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Summary
Our analysis demonstrates that about one quarter of sampled French SMEs
and MidCaps would be scored BBB or higher purely based on the financial
profile, which is a key component of the scorecard in our new SME rating
methodology published under TRIBRating.
A thorough financial profile assessment sometimes requires appropriate adjustments to be made to reported financials by credit analysts. Appropriate analytical adjustments can substantially change the final rating output.
Business profile risk, sector profile risk and further qualitative factors need to be
analysed in addition to the financial profile as part of a rating process for SMEs
and MidCaps. A fulsome assessment of these forward-looking rating criteria is
essential for obtaining an appropriate evaluation of a company’s credit risk.
Rigorous ratings of French SMEs and MidCaps combine a robust quantitative
model and the expertise of experienced rating analysts.

About one quarter of sampled SMEs are scored BBB or
higher purely based on the financial profile
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This methodology is based on our analysis of the French SME and MidCap sector
and a comprehensive experience of assessing the risk of SMEs and MidCaps.
Material elements of this methodology are built on data and statistics of approximately
45,000 companies with financials over the 2007 to 2016 period and revenues typically
between €10 million and €500 million. Our analysis demonstrates that about one quarter of a sample of approximately 42,000 of the French SMEs and MidCaps whose data
was used to develop the new methodology can be scored BBB or higher purely based
on the financial profile, which is a key component of the scorecard in our new SME rating methodology published under TRIBRating.
As part of the methodology development process, we estimate a two-year probability
of default econometric model1. This model allows us to select those financial metrics
we consider most significant for anticipating defaults2, and to set their weights (relative
importance of each metric in the financial grid) and ranges to score each individual financial metric.
While the SME rating methodology includes both quantitative and qualitative factors,
the historical data analysed here speaks only to the quantitative part, and specifically
to the financial profile component of the scorecard.
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1
We estimate a two-year rather than a one-year probability of default model to maximise the number of observations, which can be used
in the model estimation process and to develop a financial grid, which takes into account long-run rather than short-run effects.
2
For the purpose of model development, we have built a default indicator that used information on legal bankruptcy as well as specific
payment incidents, which together were thought to best approximate default events.

1

As shown in charts 1 and 2, about one quarter of the sampled SMEs and MidCaps
were scored BBB or higher (Investment Grade area) purely on the financial profile,
while the highest percentage of companies was in the BB area.
Chart 3 presents the one, two and three-year cumulative default rates by broad rating
categories derived from the financial profile. Default rates generally increase with lower
rating categories derived from the financial profile, indicating that the ratings derived
from financial profiles are a good predictor of default risk.

Chart 1: Financial Scores Distribution by Broad Rating Categories
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Chart 3: 1-, 2- & 3-Year Cumulative Default Rates by Broad Rating
Categories Derived from Financial Profiles
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To further assess how the financial profiles rank-order default risk, we calculate the average defaulter position (AP), which is a widely used measure of the discriminatory
power of rating models. By this measure, the typical SME and MidCap defaulter within
the sample carried a lower financial profile than 73% of all other sampled SMEs and
MidCaps, two years in advance of default.
This is true across the different samples. Adding the qualitative layer of the methodology
to the financial profile is thought to further improve the methodology’s discriminatory
power.
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Analytical adjustments as an essential prerequisite for the rigour of the SME
and MidCap ratings
Analytical adjustments are a material element for the assessment of the financial
profile
Financial profiles of SMEs and MidCaps are assessed based on company size, profitability, leverage, capitalisation and working capital. A financial profile assessment, however, also requires appropriate analytical adjustments to be made to the balance sheet,
income statement and cash flow statement. These analytical adjustments can have a
significant impact on the outcome of the analysis and thus the final rating output.
Most balance sheet adjustments are based on two questions. First, are reported assets such as goodwill fully recoverable, or are they impaired? Second, do analytical adjustments need to be made to the capital structure in order to appropriately calculate
economic capital?
Analytical adjustments to income statements generally reflect our view of the sustainability and operational significance of income and expense items. When adjusting cash
flow statements, analysts may reclassify certain items so that they more accurately reflect the economic reality of the individual cash flows.

