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Companies in France:
fewer business insolvencies,
but still just as many “zombies”

he number of corporate insol-
vencies in France has continued
to decline at the beginning of
2018: -8.3% year-on-year to end
of January. Thisgood performance
takes place against the backdrop
of stronger growth in 2017 (to 2%).

While all sectors benefited from buoyant activ-
ity and recorded a decline in business insol-
vencies, the construction sector performed
best, contributing to half of the total decrease
recorded. Other sectors - such as services for
private individuals, automotive, and clothing
- continue to benefit from firm household con-
sumption at the start of this year, driven in
particular by the fallinthe unemployment rate
(8.6% in the fourth quarter of 2017, after 9.3%
in the third), a low interest rate environment,
and high levels of confidence.

All regions have benefited from this improve-
ment, including ile-de-France, which had
recorded four consecutive years of risingcom-
pany insolvencies. While micro-enterprises
saw their situation improve, larger companies
posted even stronger performances, reducing
the cost of insolvencies, both in financial and
employment terms.

ALL OTHER GROUP PANORAMAS ARE AVAILABLE ON

www.coface.com/Economic-Studies-and-Country-Risks

The number of insolvencies should continue
to fall throughout the year: Coface forecasts
a decline of 3.6% in 2018. This somewhat
reduced decline will be attributable mainly
tothe appearance of signs that growthisrun-
ning out of steam (supply constraints - hiring
difficulties especially -,production capacity
utilisation rate at its highest level in the last
tenyears), as well as delayed effects from the
large number of business start-ups in recent
years. Although 2018 should therefore still
follow the impetus of continued recovery, it
could also be a turning point, as the French
economy is expected to reach a peak in the
cycle, as are the other advanced economies.

Moreover, the outlook for French companies
is more nuanced than may be suggested by
the insolvency rate alone: despite falling sig-
nificantly since the crisis, even to below its
2007 level, the rate of companies in difficulty
remainsjustashighifweincludeallthose that
are unprofitable andinsolvent. In a context of
low interest rates, which encourage the use
of low-cost loans as an “intravenous drip”,
the proportion of “zombie” companies has
in fact increased in recent years.
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OVERALL TREND

Continued decline in business
insolvencies at the beginning
of 2018

In January 2018, 53,414 businesses went bankrupt
year-on-year, a decline of 8.3% over the period.
The number of business insolvencies, on a down-
ward trend since the beginning of 2016, is thus at
its lowest level since October 2008 (see Chart1).
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In addition, the short-term trend remains very pos-
itive, with 4,457 insolvencies recorded in January
2018 alone - 15.7% less than January 2017, which
had already been a very good month compared
to previous years (see Chart 2).

Business Start-ups and
Probability of Survival

In line with the particularly favourable econo-
mic situation, business start-ups rose sharply
(+7.2% year-on-year in January 2018), reaching
356,000 units - excluding auto-entrepreneurs
(self-employed people) - (see Chart 1), a higher
level than before the crisis (340,686 start-upsin
August 2008). However, this pattern should be
reflected negatively in the evolution of business
insolvencies in the medium term. According to
our data study based on Kaplan-Meier curve
analysis', although a company has a 94% chance
of surviving the first two years, this probability
falls to 80% after three years, 65% after four
years, and to barely more than half after five
years (see Chart 3).

Chart 3:
Probability snapshot of survival
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1/ Curve representing the probability snapshot
of business survival.
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At the same time, the average age of a failing
business stood at 80.88 months in January, almost
unchanged compared to 2017 (81.1 months) and still
well above the levels recorded between 2011 and
2016. This extension of French companies’ lives
indicates a greater financial solidity, illustrated, for
example, by a margin rate that has remained stable
since 2015 at around 32% of added value (31.7% in
the third quarter of 2017)2.

Driven by these vigorous start-ups (see Chart 1),
the stock of entreprises amounted to 5.14 million
units on January 1t 2016, which is 1.2 million more
enterprises than January 15t 20093, Therefore, even
though the number of insolvencies remains above
the pre-crisis level (+7.4% compared to 2007), the
insolvency rate is lower: according to Coface’s esti-
mates, it amounted to 1.35% in 2007 versus 1.14%
in 2016 (see Chart 4).

