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Marco Becker!

Zombie Companies
in the Corona Pandemic

or

the phenomenon of covertly
over-indebted companies in Germany

Abstract

The phenomenon of covertly over-indebted companies — also known colloquially as zombie
companies —is not new. They occur more frequently in times of crisis, including during the current
Corona pandemic. In addition to covertly over-indebtedness, there is now the added factor of latent
insolvency. This article will take a closer look at the emergence of zombie companies in Germany
during the Corona pandemic.

Zusammenfassung

Das Phanomen verdeckt Uberschuldeter Unternehmen — umgangssprachlich auch als »Zombie-
Unternehmen« bekannt — ist nicht neu. Sie treten vermehrt in Krisenzeiten auf, so auch wahrend der
aktuellen Corona-Pandemie. Neben der verdeckten Uberschuldung kommt jetzt noch der Faktor der
latenten Zahlungsunfahigkeit hinzu. In diesem Artikel soll die Entstehung der »Zombie-Unternehmen«
in Deutschland wahrend der Corona-Pandemie ndaher untersucht werden.

1 Prof. Dr. Marco Becker teaches and conducts research on controlling and financial management at the NBS

Northern Business School - University on Applied Science in Hamburg and is deputy director of the Institute
for Corporate Accounting, Controlling and Financial Management (IUCF).
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Initial situation

The Corona pandemic has the world firmly in its grip not only in the medical sense, but the economic
consequences of this pandemic are also devastating. However, these are not primarily caused by the
pandemic itself, but by the containment measures imposed by the respective governments. For
example, the Federal Republic of Germany is in its second lockdown, which has been extended several
times since the beginning of November 2020 and is now de facto in effect until further notice. In the
course of this lockdown, there have been far-reaching interventions in the economy. In this context,
reports about so-called zombie companies have increasingly surfaced in recent months, which will be
examined in more detail below.?

Definition of zombie companies

There is no uniform definition for the phenomenon of covertly over-indebted companies, which are
also colloquially referred to as zombie companies.? In financial practice, a whole range of definitions
for the state of covert over-indebtedness have become established:*

Autor

Definition

European Central Bank (2019)
[Variant 1]
German Parliament (2020)

Zombie companies are companies whose earnings are less than their current interest
costs over a longer period of time.>

European Central Bank (2017)
[Variant 2]

A company is classified as a zombie company if
1.its return on investment is negative,
2. its net investments are negative

3.its debt servicing capacity (defined as EBITDA over financial debt) is below 5% for at
least two consecutive years.®

German Central Bank (2020)
[Variant 1]

A company is classified as a zombie company if it cannot cover its interest expenses with
its operating result for three consecutive years. The interest coverage ratio — i.e. the
ratio of operating profit to interest expenses — would be less than one for a zombie
company.”’

German Central Bank (2020)
[Variant 2]

A zombie company is defined as having negative cash flow for three years in a row.8

Caballero et al. (2008)

Corporations are zombies if they receive loans at lower interest rates than would be
expected if the debt structure was respectful.®

Definitions of zombie companies®

N

cf. Daube (2021): S. 19.

O 0 N O AW
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cf. Caballero et al. (2008).

This compilation does not claim to be complete.

cf. Deutscher Bundestag (Hrsg.) (2020): S.1 und cf. Andrews/Petroulakis (2019): S. 8.
cf. Storz et al. (2017): S. 6.

cf. Deutsche Bundesbank (Hrsg.) (2020): S. 73

cf. Deutsche Bundesbank (Hrsg.) (2020): S. 73

cf. Arth et al. (2020): S. 50 and Caballero et al. (2008).

Own representation based on the sources indicated.
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By adopting the definition of the European Central Bank (variant 1) by the German Parliament, covertly
over-indebted companies or so-called zombie companies are defined uniformly for the Federal
Republic of Germany:

Zombie companies are companies whose earnings are less than their current interest costs over a
longer period of time.!

