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Key Takeaways

e  We found that access to finance for European SMEs - a central pillar of the EU's Capital Markets Union
project - has improved, especially since 2014, due to looser monetary policy and more supportive bank capital
regulations.

e  The new Basel 11l framework will not tighten SME financing conditions because in our view it is a net positive
for banks until at least 2032. What's more, monetary policy will remain accommodative for a while.

e  While SMEs' funding structure has shifted slightly away from debt, equity has not significantly increased.
What's more, SMEs are slow to grow in terms of revenue, and the easing of financing conditions over the past
decade has not enabled them to grow faster.

e  This and other research shows that not only the available amount and cost, but also the kind of financing
matters, pointing to the importance of new financing alternatives.

* This policy note does not constitute a rating action. S&P Global’s opinions, quotes, and credit-related and other
analyses are statements of opinion as of the date they are expressed and not statements of fact or recommendations
to purchase, hold, or sell any securities or to make any investment decisions, and do not address the suitability of
any security. Copyright © 2022 by Standard & Poor’s Financial Services LLC. All rights reserved.

1 Giorgio Baldassarri, group manager for quantitative modeling at S&P Global Market Intelligence, and David Doyle,
S&P Global's Head Of Government Affairs And Public Policy, EMEA, also contributed to this report.
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How can Europe help its 25 million small and medium-sized enterprises better access finance and grow? These
companies account for 99% of all EU businesses, half of its GDP, and two jobs out of three. However, SMEs can
find it difficult to access finance given their smaller size, opacity, and somewhat weaker profitability than large
firms. They therefore live on bank loans, credit lines, and leasing - their main three sources of financing (see:
“Survey on the access of finance to enterprises,” European Central Bank, Nov. 24, 2021). What’s more, they have
generally refrained from accessing capital market funding by issuing bonds or other securities.

To address these issues, the EU, through its Capital Markets Union project, aims to broaden access to a wider set
of market-based sources of financing - including alternative sources - for all European companies at each stage of
their development. This is reflected in Action 1 of the European Commission’s “Capital markets union 2020 action
plan: A capital markets union for people and businesses,” adopted on Sept. 24, 2020. In particular, Action 5 seeks
to direct SMEs to alternative providers of funding. A related discussion has emerged about whether direct SME
funding through banks could be disrupted in Europe by the latest round of Basel rules regarding the
capitalization of banks. This discussion has included questions about why only a small percentage of SMEs opt to
obtain a credit rating to facilitate potential access local, regional, and international bond markets.

Here, we show how the funding structure European SMEs? has evolved, with the aim of identifying how to
enhance their access to traditional and alternative sources of funding. To perform our analysis, we used S&P
Global Market Intelligence’s Private Company Financials database, comprising more than 800,000 records for EU
companies (see the Annex). We classified them into four categories (micro, small, medium, large) according to
their annual revenues. Then we determined how the share of their debt financing and equity financing has
evolved. S&P Global Market Intelligence is an independent division of S&P Global, as is S&P Global Ratings.

We found that European SMEs have reduced their debt compared to equity somewhat over the past decade. This
improvement was more pronounced for SMEs than micro firms (see chart 1). These observations are in line with
those of nonfinancial firms for 14 European countries available in the Banque de France’s Bank for the Accounts
of Companies Harmonized (BACH) database.

2 How we define small and medium-sized enterprises: For this report, we borrow the European
Commission's definition of a SME (see: "SME definition" ec.europa.eu). Micro companies have revenue up to
€2 million a year. Small companies have annual revenue up to €10 million, medium-sized companies up to
€50 million, and large companies greater than €50 million.
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Chart 1

European SMEs Have Reduced Their Debt-To-Equity Ratios, 2008-2019
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Source: S&P Global Market Intelligence’s Private Company Financials database. We classify the private
companies in our sample into sizes based on their revenue and in line with European Commission

classification standards. Data as of June 15, 2019.
Copyright © 2022 by Standard & Poor's Financial Services LLC. All rights reserved.

