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Introduction

The Europeareconomyhasreturnedto growthin recentyears,althoughat a slowerpacethanbeforethe
global financial crisis (20072009 andthe Europearsovereigndebt crisis (20162012. This economic
downturnhasseverelyaffectedthe economieof all Europeancountries National sovereigndebtshave
increasedat the sametime we haveseenbankbailouts,austerityplans,andamplificationofc o mp ani e
andh o u s e Fnarcidlcoristraintswhichis impairinglong-terminvestment

Europeannonfinancial firms were particularly affected by this crisis, which made them searchfor
alternativesourcesof financing, namelynonbankfinancing Two factorsexplainthe recentrise in non
bankfinancing First, Europearfirms havebeentraditionally heavily dependenbn banklending Second,
banksrestrictedcredit supply asa consequencef the crisis Yet, bank financingstill playsa dominant
role in the capitalstructureof mostEuropeamonfinancialfirms.

Some argue that reducing the bank dependencef nonfinancial firms, especiallyamongsmall and
mediumsizeenterprisegSMES), cansignificantly help to boosteconomicgrowth andjob creation,while
promotingS M E seéilienceo futurefinancialshocks

This reportidentifiesthe maintrendsin the Europearfinancingmarketfor nonfinancialfirms. It devotes
specialattentionto the evolutionof bankversusnonbankfinancing,andits purposes to contributeto the

ongoing public debateon how to stimulatethe financingof long-terminvestmentand economicgrowth

in Europe
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1. Executivesummary

While the Europeaneconomyis in the processof recoveringfrom a period of almosta decadeof slow
economicgrowth andfinancial constraintsfirms arestrugglingto raisecapitalto financebothinvestment
projectsandworking capital The Europearfinancial systemhasbeentraditionally predominantiybank
oriented and maintains these characteristicseven after the 20072009 financial crisis, unlike other
advancedeconomiesuchasthe United Statesof America,wherenew sourcesf nonbankfinancewere
alreadyin placebeforethe beginningof thecrisis

Severalprocesse®f deregulationof the bankingsectortaking placein Europesincethe 198G allowed
banksto diversify their activity. Today banksoffer a broadrangeof productsand financial activities
Traditional activities like lending to the private sectoraccounttoday for only onethird of b a n to®ld
assetg18% to householdsand 15% to nonfinancial firms). Bank concentrationis high and hasbeen
growing asa consequencef the financial crisis However,the Europearbankingmarketis fragmented
andtheintegrationprocesasbeenreversedvith adecreasén crossbordercreditflows in the postcrisis
period In fact,bankshavebecomencreasinglyfocusedon theirhomemarketsn this period

Theadoptionof economicpoliciesin eachcountryin the yearsimmediatelyafter the crisis hasincreased
asymmetriesin economicperformanceacrossEurope Countrieswithout large economicimbalances
(Poland)or that went through a fast adjustmentprocessafter the crisis (Bulgaria, Estonia,Latvia, and
Lithuania) had good economicperformance Other countrieswith structuraleconomicproblemsbefore
the crisis (Greece Portugal,Spain,Cyprus,and Italy) went throughan economicrecessiorand are still
experiencingimited growth Othershad moderategrowth (Germany,Belgium, and France)in the post
crisisperiod

Europearcountrieshavenot beensuccessfuin narrowinggovernmenteficitsanddecreasingpublic debt
to precrisis levels by 2014 even after some bank bailouts national structural reforms and austerity
measures The economicdownturn period in Europe has produceddifficulties for banksto finance
themselvesand thereforeto extendloansto nonfinancial corporationsand householdsThe European
countrieshave not beenable to successfullyaddresamportantquestionsfor their future economicand
financial stability. Someimportantstepshave beenundertaken(i.e., the EuropeanBanking Union), but

considerablaincertaintyand challengesemainto be addressedror example the recentchallengewith

theU K adscisionto leavethe EuropeartJnion following a referenduniBrexit).

Therefore non-bankalternativeof fundingarea crucialelementor long-termgrowthin Europe asbank
lending is highly procyclical and volatile. In this regard, capital markets (namely bond and equity
markets) aswell asshadowbanking(i.e., financial entitiesthat directly extendfinancingto nonfinancial
firms otherthanbanks)areimportantto overcomebankfinancinglimitationsandshortfalls

In Europe capitalmarketsarea muchlessimportantsourceof fundingthanin the US. The divergencas
evenmorestriking whenwe look acrosdifferentregionsin Europe SoutherrandEasterrEuropearethe
regionswheretheimportanceof capitalmarketsn thefinancingstructureof the privatesectoris lower. In
contrastcapitalmarketshavea biggerrole in thefinancingof the economyin NorthernEurope the UK,
andlreland
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1. Executivesummary

Bond and equity markets presenteda stable evolution between2003 and 2015 Neverthelessijt is
interestingthe attentionthat firms devotedto capital marketsin 2009 exactly whenthe bankingsystem
significantly cut lending and required abnormally high credit standardsfrom debtors This pattern
indicatesthat capitalmarketswereableto substituten partthe crucialrole of bankingsystemin financing
theeconomy

This recentfinancial crisis triggeredthe accesf nonfinancial firms to capitalmarketsasan alternative
sourceof funding Onecanthink this eventhascreatedopportunityfor a newtrendin marketfinancingin
Europe However,immediatelyafterthe crisis, it fell to pre-crisis valuesandthe bankingsystemregained
its position Marketfinancinghashigh costsrelativeto bankfinancing,which makesit hardto substitute
bankloans,especiallyfor SMEs

Dueto its importance the bankingsectorhasshapedhe financing structureof firms in Europe Capital
marketslack the powerto attractthe majority of firms in needof funds The influenceof the banking
sectoralso extendsto the term structureof liabilities. We observethat both loans and bond maturities
decreaseduringthefinancialcrisis

Shadowbankingalsohasthe potentialto be animportantalternativesourceof fundingwhenthe supplyof
bank funds is limited. Banking activity is extremelyregulatedand the contractsare hard to enforce
Moreover,bankshaveto comply with strict capital ratios, which makestheir activity highly procyclical
Thefact that othertypesof financial institutionscan provide fundswith similar characteristichbut under
muchlighter obligationsis importantto reducethe cyclicality of capitalsupply.

Tradecreditcanalsoplay animportantrole asa sourceof financefor SMEs Tradepartnersarelikely to
know betterthefinancialsituationof eachother,reducingtheinformationasymmetrieandbarriers

While traditionaldebtis the mostcommonsourceof externalfinancefor Europearfirms, particularlyfor

SMEs, it is importantto continueto work to diversify the sourcesof financing suchasbusinessangels,
crowdfunding venture capital, and private equity Comparedto the US, these sourcesare still

underdevelopeth Europe

We believe that several proceduresneedto be undertaken the regulatory framework for nonbank
financing productsand servicesneedsto be developedand implemented and the traditional model of
bankingactivity will haveto changeto overcomethe barriersof marketcosts,marketpenetrationand
consumeconfidence

Non-BankFinancingof EuropearNonFinancial Firms| 2016 6



NOVA

& Economics

2. European macroeconomicanalysis

GDP Growth

The performanceof Europeaneconomieshas been highly heterogeneousEuropeancountries show
substantiatlifferencesn GDP growth For mostof our analysiscountriesareaggregatedhto five regions
(Appendix1), which sharesimilareconomicandfinancialcharacteristics

During thelastdecadgbetweer?003and2014) the averagaeal GDP growthrateof countriesconsidered
in this studywas 1.65%. In general therewasan economicslowdownin all economiesasa consequence
of the globalfinancial crisis EasternEuropecountriesshowthe highestgrowth rate both beforeandafter
the crisis, and the UK and Ireland the highest growth rate after the crisis As the financial crisis
substantiallychangedhe Europeareconomicandfinancialenvironmentwe analyzein detailboththe pre-
crisisandpostcrisisperiods

