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FROM CHRIS CUMMINGS,
CHIEF EXECUTIVE, THECITYUK
As the European economy turns a corner, it is imperative that smaller and mid-market companies receive
the funding they require to help drive the economic recovery. The current reliance of these companies
on bank finance has been documented in the report we published last year (SME Financing: Impact of
regulation and the Eurozone crisis – November 2012). In the current constrained environment for bank
lending, it is increasingly important for alternative financing solutions to come to the fore to complement
the banking system, promote financial stability and diversify the sources of business funding for smaller and
mid-market companies.
This report reviews major current developments and trends in alternative financing and assesses their
potential for substantial real economy impact to drive economic growth in Europe. It identifies a number
of promising opportunities in the alternative financing field such as the development of private placement
markets, the re-opening of SME loan securitisation markets as a mechanism to increase – especially longer
term – funding for smaller and mid-market companies, the establishment of an institutional market in
untranched whole loan conduits, the encouragement of credit rating services for mid-market companies
and the provision of a credit information exchange for SMEs and mid-market companies.
Closing the funding gap for smaller and mid-market companies will require the establishment of a
regulatory level playing field for alternative financing recognising its value as a complement to bank
lending. This in turn requires the normalisation of banking markets including addressing the impact of
provision of cheap liquidity by central banks.
We are grateful to those firms, regulators and policymakers who generously gave their time and
contributions and to our colleagues at Ares & Co for producing this report which provides real and
valuable insights into alternative financing of SMEs and mid-market companies. These insights can provide
the basis for further work to make concrete these promising developments in order to drive economic
growth in Europe.
There is more to be done to turn the emerging trends in alternative financing into actions that can be
gripped by the firms and open up the market. TheCityUK looks forward to working with our members and
policymakers to pioneer a path to real market change. Business needs more depth in its financing options
and our sector can be the catalyst to spread economic growth and create sustainable jobs
across the EU by turning these research insights into market opportunities.
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1. Executive Summary

Ares & Co has produced this independent report for TheCityUK on the topic of alternative finance
for small and medium-sized enterprises (SMEs) and mid-market companies (MMs) in Europe
focusing particularly on the UK experience but drawing on other European and International
experience in order to better define the issues. We define alternative finance as lending or debt
that is primarily sourced from institutional investors, private individuals, and capital markets.
This finance is ‘alternative’ in the sense that it is for the most part not provided by banks, the
traditional source of most funding for small and medium-sized enterprises (SMEs) and middle
market companies (MMs) in Europe.1
The objective of this report is to examine the critical role that alternative finance can play in
complementing bank lending to these companies. It is clear that alternative finance can make
a huge difference to the availability of funding to SMEs and MMs in Europe. It also can make a
critical contribution to improving the resilience of Europe’s financial system by reducing current
heavy dependence on banks and by diversifying the sources of funding to the real economy.
The main types of alternative finance are:
• Loans to companies by institutional investors such as insurance companies, pension funds and
asset managers as private placements (PP);
• The purchase by institutional investors of bundles of loans from the banks that originated them
through a securitisation process;
• Lending to companies by private individuals via retail bonds or peer-to-peer (P2P) platforms;
• Leasing and invoice discounting/factoring.
The report first reviews the critical importance of SME and MM companies to the European
economy and the current state of their access to finance. It demonstrates how alternative finance
can play a vital role for these companies and for the health of the wider economy. Finally, it
reviews the current market dynamics in each of the alternative finance sectors. There is potential
for rapid expansion of alternative finance but there are a number of significant challenges to be
overcome if this growth is to be realised.
Role of SMEs and MMs in the UK and European economy – c.f. chapter 3
The importance of SMEs to the European economy has been underlined many times: they
account for 99.8% of companies by number in the EU, over 66% of employment; 58% of value
added; and 56% of investment. Financing of this dominant part of the European economy has
traditionally been almost exclusively in the hands of banks. In the UK, over 90% of financing for
SMEs is provided by banks (Figure 5).
There are about 140,000 MMs in Europe and they account for about a third of employment2. Like
SMEs, these companies are very dependent on banks when they need access to finance. Only 5%
of them are able to access capital markets (Figure B6) and, in surveys, a number of them state
that they find it challenging to raise long term finance for strategic projects.3
1

Certain kinds of alternative finance are, however, ‘originated’ by banks, for example when loans originally made by banks are sold on to non-banks

2

“The Mighty Middle: Why Europe’s Future Rests on its Middle Market Companies,” GE Capital and Essec Business School. 2012

3

See footnote 2
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The growing relevance of alternative finance – c.f. chapter 4
The volume of traditional bank lending to SMEs in Europe has been declining steadily for several
years (Figure 6). Policymakers are therefore concerned that SMEs are not getting the access to
finance that is necessary to sustain the resumption of growth and recovery from crisis. The same
problems exist, and the same concerns are being raised, in many European countries. Against this
backdrop, policymakers are increasingly focusing on alternative finance as a way to complement
bank lending to SMEs. In particular, alternative finance could fill funding gaps that arise when
banks are constrained from lending.
Alternative finance can also reduce dependence on bank lending as the main source of finance to
the real economy, another important policy objective which is referenced by policymakers.4 Nearly
80% of financing to the real economy in Europe is provided by banks, resulting in an aggregate
bank balance sheet which is nearly four times larger than European GDP (Figure 11). As the
financial crisis has made clear, this dependence on banks is a vulnerability for the wider European
economy. By way of contrast, in the USA, bank financing accounts for just 20% of funding to the
real economy (the remainder from non-banks and capital markets) and the aggregate US bank
balance sheet is about 80% of US GDP. Growth of alternative finance is therefore a means to
increase the resilience of the financial system and the wider economy by diversifying the sources
of finance to companies. It could help to bring about a structural shift in the financing model for
the European economy by lessening this heavy dependence on banks.
Finally, Basel 3 regulations are likely to cause banks to lessen their commitment to longer term
lending because the new capital and liquidity rules make such lending less attractive for them.5
This could leave a funding gap for many companies when they require such longer term funding.
Alternative finance provided by institutional investors can help to fill this gap. This is because
insurance companies and pension funds need longer term assets to match the long term nature
of their liabilities.6 These institutions are fundamentally different from banks in this respect and
well suited to the long term lending role.
For all these reasons it is clear that alternative finance has an increasingly important role to play
in financing of the real economy in Europe. We review below opportunities and problems in the
main types of alternative finance in today’s markets.
Private placement (PP) markets in Europe and the USA – c.f. chapter 5
A private placement occurs when an institutional investor (not a bank) lends money directly to a
company in a ‘private’ transaction. PPs are typically for longer term money, say 7 years, and at a
fixed rate of interest. However, the smallest loan sizes are typically around the €10m mark which
means the PP market is, at least currently, best suited for MMs and larger companies.

4

“BoE’s Andrew Haldane: how to rehabilitate securitisation,” IFLR, 24 May 2013

5

“The €200 billion opportunity: why insurers should lend more,” Oliver Wyman, 2012

6

See footnote 2
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The USA and Germany have large and well developed PP markets (€41bn7 and €14bn respectively
in 2012) while France’s PP market has been developing quickly over the past year or two from a
small base. The PP markets in the USA and Germany have also shown dramatic growth, doubling
in size in the past few years.
The UK, by way of contrast, has a relatively undeveloped PP market.8 This is attributed to factors
such as lack of track record in PPs, no standardised processes or documentation, uncertainty over
regulatory treatment, and unavailability of credit information. A number of UK companies seeking
PPs therefore go to the USA for this type of finance. Indeed, 20% of financing volume in the US
PP market is accounted for by UK companies.
Securitisation or other aggregated funding for SMEs – c.f. chapter 6
Securitisation is a proven alternative finance technique which brought as much as €73bn
of institutional funding into the SME sector in Europe in recent years (Figure 16). However,
securitisation markets are currently blocked for several reasons: abundant cheap liquidity from
central banks reduces the need for banks to engage in securitisation as a source of funding.
Regulators will soon announce new detailed rules affecting securitisation which many believe will
be restrictive and onerous: this has caused market participants to stay on the sidelines because
of anticipated burdens and regulatory uncertainty. Finally, many institutional investors who have
traditionally purchased securitisations are wary of them post crisis. These factors collectively mean
that there is almost no finance being raised at present for SMEs using securitisation. Strenuous
efforts are being made by various organisations to revive these markets and senior policymakers
across Europe (Michel Barnier, Mario Draghi, and Mark Carney)9, have pointed to the useful and
necessary role that SME securitisation could play and the importance of restarting these markets.
Several innovative schemes have emerged, most notably in France, that have the potential to
overcome current blockages in the securitisation markets. Key characteristics of these schemes
are: longer term MM loans being “bundled” together in a simple structure; these structures
have no “tranching” which means minimal financial engineering and maximum transparency;
and, banks retain a minority interest in the loans passed over as ‘skin in the game’. Essentially,
these schemes are conduits which allow straightforward longer term bank loans to pass from
bank balance sheets to insurance company balance sheets using much less financial engineering
than classic securitisations. The avoidance of financial engineering greatly reduces regulatory
problems and appears to increase the attractiveness of these schemes for investors. A large
number of French insurance companies and banks have joined these schemes which are showing
considerable promise as a means to activate a large quantum of alternative finance in a modified
securitisation format. It is striking how important the role of the French Government has been in
facilitating the creation of these schemes.
Positive action to restart securitisation and other aggregated funding should focus on two paths
forward. First, policymakers should encourage banks, institutional investors and trade bodies to

7

Certain figures in the Executive Summary have been converted to euro of 2012 average rates of exchange.

8

“PP+15 working group on developing a UK private placement market,” Association of Corporate Treasurers, December 2012

9

See footnotes 37, 38, 39
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develop term loan conduit schemes that draw on the French example. TheCityUK working with
other European business groups can act as a catalyst by bringing together concerned parties in
such an initiative.
Second, action should be undertaken to assist the recovery and then further expansion of “plain
vanilla” industrial finance securitisation markets for SMEs. Key measures that we believe would
be helpful include: development of further credit enhancement vehicles for simple industrial
finance securitisations (like those of the EIF); work on ensuring a regulatory level playing field
between securitisation and bank lending; and dealing with imbalances between bank lending and
securitisation resulting from cheap central bank funding. TheCityUK believes that these actions
will help lay a strong foundation for the recovery of securitisation markets over the next few years
and will use its influence to encourage the development of robust, safe and liquid markets in
industrial financing securitisations.
Lending to companies by private individuals via retail bonds and peer to peer (P2P)
platforms – c.f. chapters 8 and 9
Retail bonds and P2P platforms have attracted considerable attention recently as a form of
alternative finance which could attract funding for SMEs and MMs. With respect to retail bonds,
the Stuttgart Stock Exchange launched the BondM market for retail bond investors in 2010 and,
to date, there have been about 100 issues of retail bonds that have raised about €4bn of funds.
Issue size is still relatively large, with the smallest issuances in the €10m range: MMs are the main
users rather than SMEs. BondM and retail bonds in Germany have a mixed reputation, however,
as several issuers have defaulted during the short life of this market. France has also created a
retail bond market (IBO Market) aimed at smaller company financing but volumes are thus far
negligible. In the UK, the London Stock Exchange has launched the ORB market for retail bond
investors, which has raised €4.1bn to date.10 The market is fully regulated and, because of the
retail investor base, requires the highest standards of transparency and disclosure. This means
that ORB issuance has tended to be from larger companies, however more recently it has become
established as a flexible funding source for several mid-market companies.
Web based P2P platforms are growing quickly but remain small in volume terms. The UK industry
leader, which dominates the market, only facilitated €150m of lending in 2012.
Regulators and others are concerned about the possibility that unsophisticated investors may not
understand the risks of lending to smaller companies either via retail bonds or P2P platforms.
Although this sector will be regulated from 2014 in the UK, the issue will grow in relevance as
these retail lending mechanisms grow in importance.
A key problem in this investor protection space is how to determine suitability: is risky lending
suitable for some investors and not for others? How can such distinctions be made and enforced?
A further question is whether exchanges or platforms that facilitate retail lending should be
required to conduct a ‘vetting’ process with regard to the companies that borrow money through