The term over-indebtedness is also clearly defined in the Federal Republic of Germany. Pursuant to
Section 19 (2) of the German Insolvency Code, a company is deemed to be overindebted at the latest
when the debtor's assets no longer cover its existing liabilities, unless the circumstances make it
predominantly likely that the company will be able to continue as a going concern over the next twelve
months.

Emergence of zombie companies

Due to the insolvency regulations in force in the Federal Republic of Germany, the emergence of
zombie companies is in principle virtually impossible. Overindebtedness does not constitute grounds
for insolvency only if a positive going concern forecast is provided.®® However, making a positive going
concern forecast is likely to be difficult for most companies in times of the Corona pandemic —
especially during a (permanent) lockdown — so that this insolvency criterion of over-indebtedness will
regain importance in the medium and long term. In addition, there is another factor that can be seen
as the main reason for the emergence of zombie companies in Germany. Companies that make use of
the support instrument of suspending the obligation to file for insolvency, which was used to contain
the economic consequences of the Corona pandemic, are often not only factually over-indebted but
also latently insolvent.

The funding instrument of the suspension of the obligation to file for insolvency was introduced with
effect from March 23, 2020, to mitigate the economic impact of the Corona pandemic and was initially
limited in time until September 30, 2020.2* In the further course of 2020 and 2021, both the time limits
and the conditions were changed several times:*®

11 cf. Deutscher Bundestag (Hrsg.) (2020): S.1 and Andrews/Petroulakis (2019): S. 8.

12 ¢f. § 19 Abs. 2 InsO.

13 ¢f. § 19 Abs. 2 InsO.

14 ¢f. Bundesministerium der Justiz und fiir Verbraucherschutz (Hrsg.) (2021a).

cf. Bundesministerium der Justiz und fiir Verbraucherschutz (Hrsg.) (2021a), Bunderegierung (Hrsg.) (2020),
Bundesministerium der Justiz und fiir Verbraucherschutz (Hrsg.) (2020a) und Bundesministerium der Justiz
und flr Verbraucherschutz (Hrsg.) (2020b),

15
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Phase 1 — March 23, 2020 to September 30, 2020

In a first phase, effective March 23, 2020, the insolvency filing requirement was completely suspended,
initially until September 30, 2020, for companies if the insolvency and/or over-indebtedness was due
to the consequences of the Corona pandemic.'® This is a government funding measure with which the
federal government pursues the primary goal of protecting companies that have fallen into financial
difficulties as a result of the Corona pandemic. In addition, other funding instruments were used to
create incentives to inject new liquidity into these affected companies.!” In addition, it was a specific
concern of the German Government that business relations with these companies could continue to
be maintained. For this reason, the right of creditors to request the opening of insolvency proceedings
for the debtor was suspended for a transitional period of 3 months —i.e. until June 30, 2020.%8

Phase 2 — October 1, 2020 to December 31, 2020

In the second phase, the suspension of the obligation to file for insolvency was extended until
December 31, 2020, but the conditions for using this support instrument were tightened: during this
period, only those companies that were over-indebted due to the Corona pandemic, without being
insolvent at the same time, were able to make use of this exception.!® To justify the change in the
application requirements for this funding instrument, the Federal Ministry of Justice and Consumer
Protection clarifies that a distinction must be made between 2 groups of companies:?°

e Groupl
In the case of over-indebted companies, there is definitely a real chance of still averting
insolvency.

e Group?2

In the case of companies that have already reached a state of insolvency, it is generally no
longer possible to avert insolvency. The company in question has not succeeded in stabilizing
its economic situation, even with the help of state support instruments. As a result, these
companies are no longer able to meet their payment obligations and pose an acute risk to their
business partners.

