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EXECUTIVE SUMMARY

This Staff Working Document has been prepared by the Commission services with input
from the EIB and the EIF, and constitutes an ex-ante assessment of the SME Initiative. The
SME Initiative has been presented in June 2013 in the Commission's and EIB's joint report
to the European Council, to complement and utilise synergies between existing SME
support programmes at national and EU level. More specifically, a joint-instrument, blending
EU funds available under COSME and Horizon 2020 and ESIF resources in cooperation
with EIB/EIF was proposed in view of generating additional lending to SMEs. The Initiative
has been endorsed by the European Council both in its June and October meetings and has
received a positive opinion by ECOFIN and the EFC.

The drafting of the study has been carried out under stringent data and time constraints in
order to meet the requirements of the draft Common Provision Regulations, art. 33bis, in
relation to ESIF contributions by Member States. For COSME and Horizon 2020 ex-ante
assessments have already been carried out.

The document is structured as follows:

Chapter 1 analyses EU SMEs' difficulties in accessing external finance and estimates the
amount of loans that "financially viable" firms would need but cannot obtain from the banking
system (the "financing gap"). During the financial crisis, while the reduction in the volume of
lending and the worsening of lending conditions has affected all non-financial corporations, it
has particularly hit EU SMEs. This credit growth weakening may in itself justify policy
measures, aimed at speeding up and strengthening the recovery. However, in order to
design specific policy measures, focusing on the causes of credit growth weakening, it was
deemed necessary to investigate more in depth the nature of SMEs' difficulties with access
credit; this is done not so much by looking at demand and supply side behaviour, but by
exploring financial market failures in providing credit to financially viable borrowers. We
adopt a statistical methodology — appropriate for the data at our disposal — to gauge the
SME "financing gap" at both the EU level, and at Member State level. At the EU28 level, we
estimate the proportion of "financially viable" SMEs" that faced problems in accessing bank
financing between 2009 and 2012 in the interval of 0.7%-4.1% of all SMEs to be at
approximately 154,000-855,000 SMEs. This figure includes all financially viable SMEs that:
i) have been refused a bank loan; ii) have turned down a bank loan, presumably due to the
credit conditions; iii) have been discouraged from even applying for a bank loan. By
multiplying the average SME loan size by the aforementioned number of financially viable
SMEs with problems in accessing loan financing, an EU-wide gap can be quantified within
the range of €20 bn to €112 bn, representing the average for the period 2009-2012. In 2012,
based on the latest available figures, the EU wide gap decreased to a total of EUR 105 bn,
representing EUR 95 bn for non-agricultural SMEs and EUR 10 bn for agricultural SMEs.

L we proxy the proportion of financially viable SMEs with the proportion of SMEs that have experienced a
turnover growth higher than 20% in the previous 3 years (lower bound), or higher than 0% in the previous 6
months (upper bound).



Box 1: ESTIMATED SME LOAN FINANCING GAP - METHODOLOGY AND RESULTS?

This Ex-Ante Assessment builds on the methodology used in previous field studies (most
notably Economisti Associati, 2011) and expands it by taking into account Member States
heterogeneity at the level of SME access to loan financing.

1. The starting point is the percentage of financially viable SMEs that are unsuccessful
in obtaining loan finance. This is computed using the following formula:

Unsuccessful SMEs = [SMEs that applied x(SMEs rejected + SMEs refused)] + SMEs discouraged

Where:
I. SMEs that applied: share of financially viable SMEs that applied for a bank loan;

Il. SMEs rejected: share of financially viable SMEs that applied for a bank loan and whose
demand was rejected by the bank;

lll. SMEs refused: share of financially viable SMEs that applied for a bank loan and refused
the proposed bank loan because of high interest rates;

IV. SMEs discouraged: share of financially viable SMEs that did not apply for a loan for
fear of rejection;

Country-level information on Unsuccessful SMEs is provided in Annex 6 to Chapter 1.

2. Using the estimated Unsuccessful SMEs, the SME loan financing gap (LFG) is
calculated as follows:

LFG = Nr SMEs x Financially Viable SMEs x Unsuccessful SMEs x Average SME loan size
Where:

. Nr SMEs: number of SMEs;

Il. Financially Viable SMEs: share of SMEs exhibiting positive turnover growth;?

[ll. Unsuccessful SMEs: share of financially viable SMEs unsuccessful in obtaining loan
financing (see above);

IV. Average SME loan size: average size of loans granted to SMEs.

Country-level information on the SME loan financing gap is provided in Annex 6 to Chapter
1, under the indication for the "Estimated interval for SME Loan Financing Gap" with a lower
and an upper bound. Overall, the upper bound at the EU28 level is estimated at EUR 105bn.

These are the reference figures for the SME loan financing gap used in Table 1, columns 2-
4 below. At the Member State level, significant differences in SME access to finance

% This box briefly introduces the methodology adopted in the estimation of the loan financing gap. The reader is
referred to Section 4.1.2 and Annexes 3 to 7 to Chapter 1 for a comprehensive description of the study
performed and the data sources involved.

® For a detailed description of the measurement of financially viable SMEs, the reader is referred to Section 4.1.2
and Annex 4 to Chapter 1.




emerge: while some Member States seem to experience almost no problem in financing
their financially viable SMEs, other countries appear to record a substantial SME financing
gap. An assessment of the projected evolution of the main factors affecting the SME
financing gap in the upcoming years (the EU economic outlook, the evolution of the financial
conditions of banks, the developments of credit guarantee schemes, the developments of
the SME securitisation market, the introduction of measures against late payments, the
development of alternatives for bank finance, the launch of the banking union) points to a
likely reduction of the financing gap, although to an extent that is not bound to greatly affect
our current quantitative assessment.”

