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PREFACE

In September 1982 Mr. Dennys Watson, Coordinator for
Innovation, DG XIII, Commission of the European Com-
munities, asked me to do this study. Previous research
commissioned by his group had shown that financing of
unseasoned innovative enterprises may well be the
paramount impediment to the growth of these firms.
During their start-up and extended early development
phases, young innovative enterprises usually do not
generate cash flows that are, as to amount and reli-
ability, sufficient to meet the fixed payment schedules
of debt instruments. Thus, any efforts to close the
financing gap have to focus on external equity financ-
ing. Against this background, there is an obvious need
to analyse the feasibility and desirability of access
of innovative firms to organized secondary stock mar-

kets at the earliest possible date after start up.

Early access to secondary stock markets may favourably
affect the equity raising of small innovative firms

in two ways. First, investors who engage in private
equity financings are more likely to contribute capi-
tal to immature innovative firms if the time for which
they anticipate to be locked into their investments

is reduced. Early access to stock markets could cer-
tainly shorten the locked-in time by providing a
readily available exit route. Second, early access
opens up the opportunity to young innovative firms to

raise capital publicly.
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Two of the requirements that the study had to meet
should be mentioned at this point. The report of

study had to be finished in time for the fourth Euro-
pean symposium on the financing of innovation in
Luxembourg, scheduled for November 1983. Moreover, all
Member States had to be covered for the core of this
report, a detailed review of all stock market seg-
ments that are accessible to small industrial compa-
nies. Since I could not perform this task single-hand-
edly, the Commission authorized me to subcontract some
of the country reports. I am very much obliged to the

authors of these country reports:

- Professor Dr. Eddy Wymeersch contributed the country
reports on Belgium and France. He is Director of the
Seminarie voor Handels—- en Ondernemingsrecht,
Rijksuniversiteit Gent. Among his publications on
securities markets his 1978 report to the Commission

of the European Communities is probably best known.

- Professor Dr. Allan Young authored the country report
on Greece. In 1983 he was Visiting Professor of Fi-
nance at the University of Eamburg. In our work to
this study, he provided us with valuable advice and
encouragement. His continuing interest in securities
markets dates back to the early sixties, when he fol-
lowed up on the landmark Special Study. Since then,
he published a book and numerous articles in scholarly

journals on topics related to securities markets.

- Dr. Hermann Reuter wrote the report on Italy. He be-
came familiar with Italian securities markets in 1975,
when he worked with me on my earlier report to the
Commission. In recent years, he has been in investment

banking. He is the author of a well received book on

information, investors and share prices.
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- Diplom-Volkswirt Hans-Martin Domke contributed the
report on Ireland. Previously, he worked in the loan
and securities departments of a regional bank. He
currently is on my staff and prepares a dissertation

on the small-firm effect on German stock exchanges.

- Diplom-Kaufmann Christoph Herms authored the country
report on Luxembourg. He worked for a number of
years in the securities business, and he also has
been on my staff at the Institut fiir Geld- und Kapi-

talverkehr of Hamburg University.

Since important developments relevant to the study
occurred throughout 1983, it was inappropriate to use
for all country reports a uniform cut-off date where-
after all developments had to be disregarded. In addi-
tion, the country reports were prepared in segquence.
Field work was completed for the Germany report in
December 1982, for the reports on Denmark, the Nether-
lands and the United Kingdom in March 1983; for Ire-
land and Greece in June 1983; for Belgium, France,
Italy and Luxembourg early in October 1983. In some
important respects the reports on Denmark and Germany

were repeatedly updated.

Without the invaluable support from many sides it would
have been impossible to submit this report. Many entre-
preneurs, stock exchanges, brokers, bankers and super-
visory authorities kindly provided information. I am
most grateful to those experts who made themselves
available for interviews and patiently answered ques-
tion after question. The names of the ladies and
gentlemen whose answers and comments contributed to
this report are listed on pages 526-529 ahead of the
bibliography.



I also wish to thank Mr. Dennys Watson and Mr. René
Guth of the Task Force for Industrial Innovation,

DG XIII of the Commission, for their support and for
their motivating interest in the progress of this
study. I am very éfateful to my assistants Dipl.-Kfm.,
Dipl.-Handelslehrer Wolfgang Bessler, M.B.A. and Dipl.-
Kfm., Dipl.-Handelslehrer Rolf Ratzlaff for their
helpful comments and for pitching in whenever necessary.
Most of all I am indebted to Mrs. Ingrid Metscher, who
typed the bulk of this report with speed and care.
Thanks are also due to Ms. Gudrun Lagenstein for

proofreading.

H. Schmidt

Hamburg, December 31, 1983
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EXECUTTIVE SUMMARY *

* This summary has previously been published in the
Working Document for the EC-Symposium "Developing
capital markets for the regeneration of industry",

Luxembourg, November 23-25, 1983, pp. 69-98.

- XVII -






TABLE OF CONTENTS OF EXECUTIVE SUMMARY

Importance of small company equity financing for the Loee
economy XX
Earlier views on secondary markets XXII
Special European stock market segments for small company
equity instruments ' XXIII
The case for bottom level segments ) TXXI
Requirements for access to small company segments of the
secondary market XXX
Disclosure requirements . XXXI
Forms of business organizations acceptable for listing XXXII
Equity instruments acceptable for listing } XXXITI
Dimensions of the class of securities to be listed _ XXXIV
Costs of gloing public XXXV
Survey of core requirements for access to small company
segments of secondary markets in the Member -States XXXVII
Avallability of investment banking services to small companies XLI
Investors and investments restrictions ' XLII
Trading small company equity instruments XLIV

- XIX -



IMPORTANCE OF SMALL COMPANY EQUITY FINANCING FOR THE

ECONOMY

1. Small companies enhance innovation and competition,
they increase the resilience of the economy and the
variety of employment opportunities. As various stu-
dies have shown, the share that small companies contri-
bute to newly created jobs is much higher than the
share of small companies in total employment. Yet the
entrepreneur trying to establish a small company faces
hurdles, which he is at a disadvantage to overcome
compared to the larger company engaged in various lines
of business. In particular, he faces the task of rais-
ing the capital required for the early years during
which the capacity for scheduled debt service is rather
limited. Thus, the source of funds to be relied on is the
increase in equity capital. As the Piatier Study has
shown, insufficient equity financing is the main bar-

rier to innovation and growth in Europe.