10

“LSEG Response to the European Commission’s Green Paper on the long-term financing of the European economy,” London Stock Exchange Group, 25 June 2013, p.12
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their platforms. This would provide a level of protection to the lenders on the ‘other side’ of the
platform. These questions merit detailed debate amongst key stakeholders: the sector, regulators
and Government. TheCityUK will strive to play a catalytic role as this debate develops over the
coming months in an effort to identify the best regulatory framework for this rapidly evolving
sector.
Leasing and invoice discounting – c.f. chapter 10
This alternative finance sector has played a relatively unnoticed but important role in the financing
of European companies over the past few years. A key factor underlying these forms of finance
is that they are well collateralised: sales finance by the underlying invoices, and leasing by the
equipment itself. The activity is therefore less risky than classic unsecured lending by banks to
small companies and this form of credit has probably grown more rapidly than classic lending as a
result. Both of these forms of alternative finance are available even to small SMEs. This section of
the report focuses on the UK experience as a particular case study.
Credit information for SMEs and MMs – c.f. chapter 4
A pervasive problem affecting all kinds of alternative finance is the limited availability of credit
information and analysis on SMEs and MMs. Alternative finance providers, whether it be private
individuals or insurance companies, must make decisions about the creditworthiness of borrowers.
Banks are usually well placed to make these decisions because they have detailed information about
their customers, or can get it and analyse it with relative ease. This is much more problematic for
alternative finance providers who are usually less well placed than banks to make credit judgements.
This information gap is a clear barrier to the rapid growth of alternative finance.
A number of initiatives are therefore seeking to develop credit information “warehouses”
which would enable alternative finance providers to access critical information for assessing
creditworthiness. It would also be extremely valuable if providers of credit analysis could emerge to
assist alternative finance firms in making credit judgements. There is evidence from the market that
this is beginning to happen. These developments are necessary if alternative finance is to grow and
prosper.
Once again, co-ordinated action amongst market participants and with European policymakers can
make a real difference in resolving these problems. TheCityUK will seek to build a consensus around
action to create credit information sharing facilities; as well as encouraging the development of
abbreviated ratings for MM companies and credit analysis skills within, and available for alternative
finance providers.
At the same time, banks could, for instance, anticipate EU efforts to create credit data warehouses
and accelerate the design and construction of a loan register and a record of debt servicing for SME
and MM companies, while trade bodies and/or rating agencies could seek to develop abbreviated
rating services for MMs.
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2. Introduction

Ares & Co has produced this independent report on alternative finance for SMEs for TheCityUK.
We are grateful to have been given the opportunity to do so. For the purposes of this report we
have adopted a relatively broad scope including both SMEs and MMs.
Commercial banks account for the vast majority of third party financing of SMEs and there
is currently a great deal of concern about the impact of constrained bank lending to SMEs in
Europe. Many commentators have noted that alternative finance could not only replace the
shortfall in financing but also go further and reduce the dependency of the “real economy”
on the banking system. That said, there are many forms of ”alternative finance” including
bond issuance, non-bank direct lending and private placements; peer to peer (P2P) lending and
crowd funding; and pooled institutional funding – notably securitisation and whole loan conduit
vehicles, etc. This report reviews major current developments and trends in alternative finance and
assesses their potential for substantial real world impact.
The report draws on experience in the UK, France and Germany (and to an extent the USA) where
there have been many interesting recent developments in the alternative finance space.
This study may be seen as a logical follow on to the report Ares & Co prepared for TheCityUK
last autumn.11

11

“SME Financing: Impact of Regulation and the Eurozone Crisis”, TheCityUK/Ares & Co, November 2012
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3. SMEs and mid-market companies:
Role in the economy and
financing patterns
This chapter of the report summarises the importance of SMEs12 in the European economy. It also
provides information on the current situation with regards to bank lending to SMEs in the UK,
France, Germany, Italy and Spain. The chapter demonstrates the problematic situation of bank
lending to SMEs and thus underlines the need for alternative finance in this sector.

3.1. SMEs’ role in the economy
SMEs are often referred to as the backbone of the economy, contributing largely to GDP growth
through their collective importance and their ability to innovate and grow. Indeed, across
Europe,13 they account for over 65% of employment and 55% of turnover and investments.14
However, their access to finance in the current downturn is a frequent source of debate.
Number of companies
Across Europe, SMEs represent over 99% of companies, with very marginal country to country
differences (from 99.5% in Germany, to 99.9% in Italy and Spain). Micro enterprises also weigh
heavily on the number of enterprises: 92% overall, and over 80% in all countries studied.

Figure 1 – Share of companies by company size in 2011
Share of total 100%
number of
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90%

1.0% 0.2%
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Source: Eurostat, Ares & Co analysis

12

SMEs are defined according to the European Commission (EC)’s definition; c.f. Appendix A.

13

Europe refers to the European Union 27 member states (prior to Croatia joining in 2013) unless otherwise stated; c.f. Appendix A

14

Eurostat data; c.f. Appendix A
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Employment
SMEs are a major source of employment, with 88m SME workers accounting for 67% of the
European workforce (see figure 2). Even in the UK, where large businesses account for more of
economic output than is typical across Europe, the 9.8m workers employed by the SME market
contribute 54% of commercial employment.

Figure 2 – Share of workforce by company size in 2011
Share of total 100%
workf orce
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23.7%
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Source: Eurostat

Economic Value Added
SMEs contribute the majority of value in the economy. Across Europe, SMEs add €3.6tn – 58% of
the total – of value added to the economy.

Figure 3 – Share of value added at factor cost by company size in 2011
Share of total 100%
value added
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Investments
SMEs also contribute very significantly to investment thereby helping the real economy by fuelling
growth, innovation, and productivity. On average, they contribute to over half of investment
across Europe.

Figure 4 – Share of gross investment in tangible goods by company size in 2011
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3.2. Bank financing of SMEs
Conventional lending and overdrafts from commercial banks dominate the provision of third party
financing for SMEs, accounting for roughly 80% of total financing. Asset-based financing, such
as leasing and invoice discounting – which is also dominated by the commercial banks – accounts
for a further 10-15% or so of the total.

3.2.1. Bank dominance of SME financing
Banks dominate SME financing because of their branch networks, institutional capacity to
originate, underwrite, service and risk manage small credits and, their ability to gather funding.
An implication of this dominance is that, if bank lending to SMEs is constrained in any way by
macroeconomic or regulatory issues, SMEs will be in difficulty. The Figure below shows that banks
accounted for 93% of SME financing to UK SMEs in 2012. In France, this proportion was 96%.15

15

See Footnote 10
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Figure 5 – Summary of SME financing means in the UK in 2012
UK
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3.2.2. The volume of bank lending to SMEs and PNFCs
In the UK, bank lending to SMEs has been declining continuously from 2010 to the present at
an average rate of approximately 4% per annum as shown in figure 6. Contraction in lending is
now gathering pace in most European markets – in France SME lending is now at best flat, while
in Germany, Italy and Spain, lending to PNFCs has turned negative, and dramatically so in Spain
and Italy.
The lending figures demonstrate clearly why policymakers are so deeply concerned about the
availability of finance to SMEs. As noted above, SMEs are key to the European economy and
lack of access to finance will be a major obstacle to the eventual recovery from recession. In this
context, there is growing concern amongst policymakers regarding the real economy impacts of
new prudential regulation. Furthermore, there is real concern that the combination of this current
bank deleveraging process and the unsettled state of Eurozone financial markets could continue for
several years and undermine long term broad recovery.
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Figure 6 – Changes in bank lending volume in the main European countries
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3.2.3. Role for alternative finance
The preceding sections point to the key difficulties with SME finance. Bank lending is in continuous
decline but banks are by far the primary source of funding for SMEs. This is a main reason why
many policymakers want alternative finance to grow in a way that makes it a viable alternative to
bank lending. There are also financial stability arguments as to why a prosperous alternative finance
sector would be useful to the wider economy and these are covered in detail later in this paper.

3.3. Declining SME lending: supply versus demand
In the UK, declining volume of SME lending is a controversial topic. Banks insist they are
doing everything they can to lend to creditworthy SMEs and that there is no restriction in the
availability of funds to this sector. They explain the decline in lending volume as the result of
declining demand from SMEs for credit in the context of economic downturn about which banks
can do very little. Some business organisations disagree with this analysis saying that availability
of credit, particularly term credit, from banks has been constrained, and that credit conditions are
tight and borrowing difficult.
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A number of studies and surveys attempt to clear up this debate with objective analysis and we
review two of the most reputable of these below. They consist of the “SME Finance Monitor” and
a recent study by the National Institute of Economic and Social Research.

3.3.1. The SME Finance Monitor
This is a quarterly survey of some 5000 SMEs carried out by BDRC Continental, a market research
company, since July 2010. The survey puts questions to SMEs about their borrowing needs,
intentions, and experiences with banks. The survey is conducted on behalf of the Business Finance
Taskforce which is a group consisting of stakeholders in the debate over SME financing, and is
comprised of banks, business organisations, and government.
The SME Finance Monitor contains a great deal of data but does not provide clear and simple
answers to the debate about the availability of bank finance to SMEs. The data is rather mixed.
The most recent BDRC survey from Q2 201316 contains a number of key pieces of information:
• 76% of SMEs surveyed are “happy non-seekers of finance:” this number was 65% in the survey
a year ago;
• 36% of companies surveyed are “permanent non-borrowers.” They are a sub-set of the “happy
non-seekers;”
• 6% of companies surveyed were “would-be borrowers” who had intended to borrow but did
not actually carry on applying for finance. About 42% of would-be loan seekers felt they would
not succeed and another 39% of would-be borrowers were discouraged by the burden of the
application process;
• Only 6% of surveyed companies actually applied for new finance (9% if renewals are included);
• Of applications made in the 18 months to Q2 2013, 59% of overdraft applicants and 48% of
loan applicants were initially offered the facility they had wanted. Overall, 71% of overdraft
applicants and 60% of loan applicants were offered something by the bank in the end;
• Success rates vary across different types of application. A renewal of an existing loan has a
success rate of 76%. An application for renewal of a loan has a success rate of 68%. A first time
ever loan application has a success rate of 43%;
• For overdrafts, renewal of an existing facility has a success rate of 94%; a first ever application for
an overdraft has a success rate of just 38%;
• It is also clear that very small companies, and companies in certain sectors such as construction
will have low success rates, as will companies with relatively poor credit ratings;
• By implication, larger SMEs with existing facilities and good track records will have a relatively
high success rate when seeking finance;
• 51% of SMEs expect to grow in the next year, but 28% still see the state of the economy as the
main obstacle facing their business. These figures show improvement relative to past surveys
reflecting a better economic situation. 14% said they would seek finance in the months following
their interview;
• Confidence amongst SMEs that they can get finance from their banks is significantly below actual
success rates.

16

“SME Finance Monitor,” BDRC Continental, Q2 2013, August 2013
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The SME Finance Monitor does not offer broad conclusions about the data it presents, especially
with regard to the controversy about the availability of credit noted earlier. Without directly
comparable figures on SME credit markets in the UK from before the crisis, it is difficult to draw
clear lessons about whether banks and SMEs are behaving in a way that is different from “normal”
(the SME Finance Monitor only began in 2010, well after the beginning of the financial crisis in
2008). It therefore has been conducted only during the crisis period.
Success rates of 68% for renewal of loans and 43% for a first ever loan (38% for a first ever
overdraft) are perhaps discouraging. Again, without historic norms it is hard to evaluate these
figures from the SME Finance Monitor. The Federation of Small Businesses states that of its
members that recently applied for finance, 42% were declined. These numbers seem high but are
hard to evaluate without historic data for comparison.
The survey does demonstrate that SMEs lack confidence in their ability to get bank finance today,
to an extent which is not supported by the actual success rates. This confidence issue, relative to
bank credit and the economy more generally, lies at the heart of the SME credit demand problem.
It is safe to suggest that demand for SME credit in the UK is subdued when only 6% of all SMEs
surveyed for the SME Finance Monitor are actually applying for new finance while 76% are “happy
non-seekers.”

3.3.2. The National Institute of Economic and Social Research (NIESR)
The NIESR published a report in February 2013 commissioned by the Department of Business,
Innovation, and Skills (BIS) which analyses SME lending patterns (“NIESR Discussion Paper 408”).
The report addresses the problems with the SME Finance Monitor in that it provides data and
analysis on SME lending through the period 2001 to 2012, which allows comparisons of the pre
and post crisis periods.
The report finds that banks have constrained credit supply to SMEs through high loan rejection
rates and by price rationing (demand is reduced by high loan prices). It states that rejection rates
for SME loans have risen since 2008 and remain high compared to the period 2001-2008. It finds
that margins on lending are also significantly higher than in the pre-crisis period. Discouragement
amongst SMEs in terms of their ability to raise bank finance is also at a high level. SME demand
for borrowing does appear subdued, however, according to the authors. These findings from the
NIESR would be supportive of the notion that there is a shortage of credit supply to SMEs based on
banks’ risk aversion and need to deleverage.
The NIESR states that:
“Overall, we suggest that the research is indicative of a shortage of finance for SMEs, reflecting banks’
attitudes to risk and their own pressures to delever combined with banks’ market power in the SME
sector. Although demand is also probably subdued, there is a high level of discouragement from
application for lending …”17

Its overall conclusion states:
“Our assessment suggests that there is clear evidence of ongoing tight credit supply conditions in 2010
-12, well after the height of the economic crisis in 2008-9. Margins in particular are historically high, even
controlling for firm risk, including for overdrafts in 2008-9. Rejection rates allowing for risk have increased
even compared to 2008-2009, suggesting quantity as well as price rationing of credit especially for term loan
finance. Banks have simply chosen to reject many applications …”18

17

Evaluating changes in bank lending to UK SMEs over 2001-12 – ongoing tight credit?”, NIESR Discussion Paper No. 408, February 2013, p.3

18

“Evaluating changes in bank lending to UK SMEs over 2001-12 – ongoing tight credit?”, NIESR Discussion Paper No. 408, February 2013, p.52
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With regard to rejection rates, the report finds that overdraft rejection rates have risen from 8% in
2005-2007 to 19% in 2012. Rejection rates for term loans have risen from 6% in 2005-2007 to
23% in 2012.

