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Abstract

In the aftermath of the crisis, we are dealing with an issue of mismatched
demand and supply in SMEs financing, that the traditional lending technologies
and actors seem not able to overcome. In this essay, we have summarized the
main actors, technologies and informational issues involved in the SMEs financ-
ing. On one side, there are the banks who are typically the originators of loans,
and follow the traditional banking technology. On the other side, there is the
entire investor community, that is made up of new lending entities, like shadow
banks, in a broad sense, but also other private and public agents. A solution to the
mismatched demand and supply in SMEs financing requires at the same time a
diversification both of actors and of technologies used in the financial markets.

1. Introduction

The global financial crisis of 2007-2009 has profoundly affected the busi-
ness conditions for SMEs, and exacerbated their financial constraints. As a re-
sult, funding deficiencies have emerged across European countries, together
with low investment and growth. In the aftermath of the crisis, we are dealing
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with an issue of mismatched demand and supply in SMEs financing, that the
traditional lending technologies and actors seem not able to overcome. It is
a fact that financial resources dried up for SMEs including in many cases the
most dynamic enterprises. It is still unclear where the causes of the problem
actually lie: do they lie in the supply or in the demand side of finance? Moreo-
ver, is it a transitory issue, i.e. crisis related, that is slowly being resolved over
time as the effect of the financial crisis fades, or, rather, a structural one that
will persist?

At the same time, markets are gaining ground as a source of finance for Eu-
ropean corporates. However, this promising picture characterizes mostly large
companies, that can count on a relatively easy access to market finance as an al-
ternative to bank finance. In fact the European corporate sector has in aggregate
significantly decreased its level of borrowing and in many countries it is becom-
ing a net provider of funds to the financial system (Giovannini et al. 2015). SMEs
are not served by market finance in a manner that is adequate to compensate the
lower level of funding provided by banks. Thus, it is especially SMEs that are
suffering from a mismatching in supply and demand for financing.

The European corporate structure is dominated by SMEs. In Europe there
are 21.3 million firms, employing 88.6 million individuals and producing
€3,537 billion of gross value added: they represent the 99.8 per cent of all com-
panies, 67.4 per cent of employment and 58.1 per cent of gross value added
(Kraemer-Eis et al. 2013, Giovannini et al. 2015). The size distribution differs
across Europe: however, European countries with the highest prevalence of
SMEs suffered the most severe economic downturn (Klein 2014). Moreover, the
financial position of firms is one of the main determinants of their investment
and innovation decisions. European SMEs rely mainly on external finance and
most of it is provided by the banking sector. The excessive reliance on bank
credit is one of the factors that have made SMEs particularly vulnerable in the
aftermath of the crisis.

SMEs financing problems are currently under scrutiny by European poli-
cymakers. In February, the European Commission has launched a public con-
sultation on the topic of Capital Markets Union with the aim to support higher
integration and promote higher access to funding for SMEs. The Commission
released a Green Paper to illustrate the main areas that the consultation sought

to address: improving access to financing for all businesses across Europe and
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investment projects, in particular start-ups, SMEs and long-term projects; in-
creasing and diversifying the sources of funding from investors in the EU and
all over the world; and making the markets work more effectively so that the
connections between investors and those who need funding are more efficient
and effective, both within Member States and cross-border.’” The Action Plan,
released on September 30%, restates as key principles of the entire projects cre-
ating more opportunities for investors, connecting financing to the real econo-
my, fostering a stronger and more resilient financial system, deepening finan-
cial integration and increasing competition. It also provides some indications
about the next initiatives that the Commission wants to promote.?°

In a recent survey, the OECD have monitored SMEs’ and entrepreneurs’
access to finance in 34 countries over the period 2007-13 to evaluate their
financing needs and whether they are being met or not.?! Three of their find-
ings are particularly interesting. First, they found that access to finance to
SMEs is still constrained by the dismal macroeconomic performance and
bank deleveraging, leaving SMEs with fewer alternatives available than large
firms. Second, they noticed that there is also a potential drop in demand of
credit by SMEs even in presence of eased credit conditions. Third, non-bank
finance instruments are gaining ground but still cannot compensate for a
retrenchment in bank lending, in spite of the various government initiatives
pushing in that direction. These three findings reflect three different elements
of the problem of mismatched demand and supply in SMEs financing: actors
involved, information and technology.

2. Actors, information and technology for SMEs’ financing

Who are the actors in the marketplace for SMEs’ financing? On one side,
there are the banks who are the originators of loans, and follow the traditional
banking technology. On the other side, there is the entire investor commu-
nity, that is made up of new lending entities, like shadow banks, in a broad

19. See European Commission (2015).

20. In particular, key early actions are new rules on securitisation, new rules on Solvency II treatment
of infrastructure projects, public consultation on venture capital, public consultation on covered bonds,
cumulative impact of financial legislation.