2. Because of their important contributions to employ-
ment growth and to innovation small companies have
been given special support in most Member States. There
are various direct and indirect ways to strengthen the
equity position of small firms. Direct ways include
equity injections by subsidies and by participations
of development companies. Indirect ways facilitate
equity financing by government guarantees and tax con-
cessions. This study foccusses on a different indirect
approach that is standard practice with large firms.
This indirect approach is providing special organized
secondary markets for shares and other equity instru-
ments in order to increase the availability of equity

capital to small innovative companies.
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3. Small company secondary markets in the Member States
of the European Community are the focal point of this

study. The principle question of the study is:

Do secondary markets respond to the needs
of small growing innovative companies wishing

to raise equity capital?
Or, stated differently:

What are the factors inhibiting the access
of small growing companies to secondary

markets?

4. Equity capital will not be forthcoming unless the
investor has some way out of his investment at reason-
able prices. Basically, there are four such exit
routes. First, the shares may bée sold to a company in
the same or in a related line of business. This is the
major exit route though most undesirable from a com-
petition policy point of view. Second, the issuing
company may buy back or redeem the shares, which a
growing company is usually unable to do. Third, the
investor may sell his shares to a party not mentioned
above with little or no assistance by financial insti-
tutions, which amounts to giving the shares away be-
low value. Fourth, there is the only realistic and

desirable exit route: organized secondary markets.

5. It is well known that external equity financing of
large firms owes much of its success to the fact that
shares or other junior securities can at any time be
sold on the stock exchange or on another secondary
market. The primary market (or new issues market) there-

fore presupposes the existence of a secondary market.
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EARLIER VIEWS ON SECONDARY MARKETS

6. It is not entirely clear why this indirect method
has long been neglected and only sporadically exam-
ined for small company financing. One important rea-
son for this is a widespread notion of the sixties

and seventies that stock exchanges must be organized
on one standard model. This model requires uniformly
high disclosure and a homogeneous trading system,
which is transparent to supervisory authorities and
investors. This idealized picture of a highly safe-
guarded homogeneous secondary market clouds the oppor-
tunities for external equity financing of small firms.

Fortunately, it is at variance with actual facts.

7. As documented in an extensive report that the au-
thor submitted to the Commission in 1977, neither
the stock exchanges nor the off-exchange secondary
markets have a homogeneous structure. They rather
comprise different market segments. This situation
is desirable. As elsewhere in industry, procedures
for mass production differ from thése used for small
batch production. There are shares that are dealt in
hundreds of times a day and others that only trade
few times a week. Accordingly, trading methods geared
to these different turnover characteristics should
be used, not one standardized trading procedure. Si-
milarly, since turnover characteristics are closely
linked to the number of holders of a stock, disclo-
sure requirements should be differentiated and less

demanding. for inactive stocks.
8. This principle of vertical segmentation was stressed

in the 1977 report. The report pleaded for a stock

market policy that gives adequate scope for appro-
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priate vertical segmentation. Vertical segmentation
enhances procedural efficiency. The author recommended
four vertical segmenﬁs for each national stock mar-
ket, two segments for less actively traded small com-
panies and two upper segments. In countries without

very large companies one upper segment suffices.

SPECIAL EUROPEAN STOCK MARKET SEGMENTS FOR SMALL COM-

PANY EQUITY INSTRUMENTS

9. In recent years widespread and successful efforts
have been made to create and to restructure stock
market segments for companies of small and medium
size. The probably best known junior stock markets.
are the unlisted securities market in the United King-
dom and Ireland, the parallelmarkt in Amsterdam, the
French second marché and the share market III in Co-
penhagen. However, there have been other important
developments. In Italy a court ruled a long estab-
lished lower market segment illegal in 1975, but this
attempt at homogenizing the Italian stock markets
failed and in 1978 a new mercato ristretto was estab-
lished. In addition, the terzo mercato developed as
the third secondary market segment below the mercato
ristretto. In the United Kingdom an over-the-counter
market that focusses on small companies and dates
back to the early seventies gained momentum as more
securities firms entered this market. In Germany the
two lower stock market segments (geregelter Frei-
verkehr, ungeregelter Freiverkehr) were rediscovered
as secondary markets for unlisted small young com-
panies going public; more recently, plans for a sec-

ond official market are being discussed. In Belgium,
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there are plans to reorganize the daily auctions of
unlisted securities, a market segment instituted in
the sixties that uses the trading procedure of the
official spot market. This reform proposal aims at
creating a market geared to the needs of small compa-
nies. In Greece a new semi~official market for small
company shares is being considered. All these new

markets are expected to become operative in 1984.

lo. To a superficial observer all these developments
may appear consistent and aimed at facilitating
access to the secondary market for small and medium
sized companies. Penetrating analysis, however, re-
veals pronounced differences from country to country.
There are three different groups of reorganizations.
The first comprises the unlisted securities market,
the second marché and the proposed second official
market in Germany. In the countries concerned stock
exchange facilities for small unlisted companies

have been available for many years and, in principle,
these facilities remain unaffected by the reforms
(occasional bargains facility, hors cote market, Frei-
verkehr). But for various reasons, these facilities
do not seem to provide the appropriate trading envi-
ronment for those small and medium sized companies
that have attained some stature. Unfortunately, re-
guirements for access to the listed securities market
appear to be onerous and too ambitious for these com-
panies. Thus, special intermediate market segments
have been designed for companies that can pass a
treshold of quality that is advanced though still below
the threshold of full listing.