Figure 7 – Bank debt rejection rates
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According to the report, margins on term loans have risen from 1.6% in 2007 to 4.9% in 2012
(see figure 8).

Figure 8 – Term loan margins by year of loan origination
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It is also clear from the report that the number of SMEs applying for overdrafts and term loans
has declined sharply from the pre-crisis period. This demonstrates the point that SME demand has
declined but also underlines the “discouragement factor” present in the sector.

Figure 9 – Bank debt applications by SMEs
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NIESR’s findings accord with economic studies regarding outcomes from increased capital
requirements during recessionary periods: SMEs and other more risky parts of bank loan portfolios
tend to face credit supply constraints and increased prices for credit. As noted by NIESR, SME
demand for credit tends to fall during these periods as well.

3.4. Looking forward: prospects for SME lending
Since March this year, some evidence has begun to emerge that the picture for SME lending may
be beginning to improve in line with what is now seen as the UK’s recovering economy. The latest
BoE credit conditions survey from June 2013 shows that companies in the UK expect demand for
bank credit to increase in the quarter to come. Even the smallest companies surveyed believe this to
be the case.19 BoE figures on SME lending show that lending volumes were positive in March and
June for the first time in several years. Although this may not be the turning point, since both Q1
and Q2 2013 overall have seen lending to SMEs drop, it is encouraging.

19

“Credit Conditions Survey: Survey Results 2013Q2,” Bank of England.
SME Alternative Finance | OCTOBER 2013

21

22

3. SMEs and mid-market companies: Role in the economy and financing patterns

Figure 10 – Monthly changes of loans to SMEs
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The E&Y Item Club, an influential group that provides forecasts for the UK economy, has just
released a set of predictions that UK SME lending will start growing again in a significant way, with
a forecast of growth of 7% in 2014 and 10% in 2015.20
The Federation of Small Businesses also recently released a survey21 of its members showing that
confidence for the future is at its highest in three years, while a Deloitte’s survey22 of CFOs also
shows returning confidence.

3.5. Mid-Market companies
Much of this paper will refer to mid-market companies as a target market for alternative finance
in Europe. There is increasing awareness of the importance of these companies across Europe.
According to a recent study from GE Capital23, these companies account for a third of employment
in Europe and are, in effect, the continent’s Mittelstand. We define them in more detail in
Appendix B.

20

“Bank lending and alternative credit to boom as UK recovers”, City A.M., 29 July 2013

21

“FSB Voice of Small Business Index” survey, Federation of Small Businesses, Quarter 2 2013

22

The Deloitte CFO Survey, Deloitte, 9 July 2013

23

“The Mighty Middle: Why Europe’s Future Rests on its Middle Market Companies,” GE Capital and Essec Business School.
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The previous section of the report demonstrates that SME lending has been declining and that
SMEs have few alternatives to bank lending. This has caused interest in alternative finance to
increase sharply as a complement to bank lending.
A second key theme that has emerged recently is the ability of alternative finance to potentially
reduce the severity of banking crises if they should occur in the future. This is because alternative
finance can lessen dependence on bank lending which, if it is too great, can represent a
vulnerability to the larger economy. This is explained in more detail below.

4.1. Types of alternative finance that could substitute for
bank lending
The previous chapter of this report shows that the vast majority of third party SME finance comes
from commercial banks and that SME lending has been declining in European countries. Some
hold the view that declining lending to SMEs by banks is at least partly due to banks’ increased
risk aversion and price rationing following the financial crisis. It follows that a more diversified,
less bank-reliant financing base for SMEs and mid-market companies is a sensible policy objective.
Non-bank suppliers of finance consist of financial institutions including insurance companies,
pension funds and asset managers and, potentially, unconventional new players such as P2P
networks. Those players with long-dated liabilities like insurance companies and pension funds
are usually less vulnerable in a financial panic than are banks, which always face the potential of a
run on their deposit base, as happened to or threatened to happen to weaker players in the 2008
crisis. The risk of a deposit run is inherent to the maturity transformation function which banks
undertake as a part of their fundamental business model.
One result of these differences between banks and non-bank financial players is that non-bank
players are well placed at this moment in time to be lenders – especially term lenders – to the
economy.
Many analysts note that the USA has a much more diversified financing structure than Europe,
with a much lower dependence on banks. This is matched by substantially larger capital markets
in the USA and a much greater contribution from the alternative finance system. This has
developed over a very long period, in part because of the personalised funding of pensions and
the need to channel large flows of savings to productive investment and, a more hospitable
regulatory environment. The challenge for European policymakers who want to reduce the
dependency of the economy on the banking system – and create large volumes of alternative
finance for SMEs – will be fostering a viable, well regulated alternative finance framework.
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Figure 11 – Dependence of Europe on banks relative to the USA
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4.2. Alternative finance contribution to more diverse and stable
funding of the economy
We noted in the preceding section that alternative finance is valuable because it is a complement
to bank lending in the current constrained situation. Another very important reason to pursue
the development of alternative finance is because of its contribution to financial stability of the
European financial system.
It is clear from the 2008-09 crisis that the European financial system was shaken to its foundations
by the failure or near failure of a number of banks. As policymakers analyse what lay behind these
events, a conclusion which is being increasingly drawn is that financial stability was undermined
by a European financial system that was overly reliant on a single type of systemically vulnerable
institution (banks). There were other aspects to the crisis, but this is certainly one of them.
Andrew Haldane, Executive Director, Financial Stability at the BoE, has spoken about alternative
finance as follows:
“In fact, as risk is squeezed out of the formal banking system, we might require non-banks to do more of
the heavy lifting in terms of financing activity in the wider economy. This is the essence of the European
Commission’s Green Paper – that in addition to regulating banking in a more prudent way, we need to
think at the same time about what alternative avenues we might wish to open up to ensure that the wider
economy isn’t starved of credit and that it is getting the long-term financing that it needs. Now, as it turns
out, it’s pretty clear where that long term financing needs to come from. It needs to come from capital
markets, broadly defined, it needs to come from pension funds, and from insurance companies who after all
have long-term liabilities which they would therefore naturally match with long term assets by extending long
term loans.”24

The EC Green Paper on the Long Term Financing of the European economy which Andrew Haldane
mentions makes the same points, that “better channelling of long-term resource via capital markets and
reduced dependence on bank funding is required.”25

It is clear that many UK and European policymakers are determined to diversify sources of finance
to SMEs and PNFCs and see considerable stability benefits from doing so.

24

“BOE’s Andrew Haldane: how to rehabilitate securitization”, IFLR, 24 May 2013

25

“Long term financing of the European Economy”, European Commission, Green Paper, March 2013
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4.3. Alternative finance and long term debt
Another key feature of the post crisis financial world is the continuing withdrawal of banks
from long term lending and other financial exposures – other than the provision of residential
mortgages. Typically, this would include lending for project finance and infrastructure projects and
long dated risk management products and derivatives.
Essentially this phenomenon is about risk, long term lending is seen as risky by banks and
regulators because of the combination of liquidity risk and increased credit or market price risk
inherent in longer duration commitments. Regulators have particularly set out to discourage
“extreme” maturity transformation by banks (short term funding for long term loan commitments).
The Net Stable Funding Ratio (NSFR one of the two new liquidity measures introduced by Basel 3)
is specifically designed to discourage/prevent that kind of longer dated wholesale market funding
mismatch. In practice, the NSFR means that duration of funding must not be radically different
to the duration of the loans it is meant to support. Also, there is a capital penalty for longer term
lending. These factors are together causing banks to pull back from long term lending right across
Europe, a phenomenon which is well recognised by market commentators.
In a recent report, Oliver Wyman notes that banks are uneconomic lenders of long term debt in the
new regulatory landscape and that they will almost certainly surrender large parts of the long term
financing world to the insurance sector.
“We estimate that the regulatory and capital challenges faced by banks will lead to a total funding gap for
European banks of €3 tn. We estimate that whilst a large proportion of the gap will be closed via means
such as extended central bank support and asset trades, for the vast majority, this will mean less (and more
selective) lending. Given the NSFR requirements, much of this reduction in lending is likely to come at the long
end. European banks will need to deleverage and look to shed €900bn of the €6,700bn long-term wholesale
asset stock in an attempt to restore the NSFR.”26

Figure 12 – Contribution of wholesale assets to closing the European funding gap
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”Along with pension funds, [the insurers] are dominant providers of retirement savings vehicles for the European
mass market. The predictable, long term liabilities they collect give them a structural advantage in providing longterm credit: an advantage they have so far failed to exploit fully. We estimate that by doing so, European insurers
can increase their aggregate market value by about €200bn or 50%”

26

“The €200 billion opportunity: why insurers should lend more”, Oliver Wyman, 2012
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“This advantage arises from the real, sustainable economics of the insurance market rather than from regulatory
arbitrage. In the past, banks could have hidden this in the carry trade of borrowing short and lending long, but
no longer. Deposit rates are too high and the risk and cost of maturity transformation are now clear”27

Policymakers favour this shift in financing sources, as can be seen by Andrew Haldane’s comments.

4.4. Alternative finance and credit analysis/information problems
Alternative finance providers need to make credit decisions, but are often less well placed than banks
to do so because they do not have as much credit information and credit analysis skills as banks.
Alternative, non-bank debt finance is therefore very dependent on finding adequate solutions to the
problem of access to credit information and analysis skills. This is a pervasive problem that affects all
types of alternative finance. Successful growth of alternative finance will not occur if these problems
cannot be resolved.
Alternative finance is to an extent about bank disintermediation. This means removing banks from
their traditional role as intermediaries between savers and borrowers and, in effect, making a direct
connection between savers and borrowers. This is what happens when large companies issue bonds
in capital markets that are purchased directly by institutions.
The intermediary role of banks exists for a reason, however. At its simplest, this role is to minimise
risks to customer deposits by carrying out credit analysis and ongoing credit monitoring of borrowers
to minimise loan losses which could be a threat to customer deposits. Banks also diversify their loan
portfolio (and thereby reduce risk) by lending to many companies of different types. Alternative
finance must find innovative ways to replicate this banking function if it is to succeed.
Disintermediation of banks with regard to large companies occurred many years ago because means
were, indeed, found by which banks’ risk reducing activities could be achieved by market participants
other than banks. The credit analysis function of banks, for example, was replaced by credit ratings
from rating agencies. Institutional investors in bonds of large companies were also able to diversify
their portfolio (and thereby reduce risk) by investing in many companies across different sectors. This
means that large companies can now access capital market investors directly because, to a great
extent, the credit information/analysis problem has been solved in their particular case.
With regard to SMEs and mid-market companies, many have felt that it would be difficult for them
to achieve the same access to capital markets as large companies. This is largely because the problem
of credit analysis and monitoring for these smaller companies is difficult: SMEs and MMs usually do
not have credit ratings and credit information about them is often very limited. Growth of alternative,
non-bank debt finance is therefore very dependent on finding adequate solutions to the problems of
credit analysis and information for smaller companies.
Market participants are therefore discussing ways to make credit information on SMEs and MMs
more widely available in order to ease these problems. The ECB recently launched the ABS Loan Level
Initiative which introduces requirements in its collateral framework for ABS originators to provide
loan-level data on the assets underlying these instruments and to establish a data warehouse to
process, verify and distribute standardised securitisation information to market participants.
This initiative has led to the creation of the European Data Warehouse GmbH. Its objective is to
facilitate the reporting of loan-level data of ABS transactions and ensure that appropriate data is
made available to market participants to increase transparency.
As will be discussed later in the paper, Standard & Poors has recently launched a “Mid-Market” credit
evaluation service which could also materially assist alternative finance providers in their assessments
of borrower creditworthiness.
27

See footnote 23
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in the USA and Europe

Private placements are typically fixed coupon debt instruments of a longer term nature (5 to 7
years) arranged directly and privately between a company and one or a few institutional investors.
Institutional investors are well suited to participate in this market because of the longer term
nature of their liabilities. Many such investors will hold this debt until it matures rather than seek
to trade it in secondary markets, as befits their longer term perspective.
Bank deleveraging and withdrawal from longer term lending has created renewed interest in
direct lending from institutions to companies for term loans, (private placements in other words)
in Europe and the UK. A number of these markets have been growing strongly in volume over
the past few years. This is evidence of companies looking outside the banking sector for funding
during this period.
This chapter sets out the current situation of the PP markets in the USA, the UK, France, and
Germany.

5.1. The US Private Placement (USPP) market
The US is by far the largest of the PP markets. Total new issuance amounted to $54bn28 in 2012,
up more than 100% compared to 2009. Figure 13 shows the evolution of the USPP market in
recent years.

Figure 13 – USPP issuance, 2007-2012
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The USPP market is attractive to both issuers and investors for a variety of reasons. These include its
maturity and considerable absorption capacity established over many decades, the short, slick and
relatively simple investment process and maturities of 7 years or longer, predominantly in fixed rate
format. Issuances range from as little as $15m to as much as $1.5bn for very strong borrowers.29
It is therefore suited primarily to mid-market and larger companies. Key characteristics of the USPP
market include standardised documentation, well established credit processes, many participating
investing institutions, and strong familiarity and confidence amongst its many stakeholders (banks,
lawyers, accountants). These factors collectively account for its success.
The depth and “ease of use” of the USPP has encouraged many non-US companies. In 2011 and
2012, around 35% of funds raised in the USPP were for non-US companies. UK borrowers alone
accounted for 20% of total USPP borrowings30 in these years.
The figure below shows that the majority of companies tapping the USPP market are larger than
$0.5bn (revenue) in size.

