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Recommendation: You give steers on options to support SME lending in response to
Covid-19 economic uncertainty.
Timing: Budget

Summary

You have asked for options to provide a new loan guarantee scheme to support SME
lending in response to Covid-19. Following engagement with UK Finance over the
weekend, we recommend progressing work on a Covid-19 variant of the Enterprise
Finance Guarantee Scheme, and offer options for language at Budget. We also ask for
steers on returning to options to expand UKEF risk appetite.

Detail

1. You have asked for advice on what we can say at Budget about action to encourage
lenders to continue supporting SMEs through disruption caused by Covid-19. This
note sets out the tools that may be available and what you may wish to say at
Budget.

2. The note focuses on SMEs. If large businesses face difficulties, we have a range of
tools (e.g. bespoke loans and guarantees) that are suitable to respond.

Background

3. We expect businesses to face a range of impacts from Covid-19. Businesses that
are already struggling are likely to be less well placed to manage the impacts
through their existing cash reserves / borrowing facilities, but businesses that are
long-term viable are likely to be impacted too, especially if the disruption is
severe.
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. There is currently c. £168bn stock SME lending, with £57bn gross annual flows.
Overdrafts and credit cards dominate lending - overdrafts are the main form of
finance used for 23% of SMEs, credit cards 19%. Generally, overdraft-type facilities
are the best way to manage working capital pressures, but support could be
provided through term loans if overdraft support is too operationally difficult to
provide in the time available. 24% of businesses have more than £10k cash
reserves, up from 16% in 2012.

. Enabling businesses to manage financial pressures through bank lending is better
than offering grants. It has less fiscal impact, and banks are better placed to assess
long-term viability of firms than e.g. LAs administering grants (though given the
uncertainty of the situation, they are still likely to find it very difficult). You are
receiving separate advice on options for a small-scale LA grant scheme, which will
have a marginal impact compared to what banks can offer SMEs. We would want
banks to:

a. Show flexibility helping borrowers manage credit, e.g. repayment holidays
or waiving certain fees, such as on withdrawals from deposit accounts.

b. Continue offering finance to viable businesses. For businesses that aren’t
long-term viable, further credit is likely to worsen rather than improve
outcomes.

. As you know, banks have already put out a public statement via UK Finance
committing to continuing to supporting their viable business customers. It is in
banks’ commercial self-interest to do this wherever possible, given the write-offs
and costs involved in recovering money if a business fails. Banks are already
delivering emergency short-term funding to business customers, and are
exploring their options on forbearance - such as repayment holidays.

. We expect any barriers to commercial provision to arise from banks being
uncertain how to price credit risk, or lacking confidence in a speedy recovery.
Further detail is set out in the annex.

. In meetings, we have previously recommended a three-stage response.

a. Stage 1 - industry-led reassurance to the market about what they are already
doing (starting with Thursday’s UK Finance statement mentioned
above). The goal here is for businesses to continue to feel confident in going
early to their lenders - which we know leads to better outcomes.

b. Stage 2 - Bank of England action to encourage SME lending. As described
in separate advice last week, and para 2 of the annex.
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c. Stage 3 - Use of government convening power to secure voluntary
agreements from banks to continue providing credit. In the past,
government intervention has secured confidence-building public
statements from banks (e.g. that over £1bn was available for customers
affected by Carillion). We can set the expectation that banks will make
similar statements for CV-19, as well as making public statements about the
specific kinds of forbearance measures (e.g. repayment holidays) that they
will deploy. We think agreements with banks can be reached in the short-
term following Budget.

Options to go further

9. You have expressed an interest in announcing that we are considering a new loan
guarantee scheme at Budget, potentially modelled on the Small Firm Loan
Guarantee (SFLG). The SFLG was a precursor to the BBB’s current Enterprise Finance
Guarantee scheme. Key differences between the EFG and the SFLG were that EFG
provides bigger loans (up to £1.2m rather than up to £250k), is open to medium-
sized businesses, and has a portfolio cap limiting the total losses a bank can claim
against its portfolio (currently set at 15%).

10. We are currently exploring launching a new, considerably more generous
variant of EFG to address Covid-19 issues. In light of feedback from UK Finance
on what could make the most difference, and their calls for us to use the existing

well-understood EFG architecture, we would look to operate the guarantee on
something like the terms below (note this is subject to further work):

e Eligibility: SMEs impacted by Covid-19 who are close to but fail to
meet commercial lending criteria, turnover potentially up to c. £40m

e Headroom: £1bn initial
e Fee: 0% (this enables the product to be used for overdrafts)

e Guaranteed amount: 80% (regular EFG: 75%); no or much higher
portfolio cap

e Loan size: loans up to £1m, with up to 5 year term.

e Availability: open to all lenders, but roll-out focused on those with
greatest reach (big 5 plus major regional lenders, e.g. NI banks)

11. For operational reasons, it may be necessary to make many of these changes
(e.g. to the fee or guarantee %) across all variants of EFG, while saving some
elements (such as the eligibility criteria) just for the new variant. Another key
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operational issue will be the ability of lenders to transmit the benefits of any new
scheme quickly to their customers. Given the need for banks to make operational
changes to deliver new schemes through their branches, transmission can never
be instant. However, a key ask from banks in the coming weeks will be that they
work quickly to ensure government action reaches businesses quickly.