11. By contrast, attempts at reform in Belgium and

Greece focus on the lowest segment in stock market
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hierarchy. In Greece a bottom level segment will be
organized for the first time. In Belgium upgrading the
bottom level segments and encouragement of its use

seem to be the central issues.

12. The third group comprises Denmark, the Netherlands
and, less clearly, Italy. These countries traditionally
enjoyed an unofficial market that was accessible to
small company shares (inofficial efterbgrs, incourante
markt, old mercato ristretto). The traditional lower
level segment was split up into two segments. As a
result, an advanced level segment and a bottom level
segment were created. This step was most pronounced

in Amsterdam, where the incourante markt was split
into the official parallelmarkt and the unofficial
parallelmarkt. In Italy and Denmark the new regimes
developed over an extended period. Quite appropri-
ately, the final reorganizatidn step in Denmark in-
volved all market segments in order to bring about a

convincingly segmented stock market.

13. Obviously, the advanced level segment of the
secondary market and bottom level segments aim at
different kinds of companies. Accordingly, entry re-
quirements and other segment features will have to
ke different and geared to the kind of company that
the segment is supposed to serve. No less than two
clearly different market segments should be open to
small companies. Most small companies have been in
business for some years and achieved profitability
before they apply for entry to the secondary market.
They prefer to signal that they can pass some stand-
ard threshold of quality and they should be able

to do so by entering the market at the second lowest
segment. The lowest segment caters to young and high-

risk companies that cannot meet this standard.
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14. In some Member States much more than in others,
there is a need to increase the general acceptance of
a bottom level segment and to encourage its use. No
stock exchange or association of securities firms
should enjoy the monopoly of a national market organi-
zer unless it operates a special segment for young

and high-risk companies.

15. If a stock exchange chooses not to offer special
segments for small company shares, this decision should
be respected. Securities market regulation should per-
mit other market organizers to provide secondary mar-
ket services to companies which have a form of busi-
ness organization or other quality characteristics

that make them unacceptable to the stock exchange.

THE CASE FOR BOTTOM LEVEL SEGMENTS

16. The recently gained acceptance for formerly un-
official secondary markets and for new advanced level
segments is most desirable. Unfortunately, this
acceptance frequently does not extend down to the
bottom level of stock market hierarchy. Any emphasis on
bottom level segments tends to be met with scepticism
or even with outright opposition.

17. Many hold the position that bottom level segments
are highly undesirable. They believe in the principle
that any investment vehicle available to the public
should be reasonably safe and stable. High-risk in-
vestments, it is thought, should not be readily acces-
sible to the public. Thus, any companies that do not
pass a standard threshold of quality should not
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obtain funds from public investors, and existing bottom
level segments should be upgraded in order to firmly
establish this standard.

18. This quality control doctrine and the principle of
vertical segmentation agree on the need to provide

the public with highly safeguarded investment opportu-
nities such as bank deposits, government bonds and
high quality stocks. Contrary to the traditional doc-
trine, vertical segmentation advocates no miminum
quality requirements beyond adequate disclosure. There

are four reasons for this:

- Individual and institutional investors in today's
securities markets and their advisers predominantly
seem to be well aware of the risk and return char-
acteristics of available investments. A proper ver-
tical segmentation will contribute to this aware-
ness if the higher riskiness of lower segment
stocks is made clear to the investing public. Beyond
adequate disclosure requirements, any restrictions
on the public availability of small company shares
are unlikely to benefit any number of investors to

speak of.

- Diversification strategies now are widely followed
by investors. The risk of a particular small com-
pany share may appear unacceptably high if one looks
at it individually. Inspite of this, the share may
well be most desirable in a portfolio context. Any
regulatory restrictions based on business risk
characteristics of individual companies are mis-
guided.
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~ Even the average individual investor has ready
access to a wide range of domestic and foreign1)
high risk investment vehicles. As it is obvious in
the case of options, the invested amount frequent-
ly will be completely lost. Against this background
any regulatory efforts to restrict the investment
in the shares of small domestic companies appear

arbitrary.

- Theriskiness of small company shares is not artifi-
cially created. It reflects the innovativeness of
the firm and other business characteristics. For
employment and other economic reasons it is desir-
able to take advantage of the growth of independent
small firms which assume these risks. This requires
external equity financing. In contrast with former
years of high employment, restrictions on small-com-
pany equity financing are likely to carry a much

higher economic cost.

19. Others maintain that bottom level segments are

not at all necessary for the equity financing of young
and innovative small firms. Small and high-risk com-
panies, it is claimed, should gradually establish an
institutional shareholder base and should not go pub-
lic before their high-risk characteristics fade.

This opinion implies that there should be no secondary
market for small and high-risk companies and that

these companies should raise their equity privately.

20. However, many an entrepreneur strongly resents
the high level of outside influence that comes with

private capital raising and prefers public equity

1) Save investors in countries that have imposed exchange con-
trols,
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issues to a wide spread of shareholders at an early
stage in the development of his company. This is not
unrealistic. In the United States and, to some ex-
tent in the United Kingdom, public issues of small

young companies have been brought to the market.

21. Prior to trading on an efficient secondary market
a reliable valuation of long-term equity instruments
with full upside potential is not available. This

adds to the well known reluctance of small companies
to accept outside shareholders and considerably com-
plicates external financing as witnessed by the

use of temporary external equity financing instruments.
To eliminate this impediment, small companies should
have access to a secondary market at an early stage

in their development.

