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THE STATE OF SME’'s ECONOMIC AND
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ABSTRACT. The paper analyse the economic rationality of SNi&E®all and
medium size enterprises) trough some pertinentatalis that revels the importance
of SME for the employment market and for the emtienomy. Despite their adaptability
these entities have faced always different problangsthe most noticeable has been
the need of capital infusion. The paper proposesvatype of capital infusion in
Romania: the private equity investment. We exglogeventure investment mechanism
and its implications at economic level for the SMB.identify the economic impact
of venture capital, European preliminary figuresypded by EVCA (European
Venture Capital Association) will be analysed téedine if private equity capital
represents a solution for capital infusion in SMEs.
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1. Introduction

We are facing a financial crisis, which has extehieelf at all economic
levels during the last year.

The crisis took place when a loss of confidencenbgstors in the value of
securitized mortgages in the US resulted in a didyicrisis that prompted a
substantial injection of capital into financial rkats by the United States Federal
Reserve, Bank of England and the European Cendnalt.B

At the time, an indicator of perceived credit riskthe general economy,
the TED spread (difference between the interessrah interbank loans and short-
term U.S. government debt) has attained around2080bps. In September 2008
the crisis determined a series of stock marketshcamd a considerable number of
banks, mortgage lenders and insurance companied.fai

On November 3rd, 2008, the EU commission at Brgspetdicted for
2009 an extremely weak growth of the BIP, by 0.dceet, for the countries of the
Euro zone and a negative number for the UK (-1r@e#), Ireland and Spain. The
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Bank of England and the Central Bank for the Eurnez respectively, reduced
their interest rates from 4.5 percent down to Z@et; and from 3.75 percent down
to 3.25 percent. Regarding the economic situatibthe production sector, all
industries seem to be involved. As a consequenading from November 2008,
several countries launched programs of rescuénér économies.

In these times the SMEs are the most affected maj#mns. Nevertheless in
January 2009 in Romania, were being created no there5000 new firms which
had an average asset value around 22 000 RON wtdshkifies them like SMEs
(classification based on asset level). The trenctedting new-start-ups is decreasing
but if we observe also the “self-employed persons’can see that the total number of
start-ups is the same only the organisation forme Heeen change. [chart no. 1]

Chart 1 : The evolution of start-up in January 20032009
[Source of the data: Trade Register]
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The phenomenon can be explained by the high lelveldaptability of

SMEs at the environment. To build a complete imafjghe Romanian SMEs
Sector for a better understanding regarding itiipecharacteristics (like their
adaptability) we will analyze the economic and abcationality of these entities
and the difficulties that this sector is facing.eTéplution proposed by the authors
to the most present difficulties encountered at SNizel, the lack of capital, will
be presented in the “Private Equity” Section ofsthiaper. Having a complete
picture of this sector trough a series of quarmitatind quality indicators we will
be able to suggest a pertinent solution for Ronm8MEs lack of capital.
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2. Economic and social rationality of SMEs in Romaia: general
considerations

The SMEs problematic has to be realised in relatiih their appearance
in Romania at the beginning of 90’s, in a speabatext of economic transition to
a capital market. In all CEE (Central and Eastemnope) countries this entities
have been developed a series of specific charsitsr{Nicolescu, 2001, p.127].
Because the economy has faced a complex situaéitarmdined by privatisation,
reorganisation and the development of SME sedtergenesis of these companies
had two origins: privatisation of Stat companied #re foundation of new ones. The
first option was believed to be more efficient butime the new formed companies
have been proved a better efficiency because wasedoon true entrepreneurs and
intrinsic private property [During, 1998]. The sfiecconditions of emergent economies
and the speed and amplitude of SMEs creation eteclwith the speed and
amplitude of privatisation and reorganisation, mefa very important characteristic
of SMEs: the absorption of manpower available. Tdharacteristic of manpower
absorption it’s still manifest itself [Table 1] vt can be a very important factor in
crisis time.

