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THREE INDICATORS CAN REVEAL SME INSOLVENCY
RISK UP TO FOUR YEARS IN ADVANCE

04 SMEs & MidCaps go through three phases of corporate distress prior to insolvency
06 The development of the financial profile reflects the unfolding of corporate distress
08 Profitability is a leading indicator of corporate distress

09 Capitalization and leverage follow the decline in profitability

10 Interest coverage significantly declines before insolvenc
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Most insolvencies of European SMEs & MidCaps do not come as
a surprise. In fact, they are typically the consequence of ongoing
corporate distress over several years Looking ot 1,653 compa-
nies in Germany, France taly and Spain, we identify three phases,
each different in type and length: o strategy crisis, o profitakility crisis
and then solvency crisis. Once the profitability crisis sets in, corporate
distress can be detected and observed by o systematic analysis of o
company's financial situation.

In all four countries, the mean financial profile! of all the insol-
vent companies we analysed was relatively low four accounting
years prior to insolvency. German companies attained o mean
financial profile of less than BB-, while the French, Italion and Span-
ish firms scored around B+ By the lost accounting yvear before the
insolvency, the scores decreased considerably down to below B+ in
Germany, B-in France and around CCC in [taly and Spain. In com-
parison, the mean financiol profile of all SMEs & MidCaps in the four
countries is about BE.

Which leading indicators could allow us to detect corporate dis-
tress early? The literature often identifies o decline in turnover as
an initial symptom, but our analysis shows thot turnover develop-
mentis not o robust indicatar of corporate distress or increased cred-
it risk in Germany. While it looks mare effective in France, Spain and
Italy, it's not fully reliable. Instead, we find three indicators which can
point to carporate distress three to four yvears before an insolvency.

The first and most important indicator is profitability. Four yvears
prior to an insolvency, the average Return on Capital Employed
(ROCEY® is relatively weak around 7% for German SIVIEs, 62 for
French SMEs and below 4% for Spanish SMEs. In Italy, ROCE is al-
most close to 0% In comparison, the averoge ROCE of all SMEs &
MidCaps in the four countries is betweean 10% and 14% As corporate
distress unfolds, companias' profitability decreoses significantly, fall-
ing deep into negative territory one year before an insolvency.

The second indicator is capitalization, which tends to decline
along with the decline in earnings, albeit at a slower pace Four
years befora their insolvency, companies have average egquity ratios?
of 20462 (Germany), 23.2% (France), 15 6% (Italy) and 23.3% (Spain).
In comparison, the average equity ratio of all SVIEs & MidCaps is
about 30% Capitalization deteriorates significantly in the last yvear
prior to insolvency, resulting in over-indebtedness in all countries ex-
cept Garmany. As eamnings and capitalization deteriorate, the result-
ing negative impacts on credit risk clearly affect the delaveraging
potentiol as well

The third indicator for corporate distress is the interest cover-
age s As early as three accounting years before an insolvency, com-
panies average EBIT-based interest coverage is very weak: betwean
0.5 in Italy, 0.8:xin Germany, 1.0x in Spain and 1.1x in France. Com-
pored to this, the average interest coverage of all SMVEs & MidCaps is
about 3 In otherwords, ot this early stage, operating profits are
already or close to being unable to cover interest expenses.

1The financial profile is the quantitetive component of the TRIERating SME rating methodslogy that Euler Hermes developad with Moody's Investors Service to rate small and medium-sized nonfinancial

companies for various Europaan countries.
2ROCE:ERIT f Met financial debt + equity
* Eqquity rettio: Equity | Total assets

4 leverage: Liabilities f ERITDA

¢ Interest coverage: ERIT f Interast expense
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In most European countries, the number of corporate insolvencies has risen slightly since 2018 after several years of steadily
declining or staying low. It is still not clear whether this shift represents a full-fledged trend reversal, but to us that seems to be
the case, given the weakening economy and growing pressure for change due to ongoing structural shifts. While insolvencies
ought to increase gradually and not spike all at once, absent an exogenaus shock, companies, lenders and investors should
laok more closely at the credit risk component of their decisions going forward. In this poper, we identify how the insolvency
risks of SMEs & MidCaps can be detected at an early stage, starting with the typical pattern of corparate crises. The findings
are based on a statistical analysis of insolvent Eurcpean SMEs & MidCaps in Germany, France, [taly and Spain.