Having established the existence of a financing gap at all levels — albeit with differences
across geographical areas — Chapter 2 examines the rationale for policy interventions, in
particular through the SME Initiative. The need for policy intervention is established, both to
enhance SMEs' credit availability (through the revival of the SME securitisation market and
the SME uncapped guarantee market), and in the field of entrepreneurship and innovation to
counter information asymmetries, transaction costs and lack of sufficient policy coordination
and to foster spill-over effects. Secondly, the case is made for public intervention at the EU
level, rather than at other levels, due to the EU-wide lack of access to finance. Furthermore,
an EU-level intervention may also trigger off positive externalities throughout the area; i.e. i)
the scale of the EU-wide policy measure may enhance its efficiency (critical mass), ii) an
EU-wide initiative can contribute to repairing the monetary policy transmission channels, iii)
the EU banking system as a whole can benefit from the "bank multiplier" effect of additional
SME loans. Successively, the SME Initiative is described: the two proposed products
(uncapped portfolio guarantee and portfolio securitisation) are analysed in detail, including
the necessary critical mass for the 3 options (EUR 3 bn for Option 1, generating an
aggregate SME loan amount of up to EUR 15 bn; 4-5 bn for Option 2, generating an
aggregate SME loan amount of EUR 28-35 bn; and 4-5 bn for Option 3, generating an
aggregate SME loan amount of EUR 36-45 bn). The proposed SME initiative does not
require new legal bases, but uses the legal framework that already exists, namely the
COSME and Horizon 2020 legal acts, together with the Financial Regulation and the
Common Provisions Regulation (CPR). Thus, the implementation of both the uncapped
guarantee and the securitisation instruments will follow clearly defined rules and principles
on addressing market failures, non-distortion of competition, additionality, selection of
financial intermediaries, as well as on reporting, monitoring, intervention modalities. This
framework is set to ensure, inter alia, avoidance of moral hazard through alignment of the
financial intermediaries' interest with EU objectives, and pursuit of best practices through the
financial expertise of the EIB Group as the implementing body. Alignment of interest with the
intermediaries will be ensured through risk sharing (in the case of uncapped guarantees)
and retention of portfolio First Loss Piece by the originator (in the case of securitisation).
Finally, the value added of the Initiative is assessed in the light of the rationale for EU
intervention established beforehand. The Ex-ante assessment concludes that the value
added of the SME Initiative is its potential to:

* Our assessment of the gap is very conservative and actually likely to be underestimated, due to the exclusion
from our estimate of "financially viable" SME loan requests which have been partially turned down.
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e address financial market fragmentation, as securitisation can play an important role
in the funding strategy as well as for capital relief, contributing to level off SME
financial conditions across countries;

o exhibit demonstration, signalling, and catalytic effects, including multiplier
effects and economies of scale by pooling resources in a complementary way
from the EU (COSME, Horizon 2020, and ESIF), the EIB, the EIF, and possibly also
those of the national promotional/development/public banks and private investors,
thus scaling up the available resources and ensuring a more critical impact in the
market, for the benefit of SMES;

e contribute to capacity building, that draws on the experience of the EU institutions
— the European Commission, the EIB and also the EIF — in designing and
implementing SME financing schemes. Moreover, as an established and respected
player in the European market, EIF can play a key role via market presence,
reputation building, and signalling.

e enhance EU policy objectives and consistency - the SME initiative has the
potential to significantly contribute to enhancing access to finance of SMEs and
would thus contribute as such to the achievement of the EU 2020 objectives, as well
as to addressing market fragmentation.

Chapter 3 of the report is devoted to the analysis of the consistency of the SME Initiative
with other existing and envisaged SME policies, and of the proportionality of the proposed
intervention with respect to the problem to be addressed, namely the EU SME financing
gap. As for consistency, the initiatives considered include: centrally managed EU
instruments, ESI Funds (including existing initiatives), national initiatives (including a
description of specific national measures in a number of countries), EIB intermediated
lending and other sources of financing. In general, the SME initiative does not aim at
replacing other instruments that provide debt finance to SMEs, but complements them and
ensures critical mass. The proportionality analysis is twofold. First, it takes stock of market
testing performed by the High-Level Working Group of the Economic and Financial
Committee and by the EIB. It indicates that market participants in the HLG and stakeholders
consulted by the experts express a strong interest in a European financing initiative as it has
the potential of overcoming the limitations linked to national programmes, such as different
(and unequal) structures, policies and availability (i.e. some jurisdictions do not have a
framework) for SME finance across Member States. In particular, from the viewpoint of
originators, large/better rated institutions could be interested in a scheme that would allow
them to optimise their regulatory capital consumption. Securitisation could attract interest
from both small and large institutions. However, for originators "overly strict criteria will have
an impact on the portfolio size and hence the effectiveness of generating big volumes."
Among potential investors (generally banks and money managers) some are focusing on
senior exposure, with a disbursement capacity of 20-30 EUR bn, while more risk-prone
investors would more likely focus on mezzanine tranches. This market testing is
complemented by another market testing based on a sample of originators and arrangers,
performed by the EIB/EIF. Based on the responses received, there was broad agreement
between both originators and arrangers that economic and regulatory capital constraints,
credit risk considerations and SME demand were among the main challenges hampering
more lending towards SMEs. The respondents also suggested that cheaper and easier
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access to capital and more demand by SMEs would allow them to increase their lending
volumes to SMEs.

The second part of the proportionality analysis shows that, given the widespread nature and
the size of the market failure that SMEs face when seeking access to finance, there will be
ample scope for other national and/or regional initiatives and financial instruments to further
address the market failure. Indeed, the fraction of the SME financing gap that might be
covered by the loans generated through the SME Initiative is on average at least around
10%, although with large variations across countries. More specifically, the expected impact
of the SME Initiative on the evolution of the SME loan financing gap — estimated in Chapter
1 (see Box 1 above) — will depend on two factors: i) the projected growth of the gap over the
MFF period based on the historical growth during 2009-2012; and ii) the dynamic impact of
the lending under the SME Initiative, which may generate potential for further investments
and growth, thus prompting some further demand for finance. (see section 4.3.8 for further
details).

The following Table 1 summarises, for each Member State, the expected SME gap
coverage over the next MFF period, under different overall contribution scenarios (3bn, 5bn,
or 8.5bn total ERDF+EAFRD contributions, assuming full Member State participation).

Columns 10-12 provide an estimate of the projected coverage of the gap through the SME
Initiative, for the three scenarios (EUR 8.5bn, EUR 5bn or 3bn of ESIF contributions), taking
into account an average leverage assumption (for options 1 and 2) of 1:6.3. In case the
coverage rate is below 100% for a Member State participating in the SME Initiative, the
Member State may allocate further resources up to the Maximum Contribution indicated in
column 6, provided that the aggregate ESIF contribution does not exceed EUR 8.5bn.
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TABLE 1 - LOAN FINANCING GAP COVERAGE CAPACITY OF THE SME INITIATIVE. ALL ABSOLUTE AMOUNTS IN € MILLION (UNLESS OTHERWISE STATED)

g Upper Bound(ggl_f_tzegizl\)/leasured Gap ERAI\DI::Oféz\eFdRD Cgﬂr?é:rgli:gn Necessary Contributions Projected Gap Coverage

E’; Non-Agricultural Agricultural 6 Amounts 5 8.5€BIn 5€BIn 3€BIn 8.5€BIn 5€BIn 3€BIn