During the pre-crisis period (from 2003 to 2007, UK and Ireland were growing at an averagerate of
4.05%, Northern countriesat 3.56%, Easterncountriesat 2.97%, Southerncountriesat 2.83%, and
Westerncountriesat 2.61%. At the peakof the crisis, between2008 and 201Q Easterncountrieshad a
growth rate of -7.70%, NorthernEurope-4.97%, UK and Ireland -4.92%, WesternEurope-3.70%, and
Southerncountries-3.68%. Southerncountriessince then have had negativegrowth and Northernand
Westerncountriesmodestgrowth UK and Ireland are the only group showingsomesignsof economic
recoveryin the postcrisis period Therefore,we concludethat all groupsof countrieswere negatively
affectedby the globalfinancialcrisisof 20072009

Exhibit 1
Evolution of Real GDPper capita, by groups of
countries (constant 2005, $US)
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2. European macroeconomicanalysis

Exhibit 2
Evolution of Real GDP growth,by groups of countries
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Inflation

Theaveragéanflation ratewas2.40% in Europefrom 2003to 2014 With the exceptionof EasternEurope,
which hadaninflation rateof 3.69% in the pre-crisis periodand3.15% in the postcrisis period,all groups
of countriesmaintainedsimilar levelsof inflation. NorthernandWesterncountriesandUK andlIrelandhad
anaveragednflation rateof about2% betweer?003and2014 Overall inflation ratesin Europefluctuated
betweenl% and8% in this periodwith the exceptionof the peakof the crisisin 2009 whendeflationwas
observedin all regions While most countriesrecoveredfrom this deflationary period by 201Q the
Southerrcountrieswhich weremostaffectedby the sovereigrdebtcrisis, suffereddeflationuntil recently

After thecrisis, inflation ratesshowa downwardtrendin Europe,andtherearesignsof convergencéo a
similar level (2%). Stabilizationof inflationary processess indeedan importantachievemenin the post
crisisperiod,especiallyasit occurredatthe sametime asaggressivenonetarypolicieswereundertakerby
theEuropearCentralBank (ECB) to avoida deflationaryspiral

As for the future, the low levelsof oil and commoditypricesandthe global economicuncertaintyleadto
the predictionof low inflation, which we expecto lastfor alengthytimein Europe

Non-BankFinancingof EuropearNonFinancial Firms| 2016
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2. European macroeconomicanalysis

Exhibit 3
Evolution of Inflation, by groups of countries
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Unemployment

Theunemploymentateis oneof the mostimportanteconomicandsocialindicatorsof the stateof a given
economy A high unemploymentateindicatesunderutilizedcapacityin the labor marketand pressureon
governmentgo implementlabor marketreforms This indicator presentsa procyclicalbehaviorand may
affect the governmentbudget due to increasesin expenditures(i.e.,, unemploymentbenefits) and
contractiorof tax revenuesluring periodsof economiaecession

Therecenteconomiccrisishasreversedhe stablelevelsof unemploymenachievedn Europesince200Q
Prior to 2005 the unemploymentate showeda downwardtrend andin the 20052008 period European
countriesachievedhe lowestrangeat about5% to 8%. In the postcrisis period (20082014, the average
unemploymentateof all groupsof countriesincreasedaignificantlyto about10%. In particular,therewas
a dramaticincreasein unemploymentin three out of five groupsof countries Not surprisingly, the
Southerrcountriesgroupwasthe mostaffected In 2014 the unemploymentatemorethandoubledin this
regioncomparedvith 2008 The high unemploymentatein Europeis particularlypronouncecamongthe
youthful population(underthe ageof 25). Despitethe stablelevel evenduringthe crisis, Easterncountries
showa persistenhigh level of unemploymenfabovel0%).

Non-BankFinancingof EuropearNonFinancial Firms| 2016 9
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2. European macroeconomicanalysis

Exhibit 4
Evolution of Unemploymentrate, by groups of countries
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Governmentbudgetdeficit and debt

The European countries, on average,
experienced governmenbudgetdeficit of
3.2%%, between 2003 and 2014 and a
governmentdebt of about 54% of GDP,
which is within the limit of the European
Market Union (EMU). After 2007, the
budget deficit increasedto higher levels
The UK andlrelandexperiencednaverage
peak of -20.88%, followed by Southern
Europeancountries(-10.27%), Easternand
Western countries at about -2%, and
Northerncountrieswith a balancedoudget
Thus the crisis has increased budget
deficits among all groups of European
countries

Government debt (as % of GDP) has
increased since 2007 for all European
regionsto a higher level than that of the
pre-crisis period and with no signal of
recovery in recent years Interestingly,
Southern countries were decreasingthe
level of governmentlebtprior to 2007to an
averageof 80% of GDP, the lowest level
since 2003 and are at valuesabove 100%
of GDPsince2011

Non-BankFinancingof EuropearNonFinancial Firms| 2016
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Evolution of Government Budget Surplus (Deficit), by
groups of countries
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2. European macroeconomicanalysis

The crisis has significantly increased Exhibit 6

governmenindebtednesg;speciallyamongthe Evolution of Government Debt, by groupsof countries
SouthernEuropeand UK and Ireland groups, 150 4
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3. Sizeof the banking sectorversuscapital markets

This sectioncharacterizeshe two sourcesof externalfinancing of nortfinancial firms: banking sector

andcapital markets. The questionof therelativeimportanceof the bankingsectorandcapitalmarketsis

particularlyimportantin periodsof restrictedbanklending supply, suchasthe one observedduring the

recentcrisis. Bondsandequity markets,n alternative may act assubstitutesvhen neitherinternalfunds
nor bankfinancing are easily available Recentresearchin the US finds evidenceof substitutionfrom

bank loansto bondsduring times of tight monetarypolicy and lending standardshigh levels of non

performingloans,andlow bankequity prices(Beckerandlvashing 2014. The problemof the cyclicality

of bankfinanceis evenmorepronouncedn countrieswherecapitalmarketsarelessdevelopedsuchasin

the caseof most Europeancountries Evidenceshowsthat the economiccostsof financial crisis and
subseguentconomicrecessionsare larger in bankoriented systemsthan in marketoriented systems
(Gambacort&tal., 2014 Pagan@andLangfield 2014).

Thetablebelowsummarizeshe mainadvantages/disadvantagdsachtype of financing

Bank finance Capital market

Banks have superior monitoring capabilities Bond markets mitigate the excessive dominancg
compared tdbond markets bank finance
(-) Bank funding can be expensive and cyclical Bonds substitute for banks during banking crise$

(-) Bank lending is more volatile than bond finance | (-) Bond issues have highsuancecosts

Thefinancial scenarian Europediffers greatlyfrom thatof the US, wherea largefraction of financingis
donethroughcapitalmarkets In 2007, accordingto a EuropearCommissiorpublication,the marketsize
of theeuroa r eemuitgandcorporatebond marketswasat 85% and81% of GDP, respectively At the
sametime, the size of the US equity and corporatebond marketswas 144% and 16846 of GDP,
respectively Exhibits 7-10 presentseveralindicatorsof the relative importanceof bank and nonbank
financing (as a % GDP) private credit by depositmoney banks syndicatedloans issuancevolume
corporatebond issuancevolume, and stock market capitalization We observethat bank credit to the
private sector(firms andhouseholds)s muchmoreimportantin Europethanin the US. Moreover,bank
creditincreaseduntil 2009in Europeremainingat similar levelsthereafter(90% to 100% of GDP). We
now turn the attentionto alternativesourcesof debtand equity finance Syndicatedoansand corporate
bondsissuancerolumeis muchhigherin the US thanin Europe In Europe syndicatedoansrepresented
4.4% of GDP throughoutthe period, while bond issuancewas just 1.9% of GDP. While lendersin
syndicatedoansaremainly banks lendingrelationshipsare not asimportantasin individual bankloans
andthereis anincreasinghumberof otherparticipants(i.e., institutionalinvestorg in this market Stock
marketcapitalizationcommovedsimilarly in Europeand the US, althoughit represents significantly
largerfractionof GDPin theUS versusEurope(60 p.p. higher)