22. Raising equity capital publicly at an early stage
of the development of an innovative enterprise and
subsequent trading of the shares on a bottom level
market segment is an alternative and a useful supple-
ment to financing privately. However, it should not
be construed as being the superior approach. It
simply opens up an additional choice to young compa-
nies. Even where this choice is available many un-
seasoned enterprises may prefer to place a minority
interest with venture capitalists, development compa-
nies or with other institutional investors. These
enterprises appreciate the ready access to expertise
and guidance, the opportunity to build an institu-
tional shareholder base before going public, and they
want to avoid the exposure to conflicting views that
may develop among public shareholders during the
difficult years of early development. Nonetheless,

going public is the more encompassing approach.
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23. The resultant secondary markets are most desir-
able and benefit even companies that have yet to go
public. The prices established in these markets facil-
itate the fair valuation of equity instruments which
are to be used in private placements. Moreover, in-
vestors accepting minority interests in unquoted com-
panies are well aware that the most profitable exit
route is the public sale of their interest in a se-
condary market. Exit via a larger ihdustrial com-
pany usually requires a majority interest. The exis-
tence of easily accessible bottom level segments
assures participants in private financings that a
secondary market could also be established for the
shares in which they invest. The public issue of
shares of small and high-risk companies is a very
desirable component of any equity financing system

and should be fostered.

REQUIREMENTS FOR ACCESS TO SMALL COMPANY SEGMENTS OF

THE SECONDARY MARKET

24. It is widely accepted that the initial and conti-
nuing requirements which traditionally have been
applied or are about to be applied to 1listing on
official markets are onerous for small companies.
However, there is little agreement which requirements
should be lowered and to what extent. Though it was
attempted to cover all relevant requirements in the
country reports, the encompassing analysis was limit-
ed to disclosure, to the form of business organization
required for entry, to financial instruments accept-
able for admission, to dimensions of the issue to be

listed and to services giving rise to initial listing
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costs. The results will be presented below.

Disclosure requirements

25. Corporate disclosure is to facilitate the valua-
tion of capital raising instruments and it should
correspond to the requirements of valuation models
used by proficient investors and analysts. Many un-
resolved issues surround disclosure. Accordingly,
divergent requirements are found in the Member States
even if only secondary market segments of the same
level are entered into comparison. The spectrum of
disclosure requirements for small public companies
extends beyond that for large companies. In some
countries disclosure beyond the basic legal require-
ments is voluntary, in others more extensive or more
frequent reporting is required than for large compa-

nies.

26. Since disclosure should not be a handicap to
small companies, the cost of disciosure should not
exceed what disclosure is worth to investors and the
company. A broad brush approach is not likely to
meet this criterion. Overshooting disclosure require-
ments burden small companies much more per capital
unit raised than large companies. Any undershooting,
however, can be easily corrected by voluntary dis-
closure or by discretionary requests for information

by stock exchanges or other market organizers.

27. At the bottom level segment, disclosure require-
ments should not impose a minimum age on the compa-
nies desiring entry. Because the bottom level seg-

ment serves capital raising companies and non-capital
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raising companies having small numbers of investors,
entry should as a matter of principle not give rise
to mandatory disclosure beyond what is generally re-

quired by law.

28. On the advanced level segment for small companies
the additional disclosure requirements should be
moderate and geared to the level of entry the market
organizer aims at. A prospectus and interim reports
should be required, but it should largely be up to

the company to decide what information it discloses.

29. Relative to the size of the issue the cost of a
prospectus is much more burdensome for small issues
than for large. This cost can be avoided and an incen-
tive for the continuing information of investors is
provided if the principle is adopted that a company
should not be required to disclose information which
is already public. As a minimum, this should hold for
either small company segment. A company that publish-
ed a prospectus as required for a small company seg-
ment or that voluntarily provided this information
and that since has met continuing information re-
quirements must not be required to publish a prospec-
tus when it brings a new issue to this market seg-

ment.

Forms of business organizations acceptable for listing

30. The public limited company is the form of business
organization exclusively acceptable for stock exchange
listing in most Member States. It is not designed for
small companies, but many small companies approaching

flotation of their shares have sufficiently grown and
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are ready to convert to this most perfected form, which
adds to the protection of shareholders. Efforts

should continue to increase the ease of conversion

and to eliminate any taxes that now reduce the attrac-
tivity of conversion to public limited company form,

in particular all taxes on conversion-implied trans-

fers ¢f company assets.

31. Small limited partnerships and small private 1li-
mited companies not yet ready to convert to the de-
sirable public limited company form nonetheless
should be able to gain access for their shares to a
special stock exchange segment or to another organized
secondary market. Restricting the public availability
of the shares of these enterprises is not justified
in today's investment environment and may carry a
high economic cost. Stock exchanges or other market
organizers can be expected to ensure by way of their
listing requirements adequate disclosure and other

essential investor protection measures.

Equity instruments acceptable for listing

32. The desire to win independence is an important
motive for becoming an entrepreneur. Most Member
States respect this desire for independence and per-
mit nonvoting shares, shares with contingent voting
rights or other equity instruments that grant less
outside influence on management than shares with full
voting rights. To facilitate external. equity financ-
ing and to enhance growth, all Member States should

permit the use of these instruments.
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33. In addition to accepted national instruments of
this kind, which have divergent features, a common
European participating certificate can be expected to
stimulate external equity financing. It should carry
no voting rights. Like debt instruments, its use

would not depend on a specific form of business organ-
ization. Restrictions on its use relative to other
equity instruments seem not to be necessary. For cor-
porate tax purposes, payments to holders of these

certificates should be a deductible expense.

Dimensions of the class of securities to be listed

34. Listing requirements tend to define the class of
securities to be listed in terms of total value of
the class to be listed, in terms of a percentage
that must be available to the public and in terms of
a minimum amount to be held by the public. Though re-
lated, these requirements aim at different aspects
that are relevant for delineating secondary market

segments.

