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The need for an integrated Europeangt ital ni¢ ket has been a focal point of the work
carried forward by the Eurogroup. 2855 work is expsted to culminate in a statement
indicating a path ahead for comi#years. The prograi¥_ e of the European Commission
on capital markets union (C} as had limited results S{%ar and markets remain
fragmented. In previous 5 posts, the need for better markgiunctioning and more
integration has been @ iiighted. This time, we expand on the gce of small- and-
medium-sized entg es (SMEs). Improving access to capital ma@ mts for SMEs and
start-up businegf s will be essential to address the competitiveness S llenges Europe
faces.

SM=s essential to European economy, but tricky te

million people, and are an essential source of entrepreneurship and innovation, making
them central to Europe’s economic development model.ltl Accordingly, Europe needs
them strong to achieve its transition to a sustainable economy and harness the full
potential of new technologies, such as artificial intelligence, while preserving its economic
sovereignty in relation to other competing nations.

SMEs, particularly start-ups within the EU, are largely dependent on bank lending, whose
declining accessibility in recent years has contributed to a widened financing gap.
According to a European Central Bank survey, SMEs in the euro area have been facing
greater financing obstacles than large firms, with 14% reporting financing constraints
compared to 7% for large firms, the highest share since 2016.[21 While bank financing
remains accessible for traditional SMEs, it is not sufficient nor well adapted to start-ups.
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At the same ti arket financing for start-ups, in particular risk capi often the stage
prior to a public 0 %¥ng of shares — has failed to grow and provide effective relay.
Europe has no shortc. % of innovative and promising start-ups, 4 lacks the funding
tools needed to help the: wcale up. European businesses ngt &"an effective funnel of
business angels, venture cc. “alists and private equity firgf (o lead them to capital
market financing. The loss of L don as the venture ca .al hub within the EU has only
exacerbated difficulties. A lot of ve e capital and ate equity funds are still based in
London and run the venture hubs froi ¥here.

Some efforts have been made to improve Situation. On the CMU agenda, the
European Commission has already setg ori q improved access to capital markets for
SMEs, in particular start-ups, on thed iU agendac sermany and France recently
presented a roadmap for CMU, rg® irming capital ets’ key role as an additional
source of financing for start-uzs

But more efforts are need 4. Europe needs to bolster its risk® wital sector to enable

more SMEs, notably & t-ups, to diversify their financing source d support their

growth. Simplifying® e rules applicable to European long-term inved ment funds would be

a step in this di€ _uon. In addition, making the rules and conditions une hich SMEs

and start-upf “an go public more flexible and proportionate would foster c. »ore

favourab’ znvironment for these companies to grow. Europe should also i e the

visibik "of its companies by providing centralised and harmonised information tc

i ors. Finally, greater harmonisation of insolvency regimes in the EU could sti
Jss-border investment and lending, thereby also enhancing the attractiveness of pa
uropean securitisations.

Financing too reliant on banks

Bank loans remain the predominant source of funding for firms in the EU. However, bank
financing has proved less suitable for SMEs and start-ups and has been steadily
declining since 2020 against a backdrop of rising rates, tighter SME lending criteria, and
an uncertain economic outlook.! Banks have strict capital requirements that limit their
risk appetite and force them towards a conservative loan pricing for SMEs, in particular
for start-ups.

Market financing of SMEs in the EU is relatively underdeveloped compared with the
United Kingdom (UK) and the United States (US). According to the Association for
Financial Markets in Europe (AFME), the share of risk capitalls! has been between 2%
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and 5% of tota:. "ME financing since 2018, whereas in the UK it has g t always been
over 10%, with pe of 25% (see Figure 1). The amount of risk ca¢ 4l investments in
the US has represe ive to 7.5 times the amount in the EU gf i the last 10 years,
following a general upwe, htrend (see Figure 2). Furthermorgt ‘e risk capital sector is
highly disparate and fragme. ad within the EU. The ratio k capital relative to total
SME financing stands above 5¢ %n 10 out of 27 EU cg les, with two countries at
around 25% (Ireland and Netherlel. 's) and eight bat ‘cen 5% and 15%. The 17
remaining EU countries show ratios . aw 5%.