2 QuarterlyReporton the Euro Area
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3. Sizeof the banking sectorversuscapital markets

Exhibit 7
Evolution of Private Credit by Deposit Money
Banks, Europe vs US
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Evolution of Corporate Bond Issuance Volume,
Europe vs US
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Exhibit 8
Evolution of Syndicated Loan Issuance Volume,
Europe vs US
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Evolution of Stock Market Capitalisation,
Europe vs US
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3. Sizeof the banking sectorversuscapital markets

Thereare importantdifferencesin the sourcesof financingbetweenEuropeancountriesandthe US (the
benchmarlof financial development)but oneneedgo havein mind that SMEsarethefi b a ¢ k bftha e 0
Europeareconomy SMEs are definedas companieswith total asset¢hat do not exceed$US 43 million
andwith fewerthan250 employeesThesecompaniesepresen®9% of all businesse the EU market
According to 2014 datafrom the EuropeanCommissionAnnual Reportfor EuropeanSMES, the 22.3
million SMEsin the nonfinancial sectoremployedalmost90 million peopleandgeneratednorethani3.7
trillion in value addedacrossthe 28 EU countries. After yearsof downsizinguntil 2013 SMEs had
positive employmentgrowth in 2014 They have created85% of all the new jobs in the economy,
providing two-thirds of the total private sector employment Improved macroeconomicand business
conditionshavecontributedto suchperformanceéut employmentstill needso recoverandstartupshave
a key role in job creationin the economy(Haltiwangeret al., 2013. The performanceof SMEsis thus
crucialto the developmenandgrowth of the private sector Implementingan appropriatecapital structure
is oneof the dimensionghat canimprovefirm performanceandproductivity. Yet, SMEsfacerestrictions
in accessingexternalfinanceandthey are highly bank dependentCredit shortagesare particularly acute
for thesdirms asaccesso capitalmarketds typically notanoption

In Europe theliberalizationof capitalmovementsacrosscountriescanpromotean easieraccesgo finance
for SMEswhenfacing a shortageof domesticcreditsupply. Moreover,it canincreasecompetitionand,as
a consequencalecreasehe costof capitalfor nonfinancial firms. However,thelevel of financial system
integrationin Europeis limited and thereare significant differencesin the regulatoryframeworkacross
countries Crossborderlending, for instance,still haslow importanceand, at the domesticlevel, bank
concentratiorremainssignificant Exhibit 11 showsthe externalloansand depositsheldin banksabroad
by the nonbankingsector(as a percentagef domesticb a n total deposits) It showsthat the external
loansand depositsfor the nonbankingsectorrepresentr small fraction of the total amountof domestic
bank deposits It representdessthan 40% acrossall groupsof countrieswith the exceptionof UK and
Ireland Thefigure would be evenlower if we considereanly loans

Comparingthe resultswith externalloans and depositsto the banking sector (also in exhibit 11), we
observesubstantiallymore capital flows among banking industry players The gap betweenthe two
highlightsthe lack of integrationof Europearcapitalmarketsfor nonfinancial firms andhouseholdsand
theneedfor Europearauthoritieso deeperfinancialintegrationthroughregulation

Thesefigures motivate the discussionon alternativesourcesof financing We devoteclose attentionto

eachof the alternativefinancing sourcesand evaluatetheir relevanceby groupsof countries We startby

characterizinghe evolutionof the bankingsector jts sizein the economyandefficiency. The secondpart

analyze<apital marketsandthe breakdownbetweenequity andbond markets This discussions relevant
not only for practitionersbut alsofor policy makersasthe developmenbf eachof thesefinancingsources
greatlydepend®n theinstitutional ,regulatory andlegalframeworks

3EuropearCommissionfiTheanualreporton EuropearBMEs2014201%
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3. Sizeof the banking sectorversuscapital markets

Exhibit 11
Evolution of External Loans and Deposits of Reporting
Banks to the Nonrbanking Sector, bygroup of countries
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Exhibit 12
Evolution of External Loans and Deposits of Reporting
Banks to the Banking Sector, by group®f countries
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4. Banking sectoroutlook
Banking industry

Thebankingsystemin Europeis fragmentecandincludesbankswith awide rangeof sizes strategiesand
ownershipstructures Since1980a EuropearDirective hasallowedbanksto offer all servicesjncluding
securitiegrading This wasanincentivefor banksto expandtheir rangeof activitiesbeyonddepositsand
loans Accordingto the EuropeanCentralBank (ECB), thereare 7,726 banksin the EU bankingsystem,
5,248 in the Eurozone The bankingindustryincludesa few very largefinancial institutions( f tbig o

f a itHe nine largestEuropearbankshavetotal assetsf (1 trillion eachandbelongto UK, Germany,
France andSpain),andalargenumberof smallinstitutionswith differentownershipstructuregLiikanen,

2011J). In the last decadethe numberof larger bankshasincreasedas a consequencef mergersand
acquisitions The almostdoublingin size of the EU bankingsystemsince1996wasdriven by the growth

of thelargest20 banks(ESRB,2014).

Exhibit 13 showsdemandtime, andsavingsdepositdn banksandotherfinancialinstitutionsasa shareof
GDP. This variableindicatesthe size of resourcescoming from economica g e rsdviagdand entering
into the banking system There is wide variation acrosscountriesin Europe Northern and Eastern
countriesshow ratios of about50%, UK and! r e | mtioglobabout100%, andthe ratiosfor Western
and Southerncountriesvary betweer@0% and 150%. Theseresultsindicatea greatersize of the banking
industryin the Westernand Southerncountries,aswell asUK andlreland Thetrendhasbeenincreasing
in all groupsthroughouthe periodof analysis

Exhibit 13
Evolution of Financial System Deposits, by groupef
countries
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4. Banking sectoroutlook

It is worthwhile to mentionthe absencef any contractionin depositsat the peakof the crisis. The global
financial crisis had, however,negativeconsequencefor the b a n katabcesheets Bankswere hit by
shocksin the valueof their securityportfolios Next, theywereaffectedby the sovereigndebtcrisisdueto
their relationshipwith domestic public administrations The crisis affectedb a n Kuedihg costs and
profitability dueto higher default rates(exhibit 14), which in many casesforcedthemto deleveragdo
reducetheir assebase However,bankshavenot reducedhe volumeof privatecredit(comparedo GDP)
after 2008 for most regions(exhibit 15). The exceptionsare the Northern Europeand UK and Ireland
regions Private credit (by depositmoneybanksas a percentageof GDP) measuredinancial resources
providedto the private sectorby domesticmoneybanks As bankstightenedendingstandardsluringthis
periodtheylimited acces$o newloansbutwerenot ableto reduceexistingloans This restrictedaccesso
bankfinancing,especiallyfor long-termloans,forcing nonfinancial corporationgo seekothersourcesof
externalfinancing Buttiglione et al. (2014 documentghat the deleveragingf both public and private
sectorgs still modestput theadjustmenof the Europearbankingsectothasaccelerateéh thelastyears

Still regardingthe characterizatiorof the bankingindustry, comparingexhibits 15 and 16, we seeno
differencesbetweerthe shareof privatecreditby depositmoneybanksversusthe shareof depositmoney
banksandotherfinancialinstitutions It indicatesthe almostexclusiverole of depositsbanksin extending
creditin Europeaneconomiesand a limited role of the shadowbanking system(network of financial
institutions comprisingnontdepositorybankssuchas investmentbanks, structuredinvestmentvehicles,
hedgefunds,nonbankfinancialinstitutions,andmoneymarketfundg in Europe

Overall,bankfinanceddebthasslightly increasedverthe periodof analysisin Europe,andthe European
financialsystems predominantljbankorientedwhencomparedvith the US (exhibit 7).

