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SME Financing
EDITORIAL

Numerous studies converge to highlight
the importance of a small number of
medium-size companies for the French
economy, compared to our main
European partners (including Germany,
of course), and the adverse impact this
situation might have on our
competitiveness and foreign trade.
The actual effectiveness of government
policy on SME financing depends on its
ability to combine a wide array of
measures: developing venture capital;
promoting alternative financial markets
more suited to the needs of SMEs;
allocating a larger share of public R&D
support to SMEs; reforming bankruptcy
laws to enhance the protections
afforded to creditors; channelling more
savings into SME financing; reducing
settlement periods in keeping with the
French Modernisation of the Economy
Act; developing guarantee systems
(OSEO, etc.); encouraging the
development of mezzanine debt and
factoring; etc.
From this perspective, the financial
crisis provides an opportunity to step
up the political and economic initiatives
that had already been taken before the
turmoil erupted.

Christian de Boissieu
Executive Chairman of the CAE

Report by Grégoire Chertok, Pierre-Alain de Malleray
and Philippe Pouletty

The results have been mixed: French small and medium-sized enterprises are struggling
to attain the critical mass required to become tomorrow’s market leaders. The barriers
are to be found in the way the various markets operate: goods and services,
employment and business finance.
This report focuses on access to financing and the forms such access might take:
Equity financing, on the one hand, and debt financing, on the other. Grégoire Chertok,
Pierre-Alain de Malleray and Philippe Pouletty examine possible avenues for lowering
existing barriers: promoting venture capital, encouraging the emergence of alternative financing, redeploying and assessing R&D promotion measures, bankruptcy law
reforms, the resurgence of mezzanine debt and factoring.
This report was presented on November 3, 2008 to Éric Besson, Secretary of State to
the Prime Minister in charge of Strategic Planning, Public Policy Evaluation and
Development of the Digital Economy, and Hervé Novelli, the Secretary of State for
Trade, Small and Medium-sized Enterprises, Tourism and Services, and was based
on the authors’ work in association with a number of experts. This paper, which is
published under the aegis of CAE, sets out the three authors’ main findings and
recommendations.

SMEs are, in fact, highly diverse, ranging from
local very small businesses and traditional,
well-established companies, to leading hightech firms of the future. Because SMEs
contribute to the renewal of the productive
fabric and bring innovations to market, their
development has become a public policy objective. The purpose of this report is to examine the financial obstacles likely to hold
back the growth of these companies while
making recommendations for eliminating or
circumventing these barriers.
Before providing more detailed analysis, Grégoire Chertok, Pierre-Alain de Malleray and
Philippe Pouletty point out certain specifically
French aspects of SME financing. First of all,
debt financing in France has been given precedence over equity financing, which offers the
possibility of acquiring the company. This fact
has curbed the development of equity mar-

kets in France. Second, companies have
grown accustomed to government intervention in the area of credit allotment. Lastly, a
limited risk-taking culture has prevented the
development of accurate pricing of high-risk
loans, thereby blocking project selection
through the level of interest rates.

1. Financing, a key to SME growth
Economic clout and robustness
of French SMEs

French SMEs, which are characterised as
companies with fewer than 250 employees,
with sales of less than 50 million euros, or a
balance sheet of less than 43 million euros,
account for 66% of the jobs in the private
sector and 56% of the added value in the
French economy. Gauging the SMEs’ contribution to economic dynamism is not an easy
task, because a company’s success often leads

to it no longer meeting SME classification criteria, either by virtue
of it becoming a «large enterprise» when it exceeds the
defined thresholds or as a result
of being acquired by a group.
Discounting these effects, it
would appear that over the period
from 1999 to 2006, the net
growth in employment by SMEs
(13%) far exceeded that of
employment in the private sector
as a whole (8%).
An unusual growth process:
disappearing to survive

