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Moving Beyond One-Size-Fits-All

BEEP N° 40

Markus Demary, Joanna Hornik, Gibran Watfe

Abstract

The proposal for a European Capital Markets Union (CMU) carries large potential
economic benefits from enhancing the financing possibilities for Small and Medium-
Sized Enterprises (SMES). By deepening the capital markets and strengthening cross-
border integration, the European Commission hopes to stimulate economic growth
and boost employment. In this paper, we discuss to what extent these goals can be
achieved, in light of the complex business environment of European SMEs. We outline
the different types of SMEs in terms of their financing structures as well as the
pervasive differences across the EU, concluding that any policy approach must take
into account the diversity of the companies’ financing needs and the market realities
in the Member States. We argue that the CMU is likely to have a heterogeneous
impact, with some types of SMEs and certain regions gaining more than others.

Keywords: Capital Markets Union, SME financing, European integration

JEL-Codes: O16, F21, E61, G32



Demary, Hornik, Watfe: “SME Financing in the EU: Moving beyond one-size-fits-all”

Introduction

At its basis, the initiative of the European Commission to build a Capital Markets
Union (CMU) in the EU is a package of policy actions designed to remove
barriers to integrated capital markets as well as to bank lending. Many of the
proposed policy actions aim at improving the financing conditions for small- and
medium-sized enterprises (SMEs), which should boost investment and growth
in the EU.

This focus is justified by evidence that SMEs account for a major part of
economic growth and employment. According to Kraemer-Eis et al. (2013),
there are 21.3 million SMEs in Europe, which employ 88.6 million workers and
produce 3,357 billion Euro of gross value added. Moreover, the majority of
companies in Europe are small. In Germany, for example, 80.7% of the 2.9
million non-financial companies are small, with less than 10 employees, 15.6%
have 10 to 49 employees, 2.9% are medium-sized with 50 to 249 employees,
while only 0.7% are large companies with 250 or more employees. Considering
such an important presence of SMEs on the European business landscape, the
CMU proposal has the capacity to unleash large growth potential for our

economies.

However, the SME environment itself is not a unidimensional one. Not only do
SMEs differ in terms of their financing needs but also there are large cross-
border differences in types of SMEs and their financing possibilities. Therefore,
we argue that the effect of the proposed policy actions may be heterogeneous
across different types of SMEs as well as across countries. The SME landscape
in Europe can be affected to a considerable extent and there will be both

winners and losers from the CMU.

This paper considers two of the goals set out by the Commission with respect
to creating a true Capital Markets Union: 1) broadening the sources of finance
for SMEs and 2) reducing cross-country disparities in financial services. The

guestion we raise throughout is how the proposals contained in the CMU Action



Demary, Hornik, Watfe: “SME Financing in the EU: Moving beyond one-size-fits-all”

Plan (European Commission, 2015a) might have a heterogeneous impact

across different types of SMEs as well as across countries.

For this purpose, the analysis focuses on identifying different types of SMEs
according to their past use of financing instruments and the evolution of their
capital structure. The findings are used to derive policy implications with respect
to the different proposals contained in the Action Plan. Subsequently, the cross-
border disparities are described and the potential impact of the CMU on SME
landscape in different Member States is discussed. We conclude with some

policy recommendations and potential challenges.

The SME landscape in Europe

First of all, it has been found that firms’ financing behaviour is dependent on
their size.! Larger companies are probably more active on capital markets than
smaller companies due to the fixed cost of issuing securities. Moreover, large
companies have treasury departments which are necessary for managing the
high amounts of liquidity from the issuance of stocks or debt contracts. They

also have more resources to cover documentation and compliance costs.

To a certain extent, the cost of going to capital markets is a variable that can
be controlled by policy actions. One example is the exemption threshold in the
Prospectus Directive. When issuing securities, companies have to produce
extensive documentation in order to ensure investor protection. However, the
threshold for an issuance from which a prospectus is required can be adjusted.

Thereby, the fixed costs of issuance can be influenced.

Second of all, countries in the EU differ to a large extent with respect to the
depth of their capital markets. We know that small companies might rely less
on capital market financing because of a lack of depth of their country’s capital

market. Whether the financing system of a country is more bank-based or more

1 See, for example, Beck et al. (2008); Canton et al. (2012); Hall et al. (2000); Holton et al. (2014).
2
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market-based depends on historic origins. The US, for example, had a
separation of commercial banking and investment banking since the Glass-
Steagall Act of 1933 which was loosened only in 1991. In contrast to the US
banking system, Europe has a universal banking landscape with large banks
covering commercial and investment banking activities. While there has been
demand for capital market financing in the US, in Europe such demand was
limited because of the presence of universal banks. This might represent a
structural barrier that is very difficult to tackle through policies. While in the USA
80% of corporate debt financing depends on capital markets, in the EU 90%
depends on bank financing (Figure 1). Thus deepening the European capital
markets appears to be a necessity because especially the Euro Area is prone
to banking crises which worsen the financing conditions of non-financial
companies. A deepening of capital markets can lessen credit shortages in the

aftermath of a crisis.

Figure 1: Financing structure in Europe and USA (in %)
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Other factors that have been identified to differ across SMEs include firm age,
its ownership structure, the past, present and expected growth rates and
profitability (Moritz et al., 2015). The firm-specific differences are
complemented by diverse characteristics in terms of product or service
innovation and industry-specific elements. The more established and larger
firms tend to use more diversified financing instruments when compared to
smaller and younger ones (e.g. Artola & Genre 2011). Firms that are owned by
families or have more than one owner typically profit from a wider range of
financing sources. Moreover, the more innovative and high-growing SMEs turn
to more numerous financing instruments, especially alternative and short-term
financing. Lastly, firms active in the services industry rely more on internal
financing while industry-intensive sectors tend to be largely reliant on debt.
Such a diversified SME landscape requires focused policy actions that take into

account the specific context of each companies’ financing decisions.