Figure 14 – European companies tapping the US private placement market by revenue size
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National Association of Insurance Commissioners (NAIC) Credit rating
A key and distinctive feature of the USPP market is the credit rating supplied by the National
Association of Insurance Commissioners (NAIC). This allows otherwise unrated companies to have
a simple, low cost, abbreviated rating that helps in the process of making private placements. This
is very important because smaller companies tapping the USPP might not have a credit rating from
a recognised rating agency. The NAIC rating therefore fills an important gap and facilitates the
process of arranging PPs for such companies.

5.2. The UK private placement market
There is no established UK PP market involving a significant number of institutional investors,
companies, advisors, and established processes developed over decades as in the USA. The Breedon
Report31 took note of this and the Association of Corporate Treasurers (ACT) was asked to look
29

“US Private Placements for European Issuers”, Slaughter and May, April 2013
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See footnote 26
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“Boosting Finance Options for Business”, Tim Breedon, March 2012
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“PP15+ working group on developing a UK Private Placement market”, Association of Corporate Treasurers, December 2012
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into why this is so. The ACT published its study on this question in late 2012.32 The report observed
that the development of a London PP market is hindered by a number of barriers that ought not
to be insuperable but which have until now prevented any forward movement. Problems noted in
the report include: no abbreviated credit rating equivalent to the US NAIC system, no standardised
documentation or processes, and little track record and experience of PPs amongst most UK
institutions. Any deals done in the UK would therefore tend to be bespoke and have a “one off”
nature. Deals could also, potentially, suffer from premium pricing to reflect their relative rarity and,
hence, perceived riskiness. The ACT also stated that FLS, to the extent that it favours bank lending,
tends to discourage PPs through non-banks in the UK.
It seems it is all too easy, according to our interviewees, for international banks and law firms, most
of whom are very familiar with the USPP market, to take their corporate clients to the USA for
private placements. The ease with which UK borrowers can access the USPP market may therefore
actually tend to discourage the development of an equivalent PP market in London.
While it is true that a traditional insurance company-led PP market is not well established in the
UK, the Government, through BIS and HMT, have launched several initiatives aimed at stimulating
institutional investment in MMs and SMEs in the UK. These initiatives are described in more detail
in the section on non-traditional direct lending later in this paper.

5.3. The German Private Placement (Schuldschein) market
The German Schuldschein market is a PP market. Although it is primarily used by German public
institutions it is also used by German Mittelstand (and larger) companies to get financing direct
from institutional investors. In 2012, company financing in this market amounted to more than
€13bn.33 Like the USPP, it has grown strongly over the past few years, with an increase of 67%
between 2011 and 2012. Certain large German insurers we interviewed said they were looking
to increase their direct lending activity in the Schuldschein market and, indeed, in other European
private placement markets such as France.
Characteristics of the market include: its maturity, (the corporate market started 20 years ago);
absence of a rating requirement; presence of buy and hold investors, predominantly German
insurance companies, investment funds, and banks; use of light and standardized documentation
governed by German civil law (“Bürgerliches Gesetzbuch”); and, typical issue sizes of between
€50m-500m (with a €20m minimum) and maturity predominantly in the 7 to 15 year range. These
issue sizes once again indicate that this is a market for mid-market companies and above. Another
feature of Schuldschein that increases its appeal is a favourable accounting treatment: plain vanilla
loans do not have to be marked-to-market. They are also eligible for use as ECB collateral since
2007.
A distinctive characteristic of this market is its dependence on German law. Schuldschein
documentation is minimal because many of the normally necessary legal/contractual provisions do
not need to be in the documentation because they are simply part of the German Civil Code.
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Figure 15 - Schuldschein issuance to corporates
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The Schuldschein market has in recent times attracted a number of non-German borrowers who
now account for 36% of issuance.34 Recent placements by foreign companies include Pirelli and
Moulinex.

5.4. The French private placement market
The French PP market, traditionally rather small, has grown significantly in the last year or two.
Twenty-two companies arranged private placements in France in 2012 to raise €3bn.35 Société
Générale expects the French private placement market to grow to €15-20bn per year in the near
term and, to account for more than half of the total debt of unlisted mid-market companies.36
Until recently, most French PPs were very large companies. However, at the end of 2012 and in the
first half of 2013, the market became more active for larger mid-market companies, opening with
the inaugural €145m 6.5-year Bonduelle transaction in September 2012. Market observers see
this deal as a watershed event in the French PP market. Since then there have been in excess of
30 deals.34,37 Issuance has ranged between €10m and €500m with the majority of these deals
below €100m.
French insurers, looking for yield and diversification, have led the recent rapid development of the
PP market for mid-market companies in France over the past year or two. These are most notably
Federis (the asset manager of a large mutual insurer) and Crédit Agricole Assurances. Crédit
Agricole Assurances has invested €1.5bn in the mid-market private placement market in 2012.
Federis’ first fund of €288m was dedicated to private placements for French mid-market companies
and has taken part in more than 15 private placement transactions. The rapid success of this first
fund has led to the creation of a second fund of €330m dedicated again to French mid-market
companies.
While still small relative to the Schuldschein market, the French PP market is in a state of very rapid
development.
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“German private placements attract international borrowers”, PwC, 2013
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“Sector Flash – Corporates”, UniCredit Credit Research, 17 January 2013
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“Les placements privés apportent un nouveau souffle de financement”, L’AGEFI, 07 July 2013
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5.5. S&P, credit analysis, and direct lending
This section of the paper has highlighted increasing interest by institutional investors in private
placements and direct lending to mid-market companies. A common theme in many of our
interviews has been the difficulty these investors face when assessing credit quality of unrated
companies in the mid-market arena. Smaller institutions in particular may find it difficult to conduct
the kind of credit analysis called for by this direct lending activity.
A new initiative by S&P is a response to this problem and is indicative of the extent to which
increasing direct lending activity is attracting attention of market participants. S&P announced in
late June 201338 that it would offer a credit evaluation service dedicated to mid-market companies.
The service will be available in France, Germany and the UK over a first phase. The issuer pays for
the service and ‘opinions’ will be private and only disclosed to investors. The main objective is to
offset the lack of financial and credit information to which investors have access when evaluating
a lending opportunity to a mid-market firm. S&P differentiate this service from their main ratings
business by using the terms ‘opinion’ or ‘benchmark.’ This means that the opinion is not a rating
that can be used for regulatory purposes. It nevertheless draws on S&P methodologies and insights
and will undoubtedly be useful to investors in assessing the creditworthiness of unrated borrowers
in the MM segment.
This initiative is clearly a response to increased interest in lending to MMs that is evident in a
number of European markets. It will at the same time facilitate the further growth of this lending
activity by reducing risk to investors.

5.6. Conclusions
It is clear that private placement markets are expanding rapidly in France, Germany, and the USA.
This expansion is probably in response to constrained bank lending in these countries, especially
for fixed rate term lending of greater than 5 years duration. The well-established private placement
markets in the USA and Germany are also attracting foreign companies in significant numbers
showing that there is strong international demand for this type of financing.
In the UK, a significant and active private placement market in the USPP style with many insurance
company investors (standardised documentation, abbreviated credit ratings, many experienced
participants, significant volumes arranged over many years) does not yet exist. Some direct
lending is occurring via asset managers but not in a style readily recognisable as traditional private
placements (discussed in the next chapter). It would seem that a concerted effort of market
participants is necessary if a significant UK PP market is to get off the ground. The problems are
well known: no standardised documentation or processes, no NAIC-type credit evaluation available,
no standardised processes, lack of experience of PPs amongst companies and institutions, and the
premium pricing that results.
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6. Securitisation or other
aggregated institutional
funding for SMEs
We classify securitisation as a form of alternative non-bank finance because it is a technique by
which SME and mid-market company debt is passed from banks to, typically, non-bank actors
such as insurance companies and pension funds. Non-bank market participants through this
process put funding directly into loans to companies. This increases credit supply to the real
economy and represents a diversification of funding sources to SMEs and mid-market companies.
Securitisation entails the creation of securities made up of bundles of loans. Banks ‘originate’
these securities by placing bundles of loans from their balance sheet into these securities which
are then purchased by other market participants. In Europe, as much as $95bn of SME debt has
been securitised annually as recently as 2007. Securitisation therefore has the potential to bring
truly significant amounts of non-bank funding into SME and mid-market company credit markets.
For the banks who ‘originate’ these securitised bundles of loans there are several benefits:
• They create balance sheet “space” by offloading these loans, thus enabling banks to make
more loans;
• Banks get funding from the purchasers of the loan bundles which they may then use to make
new loans in the marketplace
• Banks transfer credit risk from themselves to the investor;
• Banks improve their capital ratios when they transfer loans to another party (because they
shrink their balance sheet).
The benefit to the purchaser of the bundle(s) of loans is the interest borrowers pay on the
underlying loans. Another benefit is diversification: purchasers of securitisations often see these as
a way to diversify their portfolio of debt securities with a new asset class.
SMEs and mid-market companies benefit from securitisation because it supplements bank lending
capacity with very large non-bank pools of capital (insurance companies, pension funds, asset
managers, etc.). These non-bank investors are, effectively, providing funding to companies in the
real economy through the securitisation mechanism. This non-bank funding should in principle
help to relieve constraints on bank lending capacity to the real economy, diversify funding sources
for SMEs and mid-market companies, enhance financial stability, and help banks strengthen their
balance sheets.
Securitisation markets are currently at a low ebb in Europe however, so these significant benefits
are not being realised to any significant extent. There are several reasons why securitisation
markets are subdued:
• Banks have cheap funding available from central banks: securitisation is not really necessary or
useful as a funding technique for them so most are not currently interested in originating new
securitisations;
• Regulation of securitisation is becoming more severe and is in flux: uncertainty is holding back
the market;
• Securitisation played a role in the financial crisis and many investors remain wary.
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There is however, great interest from a number of quarters in a “relaunch” of securitisation
markets for SMEs and mid-market companies in order precisely to achieve the benefits noted
above. This includes directly supportive statements from Mario Draghi39 Michel Barnier,40 and
Mark Carney.41

6.1. European securitisation markets
The European securitisation market rose to a peak in 2008 of $1.2tn but has fallen to a low of
$322bn in 2012 (see Figure 16). The respective figures for SME securitisations are $95bn in 2007
and $58bn in 2012. While $58bn may still seem a very large number, the view amongst market
participants we have interviewed is that much of this figure is down to “funding operations.”
This means SME loans are being bundled together by banks to use as collateral with central
banks in order to get cheap funding, very different from placing bundles of loans with insurance
companies and pension funds. The key benefits of securitisation noted above are not achieved by
these funding operations. In fact, according to Fitch, all 27 SME securitisation deals in 2012 but
one were retained for use as ECB collateral. Fifteen of these transactions were originated in Italy.42
The UK has been the most active securitisation market accounting for 31% of issuance (Italy and
the Netherlands were the next most active markets accounting for 23% and 19% of issuance
respectively). The market is dominated by the issuance of Residential Mortgage Backed Securities
(RMBS). As regards SME securitisation, by far the largest markets historically are Spain and Italy
(Figure 19).
Securitisation works best with large numbers of relatively homogeneous loans. As a consequence,
securitisation began with portfolios of residential mortgages which are homogeneous by nature –
and which remain the largest single category of asset backed securities (ABS). Other securitisation
vehicles include auto loans and credit card receivables which are also homogeneous and
numerous. SME loans are not so homogeneous but are also still suitable for securitisation as is
shown by Figure 16. SME loans could be made more amenable to securitisation if there could be
some standardisation of terms and conditions amongst lenders in order to improve homogeneity.
This could very well increase the amount of securitisation that is possible in the SME space.

Figure 16 – Evolution of securitisation issuance in Europe
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Figure 17 – Evolution of securitisation issuance in the UK
Issuance
($bn)

397

400

300
214

200

200

100

77

104

136

139

136

125

98
31

0
2003

04

05

06

07

08

09

2010

11

12

Q1 13

Source: AFME, SIFMA

Figure 18 – Distribution of European securitisation issuance volumes by type of loan portfolio
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Figure 19 shows that the majority of securitisation for SMEs occurs in Southern Europe.

Figure 19 – 2011 and 2012 SME issuance by jurisdiction, including retained transactions
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6.2. Relaunching the European SME securitisation markets
Securitisation markets are subdued currently because of investor wariness, regulatory uncertainty,
and banks’ reluctance to originate given the cheap funding available from central banks.

6.2.1. Abundant cheap liquidity and investor wariness of securitisation
UK banks have told us that they currently have ample liquidity. This largely removes the need to
originate securitisations in order to get new funds. They cite the Funding for Lending Scheme
(FLS, described in more detail in Chapter 11) and very substantial deposits from both retail and
corporate customers as sources of this ample and cheap liquidity (see figure 20). Although there
are greater pressures on bank funding in Southern Europe, the ECB’s Long Term Refinancing
Operations (LTRO) has put huge amounts of liquidity into the European banking system and, in
most of these countries, cheap funding is also available from central banks against high quality
collateral. So the same effect of abundant cheap liquidity is being felt throughout Europe, that is,
banks do not see securitisation as particularly needed for funding purposes.