21. See OECD (2015).
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sense, but also other private and public agents. Given that SMEs’ financing
is particularly fragmented and diverse, who could be the most efficient actor
providing for SMEs financing? The chart in Figure 1 represents a stylized
scheme of the flow of funds that happens in the economy and the different
actors involved. The matching between financial resources from the providers
of funds (e.g., domestic and foreign households, governments, NFC) to the
users (e.g., domestic and foreign households, start-ups, SMEs ... is possible
through financial markets. The actors that operate on financial markets, in
a broad sense, are financial intermediaries, i.e. banks, insurance companies
and pension funds, money market funds and other financial institutions, but
also other private and public agents, i.e. household, NFC, governments, that
can use capital markets. Usually, capital markets financing is also defined as
direct financing, since investors and borrowers exchange securities directly,
as opposed to indirect financing that takes place through financial intermedi-
aries, mostly banks. With the development of international financial markets
and the changing business of banks, banks themselves are becoming inves-
tors and borrowers active on capital markets, making the traditional distinc-
tion more and more opaque. With the crisis, the entire mechanism, however,
has shown its intrinsic fragility at the expenses of some actors. SMEs have
been those most affected since they have been credit rationed from the bank-
ing side and at the same time did not have the appropriate size and character-
istics to look directly for funds on capital markets.

Figure 1. Stylized view of capital markets in the broader financial system

Providers of funds 4 B Users of funds
(Assets) : Financial Intermediation (Liabilities)

| pension funds, investment funds, money

Non-financlal Li> IV t o SMES
1 Direct financing through public markets s Conmees |
COVBITETiS S Quoted shares and bonds ~ Govemments
] Direct financing through private markets i '
Rest of the World - ' Rest of the World -
i : Private equity and private placement i

Source: European Commission (2015).
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By their very nature, SMEs are less equipped to access public markets.
Think for example about the way owners/entrepreneurs manage the finances
of their own company: they are in many cases fully integrated with their own
personal finances. Using regulatory language, SMEs are more likely to be af-
fected by related party transactions problems than larger corporations. Yet, the
main difficulty faced by SMEs in approaching financial markets is the lack of
credit information. Information is critical in the functioning of the financial
system. Information is one of the fundamental inputs of the financial business.
If we think of Robert Merton’s catalogue of the functions of a financial system
(provision of payments systems; pooling of funds to undertake large-scale in-
divisible investments; transfer of economic resources through time and across
geographic regions and industries; trading of risk; supply of price and other
information to help coordinate decentralized decision-making in various sec-
tors of the economy; development of contractual mechanisms to deal with
asymmetric information and incentive problems), every function performed
requires appropriate provision of information to the parties involved.?? There
is a serious information deficiency in financial markets. Technical standards,
conventions, regulations and laws do not timely respond to the benefits of
technological progress, and reduce incentives of private actors to innovate.
This may sound particularly odd when we think how fast information and
communication technologies are evolving in the modern economy. However,
it causes most of the information inadequacy that affects the structure of the
modern financial system.

Is there a better information structure? Access to information involves two
aspects: there is an issue about the availability of the information and an issue
about the production and comparability cross-border. For example, there are
countries in which it is not even mandatory to deposit the balance sheet and
countries where it is, or countries where the obligation is not enforced. One of
the main challenges in building a well-functioning informational infrastructure
is the small size of a majority of corporate borrowers. There are fixed costs of
setting up information flows that are adequate and complete to let investors
take their decisions. Banks play a critical role in addressing information defi-
ciencies since they owns an invaluable information set about corporate borrow-

