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In this study, we examine the financing of Austrian companies through the lens of the measures
proposed in the European Commission’s action plan on building a capital markets union. The
Austrian corporate sector has not been faced with major financing problems in recent
years. Nevertheless, there is clearly room for improvement in the area of equity financing, in
particular with regard to funding start-ups and innovations. It is safe to assume, however, that
banks will continue to play a key role in corporate funding in Austria. This is especially true for
smaller and medium-sized companies, whose borrowing needs are low in absolute terms, tend
to be highly volatile over time or require tailor-made collateralization. Here, banks will continue
to have a comparative advantage over standardized funding options available on the capital
market. Still, a diversification of funding options proposed by the capital markets union project
would enable the Austrian corporate sector to tap into complementary financing sources. The
measures envisaged in the action plan to minimize the information gap between potential
investors and companies in need of financing may help reduce the cost of funding and, more
importantly, enable the completion of transactions in the first place. This way, capital markets
will play a more active role in spreading the risks and opportunities inherent in investment
projects among a wider circle of investors.
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Since the outbreak of the financial cri-
sis, bank lending to the corporate sec-
tor has clearly flattened both in Europe
as a whole and in Austria. At the same
time, corporate financial investment
and public infrastructure investment
have slowed down as well. The Euro-
pean Commission responded to this
development by proposing to build a
capital markets union with a view to
complementing bank financing with
stronger capital markets and thus mo-
bilizing capital and channeling more
capital from savers to companies.

The capital markets union project is
not a closed system; instead, it com-
prises most diverse aspects and mea-
sures, which the European Commis-

sion (2015c) encapsulated in an action
plan. More integrated capital markets
are expected to improve the long-term
funding of Europe’s corporate sector.
The idea is to enable companies to
choose from a more diverse range of
funding options and to gradually bring
down barriers to cross-border invest-
ment. Some of the proposals go beyond
Europe-wide harmonization and in-
clude farther-reaching positions, such
as same tax treatment of debt and
equity capital or restructuring insol-
vency procedures to give entrepreneurs
a “second chance.”

The cornerstone of the capital mar-
kets union project — developing an EU-
wide capital market by bringing down
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national barriers — is not a new idea. As
a matter of fact, the free flow of capital
was one of the fundamental principles
on which the EU was built, and this
idea has fed into many EU initiatives
and projects. These undertakings
ranged from the 1988 deregulation of
capital movements in the EU (Euro-
pean Commission, 1989) to the 1999
Financial Services Action Plan, to the
proposals set forth by the Giovannini
Group (from 2001) for removing obsta-
cles to the cross-border clearing and
settlement of securities transactions.
Also, creating more efficient capital
markets was named as an explicit goal
of monetary union. Capital markets
union is a further step toward the com-
pletion of a single European capital
market.

In addition to the banking union
project, the European Commission will
assign top priority to the capital mar-
kets union project in the years to come.
While both are being called “unions,”
capital markets union differs substan-
tially from banking union. In contrast
to banking union, which harmonizes
supervision and resolution and restricts
the scope of banks’ activities further
(through enhanced capital and liquidity
requirements and refinancing rules),
the capital markets union project en-
compasses a program for actively devel-
oping and strengthening capital mar-
kets. Furthermore, capital markets
union does not entail a consolidation of
the supervision of the respective in-
struments and institutions at the EU
level, whereas banking union rests on a
centralized supervisory framework.
The measures outlined in the action
plan on building a capital markets union

Corporate financing in Austria in the run-up to capital markets union

are rather diverse and, hence, not as
closely intertwined as the building
blocs of banking union. Also, capital
markets union is — in contrast to bank-
ing union — an EU-wide project.

This study provides an analysis of
the Austrian corporate sector spe-
cifically with regard to the domestic
take-up of the instruments’ listed in
the action plan. It also examines in
what way the measures proposed in this
plan might help Austrian companies
catch up where they may be lagging be-
hind. After highlighting the main char-
acteristics of these financing instru-
ments, we will, depending on data
availability, compare the relative im-
portance of these instruments for cor-
porate finance in Austria with peer
countries in Europe. This study focuses
on economic aspects and does not touch
on any legal issues.

In this study, Austria is compared
with countries that display similar eco-
nomic structures. As the countries
whose economic structures and finan-
cial systems are most similar to those of
Austria are the other “western Euro-
pean” countries, the countries in tran-
sition in Central, Eastern and South-
eastern Europe (CESEE) are not part
of the peer group. While CESEE is of
crucial importance for the Austrian
economy, the region’s economic struc-
ture — and especially financial market
structures — still differ substantially
from western European countries in
general and Austria in particular. This
is why a comparison vis-a-vis the CE-
SEE region did not seem opportune in
this case. Nor did we account for those
smaller EU Member States in which the
financial sector makes a disproportion-

2 For this reason, important types qfcorpomteﬁnancin(q, such as trade credits,factoring or leasing are not covered.

For more information on the financing of small and medium-sized enterprises (SMEs), see, for instance, Nassr and

Wehinger (2014) and OECD (2014 and 2015).
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ately high contribution to GDP. This
left us with the larger western EU
Member States to include in our
sample.

This paper is organized as follows:
It starts with a brief overview of the
corporate structure in Austria and ana-
lyzes whether there are any pointers to
specific requirements with regard to
the measures proposed in the action

plan on building a capital markets
union. Sections 2 and 3 examine the ef-
fects capital markets union is likely to
have on individual debt and equity fi-
nancing instruments that are defined in
the action plan as the main funding
sources and which are meant to com-
plement corporate finance in the me-
dium and long term. Section 4 presents
the main conclusions.

Box 1

Key aspects of the capital markets union initiative

The European Commission has bundled its activities aimed at unlocking long-term finance
under the capital markets union initiative, which is aimed above all at reinforcing measures
in two areas: mobilizing funding for infrastructure projects and funding for small and
medium-sized enterprises (SMEs).

In implementing its strategy, the Commission is taking the following action:

Prospectus requirements: The Prospectus Directive is to be modernized with a view to
reducing the fixed costs associated with the issuance of bonds.

Assessment of creditworthiness: Standardized quantitative methods are to be developed
that enable nonexperts and nonbank lenders, such as insurers and asset managers, to
assess the creditworthiness of SMEs to facilitate loans to SMEs.

Review of securitizations: The European Commission is drafting regulatory requirements
and quality criteria to allow for a simple and transparent classification of securitizations for
nonexperts.

Promotion of the development of European long-term investment funds: This initiative aims
to encourage insurance companies and pension funds to make longer-term investments in
private infrastructure projects and undertakings.

Development of a European market for private placements: Such placements take place
outside of a stock exchange, i.e. a public trading venue. In other words, securities are
directly placed with a small group of investors (individuals or institutions). The European
Commission is currently harmonizing the legal framework to align national insolvency and

disclosure laws.