35. The minimum amount to be publicly held and the
related factors that it implies calibrate the quality
of transaction service of the market segment, where-
as the percentage requirement is an important factor
determining the weight that outside investors will be
given in company matters. Thus, it is desirable that
markedly distinct values and percentages are used to
define the various segments. The widespread use of
25% for the (lowest) official segment, which is in
line with the Admission Diréctive, and of 10% for ad-
vanced small company segments seem to be well chosen.

The minimum amount té& be held by the public is more
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difficult to establish for the advanced company seg-
ment. Since, contrary to variations at a somewhat
higher level, realistic variations of this value
below ECU 1 mio are not likely to noticeably impact
transaction service quality, the minimum amount to be

publicly held may be set at ECU 1 mio.

36. In line with tradition and widespread use, entrants
to the bottom level segment should not have to meet
any of these requirements. This segment caters to com-
panies that go public with issues just above the
economically meaningful minimum size. Depending on the
costs of public issue, which slightly differ from
country to country, this minimum is close to ECU o.5
mio or clearly below. Some companies that in principle
are prepared to float a larger issue strongly prefer

a first public offering merely having economic mini-
mum size and involving only a few percent of capital.
The bottom level market should be allowed to play its
role in accommodating such companies. Opportunity
losses to the entrepreneur that result from under-
pricing may well impede first public equity financing

on all other segments of the secondary market.

Costs of going public

37. The cost of underpricing, which is witnessed by
oversubscriptions, appears to be the most important
cost of going public. It is the opportunity loss to

the entrepreneur that results from selling the issue

at a fixed price set intentionally or unintentionally
below market price. Underpricing cost may be kept low
by competition among investment bankers and, as pointed
out above, by initially offering only a small percent-

age of the class of equity instruments that is used
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in going public. Alternatively, underpricing can be
avoided by straight tender offers or calibrated by
discretionary tender offers to the preferences of the
entrepreneur as to outside influence, marketability

and shareholder relations.

38. Since underpricing of new technology based firms
exceeded 30% or even 50% of market value in a number
of cases it is likely to have a highly undesirable
impact on the attractiveness of entrepreneurship. Thus,
the more frequent use of offers by tender is very im-
portant. Unfortunately, investment bankers resist it
for obvious reasons. To encourage the use of tender
methods and their equivalents it is recommended to
exempt from the issue tax up to ECU 1 mio of equity
instruments of any company that makes its first public
offer of equity instruments by tender. Where tender
methods are widely used, the exemption should none-
theless be available, since the issue tax discrimi-

nates against small high-risk enterprises.

39. Other costs of going public comprise of the costs
of time and effort incurred at the company and ex-
penses actually paid for services rendered. No in-
formation has been found that would point toward

an unacceptably high level of these costs in any
Member State. However, these costs burden small com-
panies more than large ones per unit of equity raised.
Since this may. impede equity financing and growth

of small companies, it is desirable to encourage
attempts to reduce these costs. This can be achieved
in two ways. First, competition is likely to lower
the prices of relevant services. This approach seems
to be appropriate for investment banking and related

services. Second, listing requirements that do not
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yield a net benefit to the issuing company should be
abolished. Two requirements warrant special mention-

ing.

4o0. The limited size of small company issues generally
does not require extensive selling efforts. Mandating
publication of disclosure and selling documents in the
national press and demanding wide distribution of a
printed prospectus are likely to be overshooting dis-
semination requirements. It is recommended to abolish:
all dissemination requirements. An issuing company
will always be eager to disseminate selling and dis-
closure documents to an extent beneficial to the com-
pany. Thus, there is no need to mandate dissemination.
However, to foster efficiency of this process it
appears useful that market organizers recommend a num-

ber of standardized dissemination procedures.

41. Another important item in countries where bearer
securities are used are printing requirements and the
resultant costs. Companies should have a choice to
have certificates printed in denominations that tra-
ditionally have been required or to only make avail-
ably to depositories the minimum number required by
law, which implies that certificates will not be

available to investors.

Survey of core requirements for access to small com-

pany segments of secondary markets in the Member States

42, The tables below summarize the core réquirements
for access to the advanced level segment and to the
bottom level segment as set forth in the country re-

ports and as recommended above. In some areas it is
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recommended not to impose requirements. Many may fear
that this void will lead to highly undesirable situa-
tions. However, in the sensitive areas of disclosure
and corporate opportunity a vacuum is highly unlikely.
General legal requirements are applicable. In addi-
tiorny recommendations of market organizers and agree-
ments between issuers and their investment bankers are
likely to contribute to an appropriate balance of the
interests of all market participahts at the time of

issue and thereafter.

43. Not all small company segments were entered into
these tables. Among those not included is the pioneer-
ing advanced level segment organized by M.J.H. Night-
ingale & Co. (now Granville) in London. It should

also be mentioned that in some countries many small
companies are traded on the official secondary market
segment one level above the advanced level segments.
For example, the 974 listed shares of United Kingdom
companies that do not belong to the 1000 largest had
an average market value of & 2 mio at the end of 1982,
By contrast, the average market value of the 135 com-
panies traded on the unlisted securities market at the
end of 1982 was & 9 mio. However, these official mar-
ket segments are clearly not favoured by young compa-
nies going public. The preference for junior stock
market segments is rooted in the less demanding access
requirements, in the lower threshold of gquality that
these requirements imply and in the novelty and growth
company image that some of the new markets convey on
their companies. Nonetheless, as experience has shown,
if at a later time the status of a mature company is
achieved, the corresponding stock market status tends

to be sought by applying for a full listing.
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Core requirements for access to advanced level small company segments