This short overview of the SME landscape in Europe illustrates that the policy
proposals included in the CMU action plan might impact the financing reality of
SMEs differently, depending on a number of key characteristics. Any policy
action should take into account the multiple factors that determine the financing
patterns of SMEs. The subsequent analysis aims to outline the potential impact
of the CMU on financing of different types of SMEs across the EU Member

States, pointing out possible obstacles and negative side-effects.
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Diversifying the sources of financing for SMEs

Types of SMEs according to their financing instruments

The broadening of financing sources is especially important for SMEs as large
companies already have a wide range of financing instruments available.
However, the concept of small- and medium-sized companies is very generic,
depending on the staff headcount and the turnover, or the balance sheet

respectively (European Commission, 2003).

Instead of being a homogenous group of companies, SMEs are very diverse
with respect to the sector, country, growth potential, size, innovativeness and
existing sources of financing. On the basis of their different sources of finance,
Moritz et al. (2015) use a cluster analysis to identify six types of SMEs
according to their use of financing instruments. The method they employ is a
“multivariate method with the purpose to classify objects according to their
occurrences”.? Thereby, the assumption is that the included variables capture

the most relevant characteristics of SMEs in the EU.3

As active clustering variables, the authors use 11 different financing
instruments employed by SMEs. The passive variables are a set of 11
characteristics in which SMEs may differ, among them firm size, age,
ownership, past growth, expected growth, profitability, sector and country. The

selection of variables was based on an empirical literature review.

As it is of specific importance for the analysis in this paper, it has to emphasized
that the inclusion of the country as a passive variable is motivated by the
empirical literature finding dependence of SME financing on the
macroeconomic, legal and institutional environment. This environment is in
practice defined along national lines as confirmed by their findings that country

differences are more significant than firm, product, or industry differences.

2 For further details, see Hair et al. (2010).

3 More specifically, Moritz et al. (2015) use Ward's method as an algorithm that optimizes the
homogeneity within clusters. This was their preferred choice as other algorithms produced very
unbalanced clusters.
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The cluster analysis approach allows the authors to develop a taxonomy of
SMEs in Europe based on a sample of 12,312 SMEs. A significant limitation of
the approach is, however, that it allows the authors only to focus on SMESs’
uptake of financing instruments over the previous six months. A short
description of each identified cluster follows. Whenever it is mentioned that
certain types of SMEs are more prevalent in one region or system than in
another, this refers to comparing the shares of these types in the total number
of SMEs in a country or system (see Figure 3).

Mixed-financed SMEs

Mixed-financed SMEs use a broad range of different financing instruments.
Firms in this cluster are often rather young, innovative and have high future
growth expectations. They tend to be most prevalent in Northern Europe and

in market-based financial systems.

State-subsidised SMEs

State-subsidised SMEs mainly make use of subsidised bank loans. This is
typically complemented by other forms of debt. These firms are mostly medium-
sized, innovative, family-owned, with rather high past growth rates and medium
future growth expectations. They tend to be located in Southern Europe and in
bank-based financial systems. This is regardless of the absolute amounts of
state aid for SMEs, as it results from a comparison of shares of SMEs across

EU Member States that make use of state subsidies.

Debt-financed SMEs

The third type of SMEs, debt-financed firms, are primarily financed by bank
loans and other forms of debt. They are typically mature, low-innovation, low-
growth firms. Debt-financed SMEs are most prevalent in Western Europe as
well as in bank-based systems.
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Flexible-debt-financed SMEs

Flexible-debt-financed SMEs are usually financed by short-term bank debt in
the form of bank overdrafts and through trade credit and leasing. A typical
flexible-debt-financed SME is a mature micro firm with a single owner. These

firms are mostly located in Western Europe and in bank-based systems.

Trade-financed SMEs

Trade-financed SMEs are, as the name suggests, primarily financed by trade
credit and typically also through factoring and leasing arrangements. Typical
attributes of a trade-financed SME include being young, small and having
a rather low historical growth rate. This type of firm is more common in Northern

Europe and in market-based economies.

Internally-financed SMEs

Finally, internally-financed SMEs mainly use retained earnings, instead of
external financing sources. None of the internally-financed SMEs in the cluster
identified by Moritz et al. (2015) made use of external debt. Typical firm
attributes are being very young and small as well as being single-owner with
low growth expectations and low innovativeness. Internally-financed SMEs are
most prevalent in Eastern Europe but in fact are the dominant type throughout
Europe.

The analysis of Moritz et al. (2015) shows that it is instructive to identify different
types of SMEs. Without aiming at sharply defining an SME landscape, their
analysis crystallizes the heterogeneity of SMEs, both in the structural and in the
cross-country dimension. As there are different financing types of SMEs, the
effects of the CMU policy efforts are likely to differ for each type of SME. At the
same time, the identified clusters are not fixed. The relative importance of the
clusters will change as a result of the CMU, meaning that some types will

become more prevalent than others.
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Capital structure of SMEs in the EU

This section covers the capital structure of European SMEs using examples of
particular countries. Before embarking upon a policy agenda that aims at
broadening the financing sources for SMEs, it is important to understand the
relative importance of financing sources today. For this purpose, we examine
SME financing along two dimensions. Firstly, we look at the equity-debt shares
of SMEs. Secondly, a closer look at the composition of SMEs’ debt follows.
Using balance sheet data from SMEs in a sample of EU Member States, a few

broad trends can be observed:

e Companies (including SMESs) have increased their equity capital ratios
between 2006 and 2013.

e Bonds are used mostly by large companies rather than by SMEs;
however, bond finance is only a small share of the balance sheets.