1653

Insolvent companies analyzed in
Germany, France, Italy and Spain.
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SMEs & MIDCAPS GO THROUGH THREE PHASES
OF CORPORATE DISTRESS PRIOR TO INSOLVENCY

Most insolvencies of European SMEs &
MidCaps do not come as a surprise. In
fact, they are typically the consequence
of ongoing corporate distress over sever-
alyears, which can be detected by o sys-
tematic analysis of a campany’s financial
situation. We identify three phases com-
ponies go through, each different in type
and length, before focing an acute insol-
vency risk (see Figure 1) a strategy crisis,
o profitakility crisis and then o solvency
crisis.

In the first phase, companies still hove a
relatively wide range of strategic options
availoble to cope. However, if they fail to
recognize the situation, the corporate
distress will intensify and their available
options will shrink substantially as they

enter and move through the second
phase. In the final phase, their options
tend to be so limited that it becomes
extremely difficult to avoid a potential
default.

The strategy crisis describes a situation in
which companies are at risk of losing
former success factars without being
able to replace them yet Such o scenar-
io can be triggerad by changes in cus-
tomers consumption and purchasing
habits, technological changes, the mar-
ket entry of new competitors or political
and legislative changes, along with stra-
tegic misjudgements by management
regarding these factors. By this defini-
tion, many SMEs & MidCaops — particular-
ly thase in dynamic, competitive indus-

Figure 1: Phases of corporate distress

tries — may always be operating on the
edge of a strategy crisis. A strategy crisis
often appears obvious in retrospect but
is usually difficult to detect while it is
happening because it has no immediote
impact on the company’s financial situa-
tion. In addition, making strategic deci-
sions amid uncertainty about the future
development of sales marketsisone of
the core functions of business manage-
ment Therefore, identifying whethera
decision has been o strategic misjudge-
ment or notis only possible ex post facto
or reguires an exhaustive, independent
analysis of the market- and competitive
environment and the company’s strate-
gic alignment, respectively.

A
sm"w i m

v

Srategc
mjudgomems

Loas of
markot share
Falng
moar
Falrg

Takng on
mere debl

Saurce: Euler Herimes Rating GmbH

v
Limiled
foancil A 4
Taxiiity
Actie cash
nanches \ 4 N
Insolvency



If o company’s success factors get

tions can be taken, there is of course

lost without substitution, the strategy  no guarantee that the company will

crisiswill inevitably lead to the next
phase, known as the profitakbility
crisis. This phase, which can be seen
as a manifestation of an ingppropri-
ate strategy, tends to be shorterand
more serious than the previous one.
An often stated initicl symptom or
conspicuous side effect of o profita-
kility crisis is a significant negative
trend in turnover, either as a conse-
guence of market shrinkage ora
decline in market share However,
many companies respond to it by
launching costly sales programs for
new or existing products that may
keep turnover from falling. In these
cases, a profitability crisis manifests
itself in the form of declining operat-
ing profits, shrinking cash flows and

make the right adjustments or that
outside observers will fully grasp the
company's situation. A company
may for example make forward-
looking, strategically sound deci-
sions that will necessarily result in o
temporary profitability crisis. Thus, it
is also essentialin this phase to ana-
lyse the underlying strategy crisis,
the company’s respanse to it and the
correspanding market conditions.
While companies generally have o
relatively wide range of options ot
the beginning of o profitakility crisis,
their options gradually decreqse os
the distress progresses and their
finoncial burdens graw, which can
make strategic adjustments mare
difficult. Moreaver, companies in this

—in some cases — decregsing capaci- phase arevery vulnerable to nego-

ty utilisation and postponed invest-
ments. Chonges in the accounting
policy maoy also indicate o profitabil-
ity crisis in some circumstances.
While distress ohbviously has to be
detected first before strategic ac-

tive economic factors that can dra-
matically accelerate the distress pro-
cess.

