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T
he issue is significant because presently 

there are no fewer than one million such

‘Mittelstand’ companies in the German-

speaking part of Europe alone. Moreover, these

companies employ about 70% of all employees in

such countries. The issue is also of importance

because we are likely to be at the beginnning of a

major M&A-driven re-shaping of the industries in

which these companies participate. Finally, the issue

is of significance because the reasons and

implications discussed below are likely to apply

elsewhere in Europe to companies outside of the

‘Mittelstand’ category.

Why a credit-crunch of historical
proportions is in the making
Two major structural trends are radically affecting the

ability and willingness of commercial banks to

continue providing loans in the way that they used

to. One of them is a modification in the saving habits

of the population. The other is the arrival of Basel-II

capital requirement conditions for all banks in the

world. These two mega-trends actually compound

and re-enforce each other, rendering the resulting

process and its consequences all the more severe. 

1. Same savings, same borrowers,
different ‘lenders’
Banks used to be society’s ‘re-shuffling savings

machine’, churning the nation’s savings back into

the economy. The system was simple and

convenient: people would go to a bank, open a

saving account, and deposit their money. Their

savings were secure, and they would also receive

interest. The banks in turn would then use the funds

to provide commercial and private loans, and would

charge for the service.

By providing commercial loans to companies,

the banks have effectively played a central role in

Financing the activities of closely-held ‘Mittelstand’ companies
used to be based on a fairly simple formula: company owners
would reinvest all the profits, and a house-bank with a long-
standing relationship would provide loans to complement the
funding needs of the companies. There are many companies in
Europe and elsewhere that have structured and financed their
business activities based on such a long-standing principle. The
problem is that this magic recipe is about to disappear as the
banks are no longer able, nor willing, to play their part. 
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DEFINITION

‘Mittelstand’ 
originally, small and mid-size
family-owned companies in
Germany. However, it has
become a generic term used
when referring to all such
types of companies on the
continent.
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the macro-economic allocation of resources over the

centuries. The key people involved in this critical

function were thousands of credit officers, spread

across hundreds of banking institutions, fully

dedicated to the task of identifying good and bad

borrowers.

The arrival of the investment fund industry in the

1980s, and more so throughout the nineties,

progressively eroded the very basis of the ‘savings &

loans’ establishment. In fact, as soon as people

discovered that investment funds were a much more

attractive investment option than saving accounts,

they started to move their savings from the banks

and into investment funds instead. 

From the perspective of companies (whether

large, small, old or new, public or privately-held or

conglomerates) there are two very important

differences when operating in the savings & loans

environment that existed through the mid-nineties

and the more recent savings & investments

environment  – as depicted in Figure 1.

The first difference is that the key providers

involved in the savings-allocation process are no

longer thousands of credit officers, each of whom

has a personal relationship with the borrowers, but

a much smaller number of professional asset

managers with limited (if any) personal contact with

the issuers of the securities they buy. The other is

that, to obtain sufficient financing, the company

must now have the not-so-obvious skills of shifting

from a borrower/lender relationship with a known

account manager to an issuer/investor relationship

with hard-nosed professional investment managers

whose job is to decide (and regularly review) which

securities to buy, when to buy and for how long to

hold them.

As many European ‘Mittelstand’ owners and

CEOs are learning, it is one thing to be a

welcome borrower from a friendly bank and quite

another to become a successful issuer of

securities into the capital markets, especially if the

company lacks the minimum size and the

investment-grade required.

2. Basel-II
Enter Basel-II. With the arrival of the new

millennium, all banks around the world are now

being asked to re-assess all existing credit loans on

their books, to give every borrower a specific and

explicit credit rating, to provide different equity

coverage to each loan according to its risk class,

and finally to figure out whether they would have

enough equity to comply with a minimum tier-1

equity ratio requirement of 8% by the year 2006.

For those banks with enough equity coverage the

world can continue in a ‘business as usual’ mode,

as may actually be the case for a small minority of

the circa 15,000 banking institutions existing in all

five continents. For the remaining Banks, a limited

and diminishing time span is available in which

either to raise more equity, reduce their loan

portfolio, or both. 