Exhibit 14
Evolution of Bank Nonperforming Loans to Gross
Loans, by groupsof countries
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4. Banking sectoroutlook

Exhibit 15

Evolution of Private Credit by Deposit Money Banks, by
groups of countries
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Exhibit 16

Evolution of Private Credit by Deposit Money Banks
and Other Financial Institutions, by groupsof countries
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Thessize of the Europearbankingsystem(as measuredy total assetsgrew significantly in the run-up to
the financial crisis (exhibit 17) in someregions It was the casein SouthernEurope,UK and Ireland
Overall the banking sector has a greatimportancein Europe,with total bank assetsexceedingGDP
throughoutheperiodof analysidn all regionsexceptEasterrEurope
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Exhibit 17
Evolution of Deposit Bank Assets, by groupsf countries
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Next we analyzethe competitionand efficiency of the banking systemin Europe Someconventional
measuresf efficiency andcompetitionincludebanknetinterestmarginsandbankconcentratior{exhibits
18and19).

WesternEurope,the UK, andlrelandrank at the top of countrieswith higherbankingcompetition These
regionspresentlower bank concentrationrand low net interestmargins In turn, the banking systemin
Easterrcountriesis lessefficient, presentinghighernetinterestmargins,althoughthis doesnot seemto be
driven by lower competition Yet, the Easternregion presentsa convergenceoward a more efficient
banking sector over the period of analysis The recent crisis triggered the increasein loan spreads
motivatedby therisein probabilitiesof defaulton loans,but the increasenasnot led to highernetinterest
margins,exceptin NorthernEurope Bank concentratiorimarketshareof thetop 3 banks)is high at about
60% to 70%. The bankingindustry concentratiorin Europeis still much higherthanin the US (35% in
2013.

Exhibit 18
Evolution of Bank Net Interest Margin, by groups
of countries
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Exhibit 19
Evolution of Bank Concentration, by groupsof
countries
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Financialcrisesare usuallyprecededdy a largeincreasdan debtbasedfinancing (Schularickand Taylor,
2012 Mian, Sufi, and Verner (2016). Since 2007 thereis evidencethat changesin the provision of
finance to the private sector can be explainedby both supply and demandside factors During an
economicdownturnthe demandfor credit candecreas@lueto a reductionin investmentopportunitiesa
drop in collateral values, and a deteriorationof b o r r o gvaditwsrthiness Exhibit 20 shows the
diffusion index* of demandfor loans of Eurozonenonfinancial firms. We clearly observethat the
percentagehangein demandfor loansduring the crisis hasfallen drastically This indicatorfluctuateda
greatdealduring the period In the mostrecentyear,the demandfor loanspresentech positive trend of
growth

However,the supplyof creditcanalsodropif banksdecideto tightentheir lendingstandardsind/orhave
liquidity constraintdueto capitalrequirementsExhibit 21 showsthatbankssignificantly tightenedcredit
standardsluringmoreadverseeriodssuchasthe 2007%-2009financialcrisis

Exhibit 20
Evolution of Demand for Loans by Eurozone firms, by
groups of countries
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Exhibit 21
Evolution of Credit Standards required by Eurozone Banks
to firms by loan maturity
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4Diffusion index is a method of summarizing the common tendency of a statistical series. It is calculated as the wesgéntee loitiveen the

share of banks reporting loan demand has increased and the share of banks reporting it has declined. The diffusiondnaetedsas follows:
banks who have answered ficonsiderablyodo are given a wadofbtThe wi ce
intuition is similar for diffusion index on credit standards and collateral requirements (exhibits 21 and 22).
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Exhibit 22 shows how collateral Exhibit 22

requirementsof Eurozone banks have Evolution of Collateral Requirements by Eurozone
. . . . . Banks, by groupsof countries

increasedduring the crisis When facing 40 -

such an adverseshock, bankdependent
firms may not be able to substitutebank

loansand are consequentlyforced to cut

investmentandemploymentThis is why

somearguebondfinancingappearsnuch

morestablethanbankcredit
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Syndicatedloans

A syndicatedoanis onethatis providedby a groupof lendergusuallybanksandsometime®therfinancial

companiesr institutionalinvestors) Syndicatedoanshave characteristic®f both private and public debt
andthereforearein betweerbankloansandbondsasa form of financingof nonfinancialfirms. In Europe,
this marketis still dominatedby banks,which makesit hardthat pricing is driven by marketforces These
agreementaretypically revolvinglines of creditthat may servemultiple corporatepurposegi.e., working

capital, investment,acquisitions) Unlike Europe,in the US thereis a secondarymarketfor syndicated
loans We studyloansyndicatiornin Europein thenextsection

Syndicatedoanshavea heterogeneousnportancen Europearregions(exhibit 23). WesternEuropeis the
areawherethis type of financingis moreimportant,reachingl6% of GDPin 2009 followed by Northern
Europe,UK andlreland In contrast,it haslow occurrencan EasternEurope In the introductionto this
section(exhibit 9), we havealreadycomparedsyndicatedoan marketsin Europeandthe US. Exhibit 24
showsthatthe majority of regionspresentednincreasean the amountraisedthroughsyndicatedoansuntil
2007, after which the bankingsectordramaticallydecreasedban granting After 2012 the total amountof
syndicatedloans startedto increaseagain, exceptfor WesternEurope,the UK, and Ireland, where a
contractions observedigainin 2015

Another characteristioof interestin this marketis the loan maturity. Exhibit 25 showsthe distribution of
syndicatedoan maturitiesin different years(up to 20 years) Maturitiestendto be clusteredaround3, 5,
and 10 years Other maturitiessuchas 1, 2, 7, 8, and 15 yearsare also frequent During the 20072009
financialcrisistherewasa shift towardlower maturities
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Exhibit 23
Evolution of Syndicated Loan Issuance Volume, by
groups of countries
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Exhibit 24
Evolution of Syndicated Loans (average per group), by
groups of countries
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Exhibit 25
Distribution of Syndicated Loans Maturities

45 -
40 -
35 -

30 A
20 - | 2008

154 ——2012
10

0 += M# é\,/‘\‘:, e SRS U — S
5 6 7 8

o 1 2 3 4

%

9 10 11 12 13 14 15 16 17 18 19 20

Years to Maturity
Source Thomson ONE

Non-BankFinancingof EuropearNon-Financial Firms | 2016 22



NOVA
School
Y E F FAS e

5. Capital markets sectoroutlook

The CapitalMarketsUnion (CMU) in Europeis anongoinglong-term projectdevelopedy the European
Union institutions The goal is to further deepenmarketfinancein Europe,makingit easierfor young
firms and SMEsto accesscapital markets,as well as deepeningmarketsfor high quality securitisation
Removingbarriersto crossborderinvestmentshouldcreatea free movementof capital at the European
level. The accesgo capitalmarketsdiffers acrossEU memberstatesandthe investmenthainneedso be

stronglyintegratedin orderto achieveefficiency both domesticallyand acrossborders One of the most
challenging obstaclesis the regulatory framework that is deeplyrooted in historical and cultural

differencesof governancelaw, andtax systemsfrom different legal origins (US-English FrenchLatin,

German, and Scandinavian) In fact, researchon the role of legal origin explains that the starting
conditionsof legalinstitutionsdetermineghe path of economicandfinancial developmentvertime (La

Portaet al., 1997°. Thesestudiessuggestthat capital marketsare more developedin countrieswith a

commonlaw traditionin which strongeregal rulesand enforcemenbetterprotectthe rights of creditors
andminority shareholderfrom expropriatiorfrom the managemerandcontrollingshareholders

According to the World Bank Doing BusinessReport, the ranking of Europeanmemberstatesshows
important differencesin terms of businessinformation disclosure, conflicts of interest, corporate
transparencyminority investorprotection,tax rates,recoveryrates,contractenforcementosts,strength
of insolvencyframeworks,and length of resolvinginsolvency Interestingly,some memberstateswith

small capitalmarketsrankfairly well with respecto someof the legal determinantshat arefavorableto

capital marketdevelopmentsBulgaria, Cyprusand Sloveniaarein the global top 20 with respecto the
World Bank ProtectingMinority | n v e dndex,rasgare Lithuaniaand Latvia with respectto enforcing
contractsndex.