Segment Minimum amount | Minimum percent- | Use of flotation |Press advertise-|Interim |Standard mini- Accessible
(country) to be held by age of stock to | methods that ment of pro- reports |mum age of com-| only to pub-
the public in be held by the tend to avoid spectus pany in years lic companies
mio of local public underpricing
currency
Unlisted securities one or two re-
market not re- lo% rare box advertise- quired 3 yes
(United Kingdom quired ments required
and Ireland)
Aktiemarked II 2.5 15% required one or two volun- 1
(Denmark) box ads. req. tary yes
Official paral-
* p box advertise- re-
lelmarkt 0.25 lo% no ment required vired 0 no
(Netherlands) quire quire
F 1— -— -
Geregelter Frei not re- not re— voluntary, pro volun
verkehr R ) no spectus not re-| tary 1 yes
quired quired X
(Germany) quired
Official market 50 not re- no lunt. re- 3
(Luxembourg) quired voluntary quired yes
Parketmarkt not re- not re-
X ) . no voluntary volun- 5
(Belgium) quired quired yes
tary
Second marché 1) voluntary, pro- re-
-4 lo% tt ted
(France) 2 © attempte spectus not re-§ quired © yes
quired
Mercato ristretto 3) volun- 2)
200 20% no full prospectus 2 es
(Ttaly) prosp tary Y
Official market 253) not appli- no voluntary re- :g) yes
(Greece) cable quired
Recommended ECU 1 mio lo% incentive for voluntary re- 3 yes
use recommend- quired

ed

1) Tentative and preliminary.

2) Profits must have been reported for the latest two or

3) Calculated on the basis of related requirements.

three financial years respectively.




X

Core requirements for access to bottom level small company segments
Segment Minimum amount | Minimum percent-| Use of flotation|Press advertise- | Interim Standard mini- Accessible
(country) to be held by age of stock to | methods that ment of pro- reports mum age of com-{ only to pub-
the public in be held by the tend to avoid spectus pany in years lic companies
mio of local public underpricing
currency
Broker-dealer OTC not re- not re- no voluntary volun- 1 yes
(United Kingdom) quired quired tary
Occasional bargains .
facilit gas not re- not re- not appli- not appli- volun- 1 no
(Irelang) quired quired cable cable tary
Aktiemarked III 1 15% required one or two volun- 1 yes
(Denmark) box ads. req. tary
Non-official
parallelmarkt not re- not re- no voluntary,pro- volun- ] no
zNetherlands) quired quired spectus not re- tary
: quired
Ungeregelter
FrZivegkehr not re- not re- no voluntary,pro- volun- o yes
(Germany) quired quired spectus not re- tary
¥ quired
Off-exchange
) g not re- not re- voluntary volun- o} es
trading , . no 4
(Luxembourg) quired quired tary
Ventes publiques not re- not re- not appli- not appli- volun- o yes
(Belgium) quired quired cable cable tary
Marché hors cote not re- not re- voluntary, pro- volun- o yes
(France) quired uired ne spectus not re- tar
q ¢ Y
uired
Terzo mercato not re- not re- q volun- o) yes
(Italy) quired quired no voluntary, pro- tary
spectus not re-
quired
Recommended not re- not re- incentive for voluntary, pro- volun-~ o no
quired quired use recommend-| spectus not re- tary

ed

quired




AVAILABILITY OF INVESTMENT BANKING SERVICES TO SMALL

COMPANIES

44, Even perfectly organized special secondary market
segments will not benefit small innovative companies
if they cannot find an investment banking firm that
brings them to the market. Unfortunately, the country
reports have shown that investment banking services to
small companies that desire to go public are not al- .
ways available though most established investment
bankers are in principle inclined to provide these ser-
vices. Since high risk implies failure as a likely
outcome and since failure of a company, because of in-
grained faulty thinking, tarnishes the reputation of
the investment bank which brought it to the market,
established investment bankers prefer to guard their
reputation and credibility. Providing three or four
vertical market segments and stressing the high-risk
character of companies assigned to the bottom level
segment may be one set of measures to increase the
involvement of established investment bankers in

small company public issues.

45, The successful investment banking activities of
firms from outside the mainstream of traditional in-
vestment banking, which have been observed in some
countries, point to another important set of measures.
To avoid gaps in investment banking service to small
high-risk companies and to foster competition in in-
vestment banking, ease of entry to investment banking
and to related financial services should be assured
in all Member States. A licensed dealer status, as it
is currently known in the United Kingdom, should be

made available in all Member States. Since these
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licensed dealers are designed to compete, they should
be permitted to operate outside the banking and the

exchange system if they choose to do so.

46. The licensing and supervision should rest with an
agency other than the supervisor of banks. The regu-
lation of these licensed dealers should be concerned
with the safety and integrity of their operations,

not with the safety of the instruments they offer. Any
mnimum disclosure requirements must not give rise to
cc.zs that render it uneconomical for small companies
to go public. As in the United States, mandated dis-
closure at the time of issuance should be scaled as

to the size of the company, the amount to be raised

and the kind of investors involved.

INVESTORS AND INVESTMENT RESTRICTIONS

47. The number of investors and the volume of their
funds committed to equities are most important deter-
minants of the degree of sophistication, competitive-
ness and depth of an equity capital market. These
qualities are essential for new technology based firms
that want to raise equity capital publicly or private-
ly. Unfortunately, only in few Member States these
qualities are sufficiently developed. Regulatory re-

strictions contribute to this.

48. In most Member States equity investment of certain
institutional investors in unlisted and, less fre-
quently, in listed securities is subject to regulatory
discouragement or even to outright prohibition. Re-

strictions on investments in unlisted and unquoted
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equities are a regulatory quality control that tends
to discriminate against small companies. First, it
unfavourably affects the competitiveness of the small
company segment markets. Second, the restrictions
withhold the benefits of the privileged tax status of
investment funds, insurance companies and pension
funds from small companies. To encourage the involve-
ment of institutions in all segments of the securities

market these restrictions should be abolished.