1 State of play of the Austrian
corporate sector

This section examines how the mea-
sures envisaged by capital markets
union may affect the Austrian corpo-
rate sector in a positive or negative
manner. First, as to the structure of the
corporate sector: Do key indicators
on company demographics point to
strengths and weaknesses that might
entail specific effects from capital mar-

kets union? Second, given that capital
markets union is meant to improve cor-
porates’ funding situation, how do
Austrian companies rate financing
problems? Third, we compare Austrian
companies’ financing structure with
international peers, in particular with
regard to the two aspects tackled by
capital markets union: equity levels and
the role of bank loans in corporate
finance.
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1.1 Company demographics in

Austria
In Austria, the share of SMEs’® in the
number of employees (68%) and value
added (60.4%) broadly corresponds to
the figures recorded by other smaller
western European countries (see table 1).
A more granular SME breakdown by
size shows that, above all, very small
companies (with up to 9 employees)
contribute relatively little to employ-
ment and value added, while medi-
um-sized companies (with 20 to 49 and
50 to 249 employees) make above-av-
erage contributions compared with
the EU-14 peer group examined here.
Given that alternatives to bank fund-
ing tend to be a more viable option for
larger companies, one might assume
that Austrian businesses could derive
disproportionately high benefits from
capital markets union.

The relatively minor share of very
small companies could result from the
low start-up ratio. At 5.9 start-ups per
1,000 existing businesses, the number
of business births in Austria trails be-
hind the “birth rate” of most other
countries examined in this study. The
small share of private equity might in-
dicate that the low start-up ratio is at-
tributable to financing deficits, even if
a more thorough analysis of the private
equity volume shows a mixed picture
(see section 3.1). Should financing bot-
tlenecks put a brake on business start-
ups in Austria, then the fact that large
countries record higher start-up ratios
could imply that capital markets union

Corporate financing in Austria in the run-up to capital markets union

would have a positive impact on
Austria’s number of business births.

Another aspect that might ex-
plain the comparatively little share of
very small businesses is the substantial
portion of foreign-controlled compa-
nies in Austria. In 2012, one-third of
Austria’s value added was delivered by
foreign-controlled companies, which
accounted for one-fifth of overall em-
ployment. Both relative to the num-
ber of employees and to value added,
this share exceeds the average of the
peer group of countries examined in
table 1.* Not surprisingly, foreign-con-
trolled companies play a more import-
ant role in smaller countries than in
larger countries. With regard to capital
markets union, this could, on the one
hand, imply rather minor direct effects
in Austria, because in foreign-owned
businesses, strategic financing deci-
sions tend to be taken abroad. Yet, on
the other hand, integrating individual
national capital markets toward a single
European financial market could pro-
mote cross-border investments in busi-
nesses.

And finally, table 1 shows that the
legal form of corporation is notably less
widespread in Austria than in many
other countries. Only one in five Aus-
trian companies adopted the legal form
of limited liability company or stock
corporation, while this is, on balance,
the case with one in three companies in
the country peer group used in this
study. In countries with more mar-
ket-based financial systems, over two-

The definition generally used for SMEs in Europe comes from the EU, which has laid down three size-related

criteriajbr classyfying companies. Hence, SMEs are businesses withfewer than 250 employees and whose sales do

not exceed EUR 50 million per year or whose balance sheet amounts to no more than EUR 43 million. The inter-
national Eurostat and OECD tables on which table 1 is based use employee figures for breaking down the results.

In part, the differences in the shares in the number of employees and value added posted by foreign-controlled

companies might relate to the fact that some countries offer considerable profit-based tax incentives. Hence, the
profit and value added of many multinational corporations are recorded in those countries.
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Table 1

Company demographics
2012 or last year available, %

Share of SMEs in Business births per

number of emp/oyees\ value added \ 1,000 companies

AT 68.0 604 | 59 |
DE 62.5 54.0 79
UK 53.0 509 11.5
FR 63.5 58.0 104
T 799 67.3 7
ES 73.8 629 8.2
NL 669 63.8 73
SE 65.5 59.1 7.7
BE 704 624 51
DK 649 60.5 .
FI 62.5 579 93
IE 724 51.8

GR 87.3 757 .
PT 789 66.1 1.8
EU-14 65.5 583 | 84 |
AT/EU-14, % 104 104 | 70 |

Source: OECD, Eurostat, authors’ calculations.

Share of foreign-controlled companies in

\ number of employees \ value added

Share of
corporations in

| number of companies

193 250 | 20.6
11.6 24.0 179
19.5 301 687
105 15.8 39.0
7.5 141 179
11.5 19.8 380
16.0 26.8 204
21.8 27.8 426
174 280 599
203 239 .
15.5 207 415
233 571

50 109 y
112 202 329
141 232 | 3611
136 108 | 57

thirds (United Kingdom) or some 60%
(Belgium) of companies opted for these
legal forms. The legal form of corpora-
tion makes a difference when it comes
to issuing equity securities, because
access to organized capital markets is
usually limited to corporations. Even in
cases where companies do not neces-
sarily have to be incorporated, agency
problems and reduced fungibility of
shares present obstacles that are more
pronounced than with corporations,
especially in the case of third-party in-
vestments in partnerships.

Overall, company demographics
suggest that Austria might, indeed,
benefit from the measures introduced
by capital markets union, provided the
weakness in investment of recent years
reflects restrictions on the funding
side.

1.2 Sizing up companies’ funding
problems

Apart from the structure of the corpo-
rate environment, the extent to which
the measures envisaged in the action
plan may boost the funding volume
(and hence investment activity) of
Austria’s corporate sector also depends
on whether if and to what extent fund-
ing issues dampen entrepreneurship in
Austria.

To answer this question, we draw
on the responses to the Survey on
the Access to Finance of Enterprises
(SAFE) that is carried out in a harmo-
nized manner throughout the EU.> This
survey comprises questions on funding
options as well as on business perfor-
mance and development. Respondents
are asked, among other things, to rate
various problems they are faced with

> SAFE is a joint project of the European Commission and the European Central Bank, which targets mainly small
and medium-sized enterprises; yet, the survey also includes several large companies. However, in light of the small

number of surveyed large companies, only SME results are published for Austria.
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Chart 1
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as entrepreneurs on a scale from 1 to
10. With the exception of the first
SAFE survey in 2009 carried out at the
height of the crisis, the factor “access
to finance” has always been rated as the
least pressing problem, with the score
invariably remaining below the euro
area average (see chart 1, left panel).
Given that, according to this survey,
access to finance is considered to be a
relatively small impediment by SMEs
in Austria — and lately also in the euro
area in general —, this would imply
that capital markets union measures
will entail below-average benefits for
Austrian businesses. The authors of
a recent OeNB study examining the
causes of declining investment activity
in Austria (Fenz et al., 2015) arrived at
a similar conclusion, arguing that fund-
ing restrictions did not seem to have
dampened moderate investment activ-

ity.