Looking at existing barriersto the free movementof capital integrationprocessthe fragmentationof

market infrastructuresis particularly important There are numerousmarket infrastructure providers
offering servicesin the Europeanmarket Accordingto ESMA, there are 104 regulatedmarkets,153
multilateraltradingfacilities, 16 authorizedcentralcounterpartiesand6 traderepositoriesAnothermajor
issueis that on averagecrosshordertradesare more expensivahandomestictrades(Oxera 2011). This

happendecausdund managementompaniesnay incur highercostson identicalservicesdueto the fact

that securitieshave to be registeredusing intermediariesdomiciled in different member states The
existenceof thesedifferencesin costsmay arisefrom different factors (i) crossborderbarrierssuchas
divergent securitiesholding laws (i) economiesof scale and the ensuingvariation in costs across
jurisdictions and (iii) variationin the exacttype of serviceprovided Nonethelessall theseregulatory
differencescreatelegal uncertainty,overlappingor inconsistentiegal requirementscasesof regulatory
arbitragejnefficienciesandadditionalcosts

In recentyearsthe EuropearCommissiorhassetthe priority for the developmenbf a singlerule book It
is considered greatsteptowardthe harmonizatiorof the regulatoryframeworkfor capitalmarkets Still
in progressit aimsto implementalargesetof key reforms

5North (1990
6 EuropeanCommission fiAction Plan on Building a Capital Markets Union, CommissionStaff Working Document Brussels 30 september
2015
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Despitetheseimportant differencesin regulatoryframework, firms in Europefind diverse sourcesof
financingfor theirinvestmentsn capitalmarkets In the capitalmarkets(bondsandequity), firms attracta
broaderspectrumof institutional investorsand the generalpublic. In this sectionwe first analyzethe
Europearbondmarket We will thenanalyzeequitymarkets

Bond market

Exhibit 9 compareghe corporatebondissuancesolume(as% of GDP)in Europeandthe US. We find an
overall upwardtrend in bond issuancein both regionsover the sampleperiod, althoughin the US it
represents muchlargerfraction of GDP. In thelasttwo yearsbondissuancavasaround4.5% to 5% of
GDPin the US, the highestlevelin the periodof analysis In Europeit wassubstantialljower at 2.5% of
GDP.

We startby looking at the importanceof debtraisedin capital marketsin Europe Exhibit 26 showsthe
(outstandingyrossportfolio debtliabilities (as% of GDP). Portfolio liabilities includebonds,debentures,
notes,and moneymarketor negotiabledebtinstrumentsWe observethat debtsecuritiesmarketshavea
greaterimportancen thefinancingof the economyin UK andIreland,at morethandoublethe GDP from
2009 on. Bond marketsare much less importantin the remaininggroups of countries,especiallyin
SoutherrandEasterrcountries

Exhibit 26
Evolution of Gross Portfolio Debt Liabilities, by groups
of countries
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Exhibit 27
Evolution of Gross Portfolio Debt Liabilities, Europe vs
us
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The findings are slightly different when we look at outstandingnonfinancial f i r bosdé Exhibit 28
shows the evolution of total bonds outstandingfor nonfinancial firms as a percentageof GDP. It
representsotal debtsecuritiegssuedn internationalanddomestiomarkets Bondsissuedby nonfinancial
corporationsare particularly importantin WesternEurope,the UK, and Ireland and have beengaining
importancen all regions,exceptUK andlrelandin the sampleperiod Bondswereanimportantresource
for companiesn WesternEuropeduring the global financial crisis, althoughlittle evidencecanbe found
in otherregions Comparingexhibits26 and27, we find thatthe bondmarketis probablytoo orientedfor
financialinstitutionsandgovernmentsnsteadof nonfinancialfirms.

Exhibit 28
Evolution of Total Bonds Outstanding (%GDP), by
group of countries
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Note: We plot this graph for countries whose Central Bagsrtdata to the BISTheseare Austria, Belgium, Croatia, Cyprus, Czech Republic,
Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, ltaly, Latvia, Lithuania, Luxembourg, Netherlaagd$dleoma,
Portugal, Russia, Slovakia, Slovenia, Spain, Sweden, Turkey, and United Kingdom.
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Bondsare usually seenasa substitutefor bankloanswhenthe latter are not availableor are very costly,
especiallyto the nonfinancial sectof. The net fraction of firms reportinga decreasen loan availability
was 30%, a numberthat fell to 10% in the period 201313 (banklending survey) In contrastthereis

almostno changen the availability of debtsecuritiedinancing Theevidencan Europeis consistentvith

this notion Exhibit 29 showsthetotal amountof bonds(non-convertible)issuedby nortfinancialfirms by
group of countriesfrom 2003 to 2013 Exhibit 30 showsthe corporatebond issuancevolume as a
percentag®f GDP. During the periodof financial crisis the shortagen banklendingforcedfirms to turn
to capitalmarkets We observea rise in corporatebondsissuancebetween2008and2010for all regions
exceptEasternEurope This suggestghat firms that relied on capital marketswere bufferedagainstthe
contractionin banklending supply In addition, this period triggereda positive trendin corporatebond
issuancevolume that lastedinto the postcrisis period (in Northern Europe,WesternEurope,UK and
Ireland)

Exhibit 29
Evolution of Total Amount Raised Through Nor
Convertible Bonds (average per group), by groupsf

countries
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Exhibit 30
Evolution of Corporate Non-Convertible Bond Issuance
Volume in percentage of GDP, by groupsf countries
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“Kashyapet al. (1996 find evidencethat firms turn to the bond market to replacescarcebank loans Becker and Ivashina (2014 show
substitutionfrom loansto bondsduringtight monetarypolicy periods high rateof non-performingloans,andlow bankequityprices
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Indeed marketsseemto bereplacingbanksasa sourceof financing,althoughmainly for largefirms. The
financial crisis triggeredthe vision of capital marketsas an alternativeto credit channels(Allen et al.,

2012. Unfortunately, many firms have no accessto bond and commercialpaper markets,especially
SMEs This featureis not specificto Europe FaulkendeiandPeterserf2009 showthatthe percentagef

firms with acces$o bondmarketss alsosmallin the US, evenamongthe public firms.

The amountraisedper single issueby nortfinancial firms is highly volatile and heterogeneouacross
Europearregions(exhibit 31). Higher amountperissueis positively correlatedwith firm size Southern
EuropeandUK andlrelandappearnasthe regionsin which bondissueswere higheruntil 201Q but facing
a decreasg¢henandretakinghigh levelsin 2015 Thesecountriesexhibit evidencethat only the biggest
firms areableto raisedebtfinancingfrom capitalmarkets The evidencds similar for EasternEurope,as
this regionhasvery limited bondissuancevolume Underthis perspectiveNorthernandWesternEurope
aretheregionswhereloweramountsareraisedperissue

Exhibit 31
Evolution of Amount Raised per Bond Issue (average
per group), by groupsof countries
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Overall, the corporatebond issuancevolume representsa small fraction of GDP in Europe,especially
whencomparedvith syndicatedankloans(exhibit23).

