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Introduction 

The COVID-19 pandemic has proved to be the perfect trigger to the  
current economic recession, but the global economy was already weak 
and debt levels were at an all-time high already at the end of 2019. Our 
way of living gave the virus a great help to spread quickly throughout  
the world. Governments responded slowly and in a fragmented way.  
Lockdown measures were introduced and lifted at different speed creating 
public confusion. These measures significantly altered the habits of the 
vast majority of the population affecting every aspect of our life. Millions  
of businesses had to stop their activity from one day to another as a  
state of emergency was increasingly imposed across the world. People 
grew scared and confused flooded by information which could not be 
distinguished from misinformation and fake news. 
Governments had to work under immense pressure to “get the virus under  
control” with very limited information available, a growing state of fear from 
the public and extreme time strains. This mixture of time pressure and 
fear has become a recipe for economic disaster and mis-management  
in many European countries, adding to the already critical sanitary conditions  
created by the virus. Globally, the short-term solution for this unexpected 
and rare event has been government intervention and unprecedented 
state aid. In the UK, this has taken the shape of policies and schemes 
such as tax deferrals, furlough schemes and most noticeably for businesses,  
CBILS and BBLS. 
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What is Overleveraging?

In mid-March, the UK government launched the  
Coronavirus Business Interruption Loan Scheme  
(CBILS) followed by the Bounce Back Loan Scheme 
(BBLS) in mid-April. Both of these Government backed 
loan schemes made loans increasingly accessible to 
small and medium sized enterprises (SMEs) which had  
experienced a fall in cashflow and revenue as a result  
of the pandemic measures. 

By loosening monetary policy and removing conditions 
and covenants controlling the emission of debt, SMEs 
could quickly access loans, and most importantly, see  
it as a viable solution to their COVID-19 related financial  
problems. However, this emission of government 
backed debt at such a large and prolonged scale in 
addition to the paralysation of the economy has created  
an ideal ecosystem for zombie SMEs to flourish. Zombie 
SMEs are generally defined as companies which ‘fail 
to generate enough revenue to make their interest 
payments on borrowings for three years sunning and 
have low valuations that suggest moribund prospects’. 
Through CBILS and BBLS as well as other furlough 
schemes and tax deferrals, many UK SMEs began  
significantly increasing their debt and went into the  
corporate equivalent of an induced coma, they were 
barely alive and had just enough to get by. Additionally, 
it created a narrative of “buckling down” and surviving 
in hope of a better tomorrow, as opposed to adaptation 
and survival. While they continue to wait for a better  
tomorrow, these government backed loans are soon 

going to end, when they do, many zombie SMEs will 
struggle with the repayments, creating an overleveraging 
problem. Moreover, we believe they will make it more 
difficult for viable companies to recover by increasing  
the uncertainty and the information asymmetry  
in the market.

Almost nine months have gone by since the WHO 
declared COVID-19 a global pandemic. Government 
backed business aids continue to stand and don’t 
seem to have refined their targets or objectives. As Ed 
Altman, professor of finance at the NYU Stern School 
of Business and co-founder of Wiserfunding, put it, 
most governments across the world have tried to cure 
a debt crisis by issuing more debt. To make it worse, 
this additional debt has rarely been targeted to the most 
viable firms (see Belghitar et al., 2020). Broad eligibility 
standards have helped prevent nationwide bankruptcy. 
However, maintaining such broad standards and making 
these loans so appealing (low-interest repayment after 
the first 12 months) has mainly kept SMEs that were 
bound to die, alive, encouraging them to incur debt 
they will struggle to repay. As of the 20th of September, 
CBILS and BBLS combined have approved £53.47 
billion in loans to around 1.3 million SMEs, just under 
25% of all SMEs in the UK (HM Treasury, 2020 & DBEIS, 
2019). This stark increase in loans to SMEs and  
larger corporations during COVID-19 stands out in  
the graph below:

Loans to SMEs Loans to large companies
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Not only have CBILS and BBLS prevented nationwide 
bankruptcy, but they have actually improved bankruptcy 
levels. Given the dire GDP fall, bankruptcies should have 
gone up by 20-40% (The Economist, 2020). However, 
bankruptcy indicators in the UK are in fact much lower 
when compared to last years (The Insolvency Service, 
2020). Insolvencies decreased by 34% and liquidation 
by 41% in June 2020 compared to June 2019. Both of 
these factors point to an overall fall in bankruptcy, as 
depicted in the graph below.

Zombie SMEs being kept alive means that; people retain 
their jobs in companies that are marginally productive 

(encouraged by the furlough scheme) creating a rigid 
job-market, businesses and their assets aren’t recycled 
and lower levels of innovation and productivity begin to 
emerge, leading to a less dynamic market. Eventually, 
when the economy begins to emerge with new wants 
and needs, the businesses that should have died off will 
still be alive, and most of them will have an increasing 
amount of debt, curtailing their capacity to take risks or 
adapt to new needs, limiting their ability to lead economic  
recovery. Eventually, this situation, worsened by the  
dismantling of state aid and an approaching Brexit, 
might significantly affect the speed of the recovery.