The survey is also indicative of the
amount of funding needed by compa-
nies. At greater intervals (most recently
in 2014), companies are asked to quan-
tify their funding needs for expanding
their business. Close to two-thirds of
the Austrian SMEs surveyed (no figures
are published for the Austrian corpo-
rate sector as a whole, as mentioned
above) stated that they needed less
than EUR 250,000 to this end, while
almost 20% had funding needs exceed-
ing EUR 1 million (slightly more than
in the euro area as a whole). When we
include large companies, more than
one-third of the respondents in the
euro area indicated funding needs of
more than EUR 1 million (see chart 1,
right panel). As to the financing needs
of SMEs, they tend to be smaller than
the amounts necessary to gain access to
financing instruments in the action
plan that are geared toward institu-
tional investors.
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1.3 Financing structure of Austrian
companies

To assess the relevance of capital mar-
kets union for funding behavior in
Austria’s corporate sector, we must
also take a look at the structure of cor-
porate finance, apart from the corpo-
rate environment and businesses’ fi-
nancing needs. By international stan-
dards, equity funding plays a relatively
minor role for Austrian companies.® At

44.9% of total liabilities at end-2014,

the share of equity in Austria stood at
the lower end of the range compared
with the country peer group under sur-
vey here (see table 2).” This relatively
low equity ratio contrasts with a dis-
proportionately high share of bank
loans, even though the latter have be-
come less important in past years (Beer
and Waschiczek, 2012).° Yet, although
the share of bank funding nearly halved
from almost 40% in the mid-1990s to
slightly more than 20% recently, it was

Table 2

Company funding structure in Austria and in selected European countries
Outstanding volume, 2014 (or last year available), %

AT

DE
UK
FR
T
ES
NL
SE
BE
DK
Fi
IE
GR
PT

EU-14
AT/EU-14, %

‘ Bank loans ‘ Bonds

‘ Other debt'

% of total assets \ % of total assets \ % of debt capital \ % of total assets \ % of debt capital \ % of total assets \ % of debt capital

449 | 204 370 | 64
46.6 144 27.0 28
517 8.2 171 8.6
584 99 239 69
439 233 415 4.5
523 16.2 339 07
471 18.3 347 51
69.7 89 29.5 37
54.5 55 12.1 2.5
65.0 14.6 4.8 26
514 121 24.8 5.8
544 54 119 1.2
4.0 421 712 0.0
383 15.6 253 63
519 | 12.5 260 | 54

86 | 163 142 | 118

116 | 283 514
5.2 362 67.8
177 31.5 652
16.6 247 59.5
8.0 283 50.5
14 309 64.8
9.6 294 557
121 177 584
5.5 374 823
7.5 178 50.7
12,0 307 631
26 389 854
0.0 17.0 287
102 39.8 644
1.2 | 30.2 627
103 | 94 82

Source: OeNB, ECB, Eurostat, authors’ calculations.

" Loans from nonbanks, trade credit, pension fund reserves, other liabilities.

° On the issue of Austrian companies’ capitalization, see also ECB (2002), Dirschmid and Waschiczek (2005) and
Raidl (2013).

Table 2 refers to_financial accounts data, which contain a financial balance sheet of the corporate sector (and of
the other economic sectors). These data, which are part of the national accounts, are comparable with other
economic measures and become available for all EU countries after a relatively short time lag. At the same time,
the financial accounts data do not allow for a breakdown by economic sector or size. Such information may be
gleaned from the BACH database, which is based on corporate balance sheets. Yet due to considerable methodolog-
ical and conceptual differences, the BACH data diverge markedly in absolute terms from the national financial
accounts data. Moreover, BACH data are not avai]ab]efor all EU countries and are released with a larger time lag
since they are based on audited balance sheets. For an analysis of Austrian companies’ equity ratios based on

BACH data, see e.g. Dirschmid and Waschiczek (2005).

In addition to extending loans to companies, banks hold corporate bonds and stocks. At end-2014, the entire
volume of fixed-income securities and stocks (both listed and unlisted) ran to EUR 7.8 billion or 1.1% of compa-
nies’ total liabilities.

~
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Chart 2

Foreign share in external financing in the corporate sector
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still the third largest in the group of
countries under review.’

One key objective of capital mar-
kets union is to expand cross-border
financing options for the corporate sec-
tor — both within and beyond the EU.
Because international databases do not
contain comparable data on the share of
cross-border funding of the corporate
sector in other countries, we only por-
tray the situation in Austria. The cross-
border share is lowest for bank loans,
while almost two-thirds of Austrian
corporate bonds are placed abroad,
which may be ascribable to the rela-
tively small domestic bond market. The
sizable foreign share in equity instru-
ments and in other loans reflects the
relatively high share of inward direct
investment in the Austrian corporate
sector.

2 Debt instruments

This section discusses the funding op-
tions that the European Commission’s
action plan addressed as debt funding
alternatives to bank loans, taking the

different degrees of disintermediation
as a starting point: In the case of loan
securitization, credit intermediation
occurs in the banking system; it is only
after the process of intermediation has
been completed that the loans are
transferred from the bank balance sheet
to another intermediary (which may be
yet another bank). In the case of loans
extended by institutional investors,
borrowers and lenders are still matched
by intermediaries, but intermediaries
other than banks. In the case of funds
that companies raise directly in capital
markets by issuing bonds, banks (above
all banks operating in universal bank-
ing systems) may often act as a go-be-
tween in the issuance process. Yet, the
funds as such are raised from the mar-
kets, on which banks may likewise in-
vest in corporate bonds.

2.1 Securitization of corporate loans

Securitization serves to provide long-
term funding for the real economy,
such as SMEs, from institutional and
private investors.

? For a detailed analysis of the development of financing structures in the corporate sector over the past 20 years
based on financial accounts data, see Andreasch et al. (2015).
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Table 3

Outstanding SME securitization

As at 2014
EUR million % of company
liabilities

AT 0| 0
DE 1,889 0.03
UK 8,724 014
FR 1,016 0.01
IT 23,946 0.69
ES 29934 0.89
NL 9,563 0.51
SE 0 0
BE 18,479 1.07
DK 0 0
Fl 0 0
IE 0 0
GR 6,731 297
PT 5,588 1.02
EU-14 106,819 ‘ 0.32

% of debt capital | % of bank loans Annual change
from 2010 to
2014, %
0| 0|
0.06 0.24 -37.3
0.30 1.74 24.6
0.03 012 141
123 296 51.6
1.86 5.50 231
097 2.81 —10.8
0 0
2.35 1933 6.1
0 0
0 0
0 0
5.04 707 —14.7
1.65 6.50 37
0.67 242 101

Source: Association for Financial Markets in Europe (AFME), ECB, Eurostat.

Europe is characterized by a hete-
rogeneous securitization market (see
table 3). The peripheral EU countries
Italy, Spain, Greece and Portugal ac-

count for the highest stocks of securi-
tized loans to SMEs. While in Italy the
stock of outstanding SME securitiza-
tion jumped by somewhat more than

Chart 3

Austrian banks’ claims
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%
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50% in the period from 2010 to 2014,
in other peripheral countries major
securitization projects had already been
implemented before 2010. Among the
core countries, Belgium stands out with
a relatively large securitization market:
In Belgium, almost 20% of all bank
loans to SMEs have been securitized.

The European securitization mar-
ket cannot be compared with the U.S.
subprime market. While the default
rate for U.S. papers has been close to
20% since 2007, it has been markedly
below 2% for European papers accord-
ing to data compiled by the Association
of German Banks (Bundesverband
deutscher Banken, 2014).

By European standards, the volume
of securitized products issued by Aus-
trian intermediaries was rather small
before the onset of the crisis and has re-
mained rather small ever since. Yet the
potential for larger-scale securitization
exists (see chart 3, left panel): by the
end of June 2015, companies (including
SMEs) and households accounted for
some 40% of the aggregate claims of
Austrian banks (EUR 651 billion).