Table 1: Weight of staff in SMEs in total staff byactivity of national economy
at level of CANE Section [Source: Romanian Statistal Yearbook 2008]

percentage
Activity (CANE Rev. 1 sections) 2002 | 2003 2004 | 2005| 2006 200y
Weight of staff in active small and medium d
enterprises - total 50.7 | 54.4 58.2 | 60.7| 63.2| 64.9
Mining and quarrying 48 | 57| 6.5 7.2 10.1 13p
Manufacturing 41.0 | 43.9] 478 | 49.7| 52.3] b53.8
Electric and thermal energy, gas and water 10.8 | 11.9 120 | 12.7| 14.6] 16.1
Construction 63.2 | 66.6| 68.8 | 715| 74.2| 75.7

Wholesale and retail, repair and maintenance of
motor-vehicles and motorcycles and of individual| 91.7 | 91.0f 90.3 | 89.5| 87.7| 86.3
and household appliances
Hotels and restaurants 84.2 | 86.0 85.1 | 85.6| 86.2| 87.2
Transport, storage and communications 28.7 | 32.2) 38.7 | 425| 44.7| 46.8
Real estate transactions, rentings and serviceities

mainly rendered to enterprises 685733 749 754\ 740 74
Education 100.0| 100.0100.0| 100.00 100.0 96.8
Health and social assistance 97.6 | 97.9 96.8 | 954| 95.2| 94.2
Other activities of _collectlve, social 503 | 615 665 | 649 646 619
and personal services

We can observe from table 1 that in five yearsilcs had a very important
proportion in education sector (100% for the tinegiqul in question) and wholesale
and retail sector (almost 90% for the time perioduestion). The amplitude of SMEs
sector can be appreciated also by the weight obtuar achieved by SMEs in total
enterprises by activity sector at economic natitexal [Table 2].
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Tabel 2: Weight of turnover achieved by SMEs by adtity of national economy
[Source: Romanian Statistical Yearbook 2008]

percentage

Activity (CANE Rev. 1 sections) 2002| 2003| 2004| 2005| 2006| 2007
We|ght of turnoyer achieved by active small and 559|574|575/576! 587| 60.8
medium enterprises - total

Mining and quarrying 38| 41| 54| 51 564 87
Manufacturing 38.5/40.1| 39.5| 39.0| 39.9| 40.4
Electric and thermal energy, gas and water 17| 24| 34| 7.7 154 250
Construction 66.01 69.0| 70.2| 71.3| 73.7| 72.0

Wholesale and retail, repair and maintenance ofanot
vehicles and motorcycles and of individual and letvaéd | 86.6| 84.5| 82.3| 79.6| 77.4| 76.5

appliances
Hotels and restaurants 76.1)179.1|77.8/78.8| 81.1| 81.6
Transport, storage and communications 37.2140.1141.9|43.8| 46.9| 49.3

Regl estate transactions, rentings and servicevgiets 875|895/ 888! 895! ss8l| 882
mainly rendered to enterprises

Education 100.0100.0100.0100.0 100.0] 97.1
Health and social assistance 93.2|193.8/92.6]92.1| 92.6| 90.3
Other activities of collective, social and persosatvices | 54.8| 44.9| 52.1| 53.3| 49.8| 51.8

We can observe an ascendant trend for the weighirobver achieved by
SMEs in the total turnover made by Romanian comggrirom 55.9% in 2002 to
over 60% in 2007. Given the figures observed inldab and Table 2, the
increasing in importance of SMEs role is highlighteought manpower absorption
and the weight of turnover at all activity sectevel.

Taking into account the density of SMEs (numberenfities per 1000
residents) and the average size of the firms (ressuand reserves per firm), we
can appreciate the importance of this sector [Gg\2D08]. An essential influence
factor is the economic development level of thentguof the region in question
[Papillon, 2003]. We analyzed some selective d&avfila, 2008], which are
given in the diagrams 1 and 2. These representatjime@ us tow trends regarding
the SME sector: a positive correlation betweenl¢lel of economic development
(GBP per capita) and the average size of SME amelative correlation with the
level of development and the density of SMEs.