Lower cost of insolvencies in
financial and employment terms

The total cost of insolvencies on the economy,
measured by the sum of outstanding accounts
payable, reached EUR 3.2 billion year-on-year
in January, down 15.2% on the same period last
year (see Chart 5). In addition, the number of jobs
affected is also down sharply: 156,673 people were
affected by corporate insolvencies over the year,
the lowest level since October 2008. In comparison,
an average of 175,000 jobs were affected between
2010 and 2016, and more than 210,000 at the peak
of the crisis in 2009.

Decrease in the average size
of failing companies

While the improvement in the economic situation
has benefited companies of all sizes (see Chart 6),
those with sales revenue of less than EUR 250,000
(more than 80% of insolvencies) recorded a smaller
decline ininsolvencies (-5%) than the others (-20%).
In total, companies with sales revenue of less than
EUR 250,000 accounted for half of the decline
in insolvencies - compared with almost 90% in
2016 - with the remainder split between those with
revenue of up to EUR 1 million (one third of the
decline) and those achieving revenue of between
EUR 1 million and EUR 5 million (15%).

EEN

2/ Over the last four quarters, gains in productivity have
contributed to margin rate growth of 1.1 points of added
value to compensate for real wage increases.

3/ First available data for definitive stock of enterprises on
a like-for-like basis published by INSEE, the previous data
relating only to the non-agricultural business sector.

4/ The estimate of the stock of enterprises at January 1t 2007
is obtained by applying the ratio of the total number of
enterprises to that in the non-agricultural business sector
in 2009 and 2010 (1.25) to the stock of non-agricultural
business sector enterprises available for 2007
(2,949,173 enterprises according to INSEE).

COMPANIES IN FRANCE: 3
FEWER BUSINESS INSOLVENCIES,
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Insolvencies by turnover brackets
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The strong performance of the largest compa-
nies, attributable to the improvement in the global
economy and in particular the resumption of inter-
national trade after a gloomy 2016, explains the
decline in the size of business insolvencies meas-
ured by average revenue, which reached EUR
514,000 at the end of January 2018, down 6.4%
year-on-year. However, the number of insolvencies
of companies with sales revenue of over EUR 10
million has rebounded sharply over the last two
months (185 insolvencies year-on-year in January,
+7.6% compared with the threshold reached in
November 2017).

Insolvencies by sectors in January 2018
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The amount of insolvencies in terms of sales rev-
enue therefore fell more (-14.7%) than the actual
number of insolvencies, the agri-food sector (+51%)
being an exception that confirms the rule. In the
last year, three of the five biggest insolvencies took
place in this sector: the company WILLIAM SAURIN
achieved EUR 303.6 million in sales revenue, and
the companies JEAN CABY and MADRANGE gen-
erated respectively EUR 274 million and EUR 211
million in revenue. As the other two biggest insol-
vencies were in the clothing sector, namely AGORA
DISTRIBUTION and LILNAT (EUR 250.5 million and
EUR 214.6 million respectively), the average size of
insolvencies in the textile and clothing sector also
grew considerably (+46%).
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Construction: insolvencies collapse

The main sector that drove the reduction in
business insolvencies was construction, which
recorded 14,784 year-on-year in January (see
Chart 7) against nearly 17,000 over the same period
the year before (-13 %). This sector alone accounts
for half of the total decline in business insolvencies.
The main activities in the sector contributed to this
movement: general masonry and structural work
(two out of ten insolvencies, -10.2%), painting and
glazing work (1,202 insolvencies, -7.6%), electrical
installation work (928 insolvencies, -17.6%) or sin-
gle-family home construction (816 insolvencies,
-12.6%). Real estate activities, such as the lease of
land and other real estate assets (1,144 insolvencies,
-10.6%) and real estate agencies (361insolvencies,
-27.8%) followed the same trend.

In a context of interest rates that remain very low,
and with household confidence at its highest level
since the crisis (4 points above its long-term aver-
age according to INSEE), the construction sector is
particularly buoyant. According to INSEE’s monthly
survey, the confidence index in the construction
sector stood at 107 in February 2018 - a slight fall
since the peak reached in December 2017 (110),
but still seven points above its long-term aver-
age. For 2017 as a whole, the number of housing
starts increased by 17% compared to 2016 to reach
406,900 units, the highest since 2011. Building
permits issued in 2017 were up 9% (see Chart 8).
This growth is below that of 2016 (+15%), which
suggests that 2018 will be less favourable.