Joint stock banks and Raiffeisen
credit cooperatives had a share of about
one-third each in the claims of Austrian
banking groups on nonbanks (see chart
3, right panel). The loan receivables of
those two groups are characterized by a
high share of individual loans with com-
paratively small amounts on average.
The loan receivables of savings banks
(share of around 20% in Austrian bank-
ing groups’ claims on nonbanks), state
mortgage banks (share of 6%) and
Volksbank credit cooperatives (5%) are
high enough in absolute terms to gener-
ate additional momentum for the
Austrian securitization market.

Corporate financing in Austria in the run-up to capital markets union

2.2 Corporate finance provided by
institutional investors: loan-
originating funds

As an alternative to and in addition to

securitization, where credit interme-

diation occurs in the banking system,
the European Commission’s action
plan also envisages an enhanced role of

funds for the provision of credit, i.e.

loan-originating funds. European funds

specializing in corporate lending al-
ready reported very high growth rates
in recent years, as is evident from data
compiled by Creditreform (2015), not-
withstanding the rather small volumes
in relation to loans originated by banks
(see chart 4)."” Among other things, the
high growth rates may reflect the cur-
rent low level of interest rates, which
has increased the incentive for institu-
tional investors to expand into high-
er-yield, higher-risk assets. Further-
more, uncertainty about the regulatory
framework for securitization may have
contributed to the heightened relevance
of loan-originating funds. The volumes
indicated in chart 4 may include direct
lending by funds — often through par-
ticipation in syndicated loans — as well
as the acquisition of loans originally
extended by banks. To the extent that
loans are bought by funds, the patterns
and the issues are very much the same
as those with securitization (see also
Kraemer-Eis et al., 2014). In the event
of direct lending, the funds perform
the whole range of intermediation ser-
vices otherwise provided by banks.
Analyses of data for the U.S.A.,
where loan-originating funds emerged
carlier and have been used more widely,
show that, at least before the onset of
the crisis, institutional investors were

providing higher-risk loans than banks,

1% Creditreform (2015) provides only data for Europe as a whole (without an exact definition); there is no coun-

try-by-country breakdown. Kraemer-Eis et al. (2014) report a strong expansion of such funds above all in the

countries hardest hit by the crisis.
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Chart 4

Direct lending funds in Europe
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such as leveraged financing, in the con-
text of mergers and acquisitions (Nandy
and Shao, 2007; Nini, 2013; Ivashina
and Sun, 2011). Furthermore, these
studies indicate that the stepped-up
involvement of institutional investors
also increased the overall supply of
credit for the corporate sector — pri-
marily in the form of securitized loans
but also in the form of direct lending."
At the same time, the data highlight
that loan-originating funds above all
replaced bonds, whereas they are no
substitute for revolving credit lines as
provided by banks (Nini, 2013). With
regard to the improved availability of
corporate information targeted by cap-
ital markets union, the findings of Sufi
(2009) may be of relevance, namely
the fact that institutional investors be-
gan to embrace syndicated loans in the

mid-1990s when Moody’s and Standard
& Poor’s started to publish ratings of
bank loans.”” In the context of capital
markets union, this would imply that a
higher degree of harmonization and
standardization of borrower informa-
tion would facilitate the risk monitor-
ing for institutional investors, such as
loan-originating funds. Notwithstand-
ing easier access to information and a
more straightforward assessment given
data harmonization, another issue re-
mains, namely the pronounced econ-
omies of scale involved in monitoring
and risk analysis. Building adequate
capacities may pay off only if funds
intend to diversify into new markets
permanently and on a large scale. It
remains to be seen whether and to what
extent this is true for loans to Austrian
companies.

"It should be noted, though, that this evidence primarily relates to Wholesa]efunding, and to syndicated loans in
particular, and that it is based on a much broader definition of institutional investors.

!> However, the enhanced availability of information came at a price. Nandy and Shao (2007) show that (before the
onset of the crisis) syndicated loans granted by institutional investors generated a higher yield than comparable
bank loans. They interpret the higher yield as compensation for the higher efforts needed to gather information.
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Table 4

Bonds issued by nonfinancial companies
Outstanding volume, 2014 (or last year available), %

% of company liabilities| 9% of other debt % of bank loans Annual change from

2010 to 2014
AT 64 11.6 312 8.9
DE 2.8 52 192 2.8
UK 8.6 17.7 103.6 7.8
FR 6.9 16.6 69.6 10.8
T 4.5 8.0 193 121
ES 0.7 14 4.0 133
NL 51 9.6 277 1.1
SE 3.7 121 409 99
BE 2.5 5.5 45.7 174
DK 2.6 7.5 179 -0.5
Fl 5.8 12.0 484 4.7
IE 12 26 220 2.8
GR 0.0 0.0 01 —-56.8
PT 6.3 10.2 40.5 0.5
EU-14 54 | 12| 432 | 29
AT/EU-14, % 18 | 103 | 72 |

Source: ECB, Eurostat, authors’ calculations.

2.3 Corporate bonds

Two of the measures presented in the
action plan specifically address steps to
facilitate corporate bond financing: On
the one hand, there is a proposal to
modernize the Prospectus Directive
with a view to reducing the prospectus
requirements for the placement of
bonds, by streamlining the prospectus
disclosure and update requirements as
well as the approval process. On the
other hand, the European Commission
intends to review possibilities for im-
proving the liquidity of corporate bond
markets and the voluntary standardiza-
tion of offer documentation.

In recent years, the volume of cor-
porate bond financing has already in-
creased markedly in most European
countries, including Austria. In 2014,
capital raised through bond issuance ac-
counted for more than 6% of Austrian’
companies total external finance,
which by European standards, was an

above-average result (see table 4). The
issuance volume proved also high in re-
lation to the volume of debt capital,
whereas it was below average compared
with the stock of bank loans, given the
high relevance of loan-based financing.
In this respect, it should be noted that
agencies account for a comparatively
high share of bond issuance in Austria,
even following the transition of data
compilation to the ESA 2010.

Raising capital through the issuance
of bonds, above all in organized bond
markets, differs from taking out a bank
loan in a number of areas (see also
Waschiczek, 2004). While the cost of
taking out a bank loan increases in pro-
portion to the loan volume, the cost of
issuing bonds decreases progressively
in line with the issuance volume. Such
economies of scale reflect the fact that
the issuance of bonds comes with a se-
ries of one-off costs, which are mostly
unrelated to the credit volume."”® When

3 These costs include the syndication commission for syndicate banks, which underwrite the issuance and guarantee
the placement cyrbonds; marketing costs, such as the cost @rproducin(q the issuance prospectus and conducting

roadshows to inform institutional investors; and the cost of the stock market listing, consisting of the commission

for initial public offering and the stock exchange listing fee.

FINANCIAL STABILITY REPORT 31 — JUNE 2016



Corporate financing in Austria in the run-up to capital markets union

we compare the minimum volume
required for cost reasons with the cor-
porate funding needs reported by com-
panies under the SAFE survey (see sec-
tion 1.2), we see that bond issuance will
seldom be an option for smaller com-
panies. SMEs which nonetheless fund
themselves through bonds will have to
establish liquidity management tools.
While there is more to bonds than stan-
dard coupon bonds, tailor-made solu-
tions are costly and tend to be illiquid
(Demary et al., 2015).