Thesetwo sourcesf financingalsodiffer in termsof maturities In exhibit 32 we pool all bondissuesand
syndicatedloans from 2003 to 2015 and plot the densitiesof the different maturities (we exclude
maturitiesgreaterthan20 years) We observeb o n thatudity tendsto clusteraroundi, 2, 3, 5, 7, and 10
years Around 13% of all bondsareissuedwith 10-yearmaturity. In turn, syndicatedoanspresentower
maturities (33% at 5 year$. Maturities differ not only dueto i n v e sdquiren®ritsput also due to
characteristicof eachsourceof financing Bond investorsprefer longer maturities,as they can always
tradetheir bond portfolio on the market Syndicatedoansin Europeare not easyto tradeon the market
andinvestorghereforenavea preferencdor shortematurities

Exhibit 33 show bond$ maturity distribution for different years Similarly to syndicatedloans, bond
maturityhasdiminishedin thepostcrisisperiod

Exhibit 32
Distribution of Bonds and Syndicated Loansdé Maturities
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Exhibit 33
Distribution of Bondsdé Maturities
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Equity market

The numberof listed companieger capitahasbeendecreasindn Europesince2003 Exhibit 34 shows
the numberof listed companiesper 1 million people Southernand Northern Europelead the ranking
WesternEuropeandUK andlrelandareatthe bottomwith around20 to 33 listedcompanieper1 million
people This patternis in partreversedvhenwe consideroutstandingstockmarketcapitalization(exhibit
35). WesternEuropeand UK and Ireland have an important position with stock market capitalization
reachingl330 and 97 of GDP in 2007, respectively NorthernEuropealsoshowsa high stockmarket
capitalizatiorasa percentagef GDP.

Regardingthe concentrationof stock market capitalizationin the biggestfirms, exhibit 36 showsthe

percentag®f marketcapitalizationexcludingthe 10 largestcompaniesThereis not much heterogeneity
in Europe Actually the 10 largestcompanieshold in generalbetween60% to 70% of total market

capitalization

In thenextsectionwe describgpublic equityasa sourceof financingin Europe

Exhibit 34
Evolution of Number of Companies Listed per 1 Million
people, by groupsof countries
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Exhibit 35
Evolution of Stock Market Capitalization, by groups of
countries
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Exhibit 36
Evolution of Market Capitalization excluding the 10 Largest
companies to Total Market Capitalization, by groupsof countries
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Equity asafinancing alternative

Exhibit 37 presentgrossportfolio equityliabilities asa percentagef GDP. This figure directly compares
with exhibits 15 (private credit by depositmoneybanks)and 26 (grossportfolio debtliabilities). Public
equityis theleastusedsourceof financingin all regionsoverthe periodof analysis This characteristigs
sharedby Europeandthe US. Erel et al. (2011 showthat US nonfinancial corporationgendto issuea
volumetentimeshigherin bondsthanin stock(SEOs),andthe valueis evenhigherin loans Therefore,
equity marketsare unlikely to provide a substitutefinancing sourcefor many firms, especiallySMEs
Exhibit 38 showsthe evolutionof grossportfolio equityliabilities in Europeandthe US.

After a sharpdeclinein grossportfolio equity liabilities duringthe 2008crisis, it hasconvergedo the pre-
crisis valuesafter 2011 This changemay be due to the reductionof market price of equity securities
Between2011and2013therewasanincreasingrendin grossportfolio equityliabilities.

Similarly to the grossportfolio debtliabilities (exhibit 26), the Northern WesternEurope, UK andlreland
regionspresentigherratiosof equity securitiesover GDP. This leadsusto concludethatin theseregions
the accesdo capital marketsis easierthanin Southernand EasternEurope Theseregionsalsoseemto
pushthe Europearirendof accesdo capitalmarketsupwardin thelatteryears althoughthe valuesremain
much lower thanin the US (exhibit 38). Exhibit 39 compareghe volume of SEO and non-convertible
bondsissuancédy nornHinancial firms in Europe The dominanceof bondissuances clear,aswell asits
positivetrendin the periodof analysiswhile equityissuancgthroughSEO)hasremainedairly stable
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Exhibit 37
Evolution of Gross Portfolio Equity Liabilities, by groups
of countries
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Exhibit 38
Evolution of Gross Portfolio Equity Liabilities,
Europe vs US
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Exhibit 39
Evolution of Capital Market Financing by non-financial Firms
in Europe
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Exhibit 40 showsthe volume of equity issuancan percentagef GDP. Overall, excludingthe peakin
2009 no group of countriespresentsa volume of equity issuancenigherthan2.5% of GDP peryearin
this period With the exceptionof EasternCountries,all groupspresentedanincreasan equity raisedin
2008201Q i.e. the periodwhenloansbecamescarcer In the latter years(20122014), equity startedto

gainimportanceagain In 2014 WesternEuropeandUK andlrelandweretheregionswith highervolume
of equityraisedover GDP.

Next we observethe total amountraisedthrough equity issuanceby nortfinancial firms by groupsof
countries(exhibit 41). We seea peakin 2009 as a consequence®f the financial crisis Unlike bank
lending, capitalmarketsdid not shrink duringthe crisis Thus,largefirms haverelied on debtandequity
securitiesto overcomethe bank credit crunch Firms with accessto bond and stock markets have
apparentlyno shortageof longterm finance For thesefirms, the developmentof corporatebond and
equity marketin Europe hasreducedthe dependencen bank loans and the degreeof cyclicality of
funding Similarly to the bond market,therewasan expansiornin the postcrisis relative to the pre-crisis
periodin equityissuance

Exhibit 40
Evolution of Volume of Equity issued per year, by groups of
cour%tries, (% of GDP)
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Exhibit 41
Evolution of Volume of Equity issued per year, by groups
of countries, ($US Millions)
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An importantquestionis whetherthe amountraisedeachyearwasdueto initial public offerings (IPOs)
Exhibit 42 showsthe IPOs amountover total equity raisedeachyear for different groupsof countries
Althoughthereis no clearpatterneitherin termsof regionsor overtime, thereductionof the IPO shareon
total equity issued(in all regions)indicatesthat companiesmight haveavoidedgoing public during the
economicdownturn While IPOs have beendepressedluring the financial crisis, there was a rise in
corporatebondandsecondanequityissuancgby companieslreadylisted on stockmarkets) Exhibit 43
showsthe division of total equityissuancébetweenPOsand SEOs We observethat IPOsfell duringthe
financial crisis andthey havestill to reboundto the level beforethe crisis In addition,the overall equity
issuancencreaseaonsiderabhduringthecrisis,asin thecaseof bondissuance
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Exhibit 42
Evolution of Total Amount of Equity raised through IPOs
per year, by groups of countries
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Exhibit 43
Evolution of Equity Securities(division betweenIPO and
SEO9
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European corporate sectoroutlook

SMEs representa vast majority of the firms in the Europeancorporatestructure(i.e., numberof firms,
employmentgrossvalue added) Thereis no evidencethat thesefirms performworsein termsof return
on assetaindsalesturnover(exhibits44 to 47). However,aswe haverevealedn this report,thosefirms
suffer typically largerlossesduring economicdownturns,asin the 2008 crisis Thesefirms havefaced
severeshortfallsin cashflows, hamperingheir capacityto meetexistingfinancingobligations

Theseresultsillustratethe necessityof a flexible financingframeworkfor smallandmediumenterprisesn
Europe

Exhibit 44
Evolution of Return on Assets(Non-SMESs), by group of
countries
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Exhibit 45
Evolution of Return on Assets (SME} by group of
countries
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5. Capital markets sectoroutlook

Exhibit 46
Evolution of Turnover (Non-SMESs), by group of countries
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Exhibit 47
Evolution of Turnover (SMEs)
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5. Capital markets sectoroutlook

SMEsareparticularlydependenon externalfinanceandtherearesignificantdifferencesacrossEuropean
countries This sectionanalyzegthe capital structureof firms. Exhibits 48 and 49 showthat the typical

debtto-assetsatio (leveragehasbeenfairly constanin Europe, rangingfrom 45 to 85%. The dispersion
is higherin SMEsthannonSME firms. Firmsin Europearehighly leveragedandtheir sustainabilityhas
improvedonly dueto thelow interestratepolicy.