=< SMEs SMEs Total SMEs (% of EU28 total) Scenario | Scenario | Scenario | Scenario | Scenario | Scenario
gi;“ 95 EUR BlIn 10 EUR Bln 105 EUR BIn ASSUMED LEVERAGE: 6.33
AT 0.44% 0.80% 0.47% 1.56% 147 144 79 47 98% 54% 32%
BE 2.15% 0.18% 1.97% 0.52% 94 48 27 16 8% 4% 3%
BG 0.73% 1.41% 0.79% 2.08% 273 192 106 62 71% 39% 23%
HR 0.46% 1.17% 0.53% 2.32% 181 181 118 70 100% 65% 38%
CYy 0.06% 0.08% 0.06% 0.10% 18 9 5 3 42% 23% 14%
Cz 0.93% 0.14% 0.86% 4.86% 296 296 248 146 100% 84% 49%
DK 0.90% 0.22% 0.84% 0.27% 49 25 14 8 9% 5% 3%
EE 0.14% 0.27% 0.16% 0.94% 53 53 48 28 100% 90% 53%
Fl 0.38% 0.39% 0.38% 1.10% 118 102 56 33 86% 48% 28%
FR 5.50% 2.67% 5.25% 6.44% 1,156 596 328 193 36% 20% 12%
DE 6.18% 3.47% 5.94% 6.82% 1,225 632 348 205 34% 19% 11%
EL 4.50% 9.21% 4.92% 4.45% 799 412 227 133 27% 15% 9%
HU 0.64% 0.92% 0.67% 5.25% 229 229 229 157 100% 100% 69%
IE 1.63% 2.61% 1.72% 0.92% 165 85 47 28 16% 9% 5%
IT 22.17% 17.99% 21.80% 11.62% 2,088 1,077 593 349 16% 9% 5%
LV 0.18% 0.32% 0.20% 1.17% 67 67 60 35 100% 89% 52%
LT 1.10% 5.96% 1.53% 1.78% 320 165 91 53 31% 17% 10%
LU 0.66% 0.01% 0.60% 0.04% 8 4 2 1 2% 1% 1%
MT* 0.07% 0.04% 0.06% 0.17% 22 15 9 5 71% 39% 23%
NL 3.56% 0.66% 3.30% 0.38% 69 36 20 12 3% 2% 1%
PL 2.99% 21.82% 4.67% 17.78% 1,602 1,602 907 533 100% 57% 33%
PT 2.10% 3.45% 2.22% 5.30% 694 491 271 159 71% 39% 23%

° Computed as the maximum amount of resources that can be allocated by each Member State, without breaching the CPR 7% limit of ERDF and EAFRD.
® Calculated as the weighted average of the two previous columns.
" Refer to Section 4.3.8.3 and footnote 131 for a complete discussion on the assumed leverage.
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g Upper Bound(ggl_f_tggizl\)/leasured Gap ER'?DI:ZCJfIStAeFdRD Clrr?;ii?&:gn Necessary Contributions Projected Gap Coverage

= Non-Agricultural Agricultural 6 Amounts 5 8.5€BIn 5€BIn 3€BIn 8.5€BIn 5€BIn 3€BIn

= SMEs SMEs Total SMEs (% of EU28 total) Scenario | Scenario | Scenario | Scenario | Scenario | Scenario
RO 1.50% 18.30% 2.99% 6.55% 1,027 606 334 196 59% 33% 19%
SK 0.30% 0.20% 0.29% 3.25% 101 101 101 97 100% 100% 97%
SI 0.91% 0.60% 0.88% 0.81% 145 75 41 24 25% 14% 8%
ES 28.22% 5.05% 26.17% 9.71% 1,744 899 495 201 11% 6% 4%
SE 2.19% 0.47% 2.03% 0.94% 170 88 48 28 13% 7% 4%
UK 9.39% 1.57% 8.70% 2.89% 519 268 147 87 9% 5% 3%
EU28 100.00% 100.00% 100.00% 100.00% 13,378 8,500 5,000 3,000 27% 15% 9%

"The sample size for viable SMEs was too small to be representative, so a broader SME sample was analysed
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[. INTRODUCTION

This Staff Working Document has been prepared by the Commission services with input from
the EIB and the EIF, and provides the ex-ante assessment of the SME Initiative presented by
the Commission and the EIB,? endorsed by the European Council,® as required by the draft
Common Provision Regulations, art. 33bis.*°

The ex-ante assessment of the SME Initiative aims to underpin the rationale of the Initiative
and to contribute constructively to its further design in view of a timely implementation as
requested by the June European Council.

A weak and fragmented EU banking sector, the SMEs high reliance on banks for their
funding and the importance of SMEs for economic growth makes the case for public
intervention aiming at improving funding for SMEs. The EU provides financing to SMEs
through a number of different channels, including both grants and financial instruments such
as loans, guarantees, securitisation and equity/venture capital products.

EU policy instruments in the current 2007-2013 Multiannual Financial Framework (MFF)
involve both Structural Funds programmes (EUR 50 billion of grants and financial
instruments to SMEs'!) and financial instruments implemented under direct management.
The latter, used to guarantee partner banks' SME loan portfolios and to provide venture
capital, generate some EUR 6 billion in total equity and loans to SMEs annually. It is
expected that these instruments will mobilise new finance of EUR 32.5 billion and support
about 368.000 SMEs including micro-enterprises over the period 2007-2013, with a budget
contribution of EUR 1.5 billion. Additional equity investments totalling some EUR 500 million
in 2007-2013 are supported from central EU budget funds

In addition, the European Investment Bank (EIB) and the European Investment Fund (EIF)
are already significantly assisting SMEs' access to finance by using own resources, in
addition to EU budget funds. The EIF is providing credit enhancements for SME loan
portfolios through guarantee activities while the EIB is providing "global loans" for SMEs.
Overall, in the years 2011 and 2012, the EIF has been providing over EUR 1 billion per
annum in equity investments in venture funds which then support SMEs and also more than
EUR 1.1 billion (or even EUR 1.4 billion in 2011) in guarantees to banks lending to SMEs.
The EIB signed more than EUR 10 billion of loans to SMEs in 2012. Several Member States
operate similar SME schemes through national promotional banks.

For the next MFF, 2014-2020, support to SMEs will be a key priority for the European
Structural and Investment Funds (ESIF) and EU level financial instruments also aim to
increase the support to SMEs under the COSME and the Horizon 2020 programmes. These
programmes should support EUR 33 billion of financing to SMEs. In addition, the EIB plans
to provide approximately EUR 18 billion annually in direct and indirect financial support to
SMEs in the EU, in the form of loans to partner financial institutions for on-lending to SMEs.

8 European Commission and European Investment Bank (2013).

® European Council (2013).

1% For COSME and Horizon2020 ex-ante assessments have already been carried out.