Regarding the situation of Romanian SMEs corrmatatiith the economic
level of development and the density of this typefions, we have a reverse
situation that doesn’'t mach the density trend thathave in diagram 1. So in
Romania a region with a high level of developmentarrelated with a higher
density of SMEs. [Tabel 3]

This correlation can be used for the implemematibregional development

policy.
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Diagram 1: The correlation between the SME densitand
the economic level of development
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Table 3: The correlation between the regional devepment and SMEs
[Source: Statistic Yearbook of Romania 2008, p.84,.512]

Region Density SME 2005 GBP per capita 2006 GBP peapita
TOTAL 23 13,328 15,896
Bucuresti - llfov 54 29,332 34,903
North - West 26 12,526 14,892
Centre 25 13,136 15,969
West 25 14,848 18,272
South - East 21 11,534 13,520
South - West Oltenia 16 10,263 12,266
South - Muntenia 16 10,906 13,109
North - East 15 9,053 10,459
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2.1. The dynamic of economic rationality for SMEs

An indicator of efficiency which can highlight tleeonomic efficiency of
SMEs sector is labour productivity. We analyzed el of productivity which
have been calculated in two ways: the ratio betweeight of the SME sector in
the total turnover (Table 4) and the weight of fstaf SMEs level and the ratio
between gross value added and the weight of st&8MEs level (Table 5). If the
result is equal 1 then the productivity of SMEgdmial with the productivity of the
economy. A SMEs productivity higher then the ecopgroductivity is registered
when the indicator is more the 1. This means thenithe indicator is less then 1,
the SMEs productivity is les then the economy pobitity.

Table 4: Labour productivity in SMEs depending on tirnover (The source of the data that
were used for the calculation of the indicator: Sthstic Yearbook of Romania 2008, p. 685)

2006 2007
Economy 0.9317 0.7334
Industry 0.6314 0.6621
Construction 0.9945 0.9514
SALE, maintenance and repair of motor vehiclesmantbrcycles, Retail Tradg 0.79500.8688
Retail Trade, repairs of personal and householdl@sti 0.9028 0.8179
Wholesale 1.7823 1.696(
Services for population 0.9745 0.9833
Services for enterprises 0.9858 1.0669

The figures demonstrate a lower productivity in thee of SMEs then for
the entire economy. Only for the wholesale thecatdir shows us a higher productivity
of the SMEs then the economy.

For a more constructive conclusion we calculatst ahe productivity
indicator depending of the gross value added. @apl

Table 5: Labour productivity in SMEs depending on goss added value
(The source of the data that were used for the caltation of the indicator:
Statistic Yearbook of Romania 2008, p. 685)

200§ 2007
Economy 0.7794 0.7914
Industry 0.544( 0.5682
Construction 1.0738 0.9814
?gbli, maintenance and repair of motor vehiclesraotbrcycles, Retail 0.8564 0.8970
Retail Trade, repairs of personal and householdesti 0.9491 0.8451
Wholesale 1.8111 1.70272
Services for population 0.7194 0.6442
Services for enterprises 0.7689 0.8573
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Once again the productivity of the SMEs is lowssrt the economy'’s, the
exception remains the wholesale sector. Even gdlenterprises creates less gross
added value, their profitability can be seen imiegr before interest and taxes (EBIT)
which represents 60% from EBIT.

We have seen many special features of the SMEsnaamy survival
characteristics but we have to be aware that twsapanies encounter many difficulties
regarding both the production, products and sesvicgply.

The statistics show us that the greatest difficaftSMEs which is the lake
of capital which is very important in creating pootivity.

The difficult situation on the credit market whigh one of the most
important sources of capital for SMEs is not vesgraachable in financial crisis time,
so the alternative solution that this paper propasé¢he private equity industry.