Figure 20 – Evolution of Loan to Deposit ratios
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It also seems clear from our discussions with market participants that institutional investors have
expectations for yield on SME securitisations that many banks view as too high, greater in some
instances than the actual interest rates paid on the underlying loans. This reflects the wariness
of investors with regard to securitisations of SME debt. There is, in effect, a pricing gap between
“low” bank lending rates (which reflect benefits of abundant cheap liquidity) and investors’
needs for a “high” yield level which overcomes their risk aversion. A number of our interviewees
have also suggested that bank lending is keenly priced for client relationship reasons, further
contributing to this pricing gap. This problem of investors’ yield expectation versus bank lending
rates makes securitisations difficult to carry off in the current environment.
The situation with these two factors (liquidity and pricing) will, by its nature, get better with time.
As European economies recover, bank loan books will start to grow and excess liquidity will dry
up. Banks will once again look to securitisation markets for funding. Similarly, investor wariness
with regard to securitisation and SMEs will ease as economic confidence increases with recovery.
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6.2.2. Uncertainty arising from new regulation
There is a great deal of regulatory uncertainty concerning the rules for securitisation for banks,
insurance companies and pension funds in Europe. The European Banking Authority (EBA) and
The European Insurance and Occupational Pensions Authority (EIOPA) are currently drafting
rules which could have a very significant impact on the viability of securitisation as a financing
technique. The adoption of conservative and restrictive rules could undermine any recovery in
this market. That said, there appears to be a growing split between regulators and policymakers
as some very senior European officials (in particular, Mario Draghi, Michel Barnier and Mark
Carney) have indicated their support for a recovery in European securitisation markets – to
reduce dependency on and problems caused by contraction in the banking system, particularly in
Southern Europe. The intervention of these very senior officials (and others) has caused market
participants to expect that the EBA and EIOPA will soften their stances on securitisation as they
issue new rules in the coming months.
The European Banking Authority (EBA)
Perhaps the biggest change to securitisation regulation post crisis is the requirement that
originators of securitisations (typically banks) retain 5% of whatever they originate, known as
“skin in the game.” This measure is intended to ensure that originators have incentives to create
sound products. This retention must be given a risk weighting according to Basel 3 rules.
In May 2013, the EBA published a consultation paper43 including proposals on what the risk
weightings should be for retentions. Many market participants state that the proposals are unduly
and illogically harsh and destroy much of the incentive for a bank to originate securitisations. The
EBA would not, for example, recognise any “protection” provided to holders of “senior” tranches
by the existence of junior (i.e., subordinated) tranches in a securitisation (see Appendix D for an
explanation of securitisation ‘tranches’). If a bank chooses to retain an unrated tranche as its 5%,
it is required to give this retention a weight of 1250%. This provision could effectively remove any
capital relief incentives for a bank to conduct securitisations.
The European Insurance and Occupational Pensions Authority (EIOPA)
EIOPA is the main regulator for many of the investors in securitisations. It is in the process of
deciding detailed rules governing investments of insurance companies and pension funds.
Its decisions will have a large impact on whether these investors find it attractive to invest in
securitisations. An issue is how to interpret Solvency 2 which governs these matters.
Solvency 2 relies on measures of volatility to calibrate appropriate capital requirements. EIOPA’s
proposed calibration for market volatility of securitisations has to date relied on the poor
experience of US subprime RMBS from 2007-2012 – rather than experience in European markets
(where ultimate default rates have been a tiny fraction of US experience, as shown on figure 21)
– as its benchmark. This is a highly conservative approach that would cause insurance companies
to have to hold relatively large amounts of capital if they wished to purchase securitisations.
It is therefore an incentive not to participate in these markets. It would make future European
securitisations look quite risky for regulatory capital purposes and would substantially deter
insurers from investing in securitised assets. As for the EBA, final rules have not yet been
published,44 but are expected relatively soon.

43

 onsultation Paper on Draft Regulatory Technical Standards on the determination of the overall exposure to a client or a group of connected clients in respect of
C
transactions with underlying assets under Article 379 of the proposed Capital Requirements Regulation, EBA, 7 May 2013

44

Revised Technical Specifications for the Solvency II valuation and Solvency Capital Requirements calculations, EIOPA, 21 December 2012

SME Alternative Finance | OCTOBER 2013

6. Securitisation or other aggregated institutional funding for SMEs

Figure 21 – Historical default rates for European and US RMBS, Q2 2007 to Q2 2012
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Summary
For both issuers and purchasers of securitisations, regulatory uncertainty is currently a major
inhibitor of activity. Regulators have shown they are minded to make rules which significantly
reduce the attractiveness of securitisation to all market participants. Prevailing opinion in many
quarters is that the regulators’ proposed rules need to change before becoming final but whether
this will happen is an unknown. Many market participants believe as a result that it is wise to
“stay on the sidelines” until the picture is clearer. If the rules as finally published are the same as
current proposals, it will be difficult to restart securitisation markets in Europe.

6.3. The need to find a way forward for European
securitisation markets
The challenge is to restart European securitisation markets by overcoming the market and
regulatory obstacles described above. A number of initiatives are underway to achieve this
restart in several European countries and European institutions. These initiatives tend to share a
number of characteristics: a programmatic market-wide nature that enables market participants
to avoid bespoke, one off efforts; whole loan conduits, funds, or aggregation vehicles instead
of traditional tranched securitisations, and confidence building measures such as kitemarks or
certain types of guarantees from government or European institutions. This section of the report
describes the key efforts being made and draws some overall conclusions on this aspect.

6.3.1. Follow-up to the Breedon report: AFME and ABLe
In the UK, the Breedon Report46 recommended that the Association for Financial Markets
in Europe (AFME) form a working group to develop recommendations on how the SME
securitisation market in the UK might be restarted. This group proposed the creation of an
aggregation agency to lend directly to SMEs and/or to pool SME loans to facilitate SME access to
the public corporate bond markets.
The key features of the Agency for Business Lending (ABLe) structure were as follows:
• A new ABLe entity to be set up to facilitate aggregation and fund raising. This entity would not
be a bank in legal form;
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See footnote 31
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• Originators to pass portfolios of eligible instruments into ABLe. ABLe will issue instruments
to the capital markets that are explicitly guaranteed by the UK Government, or itself provide
guarantees;
• The originators would retain risk in portfolios sold sufficient to ensure they have ‘skin in the
game’ but not enough risk to undermine capital benefits to the originators. This principle was
considered fundamental.
Whilst different levels of government support were contemplated, it was recommended that
any debt or guarantees issued by ABLe carry a full guarantee from the UK government. It was
assumed that the consequent government exposure would be reduced over a longer term
horizon as the economic backdrop improved.
The choice for the operating model where the existing participants would have a major role
as originators and servicers of the loans and pass portfolios on to ABLe was based on the
observation that the only players with credible scale were national origination and servicing
networks. ABLe would thus be relatively easy to set up and could be run at a more reasonable
cost than a new entity requiring its own origination, underwriting and servicing platforms.
While many parties felt that the AFME output was commendable, there was understandable
concern over asking the government to underwrite SME loans and not much progress has been
made over the year since publication of the recommendations.

6.3.2. French “Fonds Commun de Titrisation” (FCT): the NOVO fund
One of the most interesting developments over the past year is the recent launch of the NOVO
fund based on the French Fonds Commun de Titrisation (FCT) structure. This is an innovative new
funding vehicle that was established in France in July 2013. The work to create and structure
this initiative was led by the French Government and the Fédération Française des Sociétés
d’Assurance (FFSA) - ¬the French insurance industry association. The NOVO fund takes bundles
of loans from banks and puts them in an untranched “whole-loan” unrated bond security (in
contrast to the classic tranched structure of securitisations) and sells this bond to insurance
companies. The loans are mainly originated by banks but because there is no tranching it is
felt that there is very good transparency and visibility on the underlying credits which enhances
confidence. The originating bank holds onto a substantial pari passu (i.e.equal ranking) slice of
the exposure. Management of the fund, insourcing of loans, and credit monitoring, are provided
by the managers of the Fund, in this case BNP Paribas and Tikehau Gestion. The FCT vehicle
effectively enables French insurers to lend directly to SMEs and mid-market companies.
Other characteristics of the NOVO fund include:
• Loan sizes between €10m and €50m (by implication these are not really SME loans);
• 30 to 40 companies to be financed in the initial fund;
• Non-callable loans with maturities between 5 and 7 years;
• No rating required;
• Significant diversification required in the fund;
• No tranches;
• Fund managers required to send a management and credit report to each investor annually;
• Investors buy a percentage of the fund, and receive a pro rata share of all the underlying loans
in the fund.
Eighteen47 French insurers are now involved in the Scheme and have put forward an initial fund
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of €1bn to get it started. A number of French credit institutions have also agreed to put loans into
the fund under the direction of the fund managers. The French Government has taken strong
action to support the creation of NOVO, including changing the law to allow insurers to invest
up to 5% of their balance sheet in unrated bonds (as the NOVO fund loans are for the most part
not rated). The French government has further stated that this new scheme could eventually
contribute a potential €90bn48 of additional funding to French SME and mid-market companies,
based on the 5% regulatory limit on unrated unlisted bonds in the relevant insurance firms.
This structure builds on the success last year of a partnership between Société Générale and
AXA49 in which whole loans are transferred from the banking sector to the insurance sector. In
this arrangement, Société Générale originates the loans, capitalising on its large client base, and
passes a majority share of these on to AXA. These are term loans with a longer maturity in the
range of 3 to 7 years primarily made to French mid-market companies. Issue size is in the range
of €30m to €50m. The part funded by AXA is turned into securities (for regulatory and legal
purposes only). There are no tranches in AXA’s loan platform model so there is a simplicity and
transparency that is appealing in the current environment. This arrangement is a whole loan
conduit vehicle rather than a traditional securitisation. Interviewees tell us that the flows between
Société Générale and AXA are material in terms of size.
This AXA initiative now has been extended to include further similarly structured partnerships
with Crédit Agricole and, recently, Commerzbank in Germany, Austria, and Switzerland. In each
case, AXA and the bank have agreed a split between the bank and the insurer of loans of longer
maturity (3 to 7 years).
A key aspect of these French initiatives will be their eventual regulatory treatment. It is
noteworthy that the FCT explicitly avoids tranching, as does the AXA initiative. It would seem to
us that if there is no tranching then much of the controversial regulation affecting securitisation
may not apply, capital requirements will rely instead on the characteristics of the individual
underlying loans in these whole loan aggregation vehicles. This could remove a great deal of the
uncertainty surrounding traditional securitisation at the moment.

6.3.3. The European Investment Fund (EIF)
The EIF, based in Luxembourg, provides various kinds of guarantees to market participants
when they participate in securitisations. The EIF is very engaged currently in efforts to restart
the European SME securitisation market. It has sought to encourage SME securitisations by
providing financial guarantees in senior, mezzanine and first loss tranches (see figure 22) of SME
securitisations or on loan portfolios sales.
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Figure 22 – SME alternative funding support from the EIF and EIB
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Even partial support by State Institutions such as the EIF can have a strong catalytic effect.
For instance, investment in or guarantees of mezzanine financing can provide considerable
reassurance to investors in more senior tranches. It is probable that these guarantees from the
EIF have secured the participation of a number of investors who would not otherwise have
participated in various securitisations. The EIF is thus capable of mobilising significant new
funds into securitisation markets. This may then incentivise other investors to take part in the
securitisation. The “leverage effect” of encouraging a multiple of EIF support is a core principle
for the Fund, and the estimated effects are shown below.
The EIF also has a “Mezzanine Facility for Growth” (MFG) which invests in hybrid debt/equity
funds throughout Europe. The purpose of this asset class is to provide alternative finance
to support, for example, entrepreneurs who seek additional finance but do not wish to lose
ownership control of their companies. Funding for MFG is €1bn.

Figure 23 – Guarantee instruments development 2013 and beyond
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As of today, the EIF’s commitment of €4.6bn has helped deliver almost €30bn of SME financing
and has helped almost 1m SME businesses (see Table below):

Figure 24 – EIF’s activities in favour of SME Finance
Number of
agreements

Securitisation

Cap amount /
EaR in €m

Catalysed
volume in €m
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44
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RSI
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100+

232

4,552
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SMEG

Total

Source: “EIF’s activities in favour of SME Finance”, EIF, AECM Annual Seminar, 21 June 2013

In keeping with its role to revive securitisation markets for SMEs, the EIF has been recently
involved in several initiatives. The EIF has provided guarantees for securitisation tranches with
low layers of credit enhancement to facilitate access to capital markets for unrated or low rated
institutions, such as smaller banks. In March 2013, EIF signed the first two transactions with
UniCredit on two portfolios originated by Federconfidi and Federascomfidi, two Italian mutual
guarantee associations.
The EIF, together with the EIB and EC published in June 2013 a paper on “Increasing lending
to the economy: implementing the EIB capital increase and joint Commission-EIB initiatives”.50
This described efforts to explore the development of a joint €10bn risk-sharing mechanism to
be developed under the new MFF51 by blending EU budget resources (COSME, Horizon 2020)
and ESIF resources with the lending capacity of the EIB, EIF and national development banks.
European institutions are thus redoubling their efforts to provide support to securitisation markets
through guarantees and risk sharing.