49, Similar and even more stringent restrictions exist
in most Member States on the purchase of foreign
shares. These restrictions should also be abolished.
Due to the limited number of domestically traded
shares, desirable diversification effects may only be
attainable if domestic and foreign shares are held.
Thus, the restrictions may depress domestic share
prices and impede domestic equity financing. The in-
volvement of proficient domestic investors in foreign
markets is likely to contribute to a competitive valu-
ation of domestic stocks also because it increases

the familiarity with international valuation stand-
ards that foreigners are at a disadvantage to apply,
particularly to small domestic company equities.

50. To limit the power of financial institutions legis-
lators or regulators have placed ceilings on the in-
terest that certain institutional investors may hold

in a company. A widely used ceiling is 5 % of the
shares. A 5% or even a 15% stake in a small company
cannot be expected to yield an adequate return if the
costs of valuation, monitoring and management are taken
into account. To foster a competitive environment for
small company equity financing, percentage ceilings

on the stake in a company should not apply for invest-
ments of ECU 1 mio or less.
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51. The attractiveness of equity investment relative
to investment in government bonds and real estate seems
to be unfavourably affected by differences in tax
treatment. Tax measures of some Member States designed
to counter this imbalance testify to the need for
strengthening the investor base by reducing the fis-

cal bias against equity investment.

TRADING SMALL COMPANY EQUITY INSTRUMENTS

52. Trading procedures are designed to facilitate
transactions directly and indirectly by lowering
transaction costs, which include a number of complex
component costs. The reduction of these costs serves
to close the gap between the prices at which it is
economical to sell and the prices at which it is eco-
nomical to buy. In other words, the buyer can afford

a higher and the seller a lower price compared to a
situation without an organized secondary market. This
effect, which is at the heart of stock exchanges'
attractivity, rests on continuing trading of securities
after their issue. Continuing trading has led to pro-
cedurally efficient execution and settlement systems.
Similarly, the continuing trading encourages certain
transactors to engage in continuing investment re-
search on a limited number of securities and to try to
cover the costs of this activity by short term trading
profits or by selling advice. Either way a certain
balance of marketability and price quality is likely
to develop and the information and valuation costs,
which in case of small compahy shares are incurred
only by a small number of proficient investors, tend

to be spread over all transactors. In this process, a
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much higher price volatility is to be expected with

small company stocks than with large issues.

53. The trading procedures actually used for small
company equity instruments in the Member States per-
mit execution of investors' orders at adequately low
commissions. It should be assured that all company
equities can be entered into national clearing and
settlement systems. To encourage the involvement of
investors who engage in investment research and for
other reasons the trading procedures used on small
company segments should allow for transactions at any
time during trading hours. Unfortunately, this approach
is not followed by some stock exchanges. Restricting
investors' trading opportunities to once or twice a
week is not recommended. It inhibits the development

of a self balancing market.

54. Trading procedures, whether based on the auction
principle, the market maker principle or on both, do
have some impact on price quality. However, price
quality is mainly determined not by the trading pro-
cedure used but rather by the basic marketability of
the stock. Marketability determines one important
component of transaction costs and depends on the
volume held by the public and by the resultant turn-
over characteristics of the stock. Since the volume

of small company public issues is low, their price quali-
ty will be rather low most of the time. The reliabili-
ty of stock prices is a crucial factor in the financ-
ing decisiens of the entrepreneur and in the attrac-
tiveness to investors. Thus, it is most important to
improve marketability if organized secondary markets
for equity instruments of small, young innovative firms
are to work.
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55. The only way to achieve this is to increase the
turnover in small company stocks. One measure to that
effect is to further reduce transaction related costs.
It is recommended to exempt transactions in small com-
pany equity instruments from all incidental indirect
taxes. A second way is to motivate to trade by the
prospect of undiminished capital gain those who think
that a stock is undervalued or overvalued. It is fur-
ther recommended, therefore, to exempt from individual
and corporate income tax all capital gains on small
company equity instruments. For the purpose of these
exemptions a small company should be defined by a mar-
ket value of equity not exceeding ECU 25 mio and by

an age of less than 10 years.

56. For banks, brokers and for various proficient in-
vestors that now have to pay tax on such income it
would become interesting to engage in small company
investment research and to trade for long-term or,
preferably, for short-term profit. This would be one
source of enhanced marketability and price quality.
The second source is an increase of the volume of
small company.equities publicly held. Because the
exemption covers capital gains by the entrepreneur, it
is likely that a larger portion of company equities
will be publicly issued during the early years.
Thirdly, the tax exemptions, if implemented, will give
a certain prominence and publicity to small company
equities. Beyond the desired impact on marketability
all this also would add to the attractiveness of
entrepreneurship: of contributing to growth and em-

ployment.
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57. Conflicting opinions have been voiced as to the
location of small company shares trading. One opinion
holds that trading these shares should be the task of
regional exchanges. Trading small companies in the
core area of their activity is believed to stimulate
the interest of business associates, of employees and
of other persons with a close knowledge of the compa-
ny. Attracting far away investors is thought to require
more disclosure and selling efforts than a small com-
pany can afford. In marked contrast, others have '
suggested to establish one centrally located European
secondary market for new technology based firms. This
would focus investor interest on these future oriented
companies and facilitate setting up well diversified

small company portfolios.