Phase 3 —January 1, 2021 to January 31, 2021

In the third phase, the suspension of the obligation to file for insolvency was extended for companies
directly affected by the Corona pandemic. However, the conditions for the use of this support

16 ¢f. Bundesministerium der Justiz und fiir Verbraucherschutz (Hrsg.) (2021a).

cf. Bunderegierung (Hrsg.) (2020).
cf. Bunderegierung (Hrsg.) (2020).
cf. Bundesministerium der Justiz und flr Verbraucherschutz (Hrsg.) (2020b).
cf. Bundesministerium der Justiz und flir Verbraucherschutz (Hrsg.) (2020b).

17
18
19
20
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instrument were further tightened. It is now only possible for companies that are over-indebted and
for which the disbursements of the state aid payments scheduled since November 1, 2020 — the so-
called November and December aid — are still outstanding.?! In addition, the conditions were further
specified and the following accompanying measures were established:?

e During the suspension of the obligation to file for insolvency, managing directors are only liable
to a limited extent for payments they make after the company is ready to file for insolvency.

e Companies affected by the Corona pandemic may apply for credits during the suspension of
the obligation to file for insolvency. These are not considered to be an immoral contribution

to the insolvency delay.

e During the suspension of the obligation to file for insolvency, payments made to contractual
partners are only contestable to a limited extent.

Ordinary business operations can thus be continued almost without any restriction.

Phase 4 — February 1, 2021 to April 30, 2021

The suspension of the obligation to file for insolvency has been extended again and will initially apply
until April 30, 2021. The conditions for making use of this exemption have been revised once again, so
that the companies concerned must now meet the following requirements in order to be eligible for
this support instrument:?3

e The financial crisis must be caused by the current Corona pandemic.

o There must be a claim for government aid from the Corona aid programs that have been set
up, the disbursement of which is still pending.

e The stately aid must have been applied for by February 28, 2021.2*
e The approval and disbursement of the requested state aid is probable.
e The requested state aid must be suitable for the elimination of formal insolvency maturity.

This is therefore only a partial suspension of the obligation to file for insolvency, which benefits only
those companies that have already applied for financial aid from the current Corona aid program and

21 cf. Bundesministerium der Justiz und fiir Verbraucherschutz (Hrsg.) (2020a).

cf. Bundesministerium der Justiz und fiir Verbraucherschutz (Hrsg.) (2020a).

cf. Bundesministerium der Justiz und flr Verbraucherschutz (Hrsg.) (2021b).

If it was not possible to apply for assistance by February 28, 2021 for legal or factual reasons, the eligibility to
apply could be taken into account in these exceptional cases. The actual filing of the application was therefore
not the decisive factor in this exceptional case.

22
23

24
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whose payment is still outstanding.? This extension of the suspension of the obligation to file for
insolvency has become necessary because the payment of state aid (in particular November aid and
December aid) has not only been further delayed, but has also been temporarily suspended altogether
as of March 9, 2021. The Federal Ministry for Economic Affairs and Energy has temporarily halted the
advance payments due to increased suspicions of fraud in connection with the so-called November
and December aid.?®

On March 12, 2021, this payment freeze was lifted and at least progress payments will again be made
for the following funding instruments:%’

e November aid

e December aid

e Bridging aid |
e Bridging aid Il
e Bridging aid Il

As a result, these funding instruments are fully active again. Companies that have taken advantage of
the support instrument of suspension of the obligation to file for insolvency must therefore have at
least overcome the state of formal insolvency maturity by the time the requested support funds have
been paid out in full at the latest. If you have not succeeded in doing so despite the state aid payments,
these companies must file for insolvency immediately. All other companies that are currently insolvent
but do not meet the defined criteria must also immediately file for insolvency.?®

At the latest with the last adjustment or amendment to the suspension of the insolvency application
requirement, the German Government has initiated the gradual phase-out on this funding instrument.
Obviously, a normal state of affairs is to be achieved again in the next few months and the insolvency
regulations are to be fully reinstated.

Mode of operation of the suspension of the obligation to file an insolvency petition

The support instrument of suspension of the obligation to file for insolvency has a suspensive effect
for the companies concerned with regard to the time for the necessity of filing for insolvency. The
original objective of this support instrument was to provide companies with a grace period during
which a fundamental reorganization (more precisely: a turnaround management) can be

25 ¢f. Bundesministerium der Justiz und fiir Verbraucherschutz (Hrsg.) (2021b).