A number of other factors may also
put a limit to the share of loans that
may be replaced by bonds. Bank loans
are better suited to overcome the infor-
mation gaps that exist between lenders
and borrowers. Long-standing rela-
tionships give banks enhanced insights
into the finances of their corporate cus-
tomers, thus enabling them to arrive at
a more informed assessment of their
debtor’s credit quality. The implicit re-
lations that emerge over time between
banks and their borrowers also facili-
tate negotiating services that cannot be
agreed upon up front. However, such a
close relationship between banks and
their borrowers need not necessarily be
an advantage. Haselmann et al. (2014)
show that close personal ties between
bank managers and corporate execu-
tives may also lead to lending ineffi-
ciencies. Improving and standardizing
the public availability of SME-related
credit data, which is one of the goals of
capital markets union, may facilitate
bond investment, but such measures
address neither the higher flexibility of
bank loans nor the smaller amounts in
which loans may be taken out.

Subsidized loans will also be dif-

ficult to replace with bond financing

!4 Based on asset, income and risk statements.

solutions, at least for the time being.
According to data reported to the
OeNB" subsidized loans (excluding
housing loans) to nonbanks totaled
some EUR 42 billion in mid-2015, thus
accounting for some 13% of total direct
lending to nonbanks. Since the data do
not allow for a sectoral breakdown of
subsidized loans, it is not possible to
single out the share of corporate loans.
Bonds are poor substitutes also for
overdraft facilities. While commercial
papers are an option, even if only for
large corporations, they are not very
common in Austria. When we equate
overdraft facilities with short-term
loans (with a maturity of up to one
year), in mid-2015, MFI loans to non-
financial corporations would have ac-
counted for a share of approximately
28% of lending.

According to the financial accounts,
two-thirds of the bonds issued by Aus-
trian companies (66% based on end-
2014 data) are held by nonresident in-
vestors (see chart 5)." International in-
vestors buy above all large liquid bonds
externally rated by rating agencies. In
Austria, this bond segment is domi-
nated by public entities or by agencies.
The share of bonds held by nonresident
investors has increased by more than
10 percentage points since the onset of
the crisis in 2008. At the same time,
the share held by Austrian banks has
halved, to close to 13%. Since 2011, the
corporate bond portfolio of Austrian
banks has even been decreasing slightly
in nominal terms. Smaller bonds that
are not externally rated and not in-
cluded in any of the common indexes
are unattractive for international in-
stitutional investors. Moreover, SMEs
tend to be lesser known, which is one

> International databases do not contain comparable data for other countries.
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more obstacle to raising capital in bond
markets, above all from international
investors. The extent to which the pro-
posals of the action plan on building a
capital markets union can effectively
improve the risk assessment of smaller,
lesser known companies depends on the
design of the information requirements
(Prospectus Directive, public access to
company information). The same con-
tingency applies to smaller bond issues
that are meant to improve liquidity in
bond markets.

2.3.1 Private placements

In addition to encouraging the place-
ment of bonds in regulated markets,
the action plan is also aimed at promot-
ing the development of private place-
ment markets across Europe. As a re-
sult, businesses whose financing needs
are not big enough to allow them to tap
regulated markets will have more fund-
ing choices. In this respect, the action
plan is therefore supportive of private
sector initiatives rather than having
launched specific initiatives at the EU
level. In some European countries,
dedicated market segments have been
developed for smaller businesses, with
those segments essentially targeting the
largest SMEs (Nassr and Wehinger,
2014). In those segments, the issuance
requirements are less stringent, and
ratings are not required. However,
these initiatives have, in essence, re-
mained national in their scope and have
neither been able to overcome market
fragmentation, which remains severe,
nor able to attract much cross-border
investment, which remains low (Nassr
and Wehinger, 2014). A stronger har-
monization of regulatory frameworks
as proposed in the action plan on build-
ing a capital markets union, including

Corporate financing in Austria in the run-up to capital markets union

Chart 5

Investor structure of Austrian corporate bonds
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investor protection rules, might push
up cross-border financing volumes.
According to data published by the
rating agency Scope (2015), in Germany
a total of 149 issuers placed 194 mid-
cap bonds (“Mittelstandsanleihen”) with
a volume of EUR 7 billion from 2010
to the first quarter of 2015. Rating re-
quirements differ heavily across stock
exchanges, ranging from exchanges
which do not require ratings at all to
exchanges which demand some kind of
rating, to exchanges which have mini-
mum rating requirements (Feiler and
Kirstein, 2014). In the case of mid-cap
bonds, the ratings are more likely to be
provided by smaller rating companies,
such as Euler Hermes, Creditreform
or Scope rather than S&P, Moody’s or
Fitch (Steinbach, 2013). The absence
of major-agency ratings makes such in-
struments less attractive for many insti-
tutional investors, though.'® Therefore
private investors tend to dominate.
Despite the (good) ratings, the default
rate was high for the mid-cap bonds.
Out of the 149 issuers in Germany, a
total of 30 companies with a cumulated
issuing volume of EUR 1 billion had
defaulted by the end of the first quar-

! Another aspect that makes SME bond issuance less attractive is the fact that SMEs are not represented in indexes.
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ter 2015, which translates into a default
rate of 15% (Scope, 2015)."” Following
the large defaults, the issuing volume
declined in 2014, by 53% compared
with 2013. Given the short maturities,
this decline of investor interest implies
a substantial refinancing risk for the
companies involved (Scope, 2014).

In contrast, the German “Schuld-
scheine” market, to which the action
plan specifically refers, is dominated
by institutional investors. German
Schuldscheine are instru-
ments governed by German law that
are used above all by German com-
panies. The past few years have also
seen an increase in nonresident issu-
ers (Koller, 2014). The Schuldschein
is legally not a security but a bilateral
loan. As a rule, companies seeking to
take out a Schuldschein will approach
institutional investors directly.'® There-
fore such instruments are not subject
to disclosure requirements and come
with fewer reporting obligations. The
relevant documentation is typically
lean and standardized; borrowers are
not required to submit an issuance pro-
spectus or an external rating. A small
number of lenders notably increases
flexibility, discretion and confidenti-
ality (if a company wishes to keep the
transaction confidential; many compa-
nies, above all larger ones, will make
their Schuldschein issues public). As
Schuldscheine qualify as receivables and
not as securities, they do not lead to

financial

market-driven write-downs that will

be charged against profit (if they are
part of the investment portfolio). For
this reason, insurance companies are
heavily invested in Schuldscheine, and
they will typically hold them until ma-

turity.m’zo

3 Risk-capital financing instru-
ments

3.1 Private equity

Apart from secking to foster financing
flows outside the banking system, the
action plan on building a capital mar-
kets union also aims to strengthen risk
capital financing. In this context, pri-
vate equity plays a prominent role in
the action plan. The regulatory frame-
work for private equity was reformed
at the European level a few years ago
with the implementation of AIFMD
(Alternative Investment Fund Manager
Directive) and EuVECA (Regulation
on European Venture Capital Funds).
Based on those rules, the European
Commission’s action plan foresees a
set of measures to support risk capital
financing in the EU. The list of actions
includes measures to revise the EUWWVECA
and EuSEF*! regulations and a proposal
for pan-European  venture capital
funds-of-funds as well as financial sup-
port from the EU budget for multi-
country funds.

Private equity funds are intermedi-
aries that collect capital from investors
which they invest in the form of (mi-
nority) interests in companies seeking
capital. Private equity funds invest in

17 Almost one half of the defaults were related to sector-specific developments in the renewable energy sector. There

were also some incidences of suspected fraud.