A smooth ride for the automotive
industry, mixed situation
in transport

The automotive sector recorded 2,009 business
insolvencies year-on-year in January, a decrease
of 5.4%. This favourable performance is mainly due
to the sector’s two main activities, which account
for eight insolvencies out of ten: maintenance and
repair of light motor vehicles (865 insolvencies,
-4.8%) and car and light motor vehicle trade (724
insolvencies, -7.5%). These insolvency figures are in
line with the good health of the sector in France, as
evidenced by the 4.7% increase in vehicle registra-
tions in 2017. Similar to the construction industry,
the automotive sector is significantly benefiting
from the high household confidence together with

COMPANIES IN FRANCE:
FEWER BUSINESS INSOLVENCIES,

BUT STILL JUST AS MANY “ZOMBIES”

particularly attractive credit terms. This impetus
should continue in the short term: passenger car
orders were up 17% in January compared with the
same month in 2017, which had already been very
robust.

On the transport side, the situation is more mixed:
1,756 companies in the sector went bankrupt over
the period, a slight increase of 0.7 %. However, the
activity of short-haul road freight transport, which
represents four insolvencies out of ten, recorded
a decrease in insolvencies of 10.3%, driven by the
revitalisation of trade in the current environment
of economic buoyancy. But the difficulties of taxi
passenger transport companies - 334 insolvencies
over one year, an increase of 32% - remain signifi-
cant. In a context of strong competition from pri-
vate hire vehicle firms, the number of bankrupted
taxi companies is twice as large as in 2015 (162
insolvencies) and three times more than in 2014
(111 insolvencies)®.

Chart 8:
Indicators in the construction sector
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5/ G. Rippe-Lascout & V. Ternisien, Coface Panorama : Ubérisation de I'économie en France: une nouvelle arme de destruction créatrice massive ?

Coface, December 2016.



Chart 9:
Insolvencies in the agrofood sector
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Services to private individuals
benefit from household confidence

Services to private individuals (-6.4% year-on-year)
took full advantage of strong household consump-
tion driven by purchasing power gains thanks to low
inflation (1% in 2017, after 0.2% the previous year).
The sector was boosted by the restaurant industry
(which represents more than half of insolvencies),
both traditional (3,389 insolvencies, -13.1%) and fast
food (1,968 insolvencies, -6.5%). A double-digit
decline is also observed in hairdressing (893 insol-
vencies) and beauty treatments (417). On the other
hand, hotel insolvencies were more numerous (434
insolvencies, +15.7%), despite a surge in tourism;
visitor numbers increased by 7.8% year-on-year
in the fourth quarter of 2017. Thus, the activity of
the hotel industry seems to be suffering from the
growth of alternative forms of accommodation®.

COMPANIES IN FRANCE:
FEWER BUSINESS INSOLVENCIES,
BUT STILL JUST AS MANY “ZOMBIES”

Agri-food:
the curate’s egg

While business insolvencies have slightly decreased
inthe agri-food sector (4,356 insolvencies, -0.9%),
the trends vary relatively depending on the segment
(see Chart 9). Insolvencies fell in agriculture (631
insolvencies, -8.2%), mainly thanks to vegetable
cultivation (61insolvencies, -30.7%), which made up
for the increaseininsolvenciesin cereal cultivation
(171 insolvencies, +4.3%). At the same time, 544
cattle-raising companies went bankrupt, down
6%, which does not, however, allow a return to
the level of insolvencies of 2015 that preceded
the peak of 2016. Against the background of a
rebound in meat prices in 2017 (+3% all livestock
combined), all livestock farming - with the
exception of sheep and goats (63 insolvencies,
+10.5%) - recorded a decline in insolvencies: thus
the breeding of pigs (36 insolvencies, -30.8%) and
of poultry (46 insolvencies, -11.5%) return to a level
similar to that of 2015 after a particularly difficult
2016. The number of insolvencies in dairy farming

100= Jan. 2013 enterprises also decreased (156 insolvencies, -2.5%)
150 1 thanks to renewed strength in prices for cow’s
Total sector milk, but remains well above the level of 2015 (101
140 ~ Agriculture and fishing insolvencies). Agriculture and cattle-raising have
— C?/Z:ZZ: industry thus made it possible to offset the difficulties of
130 Meat the agri-food industry (2,434 insolvencies, +2%),
where insolvencies have been on a - slightly -
120 increasing trend for several years. This segment,
which accounts for 56% of business insolvenciesin
110 the sector, was again mainly driven by bakers and
pastry chefs who recorded 1,047 insolvencies, up
100 1.7%. The latter were particularly affected by the
rise in cereal prices in 2017 (+4.6% for common
% wheat), caused mainly by the poor harvestsin 2016,
which also explain the aforementioned increase in
insolvencies among cereal producers. However,
80 1 given the excellent harvest of 2017 (estimated at
68.3m tonnes vs 54.2m tonnes in 2016 and 66.9m

70 T T T T
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Sources: Ellisphere, Coface

REGIONAL DYNAMICS

A positive trend that benefits
all regions

The number of business insolvencies decreased
relatively evenly across all regions: with the
exception of the Provence-Alpes-Cote-D’Azur
region (-2.2%), every region recorded a marked
fall in business insolvencies (see Chart 10).