The disaggregatiorby groupsof countriesprovidesinterestinginsights The compositionof debtdiffers

significantly acrossregionsand the crisis hasincreasedthesedifferences Thereis a clear distinction
betweencountrieswhereshortterm debtdominateghe liability structure(UK andItaly havethe highest
level of shortterm debtfor SMESs) and countrieswherecompaniegely to a greaterextenton long-term
debt (Germanyespecially,but also Franceand Spain) Italy is the countrythat combinesa low level of

equityanda high relianceon shorttermdebt

Another important aspectof capital structureis the maturity of debt Exhibits 50 and 51 plot the
percentageof assetsfinancedby long-term liabilities. UK and Ireland, and EasternCountriesare the
regionswherefirms exhibit alower percentag®ef long-termliabilities overtotal assetsgonsistenbothfor
SME and nonSME firms. In the remainingregions,the typical firm hasa shareof long-term liabilities
rangingfrom 5% to 25%. Although thereare somechangegegardingeachgroup of countriestherange
of variationis not substantiallyaffectedwhenthesampleis restrictedo SMEs
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5. Capital markets sectoroutlook

Exhibit 48
Evolution of Leverage Ratio (NonSMES), by groups of
countries
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Exhibit 49
Evolution of Leverage Ratio (SMEs), by groups of countries
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5. Capital markets sectoroutlook

Exhibit 50
Evolution of Long-term Liabilities over total assets (Non
SMES), by groups of countries
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Exhibit 51
Evolution of Long-term over total assets (SMESs), by groups
of countries
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6. Savingsmarket structure

This sectioncharacterizeshe financial holdings of householdsWe reportindicatorsof financial asset
holdingssuchasbankaccountsmutualfunds,insuranceplans,andpensionfunds Moreover,we examine
the depthof accesgo financial tools, namelythroughthe percentagef adultsholding loans,credit, and
debit cardsand usageof electronicmethodsof payments Someindicatorsare obtainedthroughsurveys,
which limits the numberof reportingcountries

Analysis for Northern and Western countriesand UK and Ireland revealsthat more than 90% of

individualshold personakurrentaccountswhich slightly exceedJS figures(around88%). The average
is slightly lower for Southerncountries(ltaly and Greecepull the averagedown, while Cyprus,Portugal
and Spainare alignedwith othergroups) Easterncountriespresenta substantiallylower ratio of current
accountsholdings (54% on average) put thereis much heterogeneityThe trends,however,revealthat
convergencdasbeenoccurringin thesecountrieswith respecto other Europearcountries The number
of accountger 1,000 adultshasincreasedrom 477to 1,145in 2013 (140% increase) Thereis evidence
thatthe numberof bankaccountger 1,000 adultsevolvedat a slowerpacein otherareagfor instancefor

Northerncountriesn the sameperiodtheincreasavas68%).

Looking at the percentagef adultswith loans,all groupsof countriespresentaverageselow the US
average (45%). The crosssection of countries reveals that the extensive margin of loans among
individualsis consistentlysmallerfor almostall groups(Northern Southern Westerncountries,and UK
andlIreland) The exceptionis the Easternarea,where somecountriesexhibit high prevalenceof adults
with loans(unreported)

As expecteddebit cardsprevail over credit cardsin all countriesandthe correlationbetweenthe two is
higher when comparingutilization ratesacrossregions Regardingdebit cards,Northern and Western
countriesand UK and Ireland have utilization ratesof 80%, Southerncountriesare at about50% and
EasternEurope at 40%. The US averageis 72%. Some countries, especiallyfrom EasternEurope
(Albania, Armenia, Azerbaijan, Georgia, Moldova, Montenegro,and Romanid, have utilization rates
below 30%, which perhapsindicatesa handicappedievelopmentof the financial industry, as this is
considereda basic meansof payment Turning attentionto credit cards,the utilization ratesdecrease
consistentlyto levelslowerthanin the US (62%).

Non-BankFinancingof EuropearNonFinancial Firms| 2016 41



EFFAS NOVA
School
"{f ]E _L,ljsrl,i-'. i?‘ls:' s

6. Savingsmarket structure

Electronicpaymentsarebeingincreasinglyusedin modernandadvancedocieties Unlike the previously
discussedneansof payment(creditand debit cards),electronicpaymentanove a stepfurtherin depthof

financial market developmentas they require greatersophisticationof userswith respectto modern
technologiesand stronger confidencein information systems In accordancewith previous results,
Northern and WesternCountries,as well as UK and Ireland, lead in the utilization rate of electronic
payments(almost90%, and around60% respectively. The majority of thesecountriespresentan even
higherprevalencghanthe US. The remainingtwo groupsof countriesare substantiallyjessdevelopedn

termsof this meansof payment

Exhibit 52
Household financial indicators (2011), by group of countries
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6. Savingsmarket structure
Assetsof mutual funds, pensionfunds and insurancecompanies

Mutual funds are analyzedin this section,as a large majority are held by private investors,namely
individuals These assetsrepresenta modestfraction of GDP for Eastern,Southern,and Northern
countries The averagefor WesternEuropeis slightly higher but still below 50% of GDP (exhibit 53).
While for mostregionsthis ratio hasbeenstableover tine, the UK and Ireland havean increasingtrend
andmuchhigherlevel of investmentin mutualfunds(311% of GDP on averageover the sampleperiod)
Overall investmentin mutual funds weights differently in different domesticeconomiesranging from
countrieswhereit is almostnonexistent(the majority of easterncountries)to Ireland In addition, it is
worth analyzingthe peakof the crisis In 2008 the investmentin mutual funds fell by 50 percentage
points relative to 2007. Given that GDP shrank substantiallyin this period, there was a massive
contractionin mutualf u n tdtal@mountatthattime.

Exhibit 53
Evolution of Mutual Fund Assets, by group of countries
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With respectto insurancecompanyassetslJUK and Ireland dominateand show a slightly positive trend
overthe period (exhibit 54). Thetime seriesare stablefor the remainingfour groupsof countries Again
thereis a low weight of this type of assetin GDP for Eastern,Southern,and Northern countries The
decreasé insurance&eompanyassetsvaslessthanthatof the mutualfund industry.
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Exhibit 54
Evolution of Insurance company assets, by group of
countries
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The shareof pensionfund assetsover GDP is heterogeneouscrossEurope (exhibit 55). They are
insignificantfor the large majority of Easternand Southerncountries the samefor many of the Northern
andWesterncountries althoughthereare someexceptiong Denmark,Finland, Iceland,Netherlandsand
Switzerland)that contributeto increasethe average UK and Ireland havethe highestshareof pension
fundasset®ver GDP (74% in 2012.

Overall, Northern,Westerncountries,and UK and Ireland presenta greaterfinancial depth This is seen
not only in the engagemenof individuals with more sophisticatedneansof payment,but alsoin the

investmenin alternativefinancial assetsWhile somepositivetrendspoint towardfinancial development,
somecountriesarestill atanearlystageof thatdevelopmentespeciallyEasterrcountries

Exhibit 55
Evolution of Pension Fund Assets, by group of countries
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7. Future trends

The mostcommonsourceof externalfinancefor EuropearSMEsis banklending, makingstartupsreliant
on traditional bank debtto meetworking capital and investmentneeds This may impair the ability of
SMEsto grow, astheyareinnovativeandfastgrowingfirms with a high risk-returnprofile.