6.3.4. The “Prime Collateralised Securities” (PCS Kitemark)
The PCS Scheme52 is an AFME and European Financial Services Roundtable initiative to reduce
substantive risk and, more importantly, the perception of riskiness associated with securitisation
in order to help relaunch the securitisation market. The aim of the PCS scheme is to bestow a
certification on simple, plain vanilla European asset-backed securities (which have had a low
default rate) that comply with specified standards of (i) quality, (ii) transparency, (iii) simplicity and
(iv) liquidity. The intent is to provide reassurance to investors and European regulators in an effort
to overcome concerns about securitisation.

6.3.5. German True Sale initiative (TSI)
We include True Sale as yet another example of a Scheme which is highly organised,
programmatic, and with its high public profile, capable of enhancing confidence in the German
securitisation market. TSI was set up in 2004 as an initiative of 13 banks in Germany, including
both Deutsche Bank and Commerzbank.53
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The distinctive feature of True Sale is its highly organised and programmatic scheme of operation
which relies on set rules and procedures recognised by all participants. Because the structure and
the process are highly similar for each transaction participants know what to expect. This includes
banks, investors, lawyers, regulators, rating agencies and other market participants. In the current
situation, it is also seen as valuable in that its standardisation and high profile give it transparency
and legitimacy. Over 80 transactions have been conducted over the True Sale platform. Like the
PCS Scheme, it applies a label or kitemark (“Deutscher Verbriefungsstandard”) to transactions
conducted over its platform.

Figure 25 – The TSI securitisation platform
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Source: TSI

6.4. Recent SME securitisations: what is possible in today’s market
We describe in this section two recent securitisations of SME loans. Both deals are unusual in
terms of their structure and pricing and are thus reflective of the special conditions in today’s SME
securitisation markets. They are said to be “over collateralised” in order to make them lower risk
to investors, and they offer relatively high yields given the generous collateral in the deals.

6.4.1 Sandown Gold
Sandown Gold 2012-154 was a £1.47bn securitisation of UK SME loans originated by Lloyds
Banking Group. It was divided into 5 different tranches with the senior AAA tranche paying
1.95% over 3month LIBOR. The portfolio consisted of 9,910 loans to 8,082 SMEs in sizes
ranging from £25k to £3m, 90% of the loans being secured by first mortgages on residential
or commercial property. Despite its good reception, this deal has not been repeated by Lloyds
because management can fund easily at cheaper rates via FLS.

6.4.2. Banca Popolare di Vicenza (BPV)
Banca Popolare di Vicenza – an Italian SME focused bank, issued in July 2013 an SME
securitisation of €1.6bn. This issue relied on a high quality portfolio of well collateralised short
term loan commitments and a relatively high return to generate significant investor interest and
deliver a successful placement. Key features of the deal included: (i) a three tranche structure:
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with two senior AA rated tranches totalling €1bn (one of which was retained by BPV), supported
by a retained €569m junior tranche and a cash reserve fund, (ii) a high quality portfolio with
significant collateral; and, (iii) a short senior tranche duration that provides significant mitigation
against regulatory uncertainty. About a third of the deal was placed with investors with the
remainder to be used as collateral for the Italian central bank.
BPV stated, in explaining its rationale for doing the deal:
“We are a commercial bank and want to put money back into the economic cycle. This deal allows us to
transform the loans, and put the money we receive from investors back into the Italian market.” 55

Market observers tell us that the deal was done to demonstrate that BPV is able to diversify
its funding away from the Italian central bank and find institutional backing in real wholesale
markets. It was felt the deal was worthwhile from this perspective even if somewhat more
expensive than a simple repo transaction with the central bank. Indeed, the majority of the deal
was held back by the Bank for exactly that purpose, that is, to support funding from the central
bank as collateral.

6.5. Conclusions
Securitisation is critical to the success of non-bank alternative finance because history shows
that it can generate truly meaningful levels of funding for SMEs and others. These securitisation
markets need to be restarted if they are to make a difference to alternative finance, however.
Looking across the initiatives described above there are a number of key themes:
• Standardisation of loan terms as a way to make SME lending more suitable for securitisation:
• Inclusive programmatic actions organised on a cross market basis towards commonly
accepted solutions, processes, and financing vehicles. True Sale, ABLe, and FCT all have these
characteristics;
• Confidence building measures, such as guarantees from the EIF and kitemarks from PCS
and TSI;
• Use of aggregation or whole loan conduits which address institutional concerns about
transparency and simplicity and which may mitigate regulatory concerns. This is at the core of
the FCT and AXA initiatives but was also part of ABLe. These new vehicles are not traditional
securitisations, but are related and seem to respond well to the particular pressures of today’s
markets.
It also seems clear that it will be easier to mobilise market participants if the underlying loans tend
to be larger and more from mid-market companies rather than pure SMEs. It is also noteworthy
that, in the French example, these are term loans which, we believe, are of less interest to
traditional banks in the new regulatory environment but which fill an important need for the
companies involved. Some would call them private placements in an aggregation vehicle.
Solution(s) to restart securitisation for SMEs and mid-market companies should draw on all these
themes. A meaningful solution will require leadership and innovation to bring about decisive
change in the securitisation markets in the short term. Otherwise it is a question of waiting for
conditions in the markets to improve organically over time.
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A number of market participants other than banks have emerged in the UK in recent years who are
engaged in direct lending to companies, many of which may be considered mid-market in size terms.
While these UK direct lending initiatives are not necessarily structured so as to look like an exact
equivalent of USPPs they are similar in a number of cases in terms of delivering term lending (5 to 7
years) to companies, some of whom may be unrated. What is perhaps unusual is that the main players
in this emerging market in the UK are primarily asset managers rather than pure insurance companies
or pension funds (although one of these asset managers is owned by an insurance company). The UK
Government has been very active in this space with its Business Finance Partnership (BFP) which has led to
the creation of several lending funds managed by asset managers. We review the key initiatives below.

7.1. Examples of non-traditional direct lending
M&G, the European asset management arm of Prudential Plc, has been lending to mid-market
companies since 1997 with current outstandings of around £4.1bn with £930m having been invested
through its first UK Companies Financing Fund and a new (second) fund of c. £500m ready for
investment. The latter fund has a commitment from UK Government under the Business Finance
Partnership.
For the two UK Companies Financing Funds, loans are typically of a maturity of up to 10 years and
generate a yield in the mid-single digits. In our interviews, these M&G loans were often characterised
as private placements as if the investments were similar to the US private placement market and not
direct lending. This illustrates the problem in classifying different types of private debt. Under their UK
Companies Financing Funds, the loans are more expensive than shorter dated bank sourced money,
but are attractive because of the 5 to 10 year term nature of the loans (much longer than banks will
lend for, typically). The covenants on the loan will be the same as those provided to the banks, and the
documentation is based off the LMA documentation as used by the banks.
Other asset managers have also been entering the direct lending space. To illustrate current activity:
Bluebay56 raised more than €800m for a fund (The BlueBay Direct Lending Fund) lending directly to
European corporates. Alcentra is raising a €500m European direct lending fund.57 For funds such as
these, yields from bonds in the public market have hit an all-time low in recent times, so many of
them have been looking elsewhere in the market for riskier assets – including mid-market companies –
offering higher yields.
In addition to the asset managers, the last couple of years have seen the creation of credit funds by PE
groups. While many of these operations may have been set up to help finance a firm’s own PE deals,
the trend now is for credit arms to operate independently, sourcing their own deals.

7.2. BIS and HMT: the Business Finance Partnership (BFP) and direct lending
Direct lending to mid-market and smaller UK companies has also been strongly supported by the UK
Government through its “Business Finance Partnership” initiative. While not necessarily recognisable as
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traditional private placements, the lending through this Scheme represents a new non-bank initiative
which is conducted via asset management firms rather than banks. It can be seen as an attempt to
stimulate development of a private placement market in the UK.
BFP support takes the form of participation by HMT and BIS in two separate programmes. The first
and larger programme (£1.1bn of public funds) is targeted at lending to mid-market companies and
is managed by HMT. The second programme (£100m of public funds) focuses on smaller businesses
below £100m in turnover and is managed by BIS.
The first tranche of the mid-market company programme (£700m) was aimed at businesses whose
turnover is between £75m and £500m. Private co-investment has to be at least equal to the funds
from Government. This first tranche was allocated to five different firms, (Alcentra (£100m), Ares
(£100m), Haymarket Financial (£100m), M&G (£200m), and Picoa (£200m)). These firms mobilised
matching funds of £1bn from the private sector, so, in total, £1.7bn of new funds has been allocated
to these mid-market lending funds. A second tranche of £400m has been recently allocated to the
Intermediate Capital Group and two other firms, whose names have not been made public yet, with
investment criteria similar to the first tranche.
The second programme has a single tranche of £100m aimed at stimulating lending to smaller
companies. It is being used to bring about lending by fund managers, P2P networks or any other
finance partner. However, a higher leverage is expected than for other tranches: £87m has been
invested so far across 7 different financing partners, amongst which £20m58 for Funding Circle, for
which the leverage ratio amounts to 1 to 4. For a £87m BIS investment, BIS expects total lending of
£240m when additional private funds are mobilised.
It is critical from the point of view of BIS and HMT that the funds allocated are invested on fully
commercial terms alongside private money. This not only assures a genuinely market-led approach, it
also means that EU state-aid rules do not apply.

7.3. Conclusions
We noted earlier in the paper that private placements in the traditional USPP style have not become
established in the UK market. Rather, a variety of initiatives have emerged in recent years that are,
in fact, direct lending by non-banks but which are unconventional in the sense that they are led
by asset managers through lending fund vehicles as opposed to insurance companies and pension
funds arranging individual placements. This activity is undoubtedly helpful to the companies
accessing the funds and is certainly attractive to the firms involved.
In the USA, Germany, and France, the PP market is dominated by insurance companies, not asset
managers, and asset managers have certain characteristics which can limit their appetite for PPs.
Many asset managers, for example, must mark to market their investments each day so they can
publish a NAV for all their funds. It is difficult, however, to put a daily price on a loan held in a fund.
Insurance companies, by way of contrast, do not typically have such a requirement. Furthermore,
many asset managers wish to see liquid secondary markets in place for whatever assets they buy
so that they can sell easily if necessary. Secondary markets for loans, however, are not very liquid or
even present in some markets. These two factors together, mark to market and lack of secondary
markets, cause many asset managers to see lending funds as not viable for them. Insurance
companies, on the other hand, should have neither problem as they do not mark to market and they
often/usually hold such loans to maturity and do not therefore need liquid secondary markets. This,
indeed, is why insurance companies in other countries dominate the PP market and why insurance
company participation in the UK would be so useful.
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This form of alternative finance entails direct issuance of bonds by companies to retail investors
through platforms operated amongst others by the London Stock Exchange (LSE) or the Stuttgart
Stock Exchange. The investors are usually private individuals. Assessing credit risk in this model
rests with the individual making the bond purchase. From the point of view of the investor such
bonds may have higher yields than they can get elsewhere while, for the issuers, it is a way of
raising non-bank debt finance and on different terms than banks would offer.
Bond issuance is not new: large corporates have issued bonds to institutional investors in debt
capital markets for decades. This issuance is classically done by large, rated companies, advised
by investment banks, with the bonds issued in large denominations and purchased by financial
institutions. What is new is the issuance of bonds in smaller denominations directly to retail
customers via exchanges such as the LSE. There is considerable interest as to whether these
markets can become a viable source of debt funding for SMEs and mid-market companies in
some quarters.
We discuss in more detail below the German retail bond market, the London Order book for
Retail Bonds (ORB) market, and the Paris IBO market.