I8 In the case qf‘smaller transactions, the conditions may also be tailored to the investment requirements ofinvestors,

in particular when structured bonded loans are involved.

" See Koller, 2014; Institutional Money, 2012.

20 The other side of the coin is the limited liquidity of Schuldscheine. When a Schuldschein is transferred to an
investor, the promissory note is handed over and notice is given to the paying agent and the issuer. Schuldscheine
are not exchange-traded, and no electronic settlement takes place through clearing systems. This makes such

instruments particularly adequate for buy-and-hold investors.

2 Regulation on European Social Entrepreneurship Fund.
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private companies for a given period
and also monitor and provide expertise
and support for the management of the
companies in which they invest. Espe-
cially in the early stages of funding, e.g.
in the start-up and expansion stage of
companies, such expertise and support
is a key aspect of private equity financ-
ing (known as venture capital financing
in this stage). Since third parties tend
to know little about the conditions and
outlook of such companies, private
equity funds serve as “delegated moni-
tors” for their investors (Diamond and
Dybvig, 1983).

Furthermore, private equity also
plays a role in the restructuring of and
during ownership changes at mature
companies. In this respect, the motiva-
tion to invest for financial rather than
for strategic business reasons is also
seen critically.”” One point of criticism
is that private equity funds are investors
who look for short-term profits, dis-
solve reserves and dismantle the firms
in which they invest, only to resell
their stakes and leave the firms weaker
off. Another point of criticism is that
many of the acquisitions made by pri-
vate equity funds are highly leveraged.
The additional leverage placed on the
companies taken over would put a high
burden on them, or abundant dividends
would weaken the company in its sub-
stance.

An annual survey on private equity
activity in Europe (transactions but not
stocks) is undertaken on behalf of Invest

Corporate financing in Austria in the run-up to capital markets union

Europe, formerly known as EVCA (Eu-
ropean Private Equity & Venture Capi-
tal Association). According to this sur-
vey, which has been undertaken since
2007, private equity volumes have de-
clined considerably since the onset of
the crisis. While SMEs accounted for
close to 85% of all transactions across
Europe in the period from 2007 to
2014, they only had a share of 26% in
private equity financing. The average
volume of SME financing was EUR 2.6
million, which pales beside the average
figure for a large company: EUR 39.5
million, or 15 times as much.*

In Austria, the volume of private
equity financing is very low (see ta-
ble 5). In the period from 2007 to
2014, Austrian companies raised EUR
3.6 billion in terms of gross private eq-
uity and venture capital financing. This
sum corresponds to 0.13% of GDP,
which is the lowest score for all coun-
tries under review here but Greece.
The net equivalent, i.e. adjusted for
disinvestment, was 0.07%. When we
compare this amount with the overall
volume of external finance or with the
amount of equity capital raised from
external sources according to the fi-
nancial accounts, in order to take na-
tional patterns in corporate financing
into account, Austria moves up some-
what in the ranking. However, the
amount of private equity invested in
Austrian companies is only about half
the EU average. When we disregard the
volume and look only at the number of

22 For a comprehensive review of the problems that arise with this financing instrument, with a strong focus on the

U.S.A., see Applebaum and Batt (2014).

2 The data after 2007 are not comparable with those before 2007 because of a substantial change in the survey
method. Given the small financing volumes, the annual data are driven by large individual transactions especially
in smaller countries and are thus highly volatile. Therefore, this section looks at the averageﬂ)r the periodfmm

2007 to 2014 instead.

* The data provided by Invest Europe do not allow for breakdowns by stage of financing or country.
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Table 5
Private equity'
Funding volumes (total, 2007-2014)
Funding volumes Foreign | Financing by Financing by Averagel Num- | Share | Venture| Initial
share | foreign funds domestic funds | trans- | ber of | of capital | funding
action | trans- | high- for the
volume | actions | tech com-
pany
Gross | Net position? Gross (including financial services)
% of % of % of % of % of % of % of % of % of EUR % of % of % of % of
GDP GDP com- equity | debt GDP equity | GDP equity | million | compa- | debt debt debt
pany capitaP | funding capital capital nies funding | funding | funding
liabili-
ties’®
AT 013 007 13 34| 867 006 29| o001 04| 40| o030| 100]| 144 579
DE 0.25 0.09 2.6 9.5 17.8 0.02 17 0.07 7.8 52 047 99 11.2 48.6
UK 0.50 0.22 6.6 17.3 12.7 0.03 2.2 0.19 154 15.2 0.35 8.7 8.3 543
FR 036 016 2.0 4.2 164 0.03 0.7 0.14 35 9.5 0.23 9.3 10.3 419
IT 0.14 0.07 2.7 57 375 0.03 21 0.04 35 17.8 0.03 53 32 541
ES 0.20 0.07 49 22 21.5 0.02 0.5 0.06 1.8 123 0.06 7.8 9.0 57.8
NL 039 015 4.2 144 453 0.07 6.5 0.08 79 8.0 0.30 VAl 8.0 542
SE 0.56 0.28 34 9.8 311 0.09 3.0 0.19 6.7 54 0.50 4l 13.0 386
BE 032 015 1.0 22 74.6 0.11 1.6 0.04 0.6 VAl 0.24 92 9.7 44.0
DK 042 012 44 2.6 351 0.04 09 0.08 17 1.3 037 20.6 10.3 adla
FI 0.38 039 6.7 204 257 0.10 53 0.30 161 32 0.83 114 4= 409
IE 017 010 0.7 7.0 829 0.08 5.8 0.02 —1.2 53 044 25.8 194 419
GR 0.04 0.02 0.7 34 41.2 0.01 14 0.01 2.0 16.9 0.01 14 13.0 82.5
PT 017 012 17 64 11.0 0.01 0.7 0.1 57 2.8 0.1 6.8 15.2 60.7
EU-14 0.33 015 34 78| 276 | 004 16 om 62| 101 020 94| 98| 489
AT/EU-14, % 39 46 39 43| 35| 157 181 | 8 70 40| 102| 07| 46| 118

Source: EAVClInvest Europe, Eurostat, authors’ calculations.

" Excluding financial services.
2 Gross position minus disinvestment.

> According to financial accounts data.

transactions,”” Austria moves up to a
position that is even slightly above aver-
age. In absolute figures, Invest Europe
registered 895 transactions in Austria
in the period under review, which cor-
responds to 0.3% of all Austrian com-
panies in 2012 and is in line with the
average of the countries surveyed.

The comparatively high figure of
companies receiving funding and the
low amount of financing provided
on balance imply that the underlying
transactions are very small in the case

of Austria. On average, private equity
transactions  totaled  approximately
EUR 4 million, which is slightly less
than half the average of the EU coun-
tries under review. This outcome may
be related to the lack of very large
enterprises in Austria; at the same
time, the share of large companies in
the Austrian corporate landscape — as
outlined in section 1.1 — is not that
small. To some extent, the outcome
may also be related to the relatively
high share of early-stage funding we

» Strictly speaking, thefigures compiled by Invest Europe only provide evidence on the number (yrcompam'es that
receivedﬁnancing in a given year. !fa company receivedfundingfmm an investor more than once in a given year,

these instances were counted only once.
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find in Austria. In 20072014, venture
capital in the narrow sense of the defi-
nition accounted for 14.4% of all equity
financing, which is a comparatively
large share. What might also play a role
is that more than half of the funds
raised was made up of initial invest-
ments. Finally, the share of funds that
went into the high-tech sector’ was
disproportionately high at 10%.