If the company’s strategy remains in
conflict with its market environment,
the profitakility crisis will segue into

24 September 2019

the third phase, the solvency crisis.

According to our observations, indi-

cators of an incipient solvency crisis
include increased borrowing against
credit lines, a significant increase in
finoncing activity, changes in pay-
ment practices or avoidance of nec-
essary investments. As the distress
further progresses, it is followed by
acute cash shortfalls that maoy force
the company to foll behind on its
poyments and thus become insol-
vent. During this phose, the monoge-
ment's focus typically is ar clearly
should be on preventing acute li-
guidity shortfalls rather than strate-
gic adjustments. This also applies to
the external analytical perspective,
while o company faces an acute
solvency crisis.
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THE DEVELOPMENT OF THE FINANCIAL PROFILE

REFLECTS THE UN

FOLDING OF

CORPORATE DISTRESS

Curanalysis is based on o dataset con-
taining more than 250,000 German,
French, Italicn and Spanish SMEs &
MidCaps, from which we identified o to-
talof 1,653 insolvent companias with a

Table 1: Panel of companies used in our analysis

data historny of four years or more. As the
analysis is based on the respective point
intime of the insolvency of companies,
the following results can refer to different
time periods.

Table 2:
insolvency

Cur analysis finds three indicators which
point to corporate distress three to four
years before the bankruptcy: profitability,
capitalization and interest coverage ratio
(sea Table 2).

Leading indicators for corporate distress four years prior to

Germany

™

faly

0%

Spain

%

206% B 15.6% B

Total Companies Defoulted Companies
(with ot leost 4 years of data) Profitobility (ROCE)
Germany 51866 206% 141 85% (EBIT  Net financial debt + equity)
Fronce 75,004 2% 328 19.8% Capitalization
y 76678 104% 816 3% (Equity  Totol asets)
_ Spain 48785 193% 568 344% Interest coverage
Total w38 168 (EBIT/Interest expense)

0.8x Llx 0.5x Lk

Sourcer Euler Hermes Rating GmbH

Once o company enters the profitability

Source: Euler Hermes Rating GmbH

the years preceding an insolvency of

crisis phose, its financials begin to visibly  SMEs & MidCaps in Germany, France,

show the impact of the underlying strat-
eqy crisis. A systematic analysis and
evaluation of its financial profile is es-
sentiol to gain o detailed understand-
ing of the speed and severity of the fi-
nancial deterioration and the associat-
ed increase in defoult risk that occurs as
the corporote distress progresses,
Figure 2 shows the financial profiles® in

ltaly and Spain.

The mean financial prafile of allinsol-
vent companies from the dataset was
relatively low four accounting years
prior ta insolvency in all four countries.
German companies attained an aver-
age score of less than BB- while the
French, Spanish and ltalion firms scored
around B+ By the last accounting year

before insolvency, the average scores
decreased considerably down to below
B+ in Germany, B-in France and
around CCCin Spain and ltaly. In com-
parison, the average financial profile of
all SMEs & MidCaps in the four coun-
tries is around BE.



Figure 2: Financial profile; Defaulted SMEs & MidCaps

Financial Profile (Mean): Defaulted SMEs

Closeup on Financial Profile (Mean):
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The mean financial profile of allinsol-
wvent companias from the dotoset waos
relatively low four accounting years
prior to insolvency” in all four countries.
German companies attained an aver-
age score of less than BB- while the

around B+ By the last accounting year
before insolvency, the averoge scores
decreased considerably down to below
B+ in Germany, B-in France and
around CCCin Spain and Italy. In com-

Accourteg-Year pnot 1o Insohency.Year
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French, Spanish and Italion firms scored  parison, the average financial profile of

all SMEs & MidCaps in the four coun-

tries is around BB.