8.1. The German retail bond market
The BondM market was launched as a bond market for the German Mittelstand by the Stuttgart
Stock Exchange in 2010. By the end of June 2013, the total outstanding market volume was
about €4bn from around 100 issues. These retail bonds are now also being traded in secondary
markets on three different German exchange platforms (Stuttgart, Düsseldorf and Frankfurt).
BondM refers to the Stuttgart market.
Issuers are German mid-market companies with locally strong reputations. Several different sectors
are represented: automotive, manufacturing, consumer goods, and food/beverage. The issuing
companies have different levels of experience in terms of capital markets: whilst some firms are
listed, some have no prior capital markets experience. Issuers’ typical balance sheet size is €100m,
while smaller companies that have used BondM have balance sheet sizes as small as €20m.
The investor base is retail, of which around 40% are said to be “high net worth”. As the market
has grown, more players are showing interest in the BondM market: Tier 2 institutional investors,
broker/dealers, investment banks, professional investors, and family offices. Investors are typically
based in Germany, Switzerland, Luxembourg, and Austria. For credit analysis, they may rely on
issuer’s credit ratings as performed by the relevant credit agencies.
Amongst our interviewees the BondM market has a mixed reputation. This is because several
issuers have defaulted shortly after making bond issues. Interviewees have also suggested that
bond issues may be mis-priced.
Infrastructure
An infrastructure has been developed to support BondM transactions and to enhance overall
market transparency and confidence:
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• The Exchanges provide web based functionality as regards purchase and sale and pricing in
secondary markets;
• BondM coaches advise issuers and analyse their capital market suitability. They support the
issuer through the analysis, structuring, issuance, and, finally, to the listing in the BondM trading
segment;
• Established in 2011, the BondM index ensures an additional market transparency for the
BondM trading segment. The index reflects the corporate bonds’ price performance of medium
sized companies.
Description of the instrument, including typical issuance size
Typical issuance size ranges from €10m to €225m, the average size being ~€50-75m. Typical
investment levels range between €2k and €15k. Typical bond maturity ranges between 2.7 years
and 6.2 years, with the average maturity being 5 years. This opens the way for smaller companies
to access to capital markets.
The coupon is fixed and typically ranges between 6.50% and 11.50%, with the average coupon
standing at 7.5%.
Rating and documentation
These retail bonds do not need to be rated. Nevertheless, most of them have a rating given by
regulated credit ratings agencies like Creditreform or Euler Hermes specialized in the middlemarket segment. Ratings are lower investment grade, i.e. in BB-BBB+ range.
In terms of documentation, new issues must have a prospectus that is compliant with the
Prospectus Directive. Prospectuses are reviewed by the German Federal Financial Supervisory
Authority “BaFIN”.
Issuing Costs
Issuing costs are in the 2.5%-5.5% range of the total amount issued.
Summary
The BondM market has enabled a number of smaller companies to finance themselves by issuing
retail bonds. These companies would not normally have access to capital markets given their size.
A key enabling aspect is the limited cost of issuance using this market.
It seems clear based on our interviews that there is a national aspect to BondM which has
enabled the establishment of this market. We understand that German investors tend to favour
local companies with which they are personally familiar. Germany is said to have a “bond culture”
which means investors feel comfortable buying bonds. There are continuing concerns, however,
that retail investors may be assuming credit risk through this market that they do not understand
and which may be mispriced.

8.2. The London Stock Exchange Order book for Retail Bonds (ORB)
Launched in February 2010, the LSE ORB market has raised over £3.4bn to date (as of end of
June 2013) from 37 retail bonds issued.59 This is the first UK debt capital market that private
investors have been able to access directly. ORB is an EU regulated market monitored and
supervised by the LSE’s Market Supervision Team. The LSE is determined to ensure that the market
is of the highest quality, and because of the retail investor base, it requires the highest standards
of disclosure, transparency, and high quality participants. This means that ORB issuance has
tended to be from larger companies, however more recently it has become established as a
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Figure 26 – UK retail bond issuance volume evolution
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flexible funding source for several medium size companies. Many ORB bonds have a credit rating
which means public analysis is available to investors. ORB bonds can be seen as a response to
investor appetite for greater transparency and lower costs than bond funds.
The ORB market targets UK retail brokers, wealth managers, and private investors. Most of
the investment in the ORB market is channelled through discretionary wealth managers or
advisory brokers who do their own detailed credit analysis before investing or making investment
recommendations to private clients.
ORB also has a very active secondary market so there is good liquidity for investors should they
wish to sell their bonds. It offers continuous two way prices throughout the trading day, with
private investors given the option to see prices on-screen and trade in bonds in a similar way as
they currently do for shares. This helps explain the rising levels of liquidity in the secondary market
which support the primary market. Investors are more comfortable subscribing to new issues in
the primary market if they know there is a liquid secondary market.
Typical issue size ranges between £20m and £300m, the median size being around £72.5m.60
Twenty-six of the issues have been smaller than £150m. Two unlisted companies have successfully
also issued debt e.g. the Housing Association “Places for People” raised £140m in 2011 and
a further £40m in 2012. Bond maturity ranges between 5.5 years and 10 years, the average
maturity being 7.75 years. Most bonds are fixed rate, but there are also floating and index linked
bonds issued onto the market. Typical rate ranges between 4.75% and 7%, the average coupon
standing at around 6%.
ORB bonds offer greater flexibility for issuers as the issuance size can be tailored to meet issuers’
particular needs. Smaller denominations of £1,000 or less, which are the norm in retail bonds,
allow private individuals to access the bonds of particular companies while allowing diversification
of their investment portfolio. Moreover, the good level of transparency offered by the ORB
infrastructure is a key benefit for investors.
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8.3. The Initial Bond Offering (IBO) market in Paris
Following the recommendations of the Rameix-Giami report, NYSE Euronext now allows listed
and unlisted SMEs to issue bonds to retail investors on NYSE Euronext Paris and NYSE Alternext
Paris. Since its launch in July 2012, this new public offering of bonds called Initial Bond Offering
(IBO) has led to two offerings: the agricultural group AgroGénération61 listed on NYSE Alternext
Paris and the property developer and promoter Capelli62 listed on NYSE Euronext C Paris, which
raised €9.4m and €11.7m respectively.
The IBO market is squarely aimed at smaller companies. Minimum issues are €5m on Alternext
and €10m on NYSE Euronext. There is a concerted attempt to keep costs of issuance as low as
possible by minimising disclosure requirements. There is also considerable flexibility in terms of
covenants and maturities although the maturity date is expected to be between 5 and 10 years.
A credit rating is mandatory when the market capitalisation of a company is below €100m.

8.4. Conclusions
Retail bonds are yet another way in which companies can raise debt finance without resorting to
bank borrowing. In the past several years retail bond venues have appeared in Germany, France,
and the UK. The German and French markets have been conceived from the outset as a means
for mid-market companies and SMEs to raise debt finance. Results are mixed. The amounts raised
in France so far are minimal. The German case as noted above demonstrates some success in
raising significant amounts of new funds but concerns have been raised by a number of parties as
to the quality and safety of the market.
The LSE’s ORB market has taken a different stance from the French and German examples,
emphasizing quality of issuer over size of issuer. This means that issuers so far have been large
companies and several medium sized companies.
Key issues that require resolution for retail bonds to prosper as a financing mechanism are to do
with investor protection and regulation, particularly as regards credit risk and pricing. A more
defined and widely accepted approach to these issues is necessary if these markets are to become
mass retail.
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“AgroGeneration launches successful bond issue on NYSE Alternext”, NYSE Euronext, 12 July 2012

62

“Capelli launches Initial Bond Offer on NYSE Alternext”, NYSE Euronext, 29 November 2012
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9. Peer-to-peer lending (P2P) and
non-lending short term finance
This form of lending is a global phenomenon and, although starting from a tiny base, is growing
very rapidly in the UK and elsewhere. It enables companies once again to raise finance directly
from retail savers and is thus an alternative to borrowing from a bank.

9.1. Peer-to-peer lending
In P2P lending, web-based platforms put borrowers directly in touch with savers who want to
lend money, usually because they will be able to get a higher yield than is available elsewhere.
Web-based lending players also provide some auxiliary services which enable price discovery
and, often, some form of credit information or credit discrimination between classes of borrower
which affects the yield obtained. In some web-based players, such as Zopa, the business model
is also designed to result in diversification across a portfolio of borrowers. This is a way to reduce
the risk savers take when putting funds into the system.
Unlike a bank (licensed deposit taker) these web-based lenders provide no guarantees to the
savers putting funds into the system that their money is safe or will be returned to them in full.
The web-based providers therefore have no prudential capital and investors are at risk of loss
of their principal when they lend money across these web intermediaries. This presents a major
regulatory concern and challenge in the event that web-based lending achieves any significant
scale.
The UK FCA will begin regulating this type of lending in April 2014.63

9.1.1. Market for peer-to-peer lending
In 2012, individual and business P2P platforms raised $2.7bn worldwide.64 The United States is
currently the largest P2P lending market, estimated by the 2013 Crowdfunding Industry Report at
around $1.9bn in size. European volumes were estimated at around $700m.
The UK’s P2P lending market, including both retail and corporate lending, has trebled in size in
three years to about £315m.65 According to a study from the Open Data Institute66 (supported
by the Bank of England), the market would be worth £1bn by 2016 if it continues to grow at its
current speed. The three largest websites account for 92 per cent of the market, but there is a
growing list of new platforms that target specific borrowers. Zopa is by far the largest P2P lender
in the UK but is a site for retail lending.
The corporate P2P platforms concentrate on serving the smaller end of the SME market. Funding
Circle, the pioneer, was launched in August 2010. While growing rapidly, corporate P2P remains
relatively small. Outstanding loan volume stands at around £150m (July 2013). As a comparison,
the start-up bank Aldermore has already extended over £1bn of loans to small British businesses
since its launch in 2009.67
63

F SA CP13/7, 6 March 2013 (on 1 April 2014 regulation of the consumer credit market will be transferred from the OFT
to the FCA.
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“Working the Crowd,” Nesta, Peter Braeck and Liam Collins, May 2013.
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“Digital finance lending set to hit £1bn”, Financial Times, 15 July 2013
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“Chancellor welcomes over £1 bn of new SME lending by Aldermore,” Press release, Aldermore, 19 October, 2012.
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Nevertheless, P2P for businesses is obviously growing very rapidly. A recent study from Nesta68
predicted that P2P has the potential to deliver as much as £12.3bn in business lending annually in
the coming years. Andrew Haldane, Executive Director for Financial Stability at Bank of England,
recently said that “Small P2P lenders like Zopa and Funding Circle could in time replace high
street banks.”69
The corporate P2P platforms concentrate on serving the smaller end of the SME market. Typical
borrowers are >£100k turnover companies, with more than 2 years of accounts, whereas equity
platforms target start-up businesses, most of them having 1-2 years of trading.

9.1.2. UK P2P lending to companies
Funding Circle is the largest P2P business lending site, with £124m loans provided so far70 (as of
July 2013). It is by far the largest provider in this space. It offers loans of between £5k and £1m
with terms ranging from one to five years. The average loan size is about £50k and average
interest rate stands at 8.7%.
Credit risk is assessed using management accounts. Each borrower is assigned a risk rating of:
• A+ (very low risk); • A (low risk); • B (average risk); or
• C (above average risk).
Funding circle provides a secondary market option that allows lenders to withdraw their money
from the market before full repayment is due.
In March 2013, BIS decided to lend £20m to British small businesses through Funding Circle,71 as
part of the Government’s Business Finance Partnership scheme (BFP) discussed earlier in the paper.

9.1.3. Regulation of peer-to-peer lending
The FCA will begin to regulate P2P lending from April 2014. We understand that it has accepted
in principle the business models used by some of the players described above. However, in our
interviews involving many different stakeholders, investor protection concerns have been raised
with regard to P2P lending. This is because lending to small businesses is inherently risky. Some
question whether there will be adequate safeguards for unsophisticated savers/investors who
venture into this market seeking high yields but do not understand the risks. If P2P lending
does becomes a “mass retail” phenomenon it is likely that regulatory authorities will become
concerned about investor protection issues, especially given the FCA’s proactive stance with
regard to consumer protection.

9.1.4. Conclusion
P2P lending is a small but fast growing source of alternative finance to SMEs (not mid-market
companies). Some observers predict that it will grow to a significant size and be an important
provider of finance to SMEs alongside major financial institutions. Many of our interviewees were
sceptical that this could happen, it must be said.
The key issue that must be resolved for this market to continue to grow is investor protection.
Should P2P become a mass retail phenomenon it is probable that the regulator will have major
concerns over the safety of this market for retail investors with a poor understanding of risk. It
would seem that further progress needs to be made in dealing with this issue.
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“Peer-to-peer lending to business : evidence from Funding Circle”, Nesta, April 2013

69

“Peer-to-peer lenders gain traction”, Financial Times, 30 March 2013

70

www.fundingcircle.com
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“Small businesses offered £110million of new finance” BIS, 12 December 2012
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10. Factoring, invoice discounting,
leasing, and supply chain finance

These forms of finance are another way in which companies may raise finance without resorting
to bank borrowing. A key difference from plain vanilla bank lending is that these forms of finance
are backed by assets. This means that in a lease agreement, for instance, there is a tangible
piece of equipment that serves as collateral and which can be taken back by the bank/lessor if
the lessee is no longer able to pay. For this reason, the category is generally considered less risky
than plain vanilla unsecured lending. There is also less likelihood that providers of these types of
finance will discriminate so strongly between small and large companies because the collateral
is there.
It is very interesting to note that unlike plain vanilla lending, these forms of finance have been
showing some volume growth over the past few years, especially sales finance. This growth may
be indicative of banks’ and others willingness to extend credit during the crisis period so long as
risk has been mitigated by the existence of good collateral.
The funds involved are large -these forms of finance are large in scale and have no doubt been
significant in supporting meaningful amounts of new credit for both large and small companies
through the crisis.