The industry is not very popular in Romania whbese sorts of investments
had been made in general only in big companiesexaéptional in SMEs. The
need of capital of the SMEs can encounter the faieguity fund and the paper
will analyze this industry and its implication atomomic level [Berger, 1998]. All
the consideration empirical and theoretical willlbade on European data since the
national activity of the industry is not notable.

3. General considerations regarding private equityndustry

The concept of private equity is developing over past decade but the
basic principle has remained constant: a groupnastors buy out a company and
sells it after its value increases [Wright, 1998&vertheless the implications of the
investor-portfolio company relationship became sseatial element in defined the
private equity concept. The investor is not a passttor regarding the development and
the evolution of his portfolio company. His invatwent in the portfolio-company is very
active and has extended itself at various levedglenthe company: management,
production, and human resources. The main purddbe ivestor is to rise company
value and this is a result of a very sustain efébthe investor. The potential of the
portfolio-company is also playing an important rofethis process, but the portfolio-
company evaluation is the start element only,dfs®n that animate the investor to make
the investment decision. The future evolution efétbmpany depends less or more about
the involvement of the investor which directly degie of the investment type. The nature
of the investment type will be detailed in the isectledicated to this special topic.

3.1. Private equity investment typology and its implication at portfolio-
company level

Private equity investments can be divided in tvig ¢ategories venture
investments and buyout investments. These two aasgdistinguish itself one from
another through the capital flow process and tivaf® equity fund implication in
the portfolio-company activity.
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3.1.1. Venture Capital

The capital flow in a venture capital transactiena direct infusion of
capital in the company which will be used for agse objective of the company.
There are two distinguish types of venture investsithat correspond to the company
stage development: early stage investments anahggpanvestments. The early stage
investments can be a seed investment or a stanivaptment. The seed investment
is a financing provided to research, assess andl@®wan initial concept before a
business has reached the start-up phase. Theuptanirestment is a financing
provided to companies for product development aitthi marketing. Companies
may be in the process of being set up or may haee m business for a short time,
but have not sold their product commercially. Timplication of the private equity
fund at this development level of the portfolio-quany has a partnership nature.
The portfolio-company is not owned by the privatpiigy fund but it needs its
implication and management experience. Regardiageipansion investment (later
stage venture) which is a financing provided foredtgoment of a company, one may
say it is a follow on of an early stage investmdihie later stage capital investment
may be used to: finance increased production dgpatrket or product development;
provide additional working capital. The private #gguund implication on this
level may be less present because the portfoliggeom is mature enough at this
point to manage its development process. Even dhserve a certain pattern regarding
the private equity implications at certain investisestage levels, there are no rules
or requirements regarding these implications. Baebstment has its particularities
and presents new challenges for the private efurity.

SMEs are in general the object of this kind of arévequity investment.

3.1.2. Buyout Capital

A buyout is a transaction financed by a mix oftd@td equity, in which a
business, a business unit or a company is acqwigdthe help of a financial
investor from the current shareholders. In thig ¢as capital flow will be absorbed by
the vendor and not the company itself. There aneyraes of buyout transactions:
management buyout (MBO), management buyin (MBB&titational buyout (IBO),
leveraged buyout (LBO). The management buyout &ednbhanagement buyin
transaction are buyouts in which a management saquires an existing product
line or business from the vendor with the suppomrovate equity investors. The
differences between the two transactions residldrfact that in the case of MBO
the management team is from inside the portfoliojoany. The MBI transaction is
a buyout in which external managers take over ¢mgpany. Financing is provided
to enable a manager or group of managers fromdeutbe target company to buy
into the company with the support of private equityestors.

The IBO transaction is a buyout made by outsidarfcial investors (for
example a private equity house) with a minimum ainagement implication.
Alternatively, the investor may install its own nagement.
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The particularity of a LBO transaction is that gratfolio-company capital
structure incorporates a particularly high levedebt, much of which is normally
secured against the company’s assets.

The involvement of the private equity fund in fhartfolio-company which
is a result of a buyout capital infusion is verypartant inside the company in question.
This time the main shareholder is the private gduind or the investment syndicate
(the private equity firm together with other pastibat join the private equity firm)
which means the decisional factor depends of thestors.