22. See Merton (1995, pp. 23-41) and Giovannini et al. (2015, pp. 59-63).
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ers. Information problems are particularly acute for small borrowers. Larger
borrowers, typically public companies, are subject to disclosure requirements,
governance rules and other obligations that make collection of information and
the assessment of their credit worthiness an easier task. SMEs have little access
to securities markets in Europe. Moreover, SMEs’ owners and managers release
information to minority shareholders, to the other stakeholders and to the pub-
lic in general, keeping in mind the goal of maintaining corporate control.
Given the current state of information provision for the purpose of financing
of SMEs, there is plenty of room for improvements, and opportunities for inno-
vation. The effects of these improvements and innovations could be to support a
market for corporate financing that complements the traditional banking chan-
nel. Many reforms have been suggested to improve the quality of information
(see, for example, Giovannini and Moran 2013). In Europe, the aggregation of
business registers would be an important step further in this direction. Business
registers typically examine and store information on the company’s legal form,
its seat and its legal representatives, and make it available to the public. SMEs
should be required to deposit, for free or at marginal cost, their annual accounts
on an electronic support at business registers. Once these data are available
and accessible to everyone on an EU wide basis, for free or at marginal costs,
investors would potentially be able to address borrowers’ worthiness and take
informed investment decisions. Securities markets can function only if inves-
tors can rely on liquidity. Liquidity is provided by active trading in secondary
markets. Secondary markets need to be well developed to make securities mar-
kets an efficient and reasonably convenient investment option. In presence of a
myriad of small borrowers, the only solution to let them access securities mar-
kets is to aggregate loans to different borrowers in pools that are large enough
to sustain an acceptable volume of transactions every day. The aggregation ex-
ercise requires reliable and detailed risk information about each individual loan.
According to the traditional technology, banks act as originators of loans.
Banking technology is characterized by liquidity management and comple-
mentarities between transaction banking and credit business: the bank owns a
“window” on the client that allows it to address its worthiness, i.e. the flow of
payments of a bank’s client contains information about that client’s economic
health. Is today such technology still viable? Are really banks the actors for

SMEs? We believe the jury is still out on this question. Banks have undergone
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very large cost-cutting programs, which have compelled them to reassess cor-
porate lending. Credit assessment is a technology with a significant fixed-cost
component: therefore in a cost-cutting exercise small businesses will be rejected
ex-ante. We are currently observing a number of cases where banks outsource
credit assessment to specialized companies—a model that is far removed to the
traditional banking business model. In addition, as shown by the recent global
financial crisis, a bank-centred financial system has serious fragilities. Such fra-
gilities are caused by the fact that banks have moved to activities, such as deriv-
atives business and proprietary trading, characterized by high risk/high return
profiles. Now however, and especially in Europe, there is growing concern that,
despite the presence of banks in securities trading, securities markets are not
sufficiently developed. In Europe the size of bank intermediation versus securi-
ties intermediation is significantly higher than in the United States, and large
parts of the economy, especially SMEs, are excluded from securities financing.

3. Shadow banking and other non-bank sources of SME’s finance

Assuming that the development of capital markets would allow SMEs to
access them more easily than today, still, who should take the risk for funding
SMEs if not traditional banks? An important issue to consider is certainly shad-
ow banking. There are many views about it and whether it is riskless or not,
accessible to anyone or limited to experts and specialists, unregulated or sub-
ject to the same safeguards in terms of constraints and regulation of traditional
banks. Is it an entity that does liquidity and maturity transformation, exactly
like banks? If so, why doesn't it have the same safeguards?

Shadow banking has been the main culprit of the 2007-2008 financial crises.
Yet, it has been overlooked by the regulatory response to the crisis. The name
itself might be misleading with respect to the phenomenon under considera-
tion. Commentators started to use the label ‘shadow’ to refer to any financial
activity and subject not yet regulated in the American system, as opposed to the
highly regulated banking sector. FSB (2013) describes the shadow banking sys-
tem as “credit intermediation involving entities and activities (fully or partially)
outside the regular banking system’, i.e. shadow banking comprises any activ-
ity outside banks. As good as a benchmark definition, it still does not entirely
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capture the described phenomenon, since not all non-bank lending is shadow
banking. An alternative ‘functional’ approach (Claessens et al., 2012; Poszar et
al, 2010, revised 2012) focuses on the intermediation services provided by the
shadow banking system. It defines shadow banking as a collection of activities
each of them responding to its own demand factors, such as securitization, col-
lateral services, bank wholesale funding arrangement, deposit-taking and lend-
ing by non-banks. However, the list suggested by the functional approach might
leave out new future shadow banking activities and it might not capture shadow
banking activities in operation in countries other than the US (e.g., lending by
insurance companies in Europe or wealth management products in China). The
specific combination of repos and securitization, called “securitized banking”
(Gorton and Metrick, 2010), is just a part of the broader shadow banking that in-
cludes also activities beyond repos and securitization, such as investment banks,
money-market mutual funds (MMMFs), and mortgage brokers, sale-and-repur-
chase agreements (repos), asset-backed securities (ABSs), collateralized debt ob-
ligations (CDOs), and asset-backed commercial paper (ABCP).

