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Three indicators can reveal the risk of insolvency for European SMEs up 
to four years in advance 

 

 Euler Hermes’ new study on European SMEs and midcaps identifies three indicators 

that can provide warning signs before a bankruptcy: profitability, capitalization and the 

interest coverage ratio.  

 Most insolvencies do not come as a surprise. Euler Hermes’ research also shows 

companies experience three phases of distress before facing an acute insolvency risk: a 

strategy crisis, a profitability crisis and then a solvency crisis. 

 
[Paris, 26th September 2019] – Declining turnover is often identified as the initial sign of 
corporate distress, but a new study from Euler Hermes shows it is not as reliable as it seems.  

Instead, the study highlights three other indicators that can provide warning signs up to 
four years before an acute insolvency risk for European small and medium enterprises (SMEs) 
and midcaps. 

Jointly produced by Euler Hermes Economic Research and Euler Hermes Rating, the study 
focuses on 250 000 small and medium-sized enterprises in Germany, France, Italy and Spain. 
Amongst them, Euler Hermes identified 1,653 insolvent companies with a data history of four 
years or more prior to insolvency. 

 The first and most important indicator of insolvency risk is profitability: Four years 

prior to their insolvency, the average Return on Capital Employed (ROCE)1 is very weak 

for defaulted SMEs: around 7% for German SMEs, 6% for French SMEs and below 4% for 

Spanish SMEs. In Italy, the ROCE is close to 0%. In comparison, the average ROCE of all 

SMEs and midcaps in the four countries is between 10% and 14%. “Earnings power drops 

off significantly in subsequent years and ends up deep in negative territory in all four 

countries in the last year before insolvency, with the Italian companies showing the greatest 

deterioration in the course of distress (Germany: ‑16%; France: ‑62%; Spain: -61.5%; Italy: 

-109%).” said Kai Gerdes, Director of credit risk at Euler Hermes Rating. 

 

 The second indicator is capitalization, which tends to decline along with the decline 

in earnings, albeit at a slower pace: Four years before their insolvency, defaulted 

companies have average equity ratios2 of 20.6% (Germany), 23.2% (France), 15.6% (Italy) 

and 23.3% (Spain), as compared to an average 30% for all SMEs and midcaps. Once 

again, the companies’ capitalization deteriorates significantly in the last year prior to 

insolvency.  

 

 The third leading indicator for a corporate distress is the interest coverage ratio3, 

which becomes very poor three years prior to an insolvency: 0.5x in Italy, 0.8x in Germany, 

1.0x in Spain and 1.1x in France. In comparison, the average interest coverage of all SMEs 

and midcaps is about 3x. In other words, at this early stage, operating profits are already 

or close to being unable to cover interest expenses. 

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. We identify three 

phases companies go through, each different in type and length, before facing an acute 

insolvency risk (see Figure 1): a strategy crisis, a profitability crisis and then a solvency crisis. 

“In the first phase, companies still have a relatively wide range of strategic options available. 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, 

                                                           
1 ROCE: EBIT / Net financial debt + equity 
2 Equity ratio: Equity / Total assets 
3 Interest coverage: EBIT / Interest expense 
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their options tend to be so limited that it becomes extremely difficult to avoid a potential default,” 
said Ana Boata, senior economist for Europe at Euler Hermes 

 

 

(1) What is TRIBRating?  

TRIBRating is a valuable new service that can benefit all players in the SME and MidCap 
funding space. Using a detailed, tailored and transparent methodology and SME-specific 
modelling, TRIBRating offers a robust assessment of creditworthiness. The independent, 
globally comparable credit ratings may enable small- to medium-sized businesses to attract 
a wider range of funding sources. The TRIBRating methodologies, available in Germany, 
France, Italy, Spain and Switzerland were developed in collaboration with Moody’s Investors 
Service, a leading global rating agency with extensive experience of developing rating 
methodologies across a range of sectors. Coupled with Euler Hermes’s extensive credit risk 
and sector knowledge, TRIBRating identifies, analyzes and monitors the specific credit 
characteristics of SMEs and MidCaps.   
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Figure. 1: Phases of corporate crises 
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Follow us on YouTube eulerhermes 

Euler Hermes is the global leader in trade credit insurance and a recognized specialist in the 
areas of surety, collections, structured trade credit and political risk. Our proprietary intelligence 
network analyses daily changes in corporate solvency representing 92% of global GDP. We give 
companies the confidence to trade, and be paid. We compensate your company in the event of 
a bad debt, but more importantly, we help you avoid bad debt in the first place. Whenever we 
provide trade credit insurance or other finance solutions, our priority is predictive protection. But, 
when the unexpected arrives, our AA credit rating means we have the resources, backed by 
Allianz to provide compensation to maintain your business. Headquartered in Paris, Euler Hermes 
is present in 50+ countries with 5,800 employees. In 2018, our consolidated turnover was €2.7 
billion and insured global business transactions represented €962 billion in exposure.  

For more information, please visit: eulerhermes.com 

We predict trade and credit risk today, so companies can have confidence in tomorrow.  

 

 
Cautionary note regarding 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 situation, particularly in the Allianz Group's core business and core markets, (ii) 
performance of financial markets (particularly market volatility, liquidity and credit events), (iii) frequency and 
severity of insured loss events, including from natural catastrophes, 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 euro/US-
dollar 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 pronounced, as a result of terrorist activities and their consequences. 
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