Compared to the United States,
the United Kingdom and Germany, France has had difficulty
in increasing the number of its
SMEs, that is, in transforming its
high-growth companies into
«large,» profitable and significant
players in the international markets. More often than is the case
in other countries, a growing
SME ends up disappearing altogether or losing its independence
after being acquired or made a
subsidiary within a group. According to Grégoire Chertok, PierreAlain de Malleray and Philippe
Pouletty, the difficulty for standalone SMEs to obtain financing
from banks or on financial markets has prompted them to seek
the relative «comfort» of internal
capital markets within groups.

selective. They then noted that
the capital base of SMEs «improved» between 1990 and 2005,
through debt reduction, notably
in terms of lower indebtedness to
banks. However, the restructuring of the balance sheet in
favour of greater equity participation has not translated into
more investments but, rather, into
an increase in cash resources, as
entrepreneurs adopt a more cautious attitude. From a financing
point of view, French SMEs face
a dual lethal constraint: the
reluctance on the part of banks
to engage in debt financing, on
the one hand, and the difficulty
of raising equity, on the other.
A dual scarcity of financial
resources underpins this report.

2. Developing stand-alone
SMEs by promoting equity
financing
Facilitating SMEs’ access to
equity financing is crucial at a
time when banks are tightening
lending conditions. However,
offering equity ownership stakes
means that the entrepreneur loses
a degree of control over the business, but stand-alone SMEs have
no other options for pursuing
growth.
Venture capital

Malthusian dynamics underlying
the financing market

Venture capital funds participate
in the financing chain by
providing capital to growing
SMEs in their early expansion
and development stages. Coming
into play downstream of the seed
and start-up stages, these funds
take over from public or private
aid aimed at supporting start-up
firms and investments originating
from the entrepreneurs’ personal
resources, family members or
business angels. For the company, common outlets for venture
capital investments are provided
by the financial markets (IPOs or
initial public offerings) and acquisition by another company
(trade sales).

How does financing contribute to
such growth? Grégoire Chertok,
Pierre-Alain de Malleray and
Philippe Pouletty have noted,
first of all, that SMEs are highly
profitable, which suggests that
markets, and primarily the
financing market, are excessively

The authors show that, compared
to the US, continental Europe has
tended to lag behind in this area.
Although France is relatively
well-positioned to meet the challenge, the sector suffers from a
number of drawbacks: fund management teams are overly «ma-

The danger of inadequate renewal
of the production system

This pattern of SMEs entering
into a group structure is not
necessarily the worst-case
scenario, but it seems to be the
least suited to a situation where
growth is achieved though a
process of «create and destroy».
The growth of standalone SMEs
has thus become a key economic
policy issue, which entails taking
action simultaneously on three
markets: goods and services, the
labour market and the financing
market.

nagement-oriented»; funds are
too closely connected to local
banks; insufficient synergies
between universities and industry; business angels networks are
still in their infancy, and alternative financing markets are
virtually non-existent.
On each of these points, the
authors make recommendations
for improving the ecosystem of
technical entrepreneurship.
Financial markets for SMEs?

Alternative or deregulated financial markets (Alternext in
Paris, AIM (Alternative Investment Market) in London) provide
a complement to the main market rather than being true alternatives to venture capital funds
for channelling equity towards
SMEs. The authors use the
example of the biotechnology
sector to show the breadth of the
gap between the US and Europe,
and especially France. The creation
of Alternext is not enough to
seriously challenge the AIM’s
position as leader on the
European continent. In the
authors’ view, domestic markets
cannot attain proper critical mass
in terms of liquidity. A European
initiative must be undertaken to
create a growth stock market in
the euro zone, with shared,
simplified regulations.
Public R&D subsidies

Public R&D subsidies have
eased the constraints on financing
high-tech firms. France, more
than its OECD partners, uses public funds for R&D spending,
which accounts for about 1% of
GDP. Overall, public expenditure
does not provide a lever to promote
private R&D expenditure, insofar
as the former is on the increase
whereas the latter has remained
stagnant. In that light, Grégoire
Chertok, Pierre-Alain de Malleray
and Philippe Pouletty consider
the ways in which such expenditure has been directed towards
firms according to their size and
business segment.
International comparisons are not
easy to make, but the authors
observe that France shows a
deficit in R&D expenditures for
medium-sized companies (between
50 and 500 employees). However,