We don’t believe the shift from debt to equity means a strong improvement in the equity base of SMEs. Instead, it
represents a consolidation, partly reflecting a rationing of bank loans and corporate deleveraging between 2009
and 2014 - especially in Spain and Italy. However, financing conditions have strongly improved for European
SMEs in the past seven years. The large financing gap between funding needs and funding availability during the
European debt crisis in 2011 and 2012, which was pronounced for micro enterprises, has been closed. Plus, the
bold policy support granted to corporates during the COVID-19 pandemic seems to have helped avoid deep scars
to their financing base (see chart 2). Today, European SMEs are financing at historically low rates - even negative
in real terms - with banks. What's more, the disparity in the cost of credit between the major economies of the
eurozone has largely disappeared. In other words, the credit market for European SMEs is much less fragmented
now than 10 years ago at time of the eurozone credit crunch (see chart 3), what is alone is a very positive
outcome. So, the continuing shift from debt to equity after 2014 in an environment where the financing gap has
been closed is an encouraging sign.

www.suerf.org/policynotes SUERF Policy Note No 272 3



Chart 2

The Large Financing Gap Between Smaller And Large Firms Has Closed
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Note: The composite indicator is the weighted average of the financing needs and the availability of bank
loans, bank overdrafts, trade credit, equity, and debt securities at the enterprise level. A positive value
suggests an increasing financing gap. Source: "Survey on the access to finance of enterprises," European
Central Bank, Nov. 24, 2021.
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Chart 3

European SMEs Are Now Financing At Historically Low Rates With Banks
Eurozone interest rates on new one- to five-year bank loans of up to €1 mil. to nonfinancial
corporations
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Sources: European Central Bank, S&P Global Ratings.
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Since 2014, the availability of bank loans to SMEs has increased in all big eurozone economies and especially in
those countries that suffered the most from the credit crunch at the beginning of the 2010s (see chart 4).
However, the improvement has been less pronounced for micro and small companies than for medium-sized and
large companies, a development that is very clear in Italy (see chart 5). That’s because Italian SMEs have a more
capital-intensive profile, which is riskier for lending banks.

Chart 4

The Net Availability Of Bank Loans To EU Micro Companies Has
Improved
A positive balance indicates that bank loans are plentiful
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Note: Net availability is the balance of responses assessing the need for bank loans minus
the wilingness of banks to lend. Responses exclude those that are not applicable, Source:
"Survey on the access to finance of enterprises,” European Central Bank, Nov. 24, 2021.
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Chart b

Italy Shows That Net Availability Of Bank Loans Hasn't
Improved As Much For Micro And Small Firms
A positive balance indicates that bank loans are plentiful
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Note: Net availability is the balance of responses assessing the need for bank loans minus
the willingness of banks 1o lend. Responses exclude those that are not applicable. Source:

"Survey on the access to finance of enterprises,” European Central Bank, Nov. 24, 2021
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Several policy steps, ranging from monetary policy to bank capital regulation, have supported consistent
access to finance for SMEs

Several measures have been introduced in the last decade through regulators and central bankers to facilitate
bank financing for SMEs. At the onset of the pandemic, this supportive policy stance continued. It was
complemented by fiscal support measures, such as direct and indirect mitigation measures like government
guarantees, which helped avoid another European credit crunch.

The SME Supporting Factor was introduced in the Capital Requirement Regulation (CRR) in January 2014 for all
EU countries except Spain, which introduced it in 2013, notably diverging from the Basel accord. The purpose of
the Supporting Factor was to reduce the potential adverse impact of the introduction of the countercyclical
capital buffer between 2016 and 2019 on SME lending. In April 2020, the European Commission introduced its
“quick fix” amendments to EU banking rules amid the pandemic and updated the Supporting Factor. This lowered
capital requirements by up to 25 percentage points for loans granted to SMEs with an annual turnover not
exceeding €50 million. These SME-specific measures lowered capital costs for banks and consequently reduced
the borrowing costs that banks charge to SMEs as part of the price of loans.

In parallel, the ECB started its quantitative easing (QE) program in 2014 with purchases of asset-backed
securities and covered bonds and launched the first round of targeted longer-term refinancing operations
(TLTROs). Both instruments have grown steadily in size as well as in scope since 2014, to the point where
TLTROs make up a quarter of the ECB's balance sheet and QE bond holdings half (see chart 6). The reduction of
general interest rates because of these programs encouraged banks to expand net lending to the private sector,
including SMEs, to meet the TLTRO conditions and receive the interest compensation in return.
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Chart 6