¢ Bank loans make a large part of the balance sheets of companies, with
long-term loans being more important than short-term loans.

e The importance of short-term bank loans is decreasing over time, since
companies rely more on short-term loans from non-financial
corporations. This might be due to a more frequent use of cash-pools
and intra-company financing solutions. The trade-financed SME thus

seem to have gained importance between 2006 and 2013.

Equity Capital and Debt Capital

In many European countries companies, including SMEs, have increased their

equity capital ratios and reduced their debt levels between 2006 and 2013.4

This process is not a direct response to the financial crisis since it began earlier

4 Due to data availability, balance sheet data is limited to nine countries. We focus on the
manufacturing sector here. It is important to note that, in the context of the SME financing types,
the sample includes seven bank-based economies from Western and Southern Europe and two
former socialist economies from Eastern Europe. Market-based financial systems as well as
Northern European countries are not represented.

8
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as can be seen from Table 1, which contains the equity capital ratios of
manufacturing firms. Since equity capital is measured as a fraction of total

assets, a higher equity capital ratio corresponds to lower indebtedness.

Italian firms, i.e. mainly state-subsidised and debt-financed firms, had the
lowest equity capital ratios in 2006 but managed to increase them. The small
companies lifted their capital ratios from 22.4% of their total assets to 28.2%,
the medium sized-companies increased their equity capital from 28% to 35.7%,
while the large companies increased their capital levels from 31.6% to 36.3%.
The small companies in Germany had the largest increase in equity capital.
Their capital base rose from 27.9% to 37.8%. The trend holds across all
company sizes and countries included in the sample, with Portugal and
Slovakia being exceptions to the rule.

The reason behind the higher equity capital ratios might be the companies’
desire to strengthen their credit scoring. Through the Basel Il regulation, banks
had to put more weight on credit scoring for granting loans. That might have
given especially the smaller companies an incentive to enhance their credit
scoring, since larger companies already had credit scorings provided through

rating agencies.

Increasing equity capital ratios possibly point to a rise of internally-financed and
mixed-financed SMEs since 2006. While this cannot be inferred with certainty
from the data, the trend of increasing equity capital ratios is generally desirable
from the perspective of the CMU since numerous policy efforts intend to

strengthen the capital base of SMEs.
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Table 1: Equity Capital Ratios

Manufacturing firms, in percent of total assets

SMALL MEDIUM LARGE

2006 2013 2006 2013 2006 2013
AT 26.9 32.9 35.3 37.6 40.9 42.0
BE 44.6 52.3 41.7 43.0 41.7 50.8
DE 27.9 37.8 33.9 40.1 29.7 32.6
ES 38.1 46.3 44.0 47.5 37.0 38.8
FR 38.6 42.7 37.2 41.7 36.8 36.5
IT 22.4 28.2 28.0 35.7 31.6 36.3
PL 44.2 50.6 48.6 53.8 51.6 51.6
PT 39.0 32.6 43.0 43.5 47.5 38.5
SK 30.8 33.6 43.7 43.0 56.7 37.3

Source: Banque de France, Cologne Institute for Economic Research

Bank Finance and Bond Finance

While equity capital is a very important source of funding, SMEs can also rely
on debt capital to finance investments. To this end, SMEs can either issue debt
contracts, such as bonds, or they apply for bank loans. In fact, one has to
recognize that also large corporations rely only to a tiny amount of up to 3.5%
of their total assets on the issuance of debt contracts (Table 2). For SMEs, this
share is even smaller. In many European countries, bond issuance plays a very
limited role in SME financing. This can be either because of a lack of depth in
the countries’ capital markets or because of high fixed costs connected to bond
issuance. Another explanation could be the lack of demand for external finance
by European SMEs. Interestingly, European banks predominantly issue long-
term bonds and less short-term bonds. The reason behind this might be the
high costs of bond issuance that only break even in the case of long-term

financing.

10
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Table 2: Long-Term Bonds

Manufacturing firms, in percent of total assets

SMALL MEDIUM LARGE

2006 2013 2006 2013 2006 2013
AT 0.6 0.4 0.2 0.1 0.7 0.4
BE n.a. n.a. n.a. n.a. n.a. n.a.
DE 0.1 0.0 0.3 0.1 14 2.8
ES 0.0 0.0 0.0 0.0 0.0 0.4
FR 0.1 0.1 0.1 15 0.5 0.8
IT 0.2 0.2 0.8 0.6 0.6 1.2
PL 0.0 0.2 0.1 0.2 0.4 1.3
PT 0.1 0.0 1.1 0.2 4.5 3.5
SK 0.2 0.1 0.2 0.3 0.0 0.0

Sources: Bank de France, Cologne Institute for Economic Research

Banks continue to play a central role in SME financing. Most SMEs have long-
term relationships to local banks. These long-term relationships can be
beneficial for both sides. In contrast to a short-term lender, a relationship bank
has a higher incentive to become familiar with the business models of its
debtors. This is important for SMEs because of the diversity in their business
models. While a low-innovation and low-growth company might be
uninteresting from an equity or bond investor’s point of view, such a company
can be interesting from a bank’s point of view because it might be characterized
by a lower credit risk than a company with an innovation or growth strategy.
Therefore, the high prevalence of debt-financed SMEs in Western Europe could
be endogenous. This means that it might not be the dominance of banks that
causes SMEs to be reliant on bank loans but it could rather be the SMES’
business models that make them relatively more attractive for banks than for

capital markets.