10 2007-2013, EAFRD contributed to financial instruments budgetary resources of EUR 355 million.
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Also the EIF is set to continue and possibly increase its support. However, while there are
different resources available to enhance access to finance by SMEs, much greater leverage
effects and economies of scale can be achieved by combining these various resources,
notably from centrally managed EU programmes, ESIF, the EIB and EIF and possibly those
of national institutions and private investors. This is why, for the 2014-2020 MFF, a proposal
has been made for a new SME Initiative, based on financial instruments of COSME and
Horizon 2020 jointly funded by the EU central budget and voluntary ESIF allocations,
allowing Managing Authorities to contribute ERDF and EAFRD resources to COSME and
Horizon 2020.
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[I. BACKGROUND

2.1 EU financial instruments under the MFF 2014-2020

In the Communication "A budget for Europe 2020", the Commission highlighted the intention
to extend the use of innovative financial instruments for increasing the impact of the EU
budget. Financial instruments, such as guarantees, equity or quasi-equity investments, or
other risk-sharing instruments, are used to address market failures or sub-optimal investment
situations. Their use at EU level has to respect the principle of additionality, meaning that
they shall not replace existing funding and distort competition in the internal market. They
also have to create a leverage effect, i.e. the contribution from the EU budget shall mobilise
investments exceeding the size of the Union contribution.

2.2 Proposal of the SME Initiative

In June 2013, the European Commission and EIB Group submitted to the European Council
an initiative to complement and utilise synergies between existing SME support programmes
at national and EU level.”” More specifically, In particular, a joint-instrument, (the "SME
Initiative) blending EU funds available under COSME and Horizon 2020 and ESIF resources
in cooperation with EIB/EIF was proposed in view of generating additional lending to SMEs.
The proposed SME Initiative builds on the Basic Acts of COSME and Horizon 2020 and
makes use of the concept of Joint Instruments developed in the Common Provisions
Regulation and referred to in the COSME and Horizon 2020 Basic Acts to complement the
actions taken at national level in support of SMEs.

To foster investment and improve access to credit, the June European Council called for the
mobilisation of European resources including those of the EIB and launched a new
"Investment Plan" to support SMEs and boost the financing of the economy, endorsing the
expansion of joint risk-sharing instruments between the European Commission and the EIB
Group. To leverage the private sector and incentivise capital market investments in SMEs it
was agreed that "The Council, in consultation with the Commission and the EIB, will specify
without delay the parameters for the design of such instruments co-financed by the Structural
Funds, aiming at high leverage effects. The necessary preparations should be made to allow
these instruments to begin operating in January 2014".*3

UEAPME,* as representative of SMEs, reacted to this conclusion: As a summary of
UEAPME'’s position a reference can be made to one of UEAPME’s Press Releases, dated
11.07.2013 %(...), UEAPME will promote to all regions to use the new possibilities of all ESI
Funds to support financial instruments for SMEs, especially loan guarantees and the

25ee European Commission and European Investment Bank (2013).

'3 See European Council (2013).

“UEAPME is the employers’ organisation representing the interests of European crafts, trades and SMEs at EU
level. UEAPME is a recognised European Social Partner. As the European SME umbrella organisation,
UEAPME incorporates around 80 member organisations from 34 countries consisting of national cross-sectorial
SME federations, European branch federations and other associate members, which support the SME family.
UEAPME represents more than 12 million enterprises, which employ around 55 million people across Europe.
See http://www.ueapme.com/
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securitisation of SME loan portfolios of banks to improve their capacity to lend additional
money to SMESs. In this context, UEAPME President Almgren supported at the meeting of the
European Council the new initiative of the European Commission and the European
Investment Bank to blend money from the Regional Development Fund with money from the
Commission Programmes COSME and Horizon 2020 to create an impactful instrument for
the securitisation of SME loan portfolios.

Against the backdrop of (a) difficult financing conditions for SMEs, with particular difficulties
for innovative ones, (b) an overreliance of European enterprises on bank finance compared
to capital market-based finance and, (c) the fragmentation of Euro area financial markets, the
Commission/EIB report to the June European Council presented three options to expand
joint risk-sharing instruments between the European Commission, Member States and the
EIB and EIF to leverage private sector capital market investments in SMEs and reduce
market fragmentation (the SME Initiative).

At the request of the Economic and Financial Committee (EFC), a High Level Expert Group
(HLG) has prepared an opinion® on the proposed initiative and provided an assessment of
the potential market interest. The report endorsed clearly: (a) the value added attached by
the private and institutional investors to a European initiative supported politically by Finance
Ministers, central bank Governors and Heads of State and Government, (b) the specific
added value of the involvement of the EIF and EIB in the structuring of each transaction
providing a standard approach and facilitating the investors analysis of each transaction, (c)
the potential of such a European initiative for developing European capital market financing
and supporting a diversification of corporate financing from banks to capital markets, and (d)
its potential in contributing to overcoming fragmentation of the Euro area financial markets
and thus contributing to repairing the impaired monetary policy transmission channel.

An important feature of the SME Initiative, also highlighted by the work of the HLG, is that
from the point of view of originating banks, investors and SMES, the three proposed options
presented by the Commission and the EIB boil down in substance to two alternative ways of
operating, namely (a) guarantees and (b) securitisation structures. From the point of view of
the market, options 2 and 3 are identical. Option 3 simply increases the risk bearing capacity
of the EIF, allowing it to take more risky mezzanine tranches (i.e. achieve a lower
attachment® point) and therefore allows the Initiative to reach out to a larger number and a
wider group of SMEs. The level of complexity vis-a-vis the market is the same as in option 2
and investors will still look at and get exposure to individual transactions. However the level
of complexity for EIB is much higher for Option 3.

Also at the request of the EFC an EIB/EIF report on the SME Initiative was prepared in
parallel to the work of the HLG. This report showed that (a) the EIB/EIF supports the
opportunity of such an SME Initiative, (b) all options are workable and complementary to
each other, and (c) by and large the expected leverage ratios included in the Commission
proposal are achievable. The EIB/EIF assessment points also to the important challenges
that need to be addressed in order to ensure a smooth implementation: (a) a timely
adjustment of the Common Provision Regulation to allow for a smooth and simple use of
structural funds, and (b) involvement of national regulatory and supervisory authorities.

> See High Level Working Group to the EFC (2013a, 2013b).
8 Minimum level of losses in a portfolio to which a tranche is exposed.
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The October European Council endorsed the SME initiative and invited Member States to
make good use of the opportunities provided. It reiterated its call to expand joint risk-sharing
financial instruments between the Commission and the European Investment Bank (EIB) to
leverage private sector and capital market investments in SMEs, with the aim of expanding
the volume of new loans to SMEs across the EU. Work should be finalised to amend the
Common Provisions Regulation to enable the use of guarantees. The new instruments
should achieve high leverage effects and be attractive for private sector and capital markets
investment. The EIB should start implementing them while work should start immediately on
further developing tools for the future, especially on securitisation. While contributions to the
SME initiative should remain voluntary, the European Council called for the greatest possible
participation by Member States. Participating Member States will inform the Commission and
the EIB about their contributions by the end of the year. The new instruments should begin
operating in January 2014 to accompany recovery, fight unemployment and reduce
fragmentation in the initial years of the financial framework.