Simplified Balance Sheet Of The Eurosystem: Assets

10,000
! m Other assets

8000 m Securities held for monetary

! policy purposes

Long-term lending to eurozone

6,000 credit institutions

m Short-term lending to eurozone
credit institutions

Bil. €

4,000
Claims on nonresidents

2,000 mGold & gold receivables

0t ——-—-——__ s

1989 2001 2003 2005 2007 2009 2011 2013 2015 2017 2019 2021

Note: Claims on nonresidents include receivables from the IMF; short-term lending operations include MROs,
reverse operations and marginal lending; long-term lending operations include all vintage LTROs; Securities
held for MoPo purpose are QE purchases; other assets are the difference between total assets and the
categories displayed on this chart.
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Basel I1I is unlikely to deter SMEs’ access to bank loans

The transition of the globally agreed final Basel standards into EU law is unlikely to constrict the bank lending
channel for SMEs, in our view. Our base case is that European policymakers will maintain their pro-SME policy
stance by including transitional arrangements to limit some of Basel’s negative impact on corporate and SME
lending. We think that this policy stance will continue for the foreseeable future, at least as long as market-based
financing still remains underdeveloped in Europe for SMEs.

On Oct. 27, 2021, the European Commission published its draft directive and regulatory proposals to implement
the Basel III regulatory framework into EU law. This directive, also covering capital requirements for SME
exposures, would finalize implementation of the global revisions to Basel III (published in 2017) that aim to
reduce disparities in the way global banks calculate credit, operational, and market risk - notably through their
use of internal models. Already the result of intense lobbying, the proposal faces further political debate and
potential tweaks before it is finalized and transposed into national laws. Originally targeted for implementation
in January 2022, then delayed to 2023 after the pandemic hit, the revised rules will likely take effect in the EU
from January 2025, with a five-year phase-in period, meaning that the framework will be fully in place by 2030 at
the earliest.
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Chart7
Basel lll In the EU: Delayed And Diluted
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BCBS—Basel Committee on Banking Supervision, CVA-—Credit valuation adjustment, Source: S&P Global Ratings,
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When looking deeper into the likely to be delayed and gradually revised capital requirements rules under the
proposed EU directive, we don’t expect a negative impact on SME lending. We rather find that it might have a
mildly positive effect considering:

° Some relaxation, relative to current rules, of risk weights of corporate and SME exposures for certain rating
classes; and

o European policymakers’ proposals to reduce the impact of the output floor for internal models for unrated
corporates and SMEs by introducing a discount factor until 2032.

In what is a net positive for banks’ required size of regulatory capital, and therefore funding costs for SME
lending, the new directive allows banks to use the standardized or the internal ratings-based approach for
corporate and SME loans.

Standardized approach. Many banks that fund SMEs use the standardized approach for loan exposures to
calculate credit risk-weighted assets - one component of the denominator of regulatory capital ratios. For
example, the Bundesbank estimates that German banks use the standardized approach for up to 70% of loans
granted to SMEs. Chart 8 shows the risk weights of the existing standardized approach and under the new Basel
III rules. With the updated rules, standardized risk weights were lowered to 75% from 100% for SMEs rated
‘BBB+’ to ‘BBB-‘ for jurisdictions allowing the use of external credit ratings, while for unrated corporate SMEs
(those with turnover of less than €50 million) the risk weight is reduced to 85% from 100% previously. For
Europe, the SME Supporting Factor under the European Commission’s “quick fix” effectively implements the
already lower risk weights of 85% for SME exposures (with turnover higher than €2.5 million) and even lower
for below €2.5 million (76%).
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Chart 8

Final Basel lll Rules On Exposures To General Corporates, Including SMEs
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Source: Basel Committee on Banking Supervision.
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Internal ratings-based approach. Some banks use internal models for their SME portfolio to calculate capital
requirements. These models allow banks to estimate relevant risk parameters, such as the probability of default
for loans and loss given default if a borrower is unable to pay back the loan, to infer capital requirements to cover
potential credit losses in the future. The revised Basel III rules introduce some “input floors,” which will set
minimum values for the parameters banks use to calculate their capital requirements under the IRB approach,
resulting in increased capital requirements. What’s more, and a significant change from the previous Basel
standard, an “output floor” will be introduced and restrict some of the beneficial effects from internal models to
make these models globally more comparable. As such, the new output floor limits how much banks can reduce
their capital requirements for loans relative to the standardized approach.