these companies benefit less
from government subsidies than
do the largest firms. Research tax
credit reforms, which were
enacted during the year, are not
likely to reverse this trend
because they were intended
mainly for companies with more
than 1000 employees.
Furthermore, it appears that R&D
subsidies are concentrated in a
few sectors. For example, the
automobile and pharmaceutical
industries, which represent 30%
of domestic R&D expenditures,
receive merely 2.9% of public
subsidies, aside from research tax
credits.
The efficiency of public R&D
expenditures needs to be
evaluated, notably, with a view
toward arriving at a better
channelling of funds toward
SMEs.
Channelling savings toward
SMEs

The difficulty that SMEs face in
obtaining equity reflects the allocation of household savings
between various investments
(property, life insurance,
marketable securities, employee
savings schemes, etc.). In spite of
the growing number of tax
incentives aimed at encouraging
investment in SMEs (creation of
venture capital funds («FCPR»),
local investment funds («FIP»)
and innovation investment funds
(«FCPI»), the Madelin measure,
wealth tax provisions under
«TEPA» (Law for the Promotion
of Labour, Employment and
Purchasing Power, etc.), savingsrelated tax credits and exemptions intended to encourage lowrisk investments such as life
insurance or property (Robien
Borloo tax breaks, and Girardin
incentives
promoting
investments in French overseas
territories, etc.) and in tangible
assets (fishing boats, forestry
units) rather than riskier business
investments. The authors
recommend that the life
insurance industry commit to
investing a portion of its assets
in innovative SMEs. They also
call for greater coherence
between tax rules and policies
favouring SMEs, and their
systematic assessment.

II

3. Obstacles to debt
financing
Access to bank financing and
fair interest rates

In France banks remain SMEs’
preferred source of financing.
However, there are signs that this
financing market operates poorly
and suggestions of credit
rationing. According to a study
cited in the report, 40% of French
SMEs feel that they were denied
credit over the period from 1985
through 1995, even though they
were prepared to pay the interest
rate the bank would have applied.
The granting of CODEVI
(«Savings Accounts for Industrial
Development») loans to SMEs,
between 1993 and 1995, resulted
in a 4% rise in these companies’
indebtedness, due to the easing
of financing constraints.
Signs of rationing can also be
seen when examining the riskreward tradeoff, i.e. the level of
risk premiums required by banks
in light of the companies’ activities. These premiums are surprisingly low, which tends to
show that banks prefer to refrain
from granting a loan rather than
charge a risk premium. Such
rationing leads to excessive
selectiveness of companies and
early bankruptcies: one bankrupt
firm out of two had been in existence for less than four years.
The regulatory framework

Even if it is inherent to the lenderborrower relationship, widespread credit rationing is linked
to the regulatory environment.
Several avenues are explored in
this report. First, there are lending
rules which set a cap on interest
rates. These rules were revised in
2006 by the so-called «Dutreil
Laws,» and the resulting reforms
are now bearing fruit. Second,
corporate bankruptcy law in
France does not favour creditors.
It encourages banks to require
significant amounts of collateral
for credit transactions. However,
the debt recovery rate in the event
of bankruptcy is rather low in
France. More worryingly,
turnaround plans for distressed
companies, when implemented,
are less likely to lead to the firm’s
survival and job preservation
than in the United Kingdom. In

spite of recent progress, the
authors recommend that creditor
protections be extended, along
the lines of special priority or «super-priority» claims held by AGS
(Association pour la Gestion du
régime de garantie des créances
des Salariés, or Association for
the Management of the Employee
Payment Guarantee Scheme).
Thirdly, the final cause of rationing
is to be found in the competitive
structure of the banks and
financial institutions. Very often
an SME relies on a single bank,
which usually reflects the bank’s
market share. Findings suggest
that institutions pass on only a
small protion of the cost of
financing to the interest rate
charged to borrowers. It would
also appear that banks lower their
margin on bank loans while
favouring less risky transactions
and increasing charges applied to
other transactions. The underpricing of risk is expected to
diminish with the implementation of Basel II prudential rules
intended to foster greater prudence and ensure that Tier One
capital requirements are more
risk sensitive. The authors
suggest that competition on the
credit market ought to be
enhanced by authorising properly
regulated and supervised nonbanking financial institutions to
operate there. That would include
firms engaging in leasing and factoring but, especially, the
development of funds offering
mezzanine debt financing. This
type of debt, which is midway
between bank debt and equity, is
very well suited to financing
emerging companies which, by
their very nature, can only
provide limited collateral.
What types of public
interventions should be made?