It takes little imagination to visualise what is likely to

happen as a result of the pressure to comply: a

massive ‘run for quality’ herd behaviour may take

place among banks in Europe and elsewhere. As a

consequence, credit availability and the cost of

borrowing will be affected, namely:
� banking credit may become more abundant

ALL BANKS AROUND THE WORLD ARE
NOW BEING ASKED TO RE-ASSESS ALL

EXISTING CREDIT LOANS

Fig 1. People’s savings are finding new ways into finance companies 
Source: Dr Eduardo Schindler

DEFINITION

Basel–II 
the latest agreement within the
Bank of International
Settlement, domiciled in Basel,
Switzerland, about the equity-
ratios for all the banks in the
world.
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which you are based, the industry in which you

operate and your position in the strategic totem pole

of your business – ‘when will it happen and how

brutal will it be?’ 

How to play the winners’ game
We expect the credit-crunch process described

above to be so massive and so widespread that

only a few ‘Mittelstand’ companies in Europe will

come out of it untouched. For those that remain, the

outcome will be either as a ‘winner’ or a ‘loser’. In

fact, we anticipate this historical crunch to be or to

become the dominant strategic challenge.

Consequently, we expect a company’s  financial

flexibility (or lack of it) progressively to define its true

strategic standing and prospects.  Playing the

‘winner’s game’ means, inter alia, ‘doing the right

thing’ in each of the following three ways:

1. Setting a meaningful agenda for action
The progressive lack of commercial loans will force

companies either to look for alternative funding

sources, to dispose of assets to repay loans, or

both. Hence, winners will be those companies

which will simultaneously manage (i) to identify and

dispose of ‘non-core’ assets to reduce their balance

sheets and (ii) to structure, price and place a

securities offering - as indicated in Figure 2. Just

imagine the number and type of possible challenges

that will make their way into the agenda of many

board meetings, for instance: selecting core from

non-core assets; having thirty days to re-pay half of

a long-standing working capital line; preparing the

prospectus for a bond issue by a heretofore closely-

held company that has never provided financial

reporting to the public; accepting the presence of a

new shareholder in a family-driven board of

directors; responding to the acquisitory drive of the

main raw material provider; or reacting to the going-

public of a direct competitor.

Mastering, or, more dramatically, failing to

master the challenges indicated above will separate

‘winners’ from ‘losers’ in the years to come, which

begs the question: how many boards are truly

prepared to come out as winners in this new,

financially-driven game? and, perhaps more relevant

for the readers of this article, what about the board

of your own company?

2. M&A action according to your strategic
standing
The challenge of accessing banking credit is already

separating strong from weak companies according

to their financial strength and flexibility. It is to be

expected that strong companies will actually use

their financial advantages to enhance further their

and possibly cheaper for selected

companies with the privilege of being rated

‘investment grade’
� banking credit may become both much

more difficult to obtain and certainly more

expensive for the remaining ones – which, in

the case of the ‘Mittelstand’ in German-

speaking Europe, could easily represent 80-

90% of all companies
� banks will take advantage of the credit-

reviews to demand take-it-or-leave-it

changes in the terms and conditions of

hundreds of thousands of credit contracts

currently in their portfolios

The question for company owners, CEOs and other

readers is not so much ‘whether it will  happen to

your company’ but rather - subject to the country in

Fig 2. Credit-crunch will force companies to major adjustments in
financing needs and structures Source: Dr Eduardo Schindler

Fig 3. Credit-crunch will induce substantial M&A activity as players
revamp their positions Source: Dr Eduardo Schindler
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standing. More specifically, ‘winners’ will be

characterised by taking early M&A action to absorb

weak competitors ahead of other possible acquirers.

The M&A options of ‘Mittelstand’ companies, in

the context of the challenges and opportunities

created by the credit-crunch progression, can be

analysed (in a simplified manner) in the framework

illustrated in Figure 3.