Figure 3: Financial profile distribution: Defaulted SMEs & MidCaps
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Saurce: Euler Herimes Rating GmbH

* The financial profile is the quantitative component of the TRIBRating SME rating methodology that Euler Hermes developed with Moody's Investors Senvice to rate small and medium-sized nonfinancial
compan s forwarous European countries. Key factors of the financial profile ae company size, eamings power, deleveraging potential, capitalisation and interest coverage.
#The numbers on the vertical axes of the graphs represent the accounting-year prior to the vear o company declared insolvency. So the 0 on the right side represents the kst accounting=year, before the

company ceclared insolrency during the following twelwe months.
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PROFITABILITY IS A LEADING INDICATOR

OF CORPORATE

As mentioned above, one of the often

is o decline in turnover, either as o con-
sequeance of market shrinkage or be-
cause the company loses market share.
However, companias regularly initiate
expensive sales programs agimed ot
keeping copacity utilisation high, there-

DISTRESS

turnover In both cases, however, shrink-
stoted side effects of a profitakility crisis  ing contribution margins reduce a com-

pPAny's earnings power.

While the averoge turnover of defoult-
ed SMEs & MidCaps in Germany re-
mains relatively stable up to the ac-
counting yvear before insolvency, the
average turnover of French, Spanish

by resulting in stable or even increasing  and ltalian companies declines with

Figure 4: Turnover and profitability
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Anadditional analysis of changes in

edrnings power revedls that the profita-

time, s one might expect However, the
turnover development in itself is nota
very robust indication of defoult risk.
The turnover, forexample, may also
decrease gs d result of deliberately
eliminating low-margin products, there-
by impraving the company's earnings
power and creditworthiness.

Figure 5: Funds from operations (FFO)

ROCE in % (Mean): Detauited SVEs
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0.2%. Earnings power drops off signifi-
cantly in subseguent yvears and ends up

bility of defaulted SMEs is already weak  deep in negative territory in all four

af the start of the surveyed period. Four
yedrs prior to insalvency, the average
return on capital employed (ROCE) is
dlready insufficient ot 4 9% at German
companies, &% of Spanish companias
and 3 7% at French companies. Italian
companies in the datoset are already
barely able to bregk even af this early
phase Theiroverage ROCE is o mere

8

countries in the last year before insol-
wvancy, with the Italian companias show-
ing the greatest deterioration in the
course of distress (Garmany: -16%;
France: -42%; Spain: -61.5%; [taly: -
109%) Compared to this, the average
ROCE of gll SMEs & MidCaps is 12% in
Germany and France, 14% in Italy and
10% in Spain. Weaok and/or diminishing

earnings power directly affects cash
flow generation and is therefore o key
indicator of increased creditrisk This
proposition is backad up by an analysis
of the average funds from operations
(FFOY.

Early detection of potential default risk
requires o timely analysis of the reasons
why earmnings power hos decreased.
Only then can strategic adjustmeants be
made before the corporate distrass
further accelerates.
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CAPITALIZATION AND LEVERAGE FOLLOW
THE DECLINE IN PROFITABILITY

Declining or even negative profits and
cash flows often force companies to
take on additional debt to cover the
costs of operating the business or ma-
king necessary investments. As a conse-
guence, a decrease in profits ar cash
flows generally results in a notable de-
terioration of o company’s capital struc-
ture as corporate distress gets worse.
As can be seen in our dataset, the ave-
rage leverage ratio of defoulted SVEs

Figure 6: Turnover and profitability

Equity Ralio 1 % (Mean). Oelsulied SNEs

Sourcer Euler Hermes Sating GmbH

Theincregse in credit risk resulting from
the simultanecus deterioration of ear-
nings power dand capitalization is also
reflected in the companies delevera-
ging potential The average rotio of
lighilities-to-EBITDA is already highly
unsatisfactony for defoulted SVES in
Germany (&), France (54x), Spain
(5% and Italy (57 in the fourth ac-
counting year prior to insolvency. The