To smooth the impact of the introduction of the output floor, the EC has proposed to phase it in over five years.
Starting from 50% of calculated credit risk-weighted assets (RWA) under the standardized approach in 2025, the
output floor will increase gradually toward 72.5% in 2030 (see chart above). Considering the relatively large
RWA impact from the output floor - particularly for unrated corporates and SMEs - the EC’s proposed
transitional rule would avoid a negative impact on credit supply and give banks more time to adapt. In addition,
banks would be allowed to apply a preferential risk weight of 65% of their exposures to corporates and SMEs
when calculating the RWAs for the output floor, at least until the end of 2032.

That said, the proposed rule would apply only to exposures to unrated corporates and SMEs with a probability of
default of less than or equal to 0.5%, which corresponds to an “investment-grade” rating according to the view of
the European Commission.
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Equity investments in corporates and SMEs

The IRB approach is no longer applicable for the calculation of RWAs for equity investments in corporates and
SMEs. Banks have to use the standardized approach, which would lead to higher RWAs under new Basel rules, for
example, 250% for standard corporate equity exposures and 400% for speculative equity investments. To
somewhat offset this tightening, European lawmakers have also proposed to reduce the impact by carving out
equity investments deemed as “long-term strategic” from the 400% classification, to bring it back to 250%, and
by introducing a transition phase of five years for both the 250% and the 400% exposures.

In their implementation of Basel rules, European policymakers have continuously sought to avoid negative
consequences from tightening banking regulations on SME lending. We expect this stance to continue in the
future, at least until banks are the ones to provide most SME funding.

European SMEs have a hard time growing even when financing conditions are favorable

We find that SMEs based in the EU are slow to grow. Investigating the share of companies within our database
that have moved from one category of revenues to another from 2008 through 2019, we find that less than a
quarter (23%) of micro enterprises have moved to the next category of revenues. Even fewer small (15%) and
medium-sized (12%) enterprises have done so (see chart 9). There is no major difference in this transition
whether the companies are based in the European Monetary Union (EMU), the Nordic countries, or the U.K. We
find that U.S. SMEs present in our sample are much more dynamic in this respect.

Chart9

Few Of The EU’s Micro, Small, Or Medium Enterprises Grow Up
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Source: S&P Global Market Intelligence's Private Company Financials database. The thickness of the line
represents the number of the total moving from one revenue class to the other over the time period. We
classify the private companies in our sample into sizes based on their revenue and in line with European
Commission classification standards,

Copyright ® 2022 by Standard & Poor’s Financial Services LLC. All rights reserved.
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What's more, improved financing conditions have not allowed European SMEs to grow faster. European SMEs did
not grow quicker in terms of revenue between 2014 and 2019 (a time of loose financing conditions and
incentives for banks to grant loans to SMEs) than they did between 2008 and 2013 (the global financial crisis and
the European debt crisis), whatever their initial size (see chart 10). However, we note that slightly fewer large
and medium-sized firms fell back into the lower revenue category in the second period.

Chart 10

Better Financing Conditions In 2014-2019 Didn’t Allow EU SMEs To Grow Quicker

Transitions between 2008 and 2013 Transitions between 2014 and 2019
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Source: S&P Global Market Intelligence’s Private Company Financials database. The thickness of the line
represents the number of the total moving from one revenue class to the other over the time period. We
classify the private companies in our sample into sizes based on their revenue and in line with European
Commission classification standards.
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It can be argued that easier financing conditions have not led to higher growth because European companies
operated in the same slow growth environment. However, with SMEs accounting for half of European GDP, it can
also be argued that more investment from their side would have changed the environment where they operate.

The kind of finance, rather than the shape is key for SMEs

Our findings at first glance confirm the widespread view that not only the available amount and cost but also the
kind of financing matters for SMEs in Europe. Several studies highlight the uneven impact of SME financing
practices on their economic performance. In the past, the European Bank for Reconstruction and Development
identified private equity financing as a source of growth for SMEs. The use of private equity, venture capital for
the most part, is said to increase operational efficiency and earnings, boost investment, and employment (see
“EBRD Transition Report 2015-16: Rebalancing Finance,” especially Chapter 4, Nov. 10, 2015). More recently, the
think tank New Financial pointed out that capital markets improve the allocative efficiency of capital by
effectively crowdsourcing decisions about value and potential to a wide range of investors and channeling
investment to its best possible use (see “A New Vision for EU Capital Markets,” February 2022). These views
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suggest that the kind of financing, rather than the shape of it - which we examined in the first part of this article -
is key to boosting economic performance. Indeed, SMEs today have more than a binary choice of financial
themselves via bank loans or debt capital markets. The development of leasing, factoring, and crowdfunding has
increased funding alternatives for SMEs. Similarly, the think tank Bruegel has documented an acceleration in
venture capital for EU companies (see “Venture capital: a new breath of life for European entrepreneurship? Feb.
10, 2022). If sustained and sustainable, SMEs’ increased recourse to venture capital might increase the allocative
efficiency of capital. This may mean that finance of the future, rather than forms of the past, could be more

