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Abstract

Analysts of the recent financial crisis often refer to the role of asset "fire sales" in
depleting the balance sheets of financial institutions and aggravating the fragility of
the financial system. The term "fire sale" has been around since the nineteenth century
to describe firms selling smoke-damaged merchandise at cut-rate prices in the
aftermath of a fire. But what are fire sales in broad financial markets with hundreds of
narticinants? As we suiggested in a 1992 naner. a fire sale is essentiallv a forced sale of
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In this paper, we selectively review some of the research on fire sales, emphasizing
both concepts and supporting evidence. We begin by describing our 1992 model of fire
sales and the related findings in empirical corporate finance. We then show that
models of fire sales can account for several related phenomena during the recent
financial crisis, including the contraction of the banking system and the failures of
arbitrage in financial markets exemplified by historically unprecedented differences
in prices of very similar securities. We then link fire sales to macroeconomics by
discussing how such dislocations of security prices and the reduction in balance
sheets of banks can reduce investment and output. Finally, we consider how the
concept of fire sales can help us think about government interventions in financial
markets, including the evidently successful Federal Reserve interventions in 2009.
Fire sales are surely not the whole story of the financial crisis, but they are a
phenomenon that binds together many elements of the crisis.
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