The State must adapt existing
regulations in order to discourage
credit rationing to SMEs. At the
same time, the ultimate source of
such rationing is the asymmetry
in available information, which
is a characteristic of the investorentrepreneur relationship, and
which is exacerbated in the case
of SMEs and growth companies.
A pertinent reply to these
shortcomings would be to set up
a loan guarantee system rather
than granting soft loans or

targeted loans. French regulations
in this area are being steered by
OSEO-Garantie and seem to be
moving in the right direction.
However, these provisions could
be improved still further by
applying a higher rate to the
guarantee.
Grégoire Chertok, Pierre-André
de Malleray and Philippe
Pouletty state that another avenue
to be explored is the idea of
creating a bond market for SMEs,
which would rely on mezzanine
debt. A traditional bond market
is beyond the reach of mediumsized enterprises. The development of mezzanine debt would
contribute to the development of
securitization transactions, as is
currently the case in Germany
and in Spain. The State intervenes
by standardising securitization
vehicles, by setting up debt
investment funds, and by offering
to underwrite tranches of
securitized debt for investors.
OSEO-Garantie would play a
central role within this particular
mechanism.
The issue of setlement periods

In France the amount of
outstanding trade credit
represents 600 billion euros, a
sum four times higher than
corporate debt with banks. Thus,
inter-company financing is a crucial issue, and public debate in
that regard has centred on
settlement periods. France has
relatively long settlement periods
(66 days), which are sometimes
not met. This situation penalises
SMEs much more than large
firms. Two measures are likely to
bring about improvements. The
first would entail reducing
settlement periods in the public
sector. The second entails
outsourcing financial services for
SMEs, such as factoring. In
Northern European countries,
these techniques have led to a
dramatic reduction settlement
periods. The authors recommend
that a portion of factoring charges be exempt from taxation.

4. Comments
David Thesmar is sceptical about
the existence of a financing
problem specific to SMEs that
would warrant state intervention.

The asymmetry of information
available to the entrepreneur and
its investor is indeed exacerbated
for SMEs, but state intervention
aggravates rather than alleviates
the problem. To make his point,
he cites the limited impact of the
extension of SOFARIS guarantees in 1995, in terms of the
level of employment at the relevant companies.
For Thesmar, the development of
risk capital is hindered by the low
returns distributed to investors. If,
contrary to the arguments about
credit rationing, low returns are
due to SMEs’ lack of profitability,
it would be wrong to encourage
insurance companies to invest
further in this sector.
He believes that reliance on
hybrid forms of financing (mezzanine debt) is an avenue to be
explored, and which should have
been developed further. He then
points out two of the report’s
significant findings. First,
Thesmar agrees with the authors’
assessment as to the need to give
mortgage creditors higher priority
for repayment in case of
bankruptcy. Second, he agrees
that the development of factoring
would be a good way to reduce
working capital requirements.
Philippe Trainar feels that the report offers pertinent assessments
but remains problematic in terms
of the recommendations it puts
forward. For example, he states
that the purported link between
SMEs’ under-performance and
market deficiencies, which is
used to justify state intervention,
is not firmly established by the
authors; hence, his doubts about
the efficiency that supposedly
stands to be gained from granting
tax benefits and, in particular,
from redeploying R&D subsidies
for SMEs. These measures, and,
notably, the research tax credit,
are not designed to help a specific
category of companies. And
Trainar feels that certain
assessments made in the report
should have been developed in
further detail. In particular, the
contention that life insurance
companies have not invested
sufficiently in the capital of
SMEs warrants more careful
examination.
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