While bankdebtwill continueto be crucialfor the nonfinancial sectorimprovingaccesgo financefor all
typesof businessacrossEurope,in particularSMEs, is crucial Diversificationof the availablefinancing
sourceds necessaryn orderto enablefirms in Europeto grow and emerge aswell asto be innovative
andcompetitive The procesgowardthe establishmenof a single marketfor capitalin Europecanmake
animportantcontributionto addresshis challengesuccessfully

New forms of alternativefinance,which arerapidly growingin Europe,suchasbusinessangels,crowd

funding, venturecapital, and private equity are an essentiapart of the neededdevelopmenbdbf nonbank
financing alternatives Comparedto the US market, thesesourcesare still underdevelopedn Europe
Exhibit 56 summarizeshe alternativesourcesf financingfor SMEs,asformally definedby OECD. Next
we characterizandprovidedataon themostimportantones

Exhibit 56
Alternative non-bank finance instruments for SMEs

Low Risk/ Return Low Risk/ Return Medium Risk/ Return High Risk/ Return
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Purchase order finance CoveredBonds Participating_oans Public Listing of SMEs
Warehouseeceipts PrivatePlacements Profit ParticipatiorRights Crowdfunding(equity)
Leasing Crowdfunding(deb) ConvertibleBonds

Bondswith Warrants

MezzanineFinance

Crowdfunding?® is a nascenmmarketin Europe,particularlysince200Q andits usersare changing It has
beenmostly usedas an instrumentby non-monetaryand community organizationsput most frequently
and over time hasbecomean alternativesourceof funding acrossmany sectors The advantage®f this
sourcels thatit servedinancespecificprojectsratherthana firm andraisesexternalfinancefrom alarge
investorpool ratherthana smallgroupof investors

Therateof increaseof fundsraisedglobally hasincreasediramaticallyfrom US$ 1.5 billion in 2011to an
estimatedUS$ 5.1 billion in 2013 In addition, it is estimatedthat there were 536 active platforms
worldwide asof 2013 anincreaseof 23.5% with respecto 2011 The averageamountof fundsraisedper
project increasedrom 0215000 in 2013 to 260,00 in 2014 (for equity crowdfunding, consolidating
crowdfundingasa newsourceof finance

8By definition crowdfunding gathers funds from a wide range of contributors who want to invest directly in a gpejeiit, androm all forms possible (loans,
equity, donations andrewards), loangre the most widely distributed instrument, representing more than 10 times the volume of equity investments channelled
through these platforms B014. Source: OECD RepdriiNew Approaches to SM&ndEntrepreneurshifrinancing Broadening thd&kangeof | nst r ument s . 0
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7. Future trends

North America and Europe, are the markets where crowdfunding is most common Theseregions
accountedrespectivelyfor 59% and 35% of the capital raisedworldwide in 2012 Between2012 and
2013 North American crowdfundingvolumesgrew by 105 to US$ 1.6 billion, whereasin Europe
crowdfundingvolumesgrew by 65%, reachinguS$ 945 million. In therestof the world, growthwaseven
morepronouncedvith a 125% averageannualgrowthrate

Betweenthe US andEuropethereis a differentcontextregardingthe type of crowdfundingraised Thisis
a consequencef the differentregulatoryframeworksin place While in the US equity crowdfundinghas
beendelayedby regulatorylimitations, sothatin mostcasest takesthe form of donationor rewardbased
crowdfunding,in mostEuropearcountries equity-basedplatformshavebeenin operationfor someyears
Thesizeof equity crowdfundingin Europewasestimatedo be betweeni50 to u100 million in 2013 still
a minor shareof the marketif comparedfor instancewith the 026 billion of the IPO market(OECD,
2019.

In termsof worldwide distribution of different categoriesof crowdfunding,donationsand rewardbased
crowdfundingarethe mostwidespreadThe secondargestcategoryis debtcrowdfunding which exhibits
a higherrate of expansionEquity crowdfundingstill accountdor a minor shareof the market,growingat
arelativelymoderatepace asshownin thetablebelow.

Exhibit 57
Crowdfunding categories: worldwide amounts and growth
rates, 2013
Crowdfunding Category Amount (US$million) | Annual Growth (%)
Donation and Rewar@rowdfunding 1,400 85%
DebtCrowdfunding 1,200 111%
Equity Crowdfunding 116 30%

While the new wave of fast growth businesseand startupsemergesandthe paceof technologyenables
the rapid demandof crowdfunding,the regulatoryenvironmenthaslimited its expansiorandin fact has
not evolved at the same pace Regulatorsin some OECD countries have soughtto promote the
developmentof this sourceof financing, but important concernsabouttransparencyand protection of
investorsstill needto be addressedSomeEuropearmemberstateshave alreadytaken significant steps
towarda clearerframeworkfor the industry. Italy wasthe first countryto adoptan ad hoc regulationon
equity crowdfunding,which cameinto effectin July 2013 and allows innovative startupsto raiseequity
throughcrowdfundingplatforms Equity crowdfundingis alsoallowedin othercountries suchasthe UK,
whereasin the US, regulationis framedin termsof exemptionto the generalrule that forbids offering
securitiesto the generalpublic. In France,in 2013 somefirst stepswere takenby the governmentand
regulatorgo developa morefavorableregulatoryframeworkfor crowdfunding,while ensuringg nve st o
protection
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7. Future trends

Firms looking for long-term corporateinvestmentto sustainvalue creation, growth, and innovation,
shouldtypically considerequity finance. However,for SMEsraising equity capital may be much more
expensivethanraisingdebtfinance The main categoriesf equity financeare private equity and public
equity. Therealsoexistinformal sourcesof equity finance,which includefamily andfriends Indeed for
startupcompaniesthe amountof funds raisedthroughtheseinformal channelsgenerallyexceedsother
venturefinance,includingin countrieswith a well-developedequity capitalmarket,suchasthe US (Mac
andBhaird 2010. In Europe since2001returnsin the privateequity segmenhaveoutperformedhosein
public equity marketsby 9.4%. The 20072009 financial crisis further widenedthe gap return between
thesemarkets(ldinvest 2014). Private equity is divided into two distinct componentspamelyventure
capital, targetedat new and early stagecompaniesand other private equity, suchas growth capital and
buyoutstargetecat maturebusinesses

This is an instrumentrelevantfor businessesvith a high risk-return profile such as high growth or
innovative firms. Over the last decadeghis sourcehas developedconsiderably The Europeanprivate
equity funds, in 2014 had a total of U550 billion of assetsunder managementMost private equity
investmentsvere raisedin UK followed by Franceand Sweden In termsof the type of private equity
investors,over onethird camefrom institutionalinvestors(pensionfunds,investmenfundsandinsurance
companies) This has partly offset the recent stagnationin public equity markets In private equity
markets,the prevalentform of investmentis buyout In recentyearsas investorssearchfor yield and
portfolio diversification,interestin uppertier SMEshasincreased

Venture capital (VC) asa subsetof private equity is typically usedby firms in a startupstage Across
OECDandnonOECD countries VC representa smallfraction of GDP, mostoftenlessthan0.05%. The

countriesin which this industry is relatively more developedare Israel (0.31%), the US (0.17%) and
Canadg0.08%). Ireland,Finlandand Swedenareimmediatelyfollow thesecountries About 90% of EU

VC investmentsarelocatedin eight countries(UK, Ireland, France,Belgium, Luxemburg,Netherlands,
Denmark,andAustria)soit is notabroadlyusedinstrument
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