effective ways to jumpstart growth of Europe’s SMEs, and with it, the livelihoods of millions of people.

Annex
How we used S&P Global Market Intelligence’s Private Company Financials database

This research is mainly based on S&P Global Market Intelligence’s propriety database Private Company
Financials, which provides more than 200 standardized financial statement items for some 10 million private
companies globally. Driven by our research questions, we tapped the database to constitute our working data set,
mapping financial data with company-specific, currency, geographic, and other information.

To keep the same population of companies over the period of investigation, we had to restrict our sample to 1.1
million private companies, of which 76% are based in the EU (excluding the U.K.), 14% in the U.K,, 10% in the
Nordic countries outside of the EU, and less than 1% in the U.S. (rounded numbers). The geographical
distribution reflects the nature of the Private Company Financials database, specifically, the expansion in
coverage of European companies through 2020 and 2021, and data provided to S&P Global Market Intelligence
through its partnerships with third-party providers. We did not apply any methodology that would skew the
geographical distribution of the original sample. All revenue data were converted to euros, using foreign
exchange rates published by the ECB.

Table 1

Data For Chart 8: Few Of The EU's Micro, Small, Or Medium Enterprises Grow Up

Micro Small Medium Large Total
Micro 76.2% 21.9% 1.6% 0.2% 466,604
Small 14.4% 70.4% 14.5% 0.7% 257,641
Medium 6.0% 17.3% 64.5% 12.2% 70,692
Large 3.4% 4.3% 13.8% 78.5% 22,062
Total 397,784 296,740 93,539 28,836 816,899

Note: Each row shows the percentage of firms in a revenue class that have transitioned to another another over the period. So, for the top row,
21.9% is the share of micro firms that transitioned to small firms in 2008-2019. Source: S&P Market Intelligence Private Company Financials
Database. We classify the private companies in our sample into sizes based on their revenue and in line with European Commission
classification standards.
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Table 2
Data For Chart 9a: Better Financing Conditions In 2014-2019 Didn't Allow EU SMEs To
Grow Quicker

Transitions between 2008 and 2013

EU 2008-2013 Micro Small Medium Large Total
Micro 85.0% 14.0% 0.8% 0.2% 466,604
Small 9.9% 82.3% 7.5% 0.3% 257,641
Medium 2.0% 16.1% 75.5% 6.3% 70,692
Large 1.2% 31% 13.2% 82.5% 22,062
Total 424,015 289,492 79,346 24,046 816,899

Note: Each row shows the percentage of firms in a revenue class that have transitioned to another another over the period. So, for the top row,
14.0% is the share of micro firms that transitioned to small firms in 2008-2019. Source: S&P Market Intelligence Private Company Financials
Database. We classify the private companies in our sample into sizes based on their revenue and in line with European Commission
classification standards.

Table 3
Data For Chart 9a: Better Financing Conditions In 2014-2019 Didn't Allow EU SMEs To
Grow Quicker

Transitions between 2014 and 2019

Micro Small Medium Large total

Micro 85.3% 14.2% 0.4% 0.1% 424,015
Small 11.4% 78.2% 10.2% 0.3% 289,492
Medium 3.4% 12.4% 75.5% 8.6% 79,346
arge 1.9% 2.0% 8.9% 87.2% 24,046
total 397,784 298,740 93,639 28,836 816,899

Note: Each row shows the percentage of firms in a revenue class that have transitioned to another another over the period. So, for the top row,
14.2% is the share of micro firms that transitioned to small firms in 2008-2019. Source: S&P Market Intelligence Private Company Financials
Database. We classify the private companies in our sample into sizes based on their revenue and in line with European Commission

classification standards.
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