2.2.1 EIB/EIF involvement in the SME Initiative

EIB/EIF's role is crucial in the sourcing and structuring of the operations supported by the
SME Initiative, ensuring a consistent approach and proper risk assessment and
management. Assuming a maximum of 8.5 bn of ESI funds and a 50/50 split between
COSME and Horizon 2020 allocations (EUR 180m each) to the mezzanine risk coverage, the
EIB/EIF total involvement in the initiative, in terms of guarantee exposure and funding, over
the 6 to 7 years (2014—2020), would be capped in the range of maximum EUR 36-49 billion,
depending on the chosen option, the products and on the overall riskiness of the portfolios.
The exact volume will depend on the ESI Funds made available by Member States and the
maximum leverage the Bank can commit to. These amounts are calculated in order to
ensure maintenance of a credit profile compatible with other parallel activities performed by
the Group. Of this volume, around EUR 7-9 billion would be provided by the EIF in the form
of guarantees and credit enhancement, enabled by a combination of a future EIF capital
increase and a new EIB mandate. Whilst the intention is to catalyse funding from third-party
investors, the EIB Group’s involvement would not exceed these ranges. In case of fewer-
than-expected third-party investors, there would be a reduction of the allocated ESIF
resources (rather than a reduction in leverage), with the balance being returned to the
respective Member States.

2.2.2 ESIF contributions

Member States’ contribution to the proposed initiative would be voluntary and should be
made from a single dedicated programme, with a view to ensuring that the body
implementing the new financial instrument would negotiate and sign one single funding
agreement with each participating Member State and not with individual regions.

In order to ensure that resources allocated to instruments under Article 33bis achieve an
effective and efficient critical mass of new SME debt finance, they should be used in the
entire territory of the Member State concerned without regard to the categories of region
therein. Negotiation of the funding agreement between the Member State and the EIB may
nevertheless allow for a pro-rata return to a region or group of regions within the same
Member State, as part of a single dedicated national programme per financial contribution by
ERDF and EAFRD.
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The dedicated national programme should cover a dedicated investment priority under
thematic objective (3), with common indicators to align with the objectives of Horizon 2020
and COSME programmes which will co-finance the initiative. The co-financing rate for ESI
Funds can be set at up to 100% (national co-financing will be optional).

In accordance with CPR article 33bis, contributions should be justified on the basis of "one
ex ante assessment at Union level carried out by the EIB and the Commission. On the basis
of available data sources on bank debt finance and SMEs, the ex-ante assessment will
cover, inter alia, an analysis of the SME financing needs at Union level, SME financing
conditions and needs as well as an indication of the SME financing gap in each Member
State, profile of the economic and financial situation of the SME sector at Member State
level, minimum critical mass of aggregate contributions, a range of estimated total loan
volume generated by such contributions and the value added." The purpose of the present
Staff Working Document is to provide this ex-ante assessment.

Member States wishing to participate in the Initiative should set this out in the Partnership
Agreement before the end of 2013. Without prejudice of the final decision to be taken by the
authorities of a Member State, namely as a result of the findings of the ex-ante assessment
and of other elements which influence the decision process regarding the allocations by
programme of ERDF and EAFRD resources, Member States are invited to confirm by 15
December:

1. whether they intend to contribute ERDF and/or EAFRD resources to the new financial
instruments to be set under the SME initiative;

2. if affirmative, the indicative amount of such possible contribution by fund and

3. the split of such contributions between the two options offered by the provisions of the
Regulation, namely (a) uncapped guarantees providing capital relief and (b)
securitisation of existing debt finance and new loans to SMEs.

The dedicated national programme should be adopted in January 2014, to allow funds to be
committed in January 2014. A prior commitment of a minimum number of participating
Member States and a minimum volume of resources shall be necessary to guarantee a
critical mass of funding for the instrument to go ahead and deliver the expected results.

Participating Member States should in parallel negotiate and, after adoption of the respective
dedicated programme, sign the funding agreement with the EIB/EIF.
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[1.OBJECTIVES OF THE ASSIGNMENT

The objective of this ex-ante assessment is to analyse the market demand and the need for
EU intervention in more detail, also in view of facilitating the participation of Member States
in the SME Initiative.

It should be noted that the ex-ante assessment builds on and further complements the ex-
ante assessments carried out for COSME and Horizon 2020, using the methodology set out
in the ex-ante assessment for COSME, but also provides an analysis of SME financing
needs at the level of each Member State. Indeed, in accordance with CPR, article 33bis, with
the limits imposed by available data sources on bank debt finance and SMEs, the ex-ante
assessment "covers, inter alia, an analysis of the SME financing needs at Union level, SME
financing conditions and needs as well as an indication of the SME financing gap in each
Member State, profile of the economic and financial situation of the SME sector at Member
State level, minimum critical mass of aggregate contributions, a range of estimated total loan
volume generated by such contributions and the value added."®

The ex-ante assessment has to be carried out in a relatively short period of time to allow
Member States to take a decision on whether to participate in the Initiative by the end of
2013, as requested by the October European Council.

" Economisti Associati (2011) and European Commission (forthcoming).
8 See Common Provision Regulations article 33 bis as agreed at the October 2013 trilogue meetings.
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"...key to sustainable growth is that the
necessary structural change and new
economic activity must be financed. Many
SMEs in southern Europe in particular still
struggle to access finance."

Vice-President Olli Rehn

IV.REPORT

4.1 Chapter 1: Analysis of the market gap in accessing bank financing
by SMEs

4.1.1 SMEs' difficulties in accessing finance™

4.1.1.1 Access to finance for SMEs

SMEs? constitute the backbone of the European productive fabric: they represent 99.8% of
EU companies, almost 60% of GDP (total value added) and near 70% of the total workforce.
According to OECD, SMEs and entrepreneurs are crucial for tracing new paths to more
sustainable and inclusive growth, thanks to their role in developing and diffusing innovation.
However, they can only fulfil this potential if they obtain the finance necessary to start and
grow their businesses (OECD, 2013b). Yet they are also particularly vulnerable, especially
on the financing side. According to the ECB’s (2013b) latest Survey on the Access to
Finance of SMEs in the Euro area (SAFE), access to finance remained the second most
pressing problem for euro area SMEs. Moreover, it appears to be still a more severe
concern for SMEs than for large firms. One reason for this structural weakness is that SMEs
are more dependent on bank financing, such as loans and credit lines, than large firms (ECB,
2013c, and Cceure, 2012), since their access to alternative forms of financing (e.g. bond or
equity) is limited (see for example Chava and Purnanandam, 2011, and Mosk and Ongena,
forthcoming). These problems are exacerbated by financial market fragmentation in the EU,
both across Member States and between firm classes. Hence, SMEs are more strongly
affected than other firms by changes in bank lending conditions, for example due to
deleveraging.

4.1.1.2 Effects of the crisis on SMEs

In the years prior to the financial crisis, “there was little evidence that euro area SMEs
were constrained over and above levels expected in the context of a sound financial system”

9 Sections 4.1.1 and 4.1.2 are to a large extent based on Kraemer-Eis, Lang, and Gvetadze (2013a), Kraemer-
Eis, Lang, and Gvetadze (2013b), and Kraemer-Eis, Passaris, and Tappi (2013).