3.2. Venture Capital Mechanism

The venture capital mechanism is build by tre®ractinvestors, venture
fund and portfolio-company [Kaplan, 2005]. The ist@s are entities that have
liquidity which has to be placed in some profitat#éurn activity. If they choose a
venture fund, they became the investors of that.flihese investors can be: corporate
investor, endowment, family office, foundation, duaf funds, other asset manager,
financial institution (other than bank, endowmdamily office, foundation, insurance
company or pension fund), private pension fundlippension fund, public sector.

When investors commit themselves to back a veftag all the funding may
not be needed at once. Some is used as drawn dtevnThe amount that is raised
is defined as amount committed or fundraising. &imunt that is effectively drawn
down at various timings is defined as contributggital or capital calls. This fundraising
process allows venture fund managers to do invegendhe second important
process of the venture mechanism is the investmbith is a contribution of a
venture fund dedicated to a company that will bexanportfolio-company of the
fund. When the portfolio-company reaches the valaated by the private equity
fund managers, the third important process of #gtwre capital mechanism will
take place: the divestment.

The fourth process is the distribution which reprgés the amounts of
proceeds not reinvested in the fund, which is givack to investors.

The capital flow in the venture capital mechanisniliistrated in the bellow
figure:

Figure 1: The capital flow in the venture capital nechanism

fundraising investment :
Investors Portfolio
Company
distribution divestment
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3.3. Economic impact of private equity industry

The involvement of private equity capital is agelerm support, which goes
to those companies, which have at all times, thential of success and sustainability.
There are in Europe, a high number of very prorgigturopean companies with
great technology and enthusiastic and capable reamargf. Private equity is there
for them, to help them build businesses and gretefahan they otherwise would.

The influence of this capital infusion of the @ig equity fund in all
activity sector has shown the need of the privgtetg funds now more then ever,
when the liquidity represents a challenge for mammpanies in crisis time.

The private equity industry’s contribution to emypiwent, growth and
innovation in Europe has grown. The industry’s inlesjuvenating and restructuring
existing companies, as well as its support in imnhighpotential and often innovative
enterprises [Becheikh, 2006] has become widelygrised. This has been reflected in
several previous studies analysing the economicsaoidl impact of private equity
and venture capital at both European and natievald [AFIC 2004, BVCA 2004]
Even if these studies are realised once at seyesaed because of the time needed by
the capital to create true sustainable value, thet resent study at European level show
us the positive evolution of job creation by prevaguity industry.[EVCA, 2005]

Even if the industry is still young, its economiggact is notable, protecting
and creating jobs, stimulating technology and beionge to life sciences sector. The
purpose of these funds is to guide the companigkein achievements regarding
theirs development, growth trough strategicallyisitg.

4. Conclusions

After a complete view of the SMEs economic realtyich passes through
the weight of turnover achieved by SMEs by actigfynational economy or the
weight of staff in SMEs in total staff by activif national economy at level of
CANE Section, we have been identified the imporanicSMEs and their important
need of capital.

This paper has shown one of the capital resouhegstill are active on the
investment market and its circulation doesn’t hawebe conditioned by the
borders. This is travelling capital that will implaitself when it will find potential
of development.

The private equity industry and its particulartpafr venture investments,
represents the alternative of capital infusion,eesdly for SMEs that encounter
difficulties regarding financing.

The industry is not very notable in Romania, lik@ther European countries
where the venture funds have a special treatmi&etji France, the country that
supports the funds that made investments in ininavdusiness and SME having
also a reduce tax payment.
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These actions are the result of the positive impaportfolio-companies

SMEs. This influence is more important with the signof SMEs which represents a
source of innovation and job creator, an imporéement in economic development.
Willing to construct a viable economy, Romania tageconsider many aspects of
its vision regarding many economic aspects, ortearh is SMESs, which has to be
seen from different angles, not only the traditionzes.
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