10.1. Sales finance
Sales finance is composed of two broad activities:
• Invoice factoring: the factor pays an agreed proportion (usually 80 to 85%) of approved
invoices to the company on receipt of a copy of the invoice. The balance, less a charge (usually
around 0.75% to 2% of turnover), is paid upon client payment. The administrative burden
(credit risk management and collection) falls on the factor.
• Invoice discounting: it is similar to factoring, except the company remains responsible for
credit management.
Sales finance for SMEs is more developed in the UK (c£10.3bn or €12.6bn advances in 2012)72
compared to France (c€6.5bn advances in 2011).73 Sales finance is predominantly offered by
banks. In the UK, based on interviews, local clearing banks account for a majority (~70%) of
discounting and factoring services, foreign banks filling most of the difference (~20%), with just
~10% covered by non-bank sources.
Sales Finance (all clients including SMEs) grew by 6.8% on average per year since 2009.

72

Ares & Co analysis based on ABFA Industry Figures 2011

73

Ibid Banque de France (DIREN.M.FR.CR.FC.01.N.ZZ.PM).
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Figure 27 – Growth of total sales finance advances in the UK
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10.2. Asset finance
Asset finance services to SMEs include:
• Hire purchase: the company pays a deposit and gradually pays off the remaining balance,
along with interest accrued.
• Operating leases: the company borrows the asset for a particular length of time against
periodic lease payments, before returning it to the lessor at the end of the lease term.
• Finance leases: it is similar to an operating lease, but the rental cost usually covers the whole
cost of the asset.
Asset finance is usually used to fund plant and equipment (machinery, vehicles). New leasing
volumes in eight European countries (France, Germany, Italy, Netherlands, Poland, Sweden, Spain
and the UK) were estimated at €78bn in 2010.74
Asset finance in the UK generates annual volumes of new finance of £20.8bn, of which £11.7bn
went to SMEs, and it has been growing since 2010.

Figure 28 – Growth in total asset finance new business in the UK
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10.3. Supply chain finance
Some interviewees have suggested that large corporates may in the current environment be
effectively extending credit to SMEs. This lending can arise through supplier finance, in which
firms offer to either extend the time in which invoices have to be paid, effectively extending
a short term loan, or by paying less in exchange for very prompt payment. SMEs have also
leveraged trade or export finance. Trade credit added up to €5.9bn at end Q4 2010 in the UK75
and €5.2bn as of end September 2011 in France.76 The Prime Minister has launched an initiative
on supply chain finance aimed at supporting small businesses by accelerating access to bank
finance when invoices are accepted by large companies from small companies in their supply
chain.77 A key aspect of supply chain finance is that small companies can, in effect, leverage the
strong credit rating of the large companies to which they are suppliers and thus gain access to
more credit in a more timely manner.

10.4.	Conclusion
As noted in the introduction to this section of the report, factoring, invoice discounting, leasing,
and supply chain finance are major providers of credit to the economy. Most of these forms of
finance have been growing since 2009 reflecting, perhaps, a tendency amongst companies both
large and small to utilise these sources of finance in a constrained lending environment, and the
banks’ willingness to provide credit in these forms.

75

Ares & Co analysis based on ONS data (NEWF - NETB)

76

Ibid Banque de France (DIREN.M.FR.CR.CC.01.N.ZZ.PM)

77

“Prime Minister Announces Suppy Chain Finance scheme,” Prime Minister’s Office, 10 Downing Street, 23 October, 2012.
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Appendix A:
Defining SMEs

For the purpose of this paper, we define SMEs according to the European Commission’s standard
criteria, that is, an SME is a company that has both:
• less than 250 employees;
• either a turnover of less than €50m or a balance sheet total of less than €43m.

Figure A1 - Company classification
Company category

Employees

Turnover

or

Balance sheet total

Large

≥ 250

> € 50 m

> € 43 m

SMEs

< 250

≤ € 50 m

≤ € 43 m

• Medium-sized

50 to 250

€10m to €50m

€10m to €43m

• Small

10 to 50

€2m to €10m

€2m to €10m

• Micro	Less than 10	Less than €2m	Less than €2m
Source: Eurostat

Market data for the SME market are available from the European Commission’s Eurostat website on
the 27 constituent countries of the European Union, which we will refer to as Europe or EU27. Data
from 2008 are estimates from Eurostat.
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Appendix B:
Mid-market companies defined
Middle market companies are of interest for this study because, like SMEs, they are highly relevant
when it comes to alternative finance. They play a large role in the economy of European economies
and are highly dependent on bank finance.
Definition of middle market companies
Middle market companies are less closely measured than SMEs so there are fewer standard
definitions of what should be included in this category. Figure B1 shows some of the varying
definition used in France, Germany and the UK. In the UK, BIS states that companies with a
turnover from £25m-£500m are mid-market.

Figure B1 – Varying mid-market companies definitions
Source of data.

Country

Definition

French article 51 of the Loi de
modernisationde l'économie
(2008)

France

Entreprise de taille intermédiare (ETI): Employees 250-4,999
and either revenue < €1.5bn or balance sheet of < €2bn.

No. of companies
64,600

GE Capital

France

Revenue €10m-€50m

36,000

Department of Business
Innovation & Skills (BIS)

U.K.

Employees 50-249

30,475

Breedon Report

U.K.

Revenue £25m-£500m

30,475

GE Capital

U.K.

Revenue €20m-€1bn

21,500

Ifm Bonn - Institut fur
Mittelstandsforschung

Germany

Employees 10-500 and turnover of €1m-€50m

426,695

Hoppenstedt

Germany

Turnover between €24m (~$30m) and €397m (~$500m)

GE Capital

Germany

Revenue €20m-€1bn

21,000

4,200

EU Commission (Mittelstand)

Germany

Employees 50-249 and turnover of €10m - €50m and total
balance sheet €2m-€10m

64,173

GE Capital

Italy

Revenue €5m-€250m

62,000

Source: Standard & Poors

In 2012, GE Capital conducted a major study with Essec Business School of the middle market in
the four largest European economies (Germany, France, the UK, and Italy) in an attempt to define
what it is and to demonstrate its importance to the European economy. Using an “inflection
point” methodology, GE Capital arrived at the definitions below for mid-market companies in the
four countries.

Figure B2 - GE Capital definitions of middle market companies
Country

Middle market definition

Germany

Turnover: €20m-€1bn

France

Turnover: €10m-€500m

Italy

Turnover: €5m-€250m

UK

Turnover: €20m-€1bn, £15m -£800m

Source: GE Capital
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Number of companies
Across the EU4 Group (France, Germany, Italy, UK), mid-market firms represent around 1.5% of
companies by number (140000 in total).

Figure B3 – Share of number of companies
Share of total 100%
number of
companies

1.2%

1.6%

1.4%

98.8%

98.4%

98.6%

France

Germany

Italy

UK

36 k

21 k

62 k

21.5 k

1.5%

1.7%

98.5%

98.3%

EU4

140 k

0%

Number of midmarket companies

Size of company

Mid-market companies

All other companies

Source: GE Capital

Contribution to employment
Mid-market companies are a major source of employment, accounting for c33% of the EU4
workforce on average. This varies slightly from country to country. The 5.2m workers employed
by the Italy middle market companies represent only c28% of the workforce, whereas in the UK,
middle market companies provide work to 10.9m people, or over c36% of the local population.
From this point of view, UK middle market companies are the largest employers of the EU4 middle
market groups.

Figure B4 – Share of number of employees of mid-market companies
Share of total 100%
number of employees
90%
80%

28.3%

32.6%

28.8%

67.4%

71.2%

EU4

France

Germany

Italy

UK

32 m

6.5 m

9.4 m

5.2 m

10.9 m

34.5%

36.4%

70%
60%
50%
40%
30%

65.5%

71.7%

63.6%

20%
10%
0%

Mid-market
companies

Size of company

Mid-market companies

All other companies

Source: GE Capital
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Contribution to turnover
Mid-market companies in the EU4 generate 7.5tn of turnover, almost one third of total company
revenues. In the UK, mid-market companies provide about one third of turnover.

Figure B5 – Share of turnover of mid-market companies
Share of total 100%
turnover
90%
80%

31.7%

29.3%

32.5%

32.7%

32.3%

68.3%

70.7%

67.5%

67.3%

67.7%

EU4

France

Germany

Italy

UK

7.5 tn

1.7 tn

2.3 tn

1.4 tn

70%
60%
50%
40%
30%
20%
10%
0%

Mid-market
companies

Size of company

2.1 tn

Mid-market companies

All other companies

Source: GE Capital

Financing patterns of mid-market companies
Although there is less data available than for SMEs, it seems clear that mid-market companies are
heavily dependent on banks for finance. Most of them are not big enough to easily access capital
markets for bond issues or other forms of debt via debt capital markets.
As shown in figure B6 below, European mid-market companies are not very active in debt capital
markets (DCM). Less than 5% of European companies with turnover below $500m participate in
DCM. Only when a European company reaches $5bn in turnover does it become highly likely that
it will access DCM.

Figure B6 – Profile of global DCM issuers in 2011
% of corporates
Corporate size (by
revenue p.a.)

active in DCM

DCM % of corporate
Average debt per corporate ($bn)

LT debt profile

EU

US

EU

US

EU

US

<$0.5bn

<5%

5-10%

< 0.05

< 0.05

<30%

<30%

$0.5 - 5bn

30-40%

50-60%

~0.4

~0.5

40-50%

~70%

$5 - 20bn

70-80%

90-100%

~2.5

~3.5

~60%

~80%

$20bn +

100%

100%

~12

~9

~60%

~85%

Source: Dealogic, Capital IQ, Orbis, Oliver Wyman
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Key barriers to use DCM include the costs of the transaction relative to issue size, lack of credit
data and benchmarks, and/or the lack of knowledge and experience of mid-market companies
with DCM.
Bank lending tends therefore to dominate mid-market company financing as shown by figure B7
below from GE Capital.

Figure B7 – Mid-market priorities for accessing finance
% who would like more access to method in the future
43

Bank Loan
26

Equity of company / owners / directors
Commercial leasing / structured finance

22

Retained earnings

22
19

Financing from the European Union
16

Financing from other public funded programmes
External private equity /venture capital

15

Trade credit / supplier or vendor credit

15

Factoring / account receivables

10

Corporate bonds

10
6

Peer to peer lending
Financing from local government

2

Source: GE Capital

SME Alternative Finance | OCTOBER 2013

59

60

Appendix c: List of acronyms

Appendix c:
List of acronyms
ABFA

Asset Based Finance Association

FLS

Funding for Lending Scheme

ABLe

Agency for Business Lending

FSB	

Federation of Small Businesses

ABS

Asset Backed Securities

FSCS

Financial Services Compensation Scheme

ACT	

Association of Corporate Treasurers

HMT	

Her Majesty’s Treasury

AECM	European Association of Mutual Guarantee Societies

LIBOR	London Interbank Offered Rate

AFME	

Association for Financial Markets in Europe

GF

AIM

Alternative Investment Market

IBO	Initial Bond Offering

Guarantee Facility

BaFIN	Bundesanstalt für Finanzdienstleistungsaufsicht

IFLR	International Financial Law Review

BBA	British Bankers Association

IFRS	International Financial Reporting Standards

BBAA	British Business Angels Association

LSE	London Stock Exchange

BdF	Banque de France

LTV	Loan to Value

BFP	Business Finance Partnership

LTRO	Long Term Refinancing Operations

BIS	Department for Business, Innovation & Skills

MFF

Multiannual Financial Framework

BoE	Bank of England

MFI	

Monetary Financial Institutions

BPV	Banca Popolare di Vicenza

MiFID	

Markets in Financial Instruments Directive

CDC	Caisse des Dépôts et des Consignations

MM

Mid-Market company

CDFA	Community Development Finance Association

NAIC	National Association of Insurance Commissioners

CDO	Collateralised Debt Obligations

NIESR	National Institute of Economic Research

CFO	Chief Financial Officer

NSFR	Net Stable Funding Ratio

CRD	Capital Requirements Directive

NYSE	New-York Stock Exchange

CRR	Capital Requirements Regulation

ORB	Order book for Retail Bonds

DCM	Debt Capital Markets

PCS	Prime Collateralised Securities

EBA	European Banking Authority

PE	Private Equity

EC	European Commission

PNFC	Private Non-Financial Company

ECB	European Central Bank

PP	Private Placement

EFG	Enterprise Finance Guarantee

P2P	Peer-to-Peer

EIB	European Investment Bank

QE	

EIF	European Investment Fund

RMBS	Residential Mortgage Backed Securities

EIOPA	European Insurance and Occupational Pensions Authority

RSI	Risk-Sharing Instrument

ESIF	European Structural and Investment Funds

SIFMA

Securities Industry and Financial Markets Association

EU	European Union

SME	

Small and Medium Size Enterprises

EVCA	European Venture Capital Association

TSI	True Sale International

FCA

Financial Conduct Authority

UK	

United Kingdom

FCT	

Fonds Commun de Titrisation

US

United States

FLA

Finance and Leasing Association

USA

United States of America

FLPG

First Loss Portfolio Guarantee

USPP	

United States Private Placement
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Appendix D:
Securitisation tranches
A key aspect of securitisation is that these marketable securities are divided up, typically, into
three tranches:
• Senior tranche, usually with a high credit rating. The senior tranche is last in line for any
losses in the loan bundle;
• Middle tranche or mezzanine tranche, which is junior and will have a higher yield than
the senior tranche;
• Equity tranche or “first loss”, which brings the highest potential returns but also the
highest level of risk.
Different types of investors will be interested in these different tranches depending on their
appetite for risk.
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