The Scottish Case
A study carried out by Wiserfunding in September 
2020 provides an in-depth analysis of the impact of 
the COVID-19 pandemic on the tourism and hospitality 
industry in Scotland. This study revealed several key 
insights about one of the worst hit sectors. According 
to this study, it was estimated that the likelihood of a 
business becoming insolvent or bankrupt within the next 
12 months had more than doubled between December 
2019 and June 2020. The most discerning finding of this 
analysis was the different responses seen when comparing  
SMEs and large companies in different scenarios.  

Wiserfunding’s analysis showed that the difference 
between the baseline scenario and the severe stress 
scenario for SMEs saw a lower percentage increase 
compared to larger companies. This difference suggests 
that even though SMEs tend to be at higher risk of failing 
than larger companies, they have a greater capacity to 
adapt to contingencies as a result of their leaner structures  
and fewer fixed assets. A higher capacity to adapt make 
SMEs key in guiding the economic recovery of the UK, if 
the problem of overleveraging and zombie SMEs can be 
properly addressed. 
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A possible alternative to the solutions discussed above 
could be focusing on commercial credit debt. When the 
recovery starts, companies will need to start producing/
selling goods and services again to meet the new demand.  
If they could buy what they need from their suppliers 
agreeing favourable payment conditions (e.g. 90 days), 
they will not need to borrow further. At the same time, 
the supplier could rely on commercial credit insurance  
to mitigate the increased risk. This solution aims at 
encouraging SMEs to initiate growth and adaptation 
projects, assisting them in waking up from the zombified 
state they were put into through the COVID-19 government  
measures. Since SMEs are a lot more adaptable than 
larger companies it can be easier for them to adapt their 
processes to the current situation and therefore quickly 
increase their revenue.
Nimbla is a FinTech which insures invoices against  
customers being unable to pay their credits. This service  
has the potential to create a safety net on which businesses  
can rely to engage in growth and adaptation projects. 
Commercial credit is a form of debt negotiated directly 
with the supplier and does not necessarily require the 
involvement of financial institutions. Funds raised issuing 
new generic debt are mainly going to enable zombie 
businesses and the overleveraging problem to remain 
constant as there is no control on how these funds are 
utilised. A re-activation of operations would increase 
revenues and help businesses re-pay their CBILS and 
BBLS, reducing the overleveraging issue these created. 

The Department of Business, Energy and Industrial 
Strategy has recently estimated that 35% to 60% of  
borrowers may default on their loans in the next 12 
months, making it crucial to manage this situation  
effectively to avoid such drastic results. Another recent 
study published by a group of around 200 financial 
experts overseen by EY estimated that around £35bn 
could be classified as unsustainable debt. In order to 
avoid such a loss, the report presented three possible 
solutions. The first solution involves the transformation  
of debt into tax obligations, for relatively small debts.  
In this way, re-directing debt into the tax system and  
ensuring the re-payment can be made. A second 
solution for larger debts (more than £1 million) involves 
accessing a “Business Recovery Fund” where loans 
would be converted into preference shares or long-term 
subordinate debt, in this way providing fixed dividends  
to shareholders and ensuring senior debtors receive 
payments. The final solution suggested the creation of 
the “Business Capital Growth Shares (BCGS)”. Through 
this, businesses could access much needed capital in 
order to fund their growth and help re-build cash. 

Through the BCGS, businesses could access capital 
destined to assisting them grow and increase their 
cash-flow, steadily helping an economic recovery. This 
can help encourage economic and market growth while 
reducing the risk of debt deferrals, instead of just making 
it easier for businesses to repay their loans. However,  
it is understandable that such a solution would be 
limited to businesses with low levels of debt, given the 
fact that emitting more financial aid targeted at growth 
plans comes with an attached risk of whether or not that 
project will yield positive results. Only the third solution 
tackles the zombification problem to a limited extent, a 
problem which has taken over multiple businesses and 
has created a stagnant, inflexible market. 

A Possible Way Forward
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Conclusions
The world met an unexpected and formidable foe in 
the COVID-19 pandemic. To balance the risk between 
the health of the public and economic growth, busi-
nesses were temporarily closed, and billions of pounds 
of economic stimulus were injected into the economy. 
The government schemes that have been put in place 
so far have reduced the market efficiency benefiting 
businesses with higher risk of default due to an outdated 
business model. SMEs can drive the recovery due to 
their ability to adapt faster, but will need funds to restart 
their trading activities.

We propose to incentivise the use of commercial credit 
supported by credit insurance to mitigate the risks  
associated with it. This will help businesses to re-activate  

their operations through the creation of a sturdy safety 
net on which to fall back on, and providing businesses 
with quick, richer, up-to-date data, enabling them to 
make more informed decisions. Buckling down and 
hoping for the pandemic to pass is not a viable option, 
businesses need to adapt and strive to whine down 
government support. An inability to do so can result in a 
stagnant economy and a credit bubble slowly building. 
Obviously, such a solution will not be accessible to  
every SME, and many will file for bankruptcy. However, 
bankruptcy will be necessary to allow businesses to 
recycle and re-invent themselves, in this way creating  
a more dynamic and efficient market. 
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