Another advantage relationship banks have compared to capital markets is the
long track record of the SMESs’ financial health through frequent transactions,
from which the bank can determine the SME’s credit risk more precisely. Such

11
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precision is beneficial for the companies because they can better signal their
creditworthiness to the bank from which they can profit through lower credit
costs. Capital market investors typically demand higher risk premia instead
because they lack this long track record of the companies’ creditworthiness.
Moreover, capital market investors have lower incentives to screen and monitor
the creditworthiness of companies because they can freeride on the information
contained in financial market prices of stocks or bonds of similar companies.

This prevents a precise estimate of the smaller companies’ creditworthiness.

The problem of asymmetric information in signalling creditworthiness is more
severe in case of SMEs as compared to larger corporations. SMEs are often
specialized single-product manufacturers while larger companies have diverse
product lines and are therefore more frequently recognized in the news. Long-
term relationships can account for the fact that a specialized single-product
SME can be a highly successful company with stable cash flows, without the
need for frequent innovations. Smaller companies, therefore, often rely on bank
finance (Table 3). In Austria, short-term bank loans make 13% of the balance
sheet of small companies, 11.7% of the balance sheet of medium-sized
companies but only 6.4% of the balance sheet of large companies. The
numbers are comparable for other European countries, e.g. 12.9% and 14.8%
for small and medium-sized companies in Italy but only 8.3% for large
companies. A qualitatively similar result can be found for long-term loans. In
Spain, 11.5% of the balance sheet of small companies are long-term loans,
while the shares are 7.6% for medium-sized companies and 4.9% for large

companies.

While relationship banking can be beneficial for SMEs, these benefits depend
on the health of the banking sector. When banks realize large losses on their
assets, e.g. through a deep recession and a sovereign debt crisis, their capital
base might shrink to a critical threshold from a supervisor’s point of view. Since
banks’ regulatory capital requirements are defined as equity capital in percent
of risk-weighted assets, the easiest way for banks to react to their shrinking
equity capital base is to decrease their risk-weighted assets which means they
cut lending or sell assets.

12
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Table 3: Short-term and Long-Term Bank Loans

Manufacturing, in percent of total Assets

SMALL MEDIUM LARGE

2006 2013 2006 2013 2006 2013

Short-term bank loans
AT 16.2 13.0 135 11.7 7.5 6.4
BE 5.4 4.9 55 4.5 4.5 2.3
DE 9.7 8.9 7.2 6.1 1.7 1.3
ES 135 6.3 13.0 9.0 4.9 4.0
FR 4.1 2.5 4.6 2.6 3.0 1.6
IT 14.2 12.9 16.9 14.8 9.2 8.3
PL 9.5 8.2 11.7 9.0 9.0 7.2
PT 10.7 8.6 9.4 9.1 3.8 3.8
SK 8.1 7.5 5.5 8.6 2.9 10.7

Long-term bank loans
AT 17.8 17.2 9.4 8.5 5.4 4.1
BE 10.5 6.2 5.4 5.5 12.2 9.2
DE 10.2 9.7 7.0 6.1 1.8 2.5
ES 11.0 11.5 7.2 7.6 5.3 4.9
FR 11.5 11.8 8.1 8.3 4.2 3.5
IT 6.7 7.7 8.1 7.8 6.2 5.0
PL 7.2 9.3 7.5 8.2 7.9 9.3
PT 9.9 12.2 8.0 10.7 3.0 4.9
SK 6.4 4.2 10.5 4.6 4.5 3.5

Sources: Banque de France, Cologne Institute for Economic Research

The empirical observations of bank lending during the last financial crisis can

be summarized as follows (Central Bank of Ireland, 2015):

e The decline in bank lending explains approximately half of the decline
in real GDP in the Eurozone and the US (Gambetti and Musso, 2012).
e Banks’ restricted access to money markets during 2007 to 2009 has led
to a significant decline in bank lending to non-financial corporations

(Hempell and Sorensen, 2010).

13
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e Banks which were hit by the crisis cut their lending more compared to
banks which were not hit by the crisis (Chava and Purnandam, 2011).

¢ Non-financial companies which rely mostly on bank credit suffered more
from the financial crisis compared to corporations which also had
access to alternative financing sources (Bofondi et al., 2013).

e Companies which were customers of distressed banks faced tougher
credit restrictions compared to companies which were customers of

non-distressed banks (Bentolila et al., 2013).

First of all, this justifies the Commission’s intention to make it easier for SMEs
to diversify their financing sources towards capital markets. Second of all, the
empirical findings point to the fact that debt-financed SMEs were the most
affected by the financial crisis as negative shocks to banks’ balance sheets
transmitted to the SMEs via cuts in bank lending. Thus, SMEs that had more
diversified financing sources proved to be more resilient to the crisis. An SME
that depends on a single bank is highly exposed to a negative idiosyncratic
shock and thus very vulnerable to banking crises.

However, a more differentiated look into the banking sector reveals that there
exist important differences with respect to crisis resilience. While the larger and
active in capital markets banks went into crisis, more customer-oriented local
banks fared relatively better. This holds, at least, for the German banking
sector. Figure 2 shows the returns on equity of the German banking branches.
The largest banks and the Landesbanken, both of which were active in capital
markets, had negative returns on equity of -10.5 and -7.3% between 2008 and
2010 respectively, while the locally oriented savings banks (Sparkassen) and
the credit unions (Kreditgenossenschaften) had positive returns on equity of 8.0
and 8.9%. The higher profitability of the local banks resulted to a large extent
from avoiding risky investments. Together with their high profitability and high
capitalisation, this means that they did not have to cut lending during the

financial crisis.

