheless, this study is subject to limitations typical of qualitative reviews, including 
potential selection bias and context-specificity of findings. Given the fast-evolving nature of 
crisis policy frameworks, especially post-COVID-19, some insights may soon be superseded 
by new empirical realities or regulatory reforms (Blanchard et al., 2020; Saez & Zucman, 
2020). 

4. Results  

This section synthesizes key findings from the reviewed literature on strategic liquidation 
during financial crises, focusing on three thematic dimensions: (1) liquidation versus 
continuation trade-offs; (2) externalities in insolvency processes; and (3) institutional design 
of intervention mechanisms. The findings highlight how systemic crises complicate the 
optimal timing, mode, and scale of liquidation, especially when firm failure has spillover 
effects on credit markets, labor, and aggregate productivity. 

The Strategic Trade-Off Between Liquidation and Continuation. One core theme that 
emerges is the strategic dilemma between liquidating distressed firms and preserving 
productive capacity through continuation mechanisms such as restructuring or government 
support. Empirical studies suggest that liquidation is not inherently inefficient during crises, 
but the costs vary based on firm size, industry linkages, and credit market conditions. 

Antill (2022) finds that bankruptcy reallocates capital toward more productive firms, but 
also notes that firms with positive value can be inefficiently liquidated due to contracting 
frictions. Similarly, Iverson, Ellias, and Roe (2021) show that legal and institutional rigidities 
in the U.S. Chapter 11 system can delay or distort restructuring outcomes, increasing the 
social cost of delay. 

Crises exacerbate these trade-offs by impairing the normal functioning of credit and 
labor markets. For instance, Greenwood, Iverson, and Thesmar (2020) document how many 
viable U.S. firms during the COVID-19 shock faced mass layoffs or closures not because of 
insolvency per se, but due to temporary cash flow disruptions that could have been resolved 
with timely liquidity support. 

Externalities of Strategic Liquidation Decisions. Another consistent theme is the 
presence of pecuniary and real externalities in the liquidation process, especially during 
systemic events. When a large number of firms simultaneously enter liquidation, the resulting 
fire sales, employment shocks, and credit tightening can lead to macroeconomic contraction 
(Dávila & Korinek, 2018; Lorenzoni, 2008). 

Bianchi and Mendoza (2018) argue that individual firm-level decisions to liquidate or 
restructure often fail to internalize the broader equilibrium consequences, such as declining 
asset prices and rising risk premia. Their model emphasizes the need for macroprudential 
insolvency tools that target socially optimal liquidation thresholds. 

Empirical research supports this theoretical insight. Acharya, Lenzu, and Wang (2021) 
show that undercapitalized banks tend to extend credit to "zombie firms"—companies that 
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should be liquidated but survive due to regulatory forbearance—crowding out more efficient 
firms and depressing productivity in the long run. 

At the same time, blanket bailouts that prevent liquidation across the board can entrench 
inefficiencies and moral hazard. Glode and Opp (2023) warn that excessive government 
intervention in debt renegotiation chains may delay necessary reallocation, particularly in 
highly leveraged corporate sectors. 

Design and Efficacy of Intervention Mechanisms. A third key finding concerns the 
design of policy interventions to mediate the liquidation-continuation boundary. There is 
wide variation in effectiveness depending on the mechanism chosen—e.g., direct bailouts, 
bail-ins, credit guarantees, or special insolvency regimes. 

Philippon and Wang (2023) advocate for a “targeted failure” framework where 
regulators allow the least systemically relevant firms to fail, thereby reinforcing discipline 
while preserving systemic stability. Their model illustrates how a credible resolution regime 
can reduce the need for broad-based support during crises. 

Evidence from the Eurozone debt crisis supports the importance of credible resolution 
frameworks. Beck, Da-Rocha, and Espino (2021) find that countries with strong institutional 
resolution mechanisms—such as pre-packaged restructuring laws—achieved better macro 
outcomes than those relying heavily on bailouts or long moratoriums. 

Additionally, the COVID-19 era prompted experimentation with hybrid approaches. 
Hanson et al. (2020) detail how the U.S. Main Street Lending Program and Paycheck 
Protection Program were designed to prevent unnecessary liquidation of small and medium-
sized enterprises (SMEs) through subsidized credit and partial loan forgiveness. While 
effective in the short term, these interventions raised concerns over moral hazard and 
distortive selection effects (Bigio, Bloom, & Schneider, 2022). 

Finally, institutional agility matters. Countries with adaptive regulatory responses were 
able to recalibrate their insolvency frameworks more effectively. The UK, for example, 
introduced temporary modifications to its insolvency law in 2020 to allow for "light-touch" 
administration and prevent premature liquidations (McCormack et al., 2021). 

