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The Rise of the Dead: 
An Examination of Corporate Leverage & 

The Effects of Loose Monetary Policy 
The financial system has a weak link. Ten percent of all public 
corporations in the US are weak and vulnerable while nine percent of 
non-financial European corporations have subpar interest coverage 
metrics. With the current upswing in the global economy, rising interest 
rates could trigger widespread defaults and economic failure (Edwards, 
H., & Edwards, D., 2017).  

A Brief History 
Borrowing and lending are a vital component in enabling corporations to 
undertake investments and ultimately grow. Today, borrowing – or in 
other terms – financial leverage allows major corporations to finance 
sizable projects, grow their scale of operations, and most importantly 
spearhead economic expansion through an increase in expenditures. 

Although surrounded by a myriad of benefits, the use of excessive 
financial leverage has proven to be highly catastrophic in times of 
financial distress. The power of leverage to turn economic stability into 
ruin when pursued in excess has been proven time and again by 
corporations, governments, and individuals alike. With such close links 
between crises and excessive leverage, it is not wrong to assume that 
where there is one, the other is usually nearby (Torres, R., & Sukhdev, 
P., 2012).  

In the years following the 2008 collapse of the global economy, leading 
central banks around the world turned to aggressive stimulus programs 
to revive their respective economies. The European Central Bank (ECB) 
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utilized uncharacteristically low interest rates and 
intensified its quantitative easing program. These 
measures enabled a large share of troubled 
corporations to continue to operate and invest, 
ultimately aiding a recovery in the European 
economy (Liborio, 2011). Ten years forward, the 
ECB continues to stand behind easy money 
policies neglecting an emerging threat in the 
Eurozone - corporate leverage. 

The increase in corporate leverage, particularly in 
the Eurozone, has given rise to a new phenomenon 
- zombie companies. As defined by the Bank for 
International Settlements, a zombie company is 
any publicly listed firm, with ten years or more of 
existence, where the interest coverage ratio (EBIT 
relative to interest expense) is lower than one.  

According to Mark Thomas, a business strategy 
expert at PA Consulting, zombie firms generate 
just enough cash to service their debt, so banks 
are not obliged to pull the plug on loans (Pym, 
2012). Zombie corporations are merely “kept alive 
due to the constant refinancing of their debt and…
despite restructuring and low rates, are still 
unable to cover their interest expense with 
operating profits, let alone repay the principal of a 
loan” (Lacalle, 2017). These companies are 
extremely vulnerable to rising interest rates and 
have been littering major economies for the past 
decade.  

As central bankers finally look to pull back 
stimulus for a fear of overheating, the potentially 
grim outlook for these vulnerable companies may 
give them pause (Verma, 2017).  

The Effects of Corporate 
Leverage & Zombie Companies 

The effects of corporate leverage and capital 
misallocation have proven to be hampering for 
European productivity. In several European 

countries, these problems are likely symptomatic 
of structural policy weaknesses, particularly with 
respect to insolvency regulations (McGowan, 
Andrews, & Millot, 2017). But most shockingly, 
there are reasons to suspect that troubled firms 
may also be kept afloat by the “legacy of the 
financial crisis, with bank forbearance, extended 
monetary stimulus, and the persistence of crisis-
induced support policy initiatives” (McGowan et 
al., 2017).  

According to Alan Bloom, global head of 
restructuring at Ernst & Young, “the fundamental 
tenet of capitalism, which holds that some bad 
companies need to fail to make way for new and 
better ones, is being rewritten” (Stothard, 2013). 

The Case of Stefanel 

Once an iconic and outperforming company with 
more than 700 employees and stores worldwide, 
the Italian retailer is known as something starkly 
different today: a zombie company. Posting an 
annual loss for nine of the last 10 years with six 
restructures on its debt, Stefanel has become a 
nightmare for policymakers.  

Stefanel is still alive but limping (Sylvers, E., & 
Fairless, T., 2017). And so is the case for hundreds 
of other highly troubled companies around the 
world being kept alive thanks to government help, 
ultra-loose monetary policy and often, the 
reluctance of lenders to write down bad loans.  

It is highly unlikely to see Stefanel through the 
next economic downturn. 

The Shipping Industry 

However, the problem lies not only in Southern 
Europe. According to The Wall Street Journal, 
German banks have been the largest lenders to the 
struggling shipping industry. The five biggest 
German lenders to the “shipping industry had 
roughly $26 billion of distressed shipping loans at 
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the end of last year. This is a ratio of 37% 
compared with total shipping loans and was up 
from 28% the year before” (Sylvers et al., 2017). 