14
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Figure 2: Returns on Equity of German Bank
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It appears that we cannot directly conclude that companies can easily switch to
capital markets when their banks go into crisis and cut lending to the economy.
When banks go into crisis, the insolvency risks of their sovereigns, measured
by premia on credit default swaps, normally rise because markets expect the
sovereign to rescue its banks by means of public spending. When credit rating
agencies downgrade the sovereign’s credit rating, the credit ratings of all
companies located in this country also experience a downgrade, which can
worsen their funding position in capital markets. While the CMU cannot prevent
this, it can enrich the availability of funding sources for companies and thereby

calm the negative effects of a credit crunch.®

However, the empirical findings also point to a largely neglected risk of CMU.

By inducing SMEs to revert relatively more of their funding towards capital

5 |t is worth noting that the CMU is not intended to break the sovereign-bank nexus. It is rather
the Bank Recovery and Resolution Directive (BRRD) and the Single Resolution Mechanism
(SRM) that tackle this issue.
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markets, banks may also adjust their business models and become more active
in capital markets. Therefore, the banking sector as a whole would be more
vulnerable to negative shocks in the financial system, transmitted through
capital markets. While today most SMEs in the EU are dependent on banks
due to their use of bank loans, SMEs could in the future become dependent on
banks through a combination of bank loans and, more indirectly, capital market
services. Typically, the latter are provided by universal or investment banks.
Therefore, given that SMEs will rely more on capital markets in the future, an
ailing banking sector could affect SMEs even more than during the last financial

crisis.

Impact of CMU across types of SMEs

As most of the SMEs in the EU are internally-financed and debt-financed and
the CMU is intended to broaden the financing sources of firms, the benchmark
for SME financing from the perspective of the Commission is the mixed-
financed SME. That means that the proposals mainly target the markets for
equity capital to induce previously debt-financed SMEs to develop in the
direction of mixed-financed SMEs. This is not an entirely new priority of the
Commission. In 2014, the Commission adjusted the state aid rules for risk
finance in a way that encourages equity funding.® In this section, each of the

proposed policy actions in the context of the CMU is analysed in this light.

Support of venture capital and equity financing

The CMU Action Plan indicates the policy initiatives that will be taken for setting
up venture capital fund-of-funds as well as multi-country funds. Moreover, the
EuVECA and EuSEF Regulations for EU-wide passports of venture capital
funds will be revised to increase their take-up. Finally, tax incentives will be

considered for venture capital and business angel investments.

6 Commission Communication 2014/C 19/04.
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Taken together, the proposals aim at strengthening the access to finance for
start-ups, i.e. very young SMEs with high growth expectations and low current
profits. Start-ups are very often mixed-financed firms, using funds from
business angels in the form of debt and/or equity, their own equity, and venture
capital investments, which usually come in the form of equity or equity-like
instruments. Only rarely do banks take the high risk to invest in early-stage
start-up companies, given their very high default rates. Moreover, start-ups may
find it unattractive to accept equity funding as this usually entails a dilution of

ownership.

Nevertheless, the proposals for promoting venture capital are likely to make the
mixed-financed SME more prevalent as equity becomes more readily available
for young SMEs. They would thereby also likely lead to a change in the average
capital structure of SMEs towards more equity and less debt, contributing to the

prevailing trend in the capital structure of SMEs.

Overcome information barriers to SME investment

Under this heading, the Commission wants to strengthen the feedback given
by banks when declining SME credit applications. This applies primarily to debt-
financed SMEs. As discussed above, SMESs’ debt comes mainly in the form of
bank loans. Companies whose credit applications are declined would have a
better chance to adjust their business model and obtain a bank loan if they are
given more comprehensive feedback. This could give especially internally-

financed SMEs better access to external funding.

Furthermore, existing national support and advisory structures for SMEs are to
be collected and a possible pan-European information system for SMEs is
envisaged. The former would give a better opportunity to SMEs to benefit from
the public in a different way than with state subsidies, i.e. with public services
instead of public funding. It could thus partially replace subsidies and make the
state-subsidised SME less prevalent. The latter would possibly alleviate some
of the information problems described above and thereby lead SMEs to make

use of a broader base of financing instruments. This would be particularly
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important for flexible-debt-financed and internally-financed SMEs. These types
of SMEs could gain the most from improved harmonisation of company

information.

Promote innovative forms of corporate financing

This part of the CMU Action Plan contains the proposal to issue a report on

crowdfunding and to develop an approach to loan origination by funds.

Crowdfunding mainly comes in the form of equity and is — at least currently —
most relevant for start-up companies. It represents financial innovation on the
equity side and would likely lead to a shift of SME capital structures towards
equity, if only for mixed-financed SMEs, or start-ups to be more precise. Other
SMEs might opt for diversifying their sources of finance by including
crowdfunding to finance the development of single products or raising funds for

specific purposes.

Loan origination by funds is financial innovation on the debt side. It might be
interesting for debt- and flexible-debt financed SMEs to diversify away from
bank loans while still keeping their capital structure unchanged. Thereby, it
could serve as a substitute for bank lending in so far as it could be a different
form of relationship lending. However, as is always the case with financial

innovation, this comes with potential benefits and largely uncertain costs.

Making it easier for companies to enter and raise capital on public markets

Proposals under this heading include a revision of the Prospectus Directive, the
listing regime in the EU, and a review of regulatory barriers to SME listings.

As the name suggests, this part of the CMU action plan is supposed to make it
easier for SMEs to raise equity. Thus, it is especially suited for mixed-financed
SMEs. Success would depend on whether other types of SMEs would be
induced to switch into the mixed-financed type, using the more readily available

opportunities to raise equity on public markets. If that were successful, a larger
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share of SMEs would become mixed-financed by diversifying their funding
sources. Once again, the average capital structure would change towards more

equity and less debt.