58. Neither proposal is realistic. The number of
small public new technology based firms and the pace
at which additional firms go public make it highly
unlikely that these firms will sustain, in regional
capitals or even in a new financial center in the heart-
lands of Europe, sufficient numbers of scientific and
engineering oriented expert analysts and a special
separate secondary market organization. Fortunately,
adequate investment research and trading facilities
are available for large company investment and can be
used or adapted to small company needs. Small techno-
logy based firms stand the best chance for a fair and
competitive valuation if they enlist investment bank-
ing and trading services at financial centers where

a very large volume of investment business generates
the expertise they require. Only in these centers of
expertise a quality service can be rendered to new
technology based firms with a limited incremental

effort and at acceptable costs.
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59. Since only a few European financial centers seem
equipped to appropriately service new technology based
firms, the access to these centers should be facili-
tated. Thus, it is recommended to foster the European
wide éctivity of investment bankers and of other firms
in the securities business. In addition, a European
innovation finance journal aiming at growth companies
and at would-be entrepreneurs could be an effective way
of spreading and improving the knowledge of success-
ful approaches to equity financing, of sources of ca-
pital and of competent intermediaries at home and
abroad. It also could be an excellent forum to cham-
pion the cause of innovative enterprise and to case
by case give public recognition to the achievements and
contributions of entrepreneurs who went public. Broad
public acceptance of entrepreneurship and the example
of successful entrepreneurs going public will assure
more than any other remedy that special market seg-
ments for small company shares will actually perform
the economic function for which they were skillfully

designed.
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Part 1

THE IMPORTANCE OF SECONDARY MARKETS IN EXTERNAL EQUITY

FINANCING OF SMALL FIRMS

A. IMPORTANCE OF EQUITY FINANCING OF SMALL FIRMS FOR

THE ECONOMY

External equity financing of small firms is one of the
fundamental unresolved problems of the capital market.
The Wilson Committee, which studied this matter in
depth, summarized the position as follows: "There is

no doubt that, compared to large firms, small firms

are at a considerable disadvantége in financial mar-
kets. Loans are more expensive and security requirements
are generally more stringent. External equity is more
difficult to find and may be obtainable only on rela-
tively unfavourable terms. Venture capital is particu-

larly hard to obtain"1)

. Although in recent years some
progress has been achieved in the provision of finance
for small businesses, both in the United Kingdom -
partly as a result of the Wilson Report - and in some
other Community countries, the above statement remains
true, not only of the United Kingdom, but also of the
other Community countries where equity markets are less
well developed. The Piatier Report, investigating ob-
stacles to innovation in the countries of the European
Community, much of which is undertaken by small busi-

2)

nesses ', concludes that problems of financing consti-

3)

tute the main obstacle to innovation™'.



Since borrowing presupposes the existence of equity
capital, equity financing is the key problem. The
equity needs of small businesses are met predominantly
from the funds of the entrepreneurs and their asso-
ciates and from retained earnings. At young and inno-
vative firms these sources tend to be insufficient

or not yet available. The resulting problem of financ-
ing equity needs of such firms lies at the heart of
this study. This problem would be more easily solved
if any shares to be issued in order to raise capital
could later be sold on a well organized secondary
market. This idea already appears in the Report of

4)

the Bolton Committee, but is rejected Recent devel-
opments in some Member States suggest, however, that
secondary markets for small company shares are feasible.
Thus, the environment which they require and their im-
pact on small firm equity financing deserve further

study.

In terms of volume this problem is a minor one. Equity
financing of small businesses in the United States is
generally seen as the model to follow. Therefore,
statistics of American public issues may provide some
perspective. If we take total public share issues as

an indicator of total organized demand for equity capital,
and issues by small businesses offering shares to the
public for the first time as an indicator of organized
demand for equity capital from small firms, the demand
for equity capital by small businesses between 1979 and

1981 averages 1.9% of total demands)

. Quantitatively,
therefore, the problem of organized equity finance for

small firms might be considered negligible.



If the problem is looked at qualitatively, however,
its great importance immediately becomes apparent.

In the eighties, a well researched finding in the.
United States is likely to be most relevant: The major
part of new jobs is created by small independent busi-
nesses6). Although the results of similar studies are
not available for European countries, small businesses
probably will substantially contribute to relieving

7)

unemployment also in Europe Sustained growth rates
of 20%-30% are not unusual among small innovative ‘
businesses. Therefore the number of employees in

such firms may well increase tenfold in ten years.
Examples of such expansion are frequently being pointed
out8). Among small high technology firms in the United
States the average increase in new jobs was found to

be almost nine times that of all other business sec-

9)

tors At a time when the national economies are
operating far below capacity, it would be tragic if

the stimulus provided by small businesses were to falter
because of a lack of equity capital and if their poten-

tial for growth could not be realised.

Of course it is fast growing firms which are most likely
to experience a lack of capital. Sufficient internal
equity contributions do not tend to come until growth

slows down as the firm reaches maturity1o).

Before

then, equity capital must repeatedly be brought in

from outside. The ready availability of funds is crucial,
since attaining profitability is more likely if the
emerging firm captures a major share of the new market
fast. It is essential not to delay or scale down pro-
duction or to fall short of the desired market position.
If this is forced on a firm by lack of equity capital,

profitability would be endangered11).



An obvious means of overcoming a lack of equity capital,
which continues to be used very frequently, is affili-
ation to another firm in the same line of business, which
will in most cases already be established in the mar-
ket. This method arouses some reservations, although

it meets the need for equity capital and may contribute
to securing the position of the firm making the take-
over by improving the structure of its product port-
folio. At best this method misses opportunities for
gradual deconcentration and at worst leads to greater
concentration. From a competition viewpoint, there-
fore, it would be better for the shortage of capital

to be relieved by other means. Further means would in
any case be welcome, since the more ways there are of
obtaining equity capital, the more easily can a short-

age of equity financing be avoided.

Yet the qualitative significance of the problem of
equity financing does not rest on labour market and
competition policy aspects alone. Other factors such
as innovation, external trade position and tax yield
are also important. It has been demonstrated that
small businesses make a substantial, if not indeed a
predominant, contribution to industrial innovation12).
A high level of innovation secures and strengthens

a country's external trade position. The importance
of sufficient equity financing for small businesses
may be summed up and illustrated by the results of a
study carried out by the American Electronics Asso-
ciation in 1978, which covered 77 firms between one
and five years old. According to this study, an in-
put of @ 100 of equity capital in 1976 was accompanied
by the following effects in these small fledgling

companies: Exports amounting to § 70, 3 33 in R&D
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