 

5. Discussion 

The strategic liquidation of distressed firms during financial crises remains a focal point 
of economic policy debates, particularly in light of persistent concerns over systemic risk, 
market inefficiencies, and externalities induced by suboptimal insolvency interventions. This 
discussion synthesizes key findings from the reviewed literature and critically engages with 
past empirical evidence to explore the effectiveness of strategic liquidation mechanisms in 
mitigating financial contagion and preserving allocative efficiency during systemic shocks. 

A fundamental insight from Antill and Clayton (2025) emphasizes that optimal 
insolvency interventions must balance immediate financial stabilization with long-term 
economic productivity. Their structural model reveals that inefficient bailouts and delayed 
liquidations can exacerbate misallocation by enabling economically non-viable firms to 
persist, crowding out more productive entities. This insight is consistent with Acharya et al. 
(2021), who demonstrate through European banking data that government forbearance often 
"kicks the can down the road," resulting in prolonged fragility in the financial system. Both 
studies underscore the cost of policy inertia in addressing firm-level distress during crises. 

Further reinforcing this position, Antill (2022) investigates whether firms that survive 
bankruptcy are the most efficient ones. His empirical findings suggest that survival is often 
not a function of firm quality but rather a consequence of legal, institutional, or financial 
frictions, thus lending credence to the argument that policy-led restructuring should prioritize 
firm productivity over blanket survival. This aligns with Caballero, Hoshi, and Kashyap’s 
(2008) seminal study on zombie lending in Japan, which attributes Japan’s prolonged 
stagnation to the failure of its financial institutions to liquidate unproductive firms. Both 
studies warn against excessive reliance on restructuring over liquidation when misallocation 
risks dominate. 

Moreover, Corbae and D’Erasmo (2021a) present a dynamic firm-level model of 
bankruptcy choice and document that many firms strategically choose reorganization even 
when liquidation is welfare-improving from a social planner’s perspective. This divergence 
stems from the private costs and benefits of liquidation versus reorganization, highlighting a 
policy tension between firm-level preferences and societal optima. Their results underscore 
the need for designing insolvency frameworks that internalize externalities, especially under 
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systemic duress. This tension is also reflected in the work of Donaldson et al. (2020), who 
show that the social costs of delayed restructuring can be substantial, particularly when 
bankruptcy courts are overwhelmed. 

The importance of institutional capacity is underscored in Iverson (2018), who finds that 
congestion in bankruptcy courts during financial crises leads to worse outcomes for distressed 
firms. This finding is echoed by Iverson, Ellias, and Roe (2020), who estimate that the U.S. 
bankruptcy system would require a significant increase in judicial capacity to efficiently 
process the expected surge in post-COVID corporate bankruptcies. These studies highlight 
that even optimal insolvency frameworks may become ineffective without sufficient 
administrative support, making institutional readiness a crucial component of strategic 
liquidation policies. 

A notable contribution to understanding macroprudential dimensions of liquidation 
strategies comes from Bianchi and Mendoza (2018), who construct a general equilibrium 
model demonstrating that time-consistent macroprudential policies—such as ex-ante capital 
regulation—can reduce the need for ex-post bailouts or inefficient liquidations. Their model 
supports the notion that well-calibrated preventive tools can minimize systemic stress, 
obviating the need for costly interventions. Similarly, Chari and Kehoe (2016) argue that 
bailouts introduce time-inconsistency problems, where governments overcommit to rescues, 
creating moral hazard and encouraging riskier behavior ex ante. 

Comparative empirical evidence also reveals the differentiated impact of liquidation 
versus reorganization across jurisdictions. For instance, Ayotte and Morrison (2009) analyze 
creditor control under Chapter 11 in the U.S. and find that while creditor governance can 
expedite reorganization, it may also incentivize short-termism, potentially favoring inefficient 
continuation over strategic liquidation. In contrast, Clayton and Schaab (Forthcoming) 
propose that bail-in frameworks, when effectively designed, can preserve creditor discipline 
while reducing taxpayer exposure. Their model emphasizes that creditor-involved resolution 
mechanisms should be paired with robust transparency requirements to mitigate adverse 
selection and maintain confidence. 

Policy-induced distortions are further explored in Glode and Opp (2023), who examine 
how private renegotiation incentives can be undermined by the expectation of public 
intervention. Their model and empirical tests show that firms embedded in interconnected 
credit chains often delay debt restructuring, anticipating external support. This delay 
introduces inefficiencies and heightens systemic risk, thereby advocating for clear and credible 
liquidation protocols during crises to realign private expectations. 