Support bank financing of the wider economy

The Action Plan also includes ideas on developing frameworks for covered
bonds and for the securitization of SME loans. The latter is currently in the

legislative process with difficult and prolonged negotiations.

Both of these proposals aim at enabling banks to lend more of their funds to
SMEs. Therefore, this would mainly strengthen the financing base of debt-
financed SMEs. While a high-quality legal framework for securitization would
lead to higher growth of bank lending, it could also in practice lead to more risk-

taking behaviour.
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Tackling the cross-country differences in SME financing

The CMU Action Plan involves a number of actions under the heading
“facilitating cross-border investing”. This initiative seems necessary as
evidence suggests that there is in fact no single market for capital in the EU. In
order to analyse to what extent the Commission’s proposals can affect capital
market integration, we firstly describe the cross-country differences in the types
of SMEs and the various financing structures prevalent in Member States. The
last section then discusses to what extent the CMU can alleviate the existing

cross-country differences in SME financing.

Types of SMEs across country clusters

The Moritz et al. (2015) study of SMEs across Europe identifies a number of
country-specific characteristics in SME financing patterns. The authors
conclude that differences across country groups are higher than those
pertaining to other characteristics, specific to firm structure, product types or
industry. The study looks at four country clusters based on geography: Eastern
— Northern — Southern — Western Europe.

The Eastern European cluster comprises six post-communist states that joined
the EU in either 2004 or 2007 (Bulgaria, Czech Republic, Hungary, Poland,
Romania and Slovakia). In this group, more than 45% of SMEs are internally-
financed, which is a much larger share than in all the other clusters (27%,
26.8% and almost 30% in North, South and West respectively). At the same
time, the Eastern European states have the lowest share of flexible-debt-
financed SMEs (9.8%) and a relatively high share of state-subsidized SMEs
(6.3%). The share of mixed-financed SMEs is the smallest in this cluster
(14.4%) as compared to other regions. Given the large share of internally-
financed SMEs, the potential benefits for opening up capital markets to Eastern

European SMEs seems to be particularly high.

The group with the largest share of debt-financed SMEs (20.2%) are the seven

Western European countries: Austria, Belgium, Germany, France, Luxembourg
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and the Netherlands. Out of them, six (except for the Netherlands) have bank-
based market systems. The Western states also have the second largest share
of internally-financed SMEs (29.8%).

The cluster that demonstrates the highest share of mixed-financed SMEs
(23.7%) consists of Norther European states (Denmark, Estonia, Finland,
Ireland, Latvia, Lithuania, Norway, Sweden and the UK). Interestingly, this
cluster groups together market-based countries (SE, UK, Fl), bank-based
countries (NO, IE) as well as some former socialist states (EE, LT, LV). The
mixed-financed SME thus seems to be a role model that applies to all types of
market structures in the EU. Finally, the Northern cluster is also characterized
by a very low share of state-subsidized SMEs (3.5%) and a relatively high share

of trade-financed companies (22.6%).

The Southern countries include Cyprus, Spain, Greece, Hungary, Italy,
Portugal and Slovenia. Interestingly, being a mixture of bank-based and former
socialist countries, the cluster has the highest percentage of state-subsidized
SMEs (9.8%) and second highest share of debt-financed SMEs (17.3%) after
the Western states. Out of the four clusters, Southern Europe has the lowest
share of internally-financed SMEs (26.8%). In this region, a move away of state-
subsidized SMEs towards capital market funding could have two beneficial
effects. First, it could unleash the highly desirable public resources. Second, it
could make Southern economies more competitive due to mark-to-market

valuation of SMEs.
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Figure 3: Types of SMEs across country clusters

1-Eastern; 2-Northern; 3-Southern; 4-Western.
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The shares of different SME types across the four country groups are displayed
in Figure 3. The analysis of country clusters reveals that regardless of the
region, European SMEs are for now mostly internally-financed, meaning they
do not use external debt. The remaining share of financing methods is very
different per country group. The clusters vary in the extent to which they rely on
state subsidies or financing from trade. Except for Northern Europe, most
regions remain reliant solely on debt financing (whether from trade, state
subsidies or bank loans). In this respect, broadening the sources of financing
to include more capital market instruments through the CMU seems to be a
relevant proposal for SMEs across the EU.
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Market structures for SME financing in the EU

It can be found that the financing systems of the Member States are diverse.
For SMEs in particular, the country-specific discrepancies in bank vs. capital
markets financing can have profound implications. In bank-based countries,
most SMEs are either internally-financed (27.1%) or debt-financed (18.6%). It is
in market-based countries that we find the largest share of mixed-financed
(23.7%) and trade-financed SMEs (21.2%).

The strong reliance on debt financing in bank-based systems puts SMEs at a
disadvantage, compared to larger companies, due to higher interest rates on
small loans (European Commission, 2015b). Those differences are equally
conspicuous across countries, with Portugal, Spain and Italy maintaining higher
costs of credit when compared to Germany and France. Based on its access to
debt finance index, the Commission identifies the relative difficulties in the
access to bank loans for SMEs in some of the former socialist countries
(Romania, Hungary, Bulgaria) but also in Denmark or Spain, as compared to

the EU average.’

In order to analyse the quantitative importance of banks and capital markets for
the financing of companies in different Member States, the aggregated liabilities
of non-financial corporations are divided by the countries’ Gross Domestic
Product to control for the size of the countries’ economies and to flatten out
business cycle fluctuations. We use the examples of three Member States to
illustrate the diversity. Germany provides an example of a country where both
bank and capital markets are well-developed. On the other hand, at the

extremes, the UK has a very deep capital market and Latvia a very small one.