2 The category of micro, small and medium-sized enterprises (SMESs) is made up of enterprises which employ
fewer than 250 persons and which have an annual turnover not exceeding EUR 50 million, and/or an annual
balance sheet total not exceeding EUR 43 million.(European Commission Recommendation of May 6, 2003
(2003/361/EC).
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(Cceuré, 2012). However, at the same time, there was also “a strong increase in credit
growth in the euro area following a persistent easing of bank lending standards. [...] One of
the adverse consequences of this credit expansion was that the euro area corporate sector
had accumulated, on the eve of the global financial crisis, considerably higher leverage than
during the early 2000s [...]. This effect was largely driven by micro and small firms, for which
financial leverage increased from 0.14 in 2004 to 0.19 in 2007” (Cceuré, 2012). However,
since then, financial conditions have deteriorated strongly and lending volumes have come
down.

The financial crisis has put additional burden on SMEs’ access to funds. Even if the
difficult economic situation reduced corporate demand for loans, balance sheet concerns®
and risk considerations of banks imply a) higher costs of SME loans and b) difficulties to
securitise these loans, leading to a more restrictive lending behaviour on the supply
side. Also the OECD confirms the difficult SME financing conditions in their annual
Scoreboard (see Box 3).

Moreover, during the crisis, European banks have started the deleveraging process due to
expected new capital regulations and additional funding constraints (see Box 4.1.1)

Box 4.1.1 - BANKS’ DELEVERAGING — A RECENT ANALYSIS OF THE SITUATION IN EUROPE

This box is based on Mosk and Ongena (forthcoming Nov. 2013). The paper investigates the
deleveraging process of the European banking sector since the onset of the financial crisis in 2007
and its impact on corporate investment.

It shows that, while many European governments recapitalised the banks in their countries and
provided guarantees, banks are still highly levered in some countries, face funding constraints and are
still highly dependent on ECB funding and face increasingly non-performing loans. According to the
analysis, the deleveraging process resulted so far in a reduction in the provision of credit,
although the correlation between bank leveraging and lending activity was found stronger in Southern
than in Eastern Europe.

The on-going crisis remains a risk for all European countries, and it could directly or indirectly result in
rapid contraction in bank lending because of acute funding and capital shortages. Moreover, the
paper finds that the investment of small, non-listed firms is strongly correlated with banking sector
leverage.

These problems are more pronounced in those countries that are most affected by the
financial and sovereign-debt crisis (Box 4.1.2).

Box 4.1.2: FINANCIAL FRAGMENTATION AND SMES' FINANCING CONDITIONS22

[...] Small and medium-sized enterprises (SMEs) are usually more exposed to economic downturns
and asymmetric shocks as they are typically more specialized, sectorally and geographically. In
addition, SME funding is particularly dependent on bank lending: unlike large corporations, they have

A During the financial crisis, banks’ balance sheets turned out to include unsustainable amounts of bad assets.

The following necessary adjustment process has involved “the recognition of legacy losses, the disposal of
impaired assets, and the build-up of robust capital buffers supported by a reliable earnings capacity. "This need
to repair balance sheets has weighed on banks’ ability to lend and has led to a “disruption to financial
intermediation”. And still, “[u]ncertainty about asset quality remains a greater concern in Europe” than in the US
(see BIS, 2013).

2 prawn from European Commission (2013e), Box 1.2: Financial fragmentation and SMEs' financing conditions.
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hardly access to any alternative sources of financing.?®> Given that SMEs are essential for economic
growth and job creation, financial fragmentation could impede the economic recovery in the vulnerable
Member States and amplify cyclical divergences within the euro area. The latest survey on the access
to finance of SMEs in the euro area (SAFE)24 shows that vulnerable countries (Spain, Greece, Ireland,
Italy, Portugal) reported the largest share of SMEs indicating that access to finance is their greatest
concern at the current juncture. Firms in these countries also mention more frequently that interest
rate expenses are increasing, in line with ECB data which illustrate that particularly firms in the
southern euro area face higher borrowing rates on loans below a volume of 1m EUR, a proxy usually
used for loans to SMEs (see Graph 1). The survey also shows that SMEs are confronted with higher
rejection rates compared with larger corporations, a feature magnified in vulnerable Member States.

CGrraph 1: SMEs Interest Rate spreads to Germany
(loans up to € lm with maturity of up to 1 yvear)
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While banks generally charge higher rates for loans to SMEs than for loans to larger corporations, this
interest-spread has increased in the euro area, notably in vulnerable Member States (see Graph 2).25

% Smaller firms are over-proportionally subject to financial constraints, see for example lyer et al. (2013).

% See ECB (2013e), The perceived external financing gap indicator for small and Medium-sized enterprises in
the euro area, pp. 19-24. See also Canton and van der Zwan (2013). In the Commission's annual investment
survey at the end of 2012 manufacturing firms from vulnerable Member States reported that financing
conditions were less favourable compared to those in core countries. The size breakdown, however, did not
suggest that SMEs were systematically more affected than large corporations.

® According to qualitative information, there was a pronounced increase in the rate of loans to riskier SMEs,
which suggests that the average rates recorded in statistics may give a too benign picture of the credit costs
many SMEs are facing, see Institute of International Finance (lIF)/Bain & Company (2013).
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Crraph 2: Interest Rate Spread
between Smaller and Larger Loans to NFCs
(loans up to €1m vs above €1m, 3m moving average)
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Bank lending volumes have significantly declined in the euro area periphery, but there is no clear
indication that lending volumes for SMEs have fallen more rapidly than those for larger enterprises.
However, this comparison may be misleading because larger enterprises crucially benefit from the
access to market funding via bond issuance which they have intensively used as a complement or
substitute for bank loans in the past years. [...]

The relatively difficult access to finance conditions for SMEs in those countries, further
compounded for innovative SMEs, which are suffering the most from the sovereign debt
crisis, is particularly worrying, as SMEs account for relatively large shares of gross value
added in these countries, as was pointed out in a recent Morgan Stanley Research (2013)
paper. The study concludes that it is in particular the “highly SME-dependent economies that
face the greatest challenges — or an SME squeeze”.

Box 4.1.3: FINANCING SMES AND ENTREPRENEURS 2013: AN OECD SCOREBOARD

The OECD published recently its Second Edition of Financing SMEs and Entrepreneurs 2013: An
OECD Scoreboard (OECD, 20136.)26 as a step towards developing a comprehensive framework to
monitor trends in access to finance by SMEs and entrepreneurs at the country level. The analysis
covers 25 OECD and non-OECD countries and examines 13 core indicators of debt, equity and
general market conditions, complemented by a review of government policy measures.