Transitions from risk capital to initial public "~ =ring has also remained proportionally less
frequent in the EU than in the UK or thgf 5. / »arding to AFME, the European market
has remained significantly subduedf “023, witl mes down 72% year-on-year and
more than 10 times lower than i US, while issuc. 2quity volumes in the EU, on
aggregate, including firms alrg listed, has stayed co. jarable to last year. In the US
and UK, the funnel of busiz angels, venture capital, priv. % equity, and initial public
offering works much be than in the EU. It is not uncommo European start-ups to
move to the US and to go public to increase their chances o cess. Things must
change if Europed 0 accompany and nurture these companies anc. )¢ innovation and
financial resiligf “e they bring.

Figure 1: Share of risk capital in total SMEs financing in the EU and the
UK since 2018

Source: AFME

Figure 2: Risk capital investments in the EU and the US since 2013

(in € billion)

Source: AFME

Improving SME access to capital markets needed
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Strengthening European risk capital industry would require the dex spment of
appropriate toolst. mnsure that more private investment goes into -listed companies,
particularly SMEs.

A well-functioning Europec. “ang-term investment fund s e could stimulate investors'
appetite for SMEs not quotec a stock market. Such# 'ds, conceived as long-term
collective EU investment vehicle channel investp notably into SMEs, have
expanded slowly since their creatio 015 and ain marginal. As of 2023, 80 were
marketed for around €11 billion of asse 0 anagement.

European long-term investment funds sht ic. hare explicitly target SMEs. It would also
be useful to reduce the barriers to thg® “tunds 1¢_ vestors, notably by aligning the
passporting rules across the EU, 2ring the entry aket, introducing more flexibility for
repayments on investments, ost Lapting the product t€_ isurance companies' business
models. The efficient admip® “ation of taxation to cross-by ‘er investments and the study
of incentives for long-te vestments in Europe could also™ 'n. As of 10 January 2024,
a new framework brg s asset eligibility and simplifies investi. st guidelines, marking
a significant regu evolution for European long-term investmel ds.

The EU hasg "omprehensive set of regulations for the listing of compa hat ensure a
high leve protection and transparency for investors looking to invest in E¢. wmean
comps . However, they have proved too cumbersome and costly for SMEs,

part ular start-ups tempted to go public.

ready at the end of 2022, the European Commission adopted strong measures to
facilitate listing SMEs on EU capital markets. These included the creation of different

control of the company by its founders, the lowering of the minimum free float
requirement for listed companies to facilitate initial public offerings, the simplification of
the prospectus applicable to quoted companies, and support for investment research in
relation to SMEs through improved remuneration. The success of these adjustments
needs to be measured over the coming years.

Additional measures would help. For example, the introduction of a pan-European stock
market index for SMEs could greatly improve the visibility of listed SMEs and boost
investor appetite. Applying a transition period for all newly listed companies, during which
they would be exempt from certain elements of cumbersome regulations, could prove
effective in reducing cost burdens for enterprises.

4 | Blog | March 2024




The introductiC wf a European single access point for information on & Opean entities,
scheduled for 2027 wlans to offer a harmonised, transparent, and 2 4ble source of
financial information, uding digital data, for listed and unlisteg® ‘ompanies. This
information hub aims to ide easy access to reporting dat¢ vithout imposing additional
reporting requirements. The, wiropean Securities and Ma Authority, which will lead
the implementation, would do v . to include SMEs to4f Jrove these companies’ visibility.

Greater harmonisation of insolvency: »imes in U could support bank lending to
SMEs on a cross-border basis and inc e th€ pool of SME loans available for banks'
securitisation operations. The persistent h: 0geneity of insolvency regimes in the EU
has discouraged banks from engagingf -ros. »horder lending and reduced investor
appetite for securities backed by loa# “originateG. yother EU countries. The European
Commission's proposal, in the ca¢ "of a failing busiit_ s, to allow time for a sale
negotiation before any formalé “olvency proceedings, v. yld generalise a practice that
has worked well in some juf dictions. However, more co e done to provide the EU
with common minimu dards in terms of the insolvency 2ework.

If we want to maks U a reality and enhance Europe’s economi elopment, we
must boost thed “ancing choices to harness the potential of these innc_ ive
powerhouss Europe.
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Further reading

“Momentum builds for Europe’s capital markets union.”
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crowdfunding, while total SME financ omprises s Capital plus bank lending.

6 | Blog | March 2024