7 These observations are based on the SMES' access to debt finance index from 2013
(European Commission, 2015b, p. 90).
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Figure 4: Financial Liabilities of Germany
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For Germany (Figure 4), it can be found that although financing is dominated
by banks, the country also has a deep stock market. Listed stocks were 31%of
GDP in 2004 and rose to 47% of GDP in 2007. In the crisis year 2008, they fell
to 27% of GDP and are now 41% of GDP. However, the German debt securities
markets are smaller. Short-term debt securities make up less than 1% of GDP
while long-term debt securities make 5% of GDP. Bank lending is very stable
in Germany, with short-term bank loans staying at 17% of GDP. Long-term bank
loans declined slightly from 35% of GDP to 32% of GDP.

In the Moritz et al. (2015) study, Germany belongs to the Western European
cluster where the largest shares of SMEs are either financed internally or by
debt. Germany is also classified as a bank-based country where mixed-
financed SMEs constitute only 15.6% of the market. This might suggest that in
reality German SMEs do not make full use of the deep stock market but rather

rely on the stable bank funding.
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Figure 5: Financial liabilities in the UK
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Our analysis reveals that the UK has the deepest capital markets in the EU
(Figure 5). The amount of listed shares was 73% of GDP in 2004, rose to 85%
in 2007, fell to 57% in the crisis year 2008, recovered to 88 % in 2010 and is
currently at 74% of GDP. In addition to its deep stock markets, the UK also has
well-developed markets for corporate bonds. While short-term debt securities
only account for 2% of the UK GDP, long-term debt securities are 19% of GDP.
Despite its deep capital markets, the UK also has a relatively strong banking
sector. Short-term loans and long-term loans both started from 23% and 35%
of GDP respectively in 2004. While short-term loans rose to 43% of GDP in
2008, long-term loans rose to 33% of GDP. In 2015, short-term loans fell to
26% of GDP while long-term loans remained at 30%of GDP.

Mortiz et al. (2015) classify the UK as a Northern European country which is a
region with the highest share of mixed-financed SMEs. Given the depth of the
British capital markets, such an outcome is not surprising. Interestingly, only
11.2% of SMEs in the Northern cluster rely on debt financing. It could imply that

when the banking sector is strong, such as in the UK, yet the capital markets
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are well-developed, so SMEs would tend to diversify their financing sources
and reach for less debt-reliant instruments. In such a context, the CMU’s goal
of deepening the single market in capital financing could be achieved by
spreading the British model to other Member States.

Figure 6: Financial liabilities in Latvia
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Lastly, we look at the example of Latvia (Figure 6) which joined the EU together
with the other post-communist Eastern European states in 2004. Latvia belongs
to the country group with the smallest capital markets. Long-term debt
securities make up 1% of GDP and listed shares make up only 4% of GDP.
Short-term loans account for 17% of GDP which is comparable to Germany.
The share of long-term loans has risen from 35 % of GDP in 2004 to 80% of
GDP in 2010 and fell back to 58% of GDP in 2015. Clearly, long-term bank
loans remain the most-prevalent financing instrument as a share of Latvian
GDP.

Interestingly, Moritz et al. (2015) classify Latvia as a Northern European country
which has the lowest share of debt-financed SMEs of all clusters. This puts

Latvia in the same country-group as the UK. At the same time, this region is
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characterised by the largest share of trade-financed SMEs (over 22%).
Although firm conclusions cannot be made, one gets the impression that even
within the identified country clusters, there may be large financing disparities.
Even more interestingly, it is possible that even countries with relatively
underdeveloped capital markets (such as Latvia) can have SMEs that diversify

their sources of financing outside traditional bank loans.

Overall, the empirical results indicate that banks and capital markets are both
important for financing the economy. So more capital markets does not
necessarily mean less banks. It is more that companies need stable banks and
that the financial intermediation of banks has to be complemented by capital

markets.

Impact of CMU across countries

Having looked at the cross-border differences in types of SMEs and their
sources of financing, we turn to discuss how the proposals laid out in the Action
Plan on Building a Capital Markets Union can impact the SME environment in
the EU. The plan is designed to fully implement the principle of free movement
of capital, as entrenched in Art. 63 of the Treaty on the Functioning of the

European Union.

The Commission identifies “fragmentation of the EU financial sector” as an
impediment to growth. With regard to SMEs, it is recognized that they are
largely dependent on domestic banks. This became particularly apparent
during the crisis when SMEs could not profit from cross-border bank lending to

a desirable extent (Hoffmann and Sorensen, 2015).

To address the gap between the use of bank loans and the depth of capital
markets, described in the previous section, the Commission argues that “cross-
border market integration helps creating larger capital markets” (European
Commission, 2015b, p. 71). The main argument in favour of facilitating cross-
border investments relates to better risk allocation in integrated financial
markets. It is expected that all EU Member States will benefit from better
integration and higher development of capital markets.

27



Demary, Hornik, Watfe: “SME Financing in the EU: Moving beyond one-size-fits-all”

Considering that in bank-based countries there is also a large share of state-
subsidized SMEs (8.5%), the Commission proposes creating a pan-European
Fund-of-Funds for allocating public financial resources. Arguably, pooling
international capital, also coming from sources outside of the EU, would allow

more SMEs to obtain the necessary financing from non-bank sources.