What is striking about the data for
Austria is the high share of capital in-
vested by foreign funds. On average,
foreign funds accounted for 87% of all
private equity financing in the period
under review, which was the highest
share among all countries under re-
view. In smaller countries, foreign
funds will generally have a higher share
in financing than in larger countries. At
the same time, private equity plays a
small role in corporate financing in the
first place in the countries where the
domestic share is small (apart from
Austria: Belgium and Ireland).

In the case of Austrian private
equity funds, public agencies accounted
for a very large share (33.5%) in the
period from 2007 to 2012,” the Euro-
pean average being 5.1%. These figures
no doubt reflect the fact that the
Austrian authorities embrace pub-
lic-private partnerships with a view to
supporting venture capital. The devel-
opment of innovative companies and
the commercialization of new tech-
nologies are promoted by a dedicated
agency, Austria  Wirtschaftsservice
(aws). Given the comprehensive sup-
port provided by aws, the compara-
tive small volume of venture capital
invested in Austria is unlikely to result

Corporate financing in Austria in the run-up to capital markets union

from too low a degree of support. At
the same time, this pattern also reflects
the virtual absence of institutional in-
vestors among the investors in domestic
private equity funds. In the period from
2007 to 2012, only 14.7% of the capi-
tal raised stemmed from institutional
investors, compared with an average of
51.3% for the 14 EU countries re-
viewed here. Hence, the main problem
of private equity financing in Austria
would appear to be the size of domes-
tic funding rather than access to foreign
sources of finance.” It would, without
doubt, be a good thing if international
funds were to invest even more money
in Austrian firms. However, given the
specific functions of private equity/
venture capital, chances of a substan-
tial further increase in the share of for-
eign investors are low, as private eq-
uity funds prefer to invest in companies
closer to home (Lerner, 1995).

What appears to be even bigger
than the need for specific regulation is
the indirect impact of other measures
identified in the action plan on private
equity, above all the measures aimed at
strengthening capital markets that are
relevant for exits. Typically, private
equity investments do not pay any divi-
dends. Investors often commit money
for longer periods of time, reaping the
benefits when they sell their stake, for
instance during a successful initial pub-
lic offering. As the information relating
to private equity financing tends to be
highly proprietary, measures to stan-
dardize credit information and simplify
accounting standards are unlikely to
create additional momentum. After all,
in contrast to standard credit assess-

% According to Invest Europe, which does not define the term “high-tech” in greater detail, though.

7 Invest Europe has stopped publishing those data for individual countries.

* However, EVCA/Invest Europe (2015) considers even the European private equity funds too small in general to

interest large institutional investors, given the high economies of scale involved in portfolio management and

credit quality assessments.
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ments, private equity financing re-
quires substantial management skills
and business acumen.

One factor that was not addressed
in the action plan is a possibly low de-
mand for risk capital because of struc-
tural factors. Recent evidence (such as
Jud et al., 2013) shows that the use of
risk capital is highly correlated with nu-
merous national indicators of education
and innovation intensity, i.e. the num-
ber of university graduates, the share
of technology-intensive industries, the
size of public and private R&D budgets.

3.2 Crowdfunding

With a view to offering European com-
panies, SMEs in particular, more
choices of funding, the action plan also
specifically mentioned the goal of pro-
moting crowdfunding across Europe.
Based on an analysis of crowdfunding
markets in Europe, the Commission
will decide on the best means to enable
the development of this new funding
channel across the EU.

“Crowdfunding”” is a generic term
for a host of (mostly) online-based fund-
ing instruments. Crowdfunding builds
on crowdsourcing, which is based on
the idea of turning to a large and het-
erogenecous but otherwise unspecified
group of people over the Internet for
the implementation of certain tasks or
projects. The evolution of the crowd-
funding market has been largely driven
by the Internet. In all forms of crowd-
funding discussed here, online mar-
ket places serve to pool funds com-
mitted by many individual investors.
Those funds are then paid out to capi-
tal seekers, in the form of crowdlend-
ing, crowdinvesting or reward-based
crowdfunding.

Given the relatively early stages of
development, the available evidence on
international crowdfunding markets is
as yet inconclusive. The biggest data
pool is that of Wardrop et al. (2015),
who collected data from 255 European
platforms for the years 2012 to 2014
in a dedicated European online survey
(see table 6). Even if these financing in-

Table 6
Crowdfunding
Funding flows, 2012-2014
Crowdlending Reward-based Total Annual change
crowdfunding and from 2012 to
crowdinvesting 2014
EUR million | % of liabilities | %
AT o . 36 .
DE 781 6.1 84.2 0.002 115.0
UK 218.0 1,332.0 1,550.0 0.026 174.6
FR 941 8.3 1024 0.001 1117
ES 80.6 171 97.7 0.003 112.3
NL 29.5 570 86.5 0.005 102.2
Total (excluding AT) 500.3 | 14205 | 1920.8 0.008 | 1277

Source: Wardrop et al. (2015).
" Including other types of crowdfunding.

?? For a comprehensive overview, see e.g. Beck (2014) or Sixt (2014).
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struments have been characterized by
very high growth rates, their contri-
bution to corporate financing is as yet
very low. In Europe, market volumes
have been highest by far in the United
Kingdom, both in absolute terms and
in relation to total corporate liabili-
ties. Austria, in contrast, reports very
low crowdfunding volumes.*® What is
important with regard to capital mar-
kets union is that to date crowdfundin

markets have been highly fragmented
along national lines. Almost 50% of the
platforms surveyed by Wardrop et al.
(2015) did not report any nonresident
investments, 35% reported shares be-
tween 1% and 10%, and 10% reported
shares between 11% and 30%.

To what extent crowdfunding in-
struments will provide companies with
long-term access to financing depends
on the tradeoff between investor pro-
tection and the cost burden resulting
from disclosure requirements. Moral
hazard and adverse selection problems,
which are central problems in any fi-
nancing decision, are particularly rele-
vant for crowdfunding, given the myr-
iad of information asymmetries that
exist between investors, platforms and
firms. These problems may lead to the
creation of a “lemons” market, meaning
that there is the risk that only firms un-
able to raise money in any other market
may be left on the crowdfunding mar-
ket (Dorfleitner et al., 2014; Wilson
and Testoni, 2014). The adverse selec-
tion problems are often aggravated by
the fact that crowd investors/lenders
tend to
amounts. Hence they will have less of
an incentive or often limited means to
meticulously analyze the firm in ques-

contribute rather small

Corporate financing in Austria in the run-up to capital markets union

tion, which may weaken the hoped-for
“wisdom of the crowd” effect consider-
ably. At the same time, crowdfunding
investors are found to seldom offset this
risk by adequately diversifying their
portfolio (Dorfleitner et al., 2014
Wilson and Testoni, 2014). This will
have implications not only for the finan-
cial assets of households, but may even
deprive capital-seeking companies of
this financing option in the event of
large defaults. A number of platform
providers have already begun to react
to these problems by taking the initia-
tive to conduct credit quality checks or
implementing management  systems
that represent investor interests vis-a-
vis the firms. In addition there are plat-
forms which are open to investors only
once they have proven adequate exper-
tise in their field of operations or who
are liquid enough to exceed high mini-
mum investment thresholds (Wilson
and Testoni, 2014). In other words,
those platforms have been taking on
more and more intermediary functions.