%6 cf. Tagesschau (Hrsg.) (2021).
27 cf. Bundesministerium fiir Wirtschaft und Energie (Hrsg.) (2021).

28 cf. Bundesministerium der Justiz und fiir Verbraucherschutz (Hrsg.) (2021b).
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implemented. In practice, however, this objective was superseded by the fact that the November and
December aid promised by the government to bridge the lockdown was not paid out promptly. The
regular disbursement of November aid was launched by the German Federal Ministry for Economic
Affairs and Energy on January 12, 2021. Prior to this, only advance payments were made, which by no
means all applicants received.?®

The grace period could thus not be used by the majority of the affected companies to tackle the
necessary turnaround. During the lockdown, they had no revenues or, ideally, significantly lower
revenues than in the comparable period before the Corona pandemic due to the business closure. In
addition, the state's promised compensation payment was not disbursed until months later. This
created an additional financing gap that the already financially strapped companies had to bridge on
their own.

The suspension of the insolvency filing requirement has been a very successful funding tool, despite
the multiple changes and confusion it has caused in practice. Compared to 2018 and 2019, the increase
in insolvency filings expected due to the Corona pandemic failed to materialize. On the contrary, the
insolvencies per month per 100,000 companies have decreased significantly in comparison:*

1800
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Overview of corporate insolvencies in Germany3!

Thus, the downward trend in corporate insolvencies in Germany that has been evident since 2009 will
continue in 2020 — despite the Corona pandemic:3?

2% cf. Bundesministerium fiir Wirtschaft und Energie (Hrsg.) (2021).

30 ¢f, Statistischen Bundesamtes (Hrsg.) (2021).
31 Own illustration based on Statistischen Bundesamtes (Hrsg.) (2021).
32 (f. Statistischen Bundesamtes (Hrsg.) (2021).

www.iucf.nbs.de page 7 from 13



f'\l U C F Institut fir Unternehmensrechnung, Working Paper
N

Controlling und Finanzmanagement 4/2021
35000

30000

25000

20000

15000

10000

5000

0

O & O Q

o
L O N
WA A BT AT AT AT AT AT AR AR DT AT AT AT AT AP

45000
40000

O
49

Corporate insolvencies in Germany from 2000 to 20193

Parallels to the global financial and economic crisis of 2008/2009

The instrument of suspending the obligation to file for insolvency is not new. It was already used to
cope with the global financial and economic crisis of 2008/2009.3*

In the following, both the similarities and the differences between the financial and economic crisis of
2008/2009 under current Corona Pandemic will be elaborated:

33 Own illustration based on Statistischen Bundesamtes (Hrsg.) (2021).

34 On October 17, 2008, the German Parliament amended the definition of over-indebtedness in Section 19 (2)
of the German Insolvency Code (InsO) in Article 5 of the Financial Market Stabilization Act. As a result of this
amendment, over-indebtedness no longer exists if a positive going concern forecast can be given. Thus, an
insolvency petition or an over-indebtedness status based on liquidation values only has to be prepared in the
event of a negative going concern forecast. (cf. Artikel 5 ,Anderung der Insolvenzordnung” FMStG)

On November 09, 2012, the German Parliament resolved that the regulation on over-indebtedness under
insolvency law, which was originally limited until December 31, 2013, should now apply indefinitely. Thus, to
date, there is no over-indebtedness under insolvency law, provided that the continuation of the company is
predominantly probable under the circumstances. (cf. § 19 Abs. 2 InsO)

Due to the fact that, with sufficient imagination and creativity, a positive going concern forecast can almost
always be made, the insolvency ground of over-indebtedness has been largely invalidated. The current
Corona pandemic is likely to be an exception in this context, giving the insolvency ground of over-
indebtedness greater significance again.
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Primary affected companies Financial and economic crisis 2008/2009 | Corona Pandemic