Category A: The likely winner
‘Mittelstand’ companies in this category have assets

to sell and could also achieve leverage in their

balance sheets if required. Unlike many competitors,

these companies are under no financial stress and

can focus on technology and other essential matters.

More importantly, they can build (proportionally) the

largest acquisition war-chest. Provided that their

owners and managers have the courage and

wisdom to use it wisely, they can achieve the largest

gains in terms of strategic standing.

We expect companies in this category to set the

tempo of M&A activities in their respective industries

and geographies.

Category B: The passive by-stander
These companies are in a fairly comfortable position

since it is unlikely that they will confront either

financial turbulences or unfriendly M&A actions

against them. They may decide to stay as they are.

However, the actions taken by some competitors

(and in particular those from category A) may force

these companies into M&A action as well. Though

their ability to respond will be limited by a smaller

war-chest, we would expect smart companies in

this region to take early M&A action.

Category C: Run for your life 
These players are in a tight financial situation but,

since they should have assets to sell, would have

the possibility to get out of it if they use their

initiative and take timely action. Undue delays on

their part will invite other parties to take M&A

initiatives against them, and to capitalise from this

delayed action (e.g. the sale of non-core assets).

Unless other financial measures like

recapitalisation of the company take place, the

players in this category are unlikely candidates to

initiate M&A activities on their own. Instead they will

be the primary targets for strong winners.

Category D: Move to maintain
independence
Owners and managers of the companies in this

region are in a very difficult and exposed position.

Banks will be putting substantially more pressure on

these players than on their competitors. They are

unlikely to have assets to sell and are not in a

position to initiate action. Organic growth (if any) will

not get them off the hook rapidly enough. Hence,

unless they manage to recapitalise themselves

speedily, their destiny is likely to be either a late M&A

target (since they are less attractive than players in

category C) or potentially to be driven out of the

market.

3. Capitalising on the critical advantages
of the early movers 
There is a third element that will also play a central

role in separating winners from losers, namely their

ability to cope with the expanding complexity of this

new Basel-II world in a timely manner.

Denial of a present and real danger is an

important trait of human psychology, and not

surprisingly it is also a common reaction among

company owners and managers. We should not

expect it to be different this time, and in fact we

THE QUESTION IS NOT SO MUCH, WHETHER IT WILL
HAPPEN TO YOUR COMPANY, BUT RATHER WHEN WILL IT

HAPPEN AND HOW BRUTAL WILL IT BE?
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anticipate that most reactions to the warnings

provided in this article are likely to be “we will take

care of it when it becomes really relevant”.

Well, this time readers are well-advised to think

twice, because the herd behavior of banks,

company owners and their managers is likely to

produce an avalanche-like dynamic to the process

as illustrated in Figure 4.

To put the impact of the credit-crunch in a time

perspective, just consider the case of a manager

with one-too-many factories in Europe who, like

many of his peers, decides to postpone the disposal

because “current post-recession prices are too low”.

Well, figure out the price that he may get in a couple

of years from now when dozens of redundant

factories just like his will hit the market at the same

time. Needless to say, such dramatic downwards

prospects do not only hold for redundant factories

but practically for any other asset type that one can

think of, and, pari-passu, to such developments will

be the evolution of the value of the company’s equity.

Conclusion
The race to re-shape balance sheets and financial

structures of European ‘Mittelstand’ companies will

be a contest against the clock, and the time given

by the jury is limited. There is worse, the race is not

a zero-sum phenomenon, since:
� more expensive (i) financing costs and (ii)

financing structures will, in fact, ‘destroy’

value for all companies 
� those companies more severally affected by

the adjustment process will eventually

disappear from their respective markets

As never before, it will be financial strength and

flexibility of the companies that will progressively

separate winners from losers. The ringing phones of

corporate finance advisors across Europe suggest

that the game has in fact already started and that

the jury’s clock is already ticking.
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Fig 4. The adjustment process to the credit-crunch may take an (inversed) avalanche-like profile 
Source: Dr Eduardo Schindler