In particular, insolvencies fell in the lle-de-France
region (-8.5%), totalling 11,531, or just over onein five,
after four years of increases. As on the national level,

tonnes on average between 2012 and 2016), cereal
prices - especially common wheat, where the
harvest was the third highest after those of 1998
and 2015 - began to decline at the end of the year.

this improvement in business is mainly attributable to
the construction sector (3,572 insolvencies, -11.5%),
which accounted for 44% of the decrease in this region.
The sector was chiefly driven by the segments of
general masonry and structural work and, above all,
the construction of single-family homes, in line with
the sector’s excellent indicators in fle-de-France, the
most vibrant region in the country in 2017 in terms of
building permits (+18%) and housing starts (+27%).
After suffering difficulties between 2013 and 2016, ser-
vices to private individuals (1,638 insolvencies, -8.3%)

6/ G. Rippe-Lascout & V. Ternisien, Coface Panorama : Ubérisation de I'économie en France: une nouvelle arme de destruction créatrice massive ?
Coface, December 2016.
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Chart 10:
Insolvencies in France
(12 months to January 2018)
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also contributed to the decline in insolvencies, mainly
thanks to traditional restaurant services (-15%).
Business services (1,572 insolvencies, -6.5%) - like
engineering and technical studies, where business
insolvencies fell by 36% - were also strong, driven
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by the particularly positive business climate. Adding
in the computer and software sector (401 insolven-
cies, -15.8%), led by computer systems and software
consulting, these four sectors contributed to three
quarters of the decline in lle-de-France insolvencies.

ZOMBIES AND INSOLVENCIES

Zombies, Insolvencies, and
Companies in Financial Difficulty

The results of the comparison of the insolvency
rates” among the four largest economies in the euro
area are counter-intuitive: while this rate is high in
Germany and France (the eurozone economies
least affected by the crisis) it is, conversely, low in
Italy and Spain (see Chart I7).

However, these surprising results must be put into
perspective by considering the effectiveness of
insolvency procedures: in France and Germany,
the high insolvency rates reflect a fluidity of entry
and exit from the market. By contrast, in Spain,
the insolvency rate of microenterprises is almost
nil (0.1%), and that of other companies is more or
less equivalent to France (around 1.5%).

Chart 11:
Insolvency rate
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7/ The insolvency rate corresponds to the number of companies entering into a situation of business insolvency in year n out of the total number

of enterprises on the January 1 of the year n.
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The main barriers, noted in particular by the OECD?®
and the Bank of Spain?, are the duration and cost of
the procedure (lawyers, court fees, duties) as well
as the potential personal cost for entrepreneurs
who go bankrupt: as the limitation of their liability
is only partial, their personal property and future
income may be exposed to claims by creditors.
In order to circumvent the insolvency procedure,
microenterprises prefer mortgage financing (mainly
of real estate property) so that, in the event of
difficulty in meeting a payment deadline, they can
assign the mortgaged assets. The use of this financ-
ing method de facto excludes the vast majority of
microenterprises with payment difficulties from the
number of insolvencies in the strict sense of the
term. In Italy, the procedures are also extremely
lengthy (seven years on average) and expensive
for the debtor: 22% of its assets, compared to 9%
in France and Germany (the OECD average'@). Thus,
solvent but distressed companies prefer to initi-
ate voluntary liquidation, which is shorter and less
expensive as it does not undergo court supervi-
sion. If we add in voluntary liquidation procedures
(1.6% of companies) to insolvencies in the strict
sense, we obtain a rate of 1.9% (see Chart 17) that
is a closer reflection of reality - although possibly
slightly overestimated as it may include cessations
of business for reasons other than insolvency.
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COMPANIES IN FRANCE:
FEWER BUSINESS INSOLVENCIES,
BUT STILL JUST AS MANY “ZOMBIES”