Claessens and Ratnovski (2014) suggest a new way to describe shadow bank-
ing as “all financial activities, except traditional banking, which require a pri-
vate or public backstop to operate.” The need for an official backstop is thus key
to shadow banking operation. In this view, shadow banking can also be seen as
“money market funding of capital market lending” (Mehrling et al., 2013) or
activity of issuing very short term money market like instruments and invest-
ing the proceeds in longer-term financial assets (Ricks, 2012). These definitions
have in common two important characteristics of shadow banking: maturity
transformation and the integration of money market (short term wholesale
funding) with capital markets (risk pricing and collaterals). The latter emphasiz-
es how shadow banking is a “monetary phenomenon, not just a financial one”
(Ricks, 2012), and thus has to be analysed in conjunction with the design of the
monetary system. The need for an official backstop is due to the fact that shadow
banking activities involve risky maturities transformation, just like traditional
banking, through many capital markets mechanisms instead of a single banking
balance sheet.

The key point in the definition of shadow banking is the systemic risk that
can arise from maturity transformation and the need for a backstop. Only ac-

tivities that need access to backstop, since they combine risky maturity trans-
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formation, low margins and high scale with residual tail risks, are systemical-
ly-important shadow banking. Each time a monetary liability redeemable at
par is invested in illiquid activities, problems arise once a doubt that there is
some secret on the value of the bank (i.e., unknown losses) spread around and
generate a run on the shadow banking, in the form, for example, of a sudden
stop in banks’ ability to rollover their short term debt. The 2007-2008 finan-
cial crises can be considered as a run on shadow banking, that essentially took
the form of a run on three types of activities: repos, commercial papers and
money market mutual funds (Gorton and Metrick, 2010). Hence, we learned
that the official backstop was at the time done through implicit and explicit
support from sponsor banks.

The focus of the regulatory debate on financial markets has to move towards
the strengthening of oversight and regulation of shadow banking, as FSB (2013,
2014) is suggesting. The main policy challenges are given by the correct iden-
tification of shadow banking risks and the importance of preventing shadow
banking from accumulating systemic risks through regulation and macro pru-
dential supervision. Such challenges are not outside the regulatory reach as
long as regulators can control the ability of regulated entities to use their fran-
chise value to support shadow banking activities, manage government guar-
antees and reduce the too-big-to-fail problem. With these safeguards in place,
shadow banks could also play a role as funding actors for SMEs.

There are also other sources of finance for SMEs that need some attention
for their potential evolution. Minibonds are a potential important source of
finance for SMEs. In countries like Italy they have been well received, al-
though still of limited size and diffusion. The fact that minibonds cannot
be purchased by retail investors (imposition that reflects the regulator’s
over-concern of consumer protection) is the main reason of their limited
market development. The key feature is a series of softer requirements for
issuers and discounts on services like rating. Individual issues are so small
that they cannot be considered as instruments tradable in the market, i.e. they
are still not liquid enough. Most vehicle investing in minibonds are adopting
the policy of holding them until maturity. Hence minibonds are just another
legal scheme for arranging private placements. The objective of making SME
credit tradable has not, and could not, been met, but the simplification of the
issuance process has had some positive effects.
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There are also other private initiatives worth mentioning in terms of diver-
sified funding for SMEs. One of the most successful innovations in financing
of SMEs, though not through securities markets, is a set of private initiatives
that rely on a novel way to gather and manage information: the phenomenon
of eFinance, or crowdfunding. The development of social networks and the
ease and speed of dissemination of information through the web contribute to
its successful implementation. Crowdfunding initiatives offer both debt and
equity finance, typically to very small projects that are distributed to large
numbers of very small investors. The success of these projects demonstrates
that they are filling a real gap in the marketplace especially for SMEs.

4. Conclusions

In this essay, we have summarized the main actors, technologies and in-
formational issues involved in the SMEs financing. On one side, there are the
banks that are typically the originators of loans, and follow the traditional
banking technology. On the other side, there is the entire investor commu-
nity, that is made up of new lending entities, like shadow banks, in a broad
sense, but also other private and public agents. SMEs’ financing is particular-
ly fragmented and diverse, so it is not obvious who could be the most efficient
actor providing for SMEs financing. Similarly, it is not clear what should be
the most efficient technology and informational infrastructure. A solution to
the mismatched demand and supply in SMEs financing requires at the same
time a diversification both of actors and of technologies used in the finan-
cial markets. The effects of the mismatching in demand and supply in SMEs
financing have certainly been exacerbated by the financial crisis. However,
there are many issues that are structural in nature and need to be adequately
addressed. We believe banks will still play an important role in SMEs fund-
ing; this will require a streamline in their business model. An important role
for the public authorities is the creation of an informational infrastructure
that is widely recognized as the missing element for the development of an
efficient SMEs financing. At the same time, more incentives should be intro-
duced in order to further develop all those market and private initiatives for

micro lending.
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