German shipping company Norddeutsche 
Vermoegen Holding suffered total losses of $1.1 
billion from 2010 to 2015. Its debt quadrupled to 
more than $2 billion, or almost nine times 
revenue, from 2007 to 2010. In 2016, 
Norddeutsche Vermoegen received a half-billion 
euros in debt relief from HSH Nordbank, a 
German bank that was until recently the world’s 
largest lender to the shipping industry. According 
to the shipping company’s financial statements, 
Norddeutsche Vermoegen made a profit due to 
“loan forgiveness by the bank” (Sylvers et al., 
2017). 

Declining Productivity 
The survival of zombie firms has and will continue 
to decrease total productivity levels by dragging 
down industry averages, deterring the potential 
entry of young firms – that hold a comparative 
advantage in innovation and place indirect 
pressure on incumbents to improve their 
productivity – and lastly hinder the allocation of 
resources across industries (McGowan et al., 
2017).  

Firms that would naturally exit in a competitive 
market are staying alive, impacting average 
productivity and crowding-out growth 
opportunities for more productive firms 
(McGowan et al., 2017). The concern is that these 
companies – which spend so much of their cash 
servicing interest payments – are unable to invest 
in new equipment or future growth areas, 
ultimately hogging resources that could be used 
towards more productive areas.  

According to the OECD, the resources sunk in 
zombie firms have risen since the mid-2000s. 
Additionally, a 3.5% rise in the share of zombie 
firms, which was observed between 2005 and 2013 
across the nine OECD countries in the sample, 
was associated with a 1.2% decline in the level of 
labour productivity across industries.  

Why care about low productivity?  

Productivity is one of the most significant 
determinants of economic growth, particularly per 
capita economic growth and thus income growth. 
In the long run, productivity increases through 
new technology and more efficient ways of 
operating are a vital component in sustaining and 
improving standards of living (Hunter, 2017).  

One of the many reasons why advanced economies 
hold higher living standards is due to strong 
productivity growth. Moving forward this will 
only be possible if the strongest-performing firms 
in an economy are able to grow and invest – and 
if the weakest firms are taken off life support. 

Central Bank Policy 
The zombification of major economies around the 
world can be attributed to easy money policies set 
by the leading central banks following the 
financial crisis.  
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Following the global collapse in 2008, central 
banks and governments played a key role in 
containing the impact of the crisis by 
preventing a global economic and financial 
meltdown.  

Interest rates were slashed, and stimulus was 
injected into the economy. The zero-interest 
rate policy set by the European Central Bank 
certainly helped fragile companies, which 
would have to file for bankruptcy with higher 
interest rates. As rates continued at ultralow 
levels, the proportion of zombie companies 
increased.  

According to Barnaby Martin, Managing 
Director and European credit strategist at 
BofA Merrill Lynch, “monetary support in 
Europe over the last five years has allowed 
companies with weak profitability to continue to 
refinance their debt and stave off 
defaults” (Verma, 2017).  

Now as central banks finally look to hit the 
brakes for a fear of overheating, interest rate hikes 
present a serious conflict. The ECB and other 
central banks will likely have to be very slow and 
patient in removing their extraordinary stimulus 
over the next year. Being too harsh may just 
trigger an even larger zombie apocalypse. 

The Canadian Economy 
Zombie corporations are not just a problem 
outside of Canada’s borders. Although “these 
economic laggards appear to be a bigger problem 
in Europe than in Canada, many zombies are 
lurking in the Canadian economy” (Israelson, 
2017).  

Figure 1: Banking Stress in the Eurozone. Italy has 
one of the worst bad loan ratios amongst the top 
economies in the world 

In 2015, a Vancouver investor, Tony 
Simon,“identified and published a list of nearly 
600 junior mining companies on the Toronto 
Stock Exchange and TSX Venture Exchange that 
he said collectively had negative working capital 
of $2-billion. Mr. Simon followed up by identifying 
an additional 512 non-mining companies that 
together were in the hole – having negative 
working capital – of an additional $2.1-
billion” (Israelson, 2017). 

The Final Take 
Similar to the zombies created in Hollywood, 
corporate zombies can be killed. The idea is 
simple. The easier it is for these companies to 
become insolvent, the more quickly capital can be 
reallocated from inefficient to efficient uses. By 
protecting the interests of corporate insiders now 
and not looking ahead, it is likely that the whole 
economy becomes as sluggish as one of the 
walking dead in the near future. 

Although a clear solution is in sight, the 
implementation plan is not well defined. Central 
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banks risk a backlash if they are to tighten policy 
prematurely. Immediate rate hikes would only put 
upward pressure on corporate interest costs 
leading to widespread defaults.  

The implementation plan should rather have a 
long-term approach. Reducing quantitative easing 
in a slow and patient manner and holding off on 
substantial rate hikes in the near-term is the right 
path moving forward. 
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