The report confirms our view that, based on 2011 data, SMEs’ access to debt and equity finance and
the conditions at which they were granted varied significantly across countries. SME lending
conditions deteriorated in most countries, particularly as a result of higher interest rates and greater
demand for collateral by banks. This was also generally accompanied by modest or no growth in credit
volumes, with the exception of a few countries. These diverging performances can be traced to the
different degrees to which countries were hit by the crisis and their subsequent recovery in 2009 and
2010.

% EF closely cooperates with the OECD on this project and other projects related to SME finance.
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On the whole, the analysis summarises that finance for SMEs remained tight but appeared to stabilise
in 2011 and early 2012. However, there are strong indications that the sovereign debt crisis in several
European countries will lead to further deterioration in bank lending in 2013. In a number of countries,
where the crisis resulted in a high level of bankruptcies and left many SMEs in a weaker financial
condition, reversing the severe post-2007 job losses in SMEs will be particularly challenging.

Additional liquidity, provided by the ECB to banks via its Long-Term Refinancing Operations
(LTROs) has been only partially used to finance SMEs;. Given these circumstances, in many
countries — from a risk/return perspective — lending to SMEs is only attractive for banks if
they charge interest rates higher than justified by credit quality. Moreover the expected
negative impact of the implementation of CRDIV shall be taken into account. According to
Commission analysis compliance with the new capital framework is expected to reduce the
stock of loans on average by 1,8% and increase loan rates on average by some 29 basis
points by 2020-2030?". However the flow of loans to SMEs should be less severely impacted
taking into account the following factors:

- SMEs transact more with smaller banks, whose capital shortfalls are estimated to be
lower than other banks;

- in the course of the negotiations it has been agreed to introduce a ‘supporting factor’ on
exposures to SMEs which will ‘neutralize’ the increase in own funds requirements for
loans to SMEs and should ease lending conditions for SMEs over time (see article 501 of
Regulation n. 575/2013).

4.1.1.3 Supply side

Access to finance is crucial in particular for SMEs. As they depend heavily on bank
financing® and the issuance of debt securities or bonds is usually not an option for them,
they are hit by limited credit supply harder than other firms. SMEs are a significant part of the
total number of European firms and they strongly contribute to economic growth and
employment. Recoveries heavily depend on the composition of firms within a country and
how those firms reacted to the recent credit crunch. Moreover, unlike in the US, it is more
difficult for firms in Europe to substitute bank loans with debt securities. Since most
European countries strongly depend on bank loans, credit constraints can be particularly
disruptive for European economic growth (see Table 4.1.1).

TABLE 4.1.1 - NUMBER OF ENTERPRISES HAVING USED DEBT FINANCE IN THE EU-27, BY ENTERPRISE SIZE CLASS*

TOTAL 1-9 10-49 50-249 SMEs 250+
EU27 EMPLOYEES | EMPLOYEES | EMPLOYEES | (COMBINED) EMPLOYEES
Used debt
financing Number 13,999,855 12,692,154 1,076,524 192,587 13,961,265 | 38,590

% See COMMISSION STAFF WORKING PAPER IMPACT ASSESSMENT Accompanying the document

Regulation of the European Parliament and the Council on prudential requirements for the credit institutions and
investment firms — SEC 949(2011) Final

3 According to the latest European Commission (2011) and ECB joint Survey on the Access to Finance of SMEs
(SAFE), in the EU27, 74.8% of all companies used debt financing (any source).
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* Publicly available information on the number of mid-caps does not exist. In a recent PWC (2012) study, the
number of mid-caps (defined as companies with 250-2,999 employees) is estimated to be around 28,165. The
estimated number of innovative midcaps is 14,000. Applying the arithmetic mean (86.7%) of the shares of
medium-sized (85%) and large companies (88.4%) having used debt finance leads to an estimated 24,419 mid-
caps and 12,138 innovative mid-caps which have used debt finance in the recent past.

Furthermore, the ECB Bank Lending Survey in ECB (2013c) shows that, on balance, the
reporting euro area banks have further tightened their credit standards to non-financial
corporations; recently the overall net tightening has been applied more to SMEs than to large
firms.

4.1.1.4 Demand side

The general economic and financial environment mainly drives demand side developments.
Economic growth in the world and in Europe has been weak in the recent past, and while the
macroeconomic outlook has turned more positive, a number of downside risks remain. In line
with the difficult general economic situation, the business climate reported by European
SMEs further deteriorated and the imbalances between the EU Member States are
significant. For the country group composed of Italy, Spain, Portugal, Greece, and Ireland,
the UEAPME Business Climate Index (UEAPME, 2013b) is back to the levels of early 2009,
showing a clear lack of confidence among SMEs concerning the current and upcoming
economic developments.

In fact, the lack of confidence among SMEs appears to be reflected in the ECB Survey from
November 2013, which estimated the percentage of firms not applying for a bank loan due
to fear of rejection at 7%. On the other hand, the survey indicates that 5% of the SMEs
reported an increase in their need for bank loans while 9% of the SMEs signaled an
increased need for bank overdrafts. Looking in more detail at individual countries, SMEs in
Italy and France contributed most to the net increase of the need for both bank loans and
overdrafts whereby SMEs in ltaly and Greece continued to report the highest increase in
their need for bank loans. Such increased need for bank loans may result from the demand
to finance working capital in an environment of still weak profits and also from insufficient
internal funds available to SMEs.

4.1.1.5 Conclusion on supply and demand side

In the currently still difficult economic situation, European SMEs’ demand for bank finance
seems even to slightly increase lately, while the supply-side-driven difficulties in access to
finance give reason for concern, especially in certain countries.

4.1.2 Assessing SME financial gaps

The previous section has illustrated the difficulties encountered by European SMEs in
accessing credit, as exacerbated by the financial crisis. A case can be made for public
intervention to address these difficulties as such, regardless of the origin of the problem.
Well-functioning credit markets make major contributions to growth and macroeconomic
stability, and restarting credit plays an important role in economic recovery after a downturn.
For example, recent studies show that recoveries are typically faster where the credit growth
is more robust, at least for the first few years, especially after recessions that feature large

* See ECB (2013b), in particular the November 2013 survey, based on a sample size for the euro area of 8,305
firms, of which 7,674 (92%) had less than 250 employees.
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declines in asset prices (as in the current financial crisis). In addition, as shown above, SME-
dependent economies may be particularly damaged in their productive structure and
economic growth prospects from a credit squeeze centered on this type of enterprise. Such
economies may then legitimately adopt credit-supporting economic measures in the face of
the evidence provided so far.

However, it is important to dig deeper into the underlying causes of SMEs' difficulties,
especially in vulnerable countries. Whether financial hurdles stem from the credit supply or
demand side, it is of the utmost importance both to assess the extent of the market failure, if
any, and to design the appropriate specific policy measures. It may also be of interest to
investigate the determinants of SME financial difficulties, in order to understand if they are
rooted in market- or performance-driven considerations (see Box 4.1.4).