Potential impacts of analytical adjustments on SME and MidCap ratings
Analytical adjustments can increase or decrease the financial profile score compared
to an analysis purely based on raw financial data. The two following scenarios illustrate
the possible impacts of adjustments. Each company in the scenario is assumed to
have a BB financial profile score based on the raw financial data.

Example: Analytical adjustments
Company 1

Company 2

Company 1 funds part of its operations with mezzanine
capital, which is reported as a liability on the balance
sheet. Owing to its contractual construction, this financing instrument qualifies as economic capital according to
the methodology’s criteria, requiring an analytical adjustment to the manner in which the company’s capital
structure is input into the credit assessment. The company’s other operating expenses include material extraordinary one-off restructuring expenses relating to a
discontinued operation. The analyst adjusts these expenses and reclassifies them as an extraordinary item.

Company 2 has recognised a significant amount of
goodwill in its balance sheet following an acquisition
made in the previous year. However, the rating analysts do not believe that these intangible assets are fully
recoverable and apply a 20% haircut to them. Other operating income includes proceeds from the disposal of
plant, property and equipment in a sale and lease-back
transaction. That means the item is not connected to the
company’s operational business.

In this company’s case, there would also be analytical
adjustments with respect to model inputs covering the
The analytical adjustments with respect to model inputs company’s capital structure, profitability and deleveragthus cover not only the company’s capital structure, but ing potential, which are all part of the scorecard considalso its profitability and deleveraging potential, which are erations. The financial profile score in the second sceall part of the scorecard considerations. As a result of the nario decreases from BB (unadjusted) to B+, reflecting an
increased default risk.
adjustments, the financial profile score in this scenario
increases from BB (unadjusted) to BBB-, which is investment grade.
Overall, the two scenarios show that appropriate analytical adjustments may substantially affect ratings.
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Thorough assessment of the forward-looking rating criteria to further improve
the quality of the SME and MidCap ratings
Once the financial profile has been analysed, the business risk, sector risk and other
qualitative factors are analysed as part of the rating process. A thorough assessment
of these forward-looking rating criteria is essential for obtaining a robust evaluation
of a company’s credit risk. Analysts rating SMEs and MidCaps need an in-depth understanding of the specific characteristics of these types of companies.

Assessment of the Business Profile
Business risk is determined by assessing the company’s competitive position and concentration risk, which we view as the main sub-factors for the business risk of SMEs
and MidCaps.
The competitive position is analysed by qualitatively assessing a company’s current
and future positioning in its industry, based on its business properties, particularly with
respect to direct competitors. Other factors include the company’s size relative to its
competitors, its current and expected market share, the extent of its product/service
range and its cost position and/or ability to control costs.
The assessment of concentration risk assumes that companies with multiple business
segments and a broad product range generally have more stable revenue streams than
competitors with a tighter business focus. Concentration risk is assessed based on a
multi-dimensional assessment of potential concentration risks (segments, regions, customers, suppliers).

Assessment of the Sector Profile
The sector risk of SMEs and MidCaps is mainly determined by assessing sector volatility and sector outlook. We place considerable importance on the assessment of the
sector volatility since each sector responds differently to fluctuations associated with
economic, market or innovation cycles.
The medium-term sector outlook also figures prominently in the sector risk assessment
since we view changes in sector conditions as likely to affect the creditworthiness of
SMEs and MidCaps.