Several reforms have been carried out in recent
years in Spain and ltaly to mitigate these barriers
to insolvency which, on the one hand, play a part
in discouraging entrepreneurship and, on the other
hand, in keeping so-called “zombie” companies
alive. Indebted and unprofitable, these compa-
nies should naturally go bankrupt, but they keep
themselves alive by engaging additional debts,
taking advantage of artificially low interest rates.
Their existence is therefore encouraged by a fragile
banking system: banks in difficulty prefer to lend
at rates that are too low, rather than suffer losses
on their balance sheets'". Several recent studies™
also show a correlation between rigid insolvency
procedures and the proportion of zombie firms.
According to Coface’s methodology, the share
of zombie companies is obtained by identifying
companies that have been unprofitable (yield from
capital invested less than 1) and insolvent (interest
coverage ratio less than 1) for three consecutive
years. This shows us that the highest rates of zom-
bie companies are in Italy (see Chart 12) and, above
all, in Spain, although the latter has seen its rate
drop since 2013 thanks to vigorous growth.

Barriers to insolvency lead to a blockage in the pro-
cess of creative destruction by artificially keeping
alive low-performing businesses that monopolise
a share of capital. This inefficient allocation of cap-
ital, in theory intended for more productive firms,
lowers total-factor productivity, and ultimately the
growth potential of an economy®.

A simple analysis of the insolvency rate can there-
fore give a biased image of the fragility of compa-
nies in an economy. It would appear that the anal-
ysis of the rate of companies in financial difficulty,
obtained by adding together the rate of zombie
companies and that of failing companies, reveals a
more correct view of the proportion of companies
in difficulty in the main economies of the eurozone
(see Chart 13).

According to this indicator, while Germany has the
lowest rate, Spain has recorded a marked improve-
ment since 2013 whereas France and Italy have
seen their respective rates stagnate.

8/ M.A.McGowan, D. Andrews & V. Millot, Insolvency regimes, technology diffusion and productivity growth, OECD, 2017

9/ M. Garcia-Posada & J. S. Mora-Sanguinetti, Why do Spanish firms rarely use the bankruptcy system? The role of the mortgage institution,
Banco de Espana, 2012

10/ OECD, op. cit.

11/ D. Andrews & F. Petroulakis, Breaking the shackles: zombie firms, weak banks and depressed restructuring in Europe, OECD 2017
12/ M. A.McGowan, D. Andrews & V. Millot, /Insolvency regimes, zombie firms and capital reallocation, OECD, 2017
13/ D. Andrews & F. Petroulakis, Breaking the shackles: zombie firms, weak banks and depressed restructuring in Europe, OECD 2017
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Chart 13:
Share of distressed enterprises
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Business Insolvency Forecast for 2018

According to Coface’s forecasting model, the number of business insolvencies is expected to decrease by 3.6% in 2018
(see Chart 14) to stand at 52,396 insolvencies:

Insolv = -404.2GDP_, + 0.36/nsolv_, - 171.5ConstructionConfidencelndex_, + €
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This drop in the total number of  Chart 14:
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climate in construction™ can be
explained by the sector’s weight 48,000
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mentioned above.
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14/ The variable “change in the construction sector confidence index in the previous quarter” is significant within a 99% confidence interval.
Likewise, the variables “GDP growth two quarters before” and “change in business insolvencies in the previous quarter” are significant in
confidence intervals of 97% and 98% respectively. Therefore, the forecast model is significant in the standard 95% confidence interval.




RESERVATION

This document is a summary reflecting the opinions and views of participants as interpreted and
noted by Coface on the date it was written and based on available information. It may be modified
atany time. The information, analyses and opinions contained in the document have been compiled
on the basis of our understanding and interpretation of the discussions. However Coface does not,
under any circumstances, guarantee the accuracy, completeness or reality of the data contained in
it. The information, analyses and opinions are provided for information purposes and are only a
supplement to information the reader may find elsewhere. Coface has no results-based obligation,
but an obligation of means and assumes no responsibility for any losses incurred by the reader
arising from use of the information, analyses and opinions contained in the document. This
document and the analyses and opinions expressed in it are the sole property of Coface. The reader
is permitted to view or reproduce them for internal use only, subject to clearly stating Coface’s name
and not altering or modifying the data. Any use, extraction, reproduction for public or commercial
use is prohibited without Coface’s prior agreement. Please refer to the legal notice on Coface’s site.
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