Comparative analysis with past crisis responses lends additional nuance. Greenwood, 
Iverson, and Thesmar (2020) provide a detailed assessment of corporate restructuring during 
the COVID-19 crisis and conclude that most insolvency frameworks were ill-equipped to 
handle the breadth of distress without substantial state intervention. They highlight how 
bankruptcy systems, even in advanced economies, are limited in scalability during systemic 
events. These findings are mirrored in Skeel (2020), who proposes temporary federal 
bankruptcy courts or streamlined procedures during pandemics as a policy innovation to 
address capacity bottlenecks. 

A crucial insight from recent research relates to the potential for externalities arising 
from liquidation spillovers. Dávila and Korinek (2018) emphasize that pecuniary externalities, 
particularly through asset fire sales, can result in systemic inefficiencies during liquidation 
waves. Their model argues for centralized intervention when liquidation decisions have 
macro-financial consequences, particularly in credit-constrained economies. This argument 
supports the case for contingent liquidation mechanisms that incorporate asset market 
liquidity and inter-firm linkages, a concept further elaborated by Farhi and Tirole (2012) in 
their collective moral hazard framework. 

From a political economy perspective, the work of Philippon and Wang (2023) is 
particularly relevant. They suggest that allowing the "worst" firms to fail—conditional on 
credible resolution protocols—can enhance the effectiveness of market discipline and limit 
the propagation of inefficiencies. Their argument challenges traditional “too-big-to-fail” 
paradigms and encourages the design of liquidation frameworks that distinguish between 
strategic and systemic relevance. Their empirical calibration, based on European banking data, 
demonstrates that targeted liquidation may outperform universal bailouts in welfare terms. 

Comparatively, Acharya et al. (2024) show that zombie credit not only distorts firm 
survival dynamics but also impacts inflation dynamics through misallocated capital, a 
dimension often overlooked in traditional insolvency literature. Their findings suggest that 
prolonged support for inefficient firms depresses aggregate productivity, indirectly 
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dampening price pressures and contributing to secular stagnation. This macro-financial link 
adds weight to the argument for timely liquidation, especially when distortions accumulate 
across multiple policy domains. 

Lastly, the findings of DeMarzo, Krishnamurthy, and Rauh (2020) emphasize the role 
of Debtor-in-Possession (DIP) financing in preserving firm value during restructuring. 
However, Dahiya et al. (2003) caution that DIP arrangements can also delay necessary 
liquidation if lenders prioritize fee extraction over social efficiency. These contrasting views 
reinforce the complexity of insolvency intervention design, where financial incentives, legal 
structures, and macroeconomic objectives often collide. 

Taken together, these diverse strands of literature converge on a key theme: the 
effectiveness of strategic liquidation in financial crises depends not only on firm-level 
characteristics but also on institutional design, macroeconomic environment, and policy 
credibility. Optimal interventions must internalize both microeconomic costs and 
macroeconomic externalities. Liquidation, when used strategically and supported by scalable 
infrastructure, transparent frameworks, and preventive regulation, can serve as a critical tool 
in restoring long-term allocative efficiency without incurring unsustainable fiscal burdens or 
moral hazard. 

6. Conclusions 

This qualitative literature review has explored the complex interplay between strategic 
liquidation, financial crises, and insolvency interventions, emphasizing how externalities 
shape policy responses and outcomes. The synthesis reveals that liquidation decisions during 
systemic downturns are rarely neutral in their broader economic effects. Instead, they generate 
significant pecuniary and non-pecuniary externalities—such as credit supply contraction, 
employment loss, and asset fire sales—which often necessitate government or institutional 
interventions (Dávila & Korinek, 2018; Greenwood et al., 2020). 

The review finds that well-calibrated insolvency regimes—particularly those that allow 
for timely strategic liquidation—can mitigate the inefficiencies associated with prolonged firm 
distress or zombie lending (Antill & Clayton, 2025; Acharya et al., 2021). At the same time, 
evidence from both developed and emerging markets highlights the risks of moral hazard 
when bailouts or forbearance are misaligned with firm productivity (Farhi & Tirole, 2012; 
Philippon & Wang, 2023). The optimal approach appears to be a hybrid strategy that 
incorporates elements of ex-ante macroprudential oversight and ex-post triage mechanisms 
that encourage liquidation of non-viable firms while preserving restructuring options for 
distressed but potentially viable businesses (Bianchi & Mendoza, 2018; Iverson, 2018). 

This study also identifies a growing consensus in recent empirical literature that time-
sensitive and court-efficient liquidation frameworks can reduce contagion effects and support 
faster macroeconomic recovery during crises (Clayton & Schaab, forthcoming; Skeel, 2020). 
However, variations in legal infrastructure and institutional capacity remain major constraints 
in global harmonization of optimal insolvency practices. 
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