Assessment of the Notching Factors and Other Rating Considerations
The four notching factors – liquidity, debt structure, strategic and operational management, and governance and financial policy – cover rating drivers that are not included
in the financial, business and sector risk assessments because they are not fully scalable. Adjustments based on notching factors can either lower the final rating, have no
rating effect whatsoever or – in extremely rare cases – increase the rating. Notching
adjustments reflect the rating analysts’ opinion on the impact these factors could have
on the company’s future performance.
Other rating considerations include legal structure / external factors, reporting and
transparency, event risks and other limiting factors.
It is clear that a thorough assessment of qualitative criteria that accounts for the specific characteristics of SMEs and MidCaps plays an important role in obtaining a robust, forward-looking assessment of these companies’ credit risks.
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Example: Assessment of the forward-looking rating criteria
Company 1

Company 2

Company 1’s extraordinary restructuring expenses relate
to a highly volatile discontinued operation in a market
that was forecast to shrink over the medium term. So
even though the discontinuation made the company less
diversified, this strategic move ended up improving its
sector profile overall. In this scenario, the forward-looking assessment of qualitative factors raises its rating one
notch to BBB compared to the financial profile assessment.

The goodwill that Company 2 reports relates to the prioryear acquisition of a company that has a relatively weak
competitive position due to its small size and small market share. The company also has a very limited customer
base, making it very dependent on individual customers.
According to the assessment of qualitative factors, Company 2’s acquisition has increased its business risk overall and so its rating drops one notch from the financial
profile assessment to B.

New SME Rating Methodology applies to small and medium-sized non-financial
corporates
The new SME rating methodology published under TRIBRating, a brand of Euler Hermes Rating GmbH, is a new rating methodology that applies to small and mediumsized non-financial corporates in France. This rating methodology includes a scorecard, which is a reference tool that can be used to explain the factors that are considered most important in assigning ratings to SMEs and MidCaps.
The scorecard contains a grid with three broad factors: two are qualitative, the Sector
Profile and Business Profile, and one is quantitative, the Financial Profile. These
three broad factors, which have one or more sub-factors, are complemented by four
notching adjustments. The financial profile, also referred to as to the financial grid or
quantitative grid, comprises several sub-factors, which are all measured using ratios
and metrics constructed from an issuer’s financial accounts.