12. In the interests of speed to market, we are designing the guarantee to work
within the existing State Aid restrictions imposed on the EFG product. Going
beyond these limits would require notification and cause delay. However, if the
decision is taken across HMG to seek exemptions to the State Aid regime, we might
have more flexibility on some of the design criteria. The Commission may, in the
coming weeks, announce exemptions from the State aid regime in response to
Covid-19.

13. Costs and the total contingent liability would depend on design parameters.
In the final years of the SFLG, losses averaged 36% of the total portfolio - i.e.
£360m for a £1bn scheme.

14. If you wanted us to work up this scheme, we would:

a. Discuss with the BoE to ensure messaging about HMG/BoE action remained
aligned

b. Continue working with the BBB on a new CV-19 variant of EFG.

c. Discuss any potential Budget announcement with BEIS (who own the BBB and
hold formal responsibility for these schemes)

d. Call a meeting (as early as Thursday) with UK Finance and the major SME
lenders to start work on detailed design elements

e. Work up fuller advice on design choices for the new variant and its possible
fiscal impact, and provide advice on their merits relative to other
mechanisms to address similar issues (e.g. Time To Pay).

15. If you wanted to trail this work at Budget, we would recommend a high level
statement that would be compatible with some of the lighter touch changes to EFG
you have already considered. This leaves scope for you to make a decision as to
how far you go once design work has progressed. You could say:

“We will work urgently with the major lenders to explore opportunities to build on existing
government support for SME lending to support the supply of credit to viable companies
facing temporary difficulties due to Covid-19"

Or going further
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“We will work urgently with the major lenders to explore opportunities to build on existing
government support for SME lending by providing government guarantees to support up to
£1bn lending through the British Business Bank™

Do you wish us to progress a new Covid-19 variant of EFG?

If so, do you wish to trail this at Budget?

16. We could also explore expanding UKEF’s risk appetite - allowing UKEF to
support SMEs rated CCC rather than current lower limit of B-. This action was
agreed in principle with DIT SoS during no deal work, to be used if required under
the direction of the Chancellor. As a commercially priced product, there is no

scorecard impact - but increased uptake of these products would increase HMG
contingent liability (though UKEF’s current exposure from these products accounts
for c.£200m of its c.£30bn portfolio). Changes can be made within weeks.

Do you wish us to progress the option to expand UKEF’s risk appetite?
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Annex - barriers to commercial provision

1. Unlike in 2008, banks are well-capitalised and have good liquidity. Funding costs
have recently been rising, albeit from a low starting position.

2. The Bank of England (BoE) has plans in place to alleviate both emerging capital
pressures and potential funding pressures for SME-focussed lenders. In addition
to the FPC’s counter-cyclical capital buffer, the Bank has worked up a scheme to
ensure that banks do not excessively restrict lending towards SMEs in a Covid-19
induced downturn. The scheme provides cheap funding to banks in a quantity and
at a price linked to the flow of a bank’s new lending to SMEs, leaning against a fall
in bank lending volumes to SMEs. The scheme could also act as a more general
credible funding backstop to insure against any overshoot in wholesale bank
funding costs. In addition to this term /ending option, the Bank can also provide
liquidity to the banking system for maturities of up to 6 months through its routine
lending facilities such as the Indexed Long Term Repo (ILTR). Current ILTR usage
remains low and in line with recent trends.

3. Barriers to commercial lending are most likely to be driven by credit risk, by:

a. lenders taking a risk-off approach driven by genuine uncertainty in how to
price risk, or lack of confidence in a speedy recovery. This could affect
approach to lending either on a sectoral basis (e.g. for sectors highly
exposed to China) or on a more general basis. Or;

b. insufficiently sophisticated lender decision making to take into account the
nature of the CV-19 disruption. Small business lending decisions are
frequently driven by propriety algorithms. If lenders have factors in their
algorithm that get red-flagged by businesses facing the kinds of pressure
Covid-19 creates, this could lead to automatic refusal of credit. We don’t
have a good understanding of the extent of this issue yet, but will seek to
explore it at pace with trusted experts.

4. While data tends to be lagged, we are not currently seeing data / getting anecdotal
evidence that SMEs are facing tighter credit conditions as a result of Covid-19.
However, in recent months (before the start of the outbreak), there was some data
showing tightening conditions for medium-sized businesses.
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