However, at the moment, several countries already have their own national
business growth funds (France, Italy, UK, Denmark, Spain) which have been
found to provide the necessary venture capital to fast-growing businesses.
Moreover, the European Investment Fund (EIF) can co-finance funds of funds
in cooperation with national stakeholders; for example, just this month the EIF
joined forces with the Estonian Ministry of Economic Affairs and
Communications and an Estonian financial institution, KredEXx, to create a EUR
60 million risk capital fund for SMEs in Estonia.® Thus to some extent, the EU
is already involved in helping highly innovative and growing companies through
cooperation with national parties. In light of the evident cross-country
differences in SME financing, it is to be seen how a pan-European fund of funds

would be more suitable to expand SME financing across the EU.

Another obstacle to the success of the CMU in eliminating cross-country
differences in SME financing is the fact that the quality of institutions and
specific legal provisions play an important role in determining financing
conditions at national level. Access to credit, taxation regimes, contract
enforcement, protection of minority investors and insolvency laws differ largely
across Member States,® deepening the regional disparities in SME financing.
Moreover, Daude and Fratzscher (2008) recognize that the rules for disclosure
of information, standards for accounting as well as costs related to legal
proceedings affect attractiveness of a country in terms of cross-border
financing. These country-specific characteristics cannot be easily altered with
EU action as they remain largely national competences of the Member States.

Therefore, there exists a risk of geographic concentration of capital markets in

8 As announced in the press release of the European Commission on 1 March 2016.

9 As revealed by the World Bank’s Doing Business Report which provides indicators of business
regulations in 189 economies, including almost all EU Member States (European Commission,
2015b, p. 26).
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countries with more favourable legal and administrative regimes. However,
harmonization of best-practices across the EU might lead to improvements in
regulatory and institutional financial regimes which would facilitate access to
financing for SMEs across Member States.

Yet harmonization does not need to imply full convergence of financing
structures and patterns across Member States. For example, where capital
markets are already well-developed, the goal of the CMU is to generate growth
from attracting new stakeholders, such as banks, investment funds, institutional
investors or market operators and intermediaries. For countries with
underdeveloped capital markets, the CMU offers an opportunity to inspire
investments in crucial areas, such as infrastructure, education and innovation.
Consequently, the goal is not to turn all countries towards either bank- or
market-based structures or make all SMEs either debt- or equity-financed.
Combined with the regional differences in types of SMEs and the related
various financing needs, there is a need for a more targeted approach (be it
according to sector, country or SME type) that would allow SMEs to flourish,

creating growth and jobs in the process.
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Conclusion

The findings of this paper demonstrate that the proposed policy actions of the
Commission in the framework of the CMU Action Plan will have heterogeneous

effects across different types of SMEs as well as across countries.

Firstly, most European SMEs are financed internally. Thus, the CMU can have
large potential benefits if it leads to an increase in the relative attractiveness of
external finance. This holds in particular for Eastern European countries that
have a high share of internally-financed SMEs. Secondly, even before the CMU
initiative, European SMEs generally decreased their dependence on banks,
either by reverting to internal financing or to capital markets. The CMU would
thus reinforce a trend that is already present. Thirdly, banks play an essential
role for SME financing and are vital for a diversified landscape of financing
instruments for SMEs. This is inter alia due to the fact that banks finance types
of SMEs that would be not attractive for capital market investors. While a move
from financing through bank loans towards capital market-based financing has
great potential especially in Western European countries, it does contain the
risk of higher vulnerability of SMESs to financial market crises.

The conclusions of this paper with respect to the CMU Action Plan proposals
are mixed. They are largely balanced in the sense that they stipulate mixed-
financed SMEs as the benchmark but do take into account that SMEs have
different financing needs. They also acknowledge that banks have an essential
role in SME financing. However, the Action Plan itself does not promise to
eliminate the deep structural barriers that stand in the way of fully integrated
capital markets. Moreover, much of the CMU’s success depends on whether
SMESs’ financing instruments represent free choices by the SMEs or whether
they are dependent on the domestic market structure. The German example
shows that companies might stick to bank loans even in the presence of deep
stock markets. However, the British case demonstrates that a strong banking
sector combined with deep capital markets leads SMEs to diversify their

funding sources to a large extent.
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Generally speaking, the lack of ambition of the CMU Action Plan could lead to
an overly strong geographical concentration of capital market activity in the
financial centres of the EU. As the deep structural barriers, such as legal
barriers and different accounting standards, will most likely not be tackled, the
financial centres that already have a competitive advantage are in a good
position to increase their market shares. The proposed merger of Deutsche
Borse and London Stock Exchange is one indication of this concentration

force.10

The proposals with respect to crowdfunding and loan origination by funds are
welcome complements to the European financial system. However, in any
future attempt of legislative action in these fields, the Commission needs to take
into account that financial innovation always bears hidden risks. This also holds
to a certain extent for securitization. National support and advisory structures
as envisaged in the CMU Action Plan could be used as a substitute for some
state subsidies that are particularly prevalent in Southern European economies.
Moreover, direct national subsidies could be replaced by the envisaged pan-
European funds-of-funds. First initiatives in the framework of the European
Fund for Strategic Investments (EFSI) are promising. Finally, the planned pan-
European information systems for company information would be a potentially
powerful tool for inducing SMEs to use external finance. Nevertheless, bank
regulation needs to take account the fact that the CMU will change the financial
ecosystem and in particular make banks adapt their business models towards
providing capital market services, instead of term structure arbitrage.

Like any ambitious policy project, the CMU initiative contains substantial risks
and will likely produce winners and losers. However, where it succeeds, it can
improve the financing environment for SMEs and consequently stimulate the

creation of growth and jobs in the EU.

10 The merger of these two European stock exchanges has been announced on March 16. The
parties claim that “the merger would be expected to optimise fully and benefit from the potential
of the Capital Markets Union project” (see Stafford, 2016).
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