The methodology is based on an extensive data pool of French SMEs and MidCaps
The initial dataset had ca. 45,000 distinct French SMEs and MidCaps over the period
2007 to 2016, with sales typically between € 10 million and € 500 million, and default
markers included. Conditional on having financial accounts two years prior to default,
the number of distinct companies was reduced to ca. 42,000 (working sample). In order to conduct an out-of-sample robustness test, we further divided this sample into
two-thirds (“in-sample”) and one third (“out-of-sample”): the distributions by rating categories were found to be robust, i.e. very similar across the different sub-samples (for
details, see EH Rating’s latest Validation Study, which can be found on our website at
https://www.ehrg.de/en/).
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Disclaimer
© 2017 Euler Hermes Rating GmbH (“EHRG”) and/or its licensors and affiliates. All rights reserved.
CREDIT RATINGS ISSUED BY EHRG ARE EHRG’S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF
ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND EHRG’S PUBLICATIONS MAY INCLUDE
EHRG’S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR
DEBT OR DEBT-LIKE SECURITIES. EHRG DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS
CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND, IN THE CASE OF ISSUANCE-LEVEL CREDIT
RATINGS, ANY ESTIMATED FINANCIAL LOSS IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT ADDRESS ANY
OTHER RISK, INCLUDING BUT NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY.
CREDIT RATINGS AND EHRG’S OPINIONS INCLUDED IN EHRG’S PUBLICATIONS ARE NOT STATEMENTS OF CURRENT
OR HISTORICAL FACT. CREDIT RATINGS AND EHRG’S PUBLICATIONS ARE NEITHER A PROSPECTUS NOR A
SUBSTITUTE FOR INFORMATION ASSEMBLED AND PRESENTED BY COMPANIES OR ISSUERS FOR INVESTORS
REGARDING THE PURCHASE OF A SECURITY OR FOR ASSESSING THE CREDITWORTHINESS OF A RATED ENTITY.
CREDIT RATINGS AND EHRG’S PUBLICATIONS DO NOT CONSTITUTE OR PROVIDE INVESTMENT OR FINANCIAL
ADVICE, AND DO NOT PROVIDE RECOMMENDATIONS TO PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES.
NEITHER CREDIT RATINGS NOR EHRG’S PUBLICATIONS COMMENT ON THE SUITABILITY OF AN INVESTMENT
FOR ANY PARTICULAR INVESTOR. EHRG ISSUES ITS CREDIT RATINGS AND PUBLISHES ITS PUBLICATIONS WITH
THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL, WITH DUE CARE, CONDUCT ITS OWN
INDEPENDENT ANALYSES, CREDIT ASSESSMENTS AND OTHER VERIFICATIONS AND EVALUATIONS OF EACH
SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING, OR SALE.
EHRG’S CREDIT RATINGS AND EHRG’S PUBLICATIONS ARE NOT INTENDED FOR USE BY RETAIL INVESTORS AND IT
WOULD BE RECKLESS AND INAPPROPRIATE FOR RETAIL INVESTORS TO USE EHRG’S CREDIT RATINGS OR EHRG’S
PUBLICATIONS WHEN MAKING AN INVESTMENT DECISION. IF IN DOUBT YOU SHOULD CONTACT YOUR FINANCIAL
OR OTHER PROFESSIONAL ADVISER.
ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO, COPYRIGHT LAW,
AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER
TRANSMITTED, TRANSFERRED, DISSEMINATED, REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE
FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR BY ANY MEANS WHATSOEVER,
BY ANY PERSON WITHOUT EHRG’S PRIOR WRITTEN CONSENT.
All information contained herein is obtained by EHRG from sources believed by it to be accurate and reliable. Because of the possibility of human or mechanical error as well as other factors, however, all information contained herein is provided “AS IS” without
warranty of any kind. EHRG adopts all necessary measures so that the information it uses in assigning a credit rating is of sufficient quality and from sources EHRG considers to be reliable including, when appropriate, independent third-party sources. However, EHRG is not an auditor and cannot in every instance independently verify or validate information received in the rating process or in preparing the EHRG publications.
Please note that summaries of contracts, laws and other documents contained in any EHRG publication, rating report or other
materials cannot replace careful study of the relevant complete texts.
EHRG and its directors, officers, employees, agents, representatives, licensors and suppliers disclaim liability to any person or
entity for any indirect, special, consequential, or incidental losses or damages whatsoever arising from or in connection with
the information contained herein or the use of or inability to use any such information, even if EHRG or any of its directors, officers,
employees, agents, representatives, licensors or suppliers is advised in advance of the possibility of such losses or damages, including but not limited to: (a) any loss of present or prospective profits or (b) any loss or damage arising where the relevant financial instrument is not the subject of a particular credit rating assigned by EHRG. The limitations do not apply to the extent
that fraud, intent or any other type of liability cannot be excluded and/or limited under applicable law.
EHRG and its directors, officers, employees, agents, representatives, licensors and suppliers disclaim liability for any direct or
compensatory losses or damages caused to any person or entity, on the part of, or any contingency within or beyond the control
of, EHRG or any of its directors, officers, employees, agents, representatives, licensors or suppliers, arising from or in connection
with the information contained herein or the use of or inability to use any such information. The limitations do not apply to the extent that fraud, intent or any other type of liability cannot be excluded and/or limited under applicable law.
NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY
OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN
OR MADE BY EHRG IN ANY FORM OR MANNER WHATSOEVER.
The dissemination and use of an EHRG rating report may be prohibited by law in certain jurisdictions. Any persons who come
into the possession of such information should inquire about and comply with any prohibitions that may be in place.
EHRG assumes no liability of any kind with respect to such dissemination and use of any rating in any jurisdiction whatsoever.
Euler Hermes Rating GmbH
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