Lewverage Rato 1 % (Mewan). Culfauked SMEs

& MidCaps rises significantly (more than
10% in Germany and more than 20% in
France Spain and Italy) during the sur-
veyed period up to insolvency. The ave-
rage equity ratio slowly deteriorates in
the first two years of observation in Ger-
many, France and Spain, but drops
sharply during the last year before in-
solvency in France and Spain, leading
to over-indebtedness, ending up at -
0.4% in France and -4.8% in Spain. Ger-

Figure 7: leverage

Unbitiez ¢ ERITOA (Mean): Deladted SME=

man SMEs default on average at an
equity ratio of 16,13 In Italy, the dis-
tress intensifies much more guickly with
o much stronger decline of the average
equity ratio of Italion SMEs (-346.4638) and
a significantly higher leverage ratio of
close to 20%. In comparison, the ove-
rage equity ratio of all SMEs & MidCaps
is 29% (Germany), 32% (France), 282
{Italy) and 39% (Spain).

FFC ¢ Dastin % IMean): Detyled SME=

Sourcer Euler Hermes Rating GmbH

deleveraging potential further de-
credses substantially in subseguent
yadrsup to insolvency. The average
ligkilities-to-EBITDA ratio thus climbs to
23 in Germany, 129xin France 152xin
Spain and 162x in ltaly In contrast, the
average liobilities-to-EBITDA of all
SMEs & MidCaps is 48x (Germany), 35x
(Fronce), 38x (Spain) and 33x (Italy). A
comparable pattern can dlso be seen in

the development of the FFO [ Debtin
the four countries. The structure of de-
leveraging potential, and particularly
any changes init, generally hove cansi-
derable discriminatony power and are
therefore good indicators of SME &
MidCaps defaulf risk.
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INTEREST COVERAGE SIGNIFICANTLY DECLINES
BEFORE INSOLVENCY

The interest coverage ratio also further  rage ratio for defaulted SMEs & rable, s the interest expenses are par-
decreases significantly in theyears lea-  MidCaps in Germany, Spain and ltalyis  tly reported differently. A vear later,
dingup to o defoult due to the ongoing  already very poor between 1.1x and those companies in Germany and Italy
decrease in egrnings pawer and the 1.2x¢in the fourth accounting year be- are on average already unable to cover

increase in debt, which further destabi-  fore insalvency. Compared to this, the their interest expenses with their opera-
lizes these compaonies and makes them  oaveroge interest coverage of all SVMIES & ting profits. At thisstage, it becomes
highly vulnerable to any additional ne-  MidCaps is 2.6x (Germany), 3.8 (Italy)  more and maore important to closely
gative impact and 3.5 (Spain). In France, the levelof  observe and analyse the liquidity situa-
The average EBIT-based interest cove-  interest cover is not directly compa- tion of those companies.

Figure 8: Interest coverage and current ratio

EBIT Interest Coverage in % (Median):
Defaulted SMEs

—— Gurmany
*— France
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= Raly

Accecunting-Year pnor to Insolvency-Year
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FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward-looking
statements that are based on management's current views and assumptions and involve known and unknown risks and
uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such forward-

looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive situa-
tion, particularly in the Allianz Group's core business and core markets, (i) performance of financial markets {particularly
market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including from natural ca-
tastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v) persistency levels, (vi)
particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii) currency exchange rates
including the EUR/USD exchange rate, {ix) changes in laws and regulations, including tax regulations, (x) the impact of
acquisitions, including related integration issues, and reorganization measures, and (xi) general competitive factors, in
each case on a local, regional, national and/or global basis. Many of these factors may be more likely to occur, or more
proncunced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save for

any information required to be disclosed by law.
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