4 Summary

The action plan on building a cap-
ital markets union is aimed at sup-
porting all forms of financing that are
not directly linked to banks’ balance
sheets, by measures to improve market
infrastructures and to strengthen the
role of nonbank intermediaries. One
priority of the capital markets union
project are measures to encourage
corporate risk capital financing, which
is a valuable contribution to reinforcing
financial stability also from an Austrian
perspective, given the comparatively
low capital ratio of Austrian firms.
The idea is to facilitate access to equity

3% An alternative source for recent data is CrowdfundingHub (2016); the data run up to 2015, but the country
breakdown is less systematic. With regard to Austria, Wefind a total quUR 11.1 million to have been raised_ﬂ)r
crowdinvesting purposes since 2013, of which EUR 8.1 million were raised in 2015 alone. These figures show

that, while the momentum of crowdfunding has been increasing in Austria as well, its contribution to corporate

financing has remained very small.
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financing above all for highly innovative
start-ups, which tend to be turned
away from banks for moral hazard and
adverse selection reasons. Such firms
stand to benefit from simplified, har-
monized and transparent capital market
rules. Above all in the area of start-up
financing and innovation funding, i.e.
areas of financing which are typically
not compatible with the risk profile of
banks, there is definitely room for im-
provement in Austria, as is evidenced
by the low rate of business births and
the low volume of (domestic) private
equity financing.

Another priority of the capital
markets union project are measures to
strengthen the role of nonbank inter-
mediaries in the area of debt financ-
ing. Yet even if the relevance of loan
financing declines further, banks will
continue to play a major function in
the overall financing process. After all,
bank loans will remain the financing
tool of choice especially for small and
medium-sized enterprises, not least be-
cause of the discrepancy between the
volumes typically needed by SMEs and
the minimum deal sizes required for
capital market financing. This barrier
will remain in place even once the bar
for the latter is lowered in line with
the action plan for building a capital
markets union. Recourse to the credit
market will remain high also because
firms’ funding needs may fluctuate too
much for them to tap the capital market
or because collateralization require-
ments will be too complex. Further-
more, the shift toward capital market
financing will help free up capacity on
banks’ balance sheets and increase their
ability to lend to companies (including
SMEs) which are not able or willing to
raise capital in the capital markets.”

In Austria, a number of attempts
have been made in the past to revive
the capital market, yet any resulting
effects have not been long lived. While
measures to improve investor pro-
tection — such as rules enhancing the
disclosure of company information or
corporate governance rules for listed
companies — have helped reduce infor-
mation gaps, these measures have of
course increased the cost burden from
a company view. Above all for com-
panies with smaller financing needs,
these measures have not eased access
to the capital market. Likewise, the
attempt to spread the costs of raising
capital more broadly by bundling indi-
vidual issues failed to deliver in the end.
Furthermore, measures to facilitate
capital market funding by strengthen-
ing demand for Austrian shares — for
instance with state-subsidized personal
pension plans requiring a minimum
share of stock exchange investments —
were problematic from the perspective
of risk diversification. From this per-
spective, measures as proposed in the
action plan, which support cross-bor-
der investments, would appear to be
more effective.

One way to combine the advan-
tages of bank credit and capital mar-
ket financing is the securitization of
corporate loans by banks, which has so
far played a lesser role in Austria. If or
to what extent this may change in the
future, depends on the actual design
of securitized products, for instance
on how securitizations are “tranched.”
While securitization may increase the
willingness and/or capacity of banks
to extend credit, as seen from the
firms’ perspective, it does not reduce
their dependency on banks. Vice versa,
the capital

securitization increases

’! Also, banking regulators have been taking action to facilitate equity backing of SME loans (by implementing
lower risk weights than for large companies, an SME factor, etc.) in order to support credit financing of SMEs by

banks.
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market dependency of bank financing.
To complete the picture, it is import-
ant to remember that securitized prod-
ucts, like bonds, make it considerably
more difficult for banks to renegotiate
the underlying contract in the event of
payment difficulties.

A stronger involvement of institu-
tional investors, such as loan-originat-
ing funds, may open up additional (or
even new) financing options for proj-
ects with a high potential for growth
and risk, given that funds tend to invest
in higher-risk lending. At the same
time, fluctuations in the risk tolerance
of institutional investors may — con-
trary to the goals of capital markets
union — add to the cyclicality of cor-
porate financing facilities.

Even if the financing problems of
companies in Austria have been rather
limited, introducing greater financ-
ing choice, as envisaged by the action
plan, may open up complementary
financing sources for companies, thus
reducing financing risks. Capital mar-
kets can contribute to stabilizing eco-
nomic developments over the business
cycle by making it easier or possible to
spread the chances and risks of invest-
ment projects among a broader range
of investors who are able and willing
to shoulder the related risks. From a
stability perspective, shifting funding
responsibilities further away from the
banking sector removes a layer of inter-
mediation, even if a diversification of
financing forms does not have a stabiliz-
ing effect per se. Generally speaking, a
stronger capital market orientation will
have major consequences for risk alloca-
tion within the financial system. While
in bank-based financing systems, the
financing risks are borne by the — in-
creasingly regulated — banking system,
capital markets union would redirect
financing flows to other intermedi-
aries or to private individuals. What

Corporate financing in Austria in the run-up to capital markets union

is crucial in this respect is the ability
and capacity of such lenders to ade-
quately evaluate and monitor risk-tak-
ing. Cases in point are, first, the risks
arising from developments in the Ger-
man mid-cap bond market, which may
go hand in hand with a higher exposure
of private individuals to such instru-
ments and, second, the increasing re-
quirements concerning the assessment
of risks implied by the choice of finan-
cial products issued by other interme-
diaries or, possibly even more relevant,
of risks related to non-intermediated
investments. These developments may,
among other things, increase the need
for financial literacy measures.
Another goal of the action plan is
to help companies, SMEs in particular,
overcome the information barriers for
fundraising. Given the reduced avail-
ability of transparent and credible in-
formation on the economic condition of
smaller firms and start-ups, the action
plan includes measures to investigate
how to develop or support pan-Euro-
pean information systems. As information
gaps between capital providers and cap-
ital-seeking companies increase the
cost of external financing, a higher de-
gree of transparency may contribute to
lowering companies’ financing costs,
or may even make fundraising pos-
sible in the first place. Moreover, a
higher degree of transparency may im-
prove risk identification and pricing
in the financing process, thus reduc-
ing the misallocation of capital. How-
ever, the direct contact with investors
and the need to keep them thoroughly
informed (in particular when raising
funds on a regulated market) also have
considerable repercussions on the cor-
porate governance structures of a com-
pany. Especially owner- or family-run
businesses, which play a major role in
Austria, may not be very forthcoming
about internal corporate information.
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Last but not least, the action plan for in the past. Apart from persistent legal and
building a capital markets union left un-  tax differences, these obstacles include
addressed a number of obstacles which  language barriers and political risks.
have hampered cross-border financing
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