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Zombie Firms, Credit Misallocation and Systemic Risks

Abstract: Zombie firms may largely distort the efficiency of resource allocation. This
paper builds up a theoretical framework to study the consequences and underlying
mechanism of zombie firms on the financial market and the aggregate economy. In
particular, we construct a dynamic general equilibrium model with an inter-bank market
and multiple production sectors. Due to the presence of moral hazard, the government
policy that favors zombies firms may lead the commercial banks to allocate more credit
to the low efficient sector, exacerbating both the cross-sector and within-sector
misallocations. Our theoretical analysis further shows that an intensive subsidy to
zombie firms may cause an acute liquidity shortage in the inter-bank market. As a result,
the aggregate economy may switch from an efficient equilibrium to a crisis one, ending
in a long-lasting recession. Our dynamic analysis suggests that the intensive subsidy
to zombie firms may endogenously generate economic fluctuation due to the regime switch
between different equilibria. Finally, the policy analysis shows that the industrial
policy that aims to improve the firm level productivity can effectively avoid the
systemic risks caused by zombie firms.

Keywords: Zombie firms, Credit misallocation, Systemic risk, Policy responses
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