Box 4.1.4: BEHIND SMES' LENDING CONDITIONS™®

[...] Alongside financial fragmentation on the loan supply side, other factors such as cross-country
differences in SME's profitability or indebtedness are acting on both supply and demand of credit and
are likely to contribute to the divergence in interest rates and lending volumes. The identification of the
particular impact of financial fragmentation on credit-market conditions thus requires controlling for
SMEs' fundamental variables. The subsequent analysis shows that there are still differences in
funding conditions between comparable enterprises that are located in two different euro area
countries. The sample31 covers independent SMEs (no majority-controlled subsidiaries) in vulnerable
countries (Italy, Spain, Portugal, and Greece) and in core countries (Germany, France, Finland, and
Belgium).* The visible cross-country differences in profitability as measured by the after-tax return on
assets (ROA) for both manufacturing and services firms indicate that part of the difference in lending
rates may be explained by the SMEs’ different credit risks (see Graph 3).

Crraph 3:SME profitability (after-tax ROA)
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% prawn from European Commission (2013e), Box |.2: Financial fragmentation and SMEs' financing conditions.
31 Firm-level data are from the ORBIS database.

% Results need to be interpreted with caution given cross-country differences in firm coverage in the database,
reflecting both differences in the number of existing firms and different institutional frameworks on data
reporting.
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Controlling for differences in profitability is important because SMESs' profitability acts on both the
supply and the demand side of the bank credit market. On the supply side, banks request a higher risk
premium for loans to businesses with lower profitability, which in turn reduces further their profitability,
while loan demand can also be negatively affected by low profitability, particularly when SMEs are
facing generally high funding costs. The firm-level data on profitability suggest that SMEs in core
countries are more profitable than those in vulnerable Member States® but that profitability declined
moderately in almost all countries covered between 2006 and 2011 (last available financial year in the
database). The only exception is Greece, which experienced a sharp deterioration. Differences in
profitability are therefore rather country-specific and cannot be sufficiently explained by different
cyclical patterns across the euro area, even though higher financing costs contributes to the
differences in profitability. Instead, they could be due to, for example, the share of value-added in the
produced goods, the technology used (the mix of capital and labour), R&D (and the possibility to
finance it) and country infrastructures and institutional differences. Next, SMEs’ financing conditions
are assessed by examining whether firms' investment levels correctly reflect their fundamentals. This
analysis is based on the assumption that funding flows are typically used for investment purposes.34
The approach consists of comparing the investment rates of SMEs in the vulnerable countries to those
of their closest possible match among firms operating in core countries. Specifically, the matching
procedure looks for the most similar firm operating in Germany, France, Finland, or Belgium within the
same industry as the vulnerable country's firm, and with the closest possible fundamentals:
profitability, sales growth, company size, capital intensity and leverage. [...]

A different analytical approach to identify the impact of financial market fragmentation on SMEs was
followed by IMF (2013).35 It estimates the impact of variables that proxy for financial fragmentation on
the lending rates charged to SMEs, controlling for the business cycle, the corporate credit risk and the
monetary policy stance. The variables that reflect financial fragmentation measure sovereign risk and

% German SMEs' profitability shows more cross-sectoral differences compared to other euro area countries.
However, this may be due to the database coverage of German firms which differs from those of other Member
States. In terms of staff, the median size of a German SME in the sample is around 60 employees, whereas the
median size is below 20 employees in all other Member States. This could explain, at least partially, the
observed differences in profitability.

% |IF/Bain & Co (2013) points to the fact that SMES' capital needs have recently shifted from the financing of
long-term investment to the financing of working capital.

% See Chapter 2 and Annex 1.1 in International Monetary Fund (2013) for a survey, pp. 63-103 and 53-56.
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bank health.36 The difference between the actual lending rate and the hypothetical one that would
arise if the variables of sovereign risk and bank stress were zero, indicates by how much lending rates
would be lower if fragmentation did not exist. The estimation was done for France, Italy and Spain and
revealed that lending rates in Italy and Spain are between 100 bps. and 200 bps. above their
theoretically justified value.

Thus, the above analyses suggest that the geographical location of the firm emerges as a
decisive factor in corporate lending and investment. On the supply side, financial fragmentation
appears to play a role in constraining access to finance and/or in driving up lending costs for
SMEs in vulnerable Member States.*” However, financial fragmentation should not be considered as
fully accountable for the wide differences in funding costs of SMEs across euro area countries. As
shown, cross-country differences in the average credit quality of the SMEs as measured, inter alia, by
profitability is also an important contributing factor. Finally, deleveraging pressures may also
contribute, although there is no clear evidence of higher SME indebtedness ratios in vulnerable
Member States relative to core countries. Indeed, other demand-related factors could partially explain
lower lending volumes as SMEs in the vulnerable countries are operating in a more uncertain
economic environment and may be more prudent with respect to debt financing at the current juncture.

[.]

Beyond the determinants of SME financial difficulties, it is crucial to assess whether — given
the financial hurdles illustrated above — a financial gap exists in SME financing, and what is
its extent. Obviously, such information is relevant in the calibration of financial policy
interventions aiming to reduce this gap. The following section is devoted to an attempt at
measuring such a gap in the EU.

4.1.2.1 Methodology adopted *®

Taking into account the relevant literature on the assessment of financial gaps, we adopted a
methodology which appears appropriate for the data at our disposal and the purpose of this
report; our approach uses SME survey data to gauge the number of enterprises
unsuccessful in obtaining a loan, while being financially viable and thus apparently
creditworthy. Multiplying this number by the average SME loan amount, an estimate can be
provided of the unmet financing needs of financially viable SMEs.

Survey data, with all their limitations, are used extensively in studies on financing gaps when
time and data constraints prevent the quantitative assessment of demand and supply
through deep analyses of the data, as suggested, for example, in the Court of Auditors
recommendations.* For example, both Economisti Associati (2011) and European
Commission (forthcoming) follow an approach very similar to this, and survey data have
been recently used, among others, by the International Monetary Fund (2013) for estimations
of SME financing conditions.

Theoretical framework

The methodology adopted in this Ex-Ante assessment can be outlined as follows:

% More specifically, the trend deviation of the 10-year sovereign-yield spread and the banking system's price-to-
book ratio. The business cycle is controlled for by adding industrial production and monetary policy by adding
an interest rate to the estimation.

37 See Pontuch (2013).
% See Annex 3 of Chapter 1 for alternative methodologies for measuring financing gaps.
%9 See European Court of Auditors (2012).
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1. ldentify the number of financially viable SMEs that have been unsuccessful in
obtaining loan financing (within an established time span). The definition of
"unsuccessful" encompasses all SMEs who do not benefit from loan amounts
meeting their financing needs (regardless of whether they have applied for a loan).

2. The loan financing gap is expressed as the average loan amount that is or would
have been requested by each financial