Branch Financial sector cross-sector

Company size e  large enterprises e  Solo self-employed
e  Corporations e  Sole proprietors

e  Small companies

. Medium enterprises
e large enterprises

e  Groups of companies

Temporal reference of the cause of | Time-oriented event: Period-oriented event:
the crisis > After the abrupt - Coping with the acute crisis
collapse of the financial market now lasts longer than a year

the reorganization could be

- Reorganization can only take place
starteddirectly could be started

after successful overcoming of the
begin after the cause of the crisis
has been successfully overcome

Causal link to the crisis Endogenous Exogenous
Turn Around Strategy ° State participation ° Government transfer payments
e  (temporary) (compensation for loss of revenue)
e Accompanying measure on the e Liquidity injection by old and new
capital market shareholders

e  Staff reduction

Financial and Economic Crisis of 2008/2009 vs. Corona Pandemic

It is clear that the financial and economic crisis of 2008/2009 and the current Corona pandemic have
both similarities and serious differences. In particular, the fact that the current Corona pandemic —
from the point of view of the affected companies — has an exogenous origin and that the necessary
government intervention in the market in the form of a lockdown has lasted for months suggests that
the state of covertly over-indebtedness cannot be remedied overnight, as it is continuously worsening
(with reduced or even no revenues).

Conclusion

The suspension of the obligation to file for insolvency proved to be an effective instrument during the
financial and economic crisis of 2008/2009, among other things to give the affected companies more
time to carry out a fundamental restructuring. In addition, the fact of over-indebtedness was defacto
permanently removed from the Insolvency Code.

However, the current Corona pandemic differs fundamentally from the financial and economic crisis
of 2008/2009, also with regard to the actions of the German Government. During the Corona

35 Own illustration.
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pandemic, the instrument of suspending the obligation to file for insolvency at least partially served
its purpose and delayed the de facto insolvency of many companies.3®

The German Government has already begun to phase out this funding instrument by changing the
hurdles to eligibility several times and raising them higher with each change. In practice, this has
inevitably led to considerable confusion among the companies concerned. As a result, so-called zombie
companies have emerged — as a quasi-undesirable side effect — as many of the affected companies
have apparently failed to file for insolvency immediately, which has now become necessary after all
due to the various changes. Against this backdrop, the definition of covertly over-indebted companies
or so-called zombie companies in the Corona pandemic would currently have to be redefined:

The so-called zombie companies that emerged in the Federal Republic of Germany during the
management of the Corona pandemic are companies that are either covertly over-indebted and/or
latently insolvent.

These so-called zombie companies can only be cleaned up by means of a fundamental restructuring or
by actually filing for insolvency. For this reorganization process, the companies in question need
further financial resources, which could come either from state subsidies®” or additional liquidity from
investors.

For most companies, however, it will be impossible during the lockdown to acquire the fresh financial
resources required for a turnaround and to successfully implement the measures associated with the
turnaround. It must therefore be assumed that the number of corporate insolvencies will rise
significantly in 2021.

It is to be hoped that this support instrument will remain in place long enough beyond the end of the
second lockdown to give the companies concerned sufficient time not only to plan and implement the
necessary turnaround measures but also to raise the necessary financial resources. However, it must
also be borne in mind that the longer and the more these so-called zombie companies exist, the more
the immanent risk for the business partners of these companies increases. The sooner this part of the
economic impact of the Corona pandemic is dealt with, the better.

36 The instrument of suspension of the obligation to file for insolvency basically has only a suspensive effect. It
thus postpones the point in time at which a company is obliged to file for insolvency at the latest to a later
point in time - defined by the conditions and the period of validity of this instrument. It is intended to provide
the company concerned with a grace period to enable it to carry out a fundamental restructuring in order to
achieve the turnaround.

However, sales subsidies alone will not be sufficient here. Sustainable restructuring is unlikely to be feasible
without an inflow into the equity of the companies concerned.

37
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