Suggested citation:

Gongeta, S. (2016). Regulatory framework as thegmy reason for (no) internationalization of SMis. M. Kosata,
M. Urbaniec & A.Zur (Eds.)Entrepreneurship: Antecedents and Effet®rzedsebiorczai¢ Migdzynarodowa”,
vol. 2, no. 2). Krakéw: Cracow University of Econias) pp. 247-256.

Regulatory framework asthe primary reason
for (no)internationalization of SMEs

Sanja Gongeta
College of Applied Sciences “Lavoslav R&ka" in Vukovar

Zupanijska 50, 32000 Vukovar, Croatia
e-mail: sanja.gongeta@gmail.com

Abstract:

The objective of this article is to identify the barriergégulatory frameworks that affect SMEs
and entrepreneurs’ participation in the international markéisidea was tanalyse how regula-
tory framework affects an internationalization of Small retlium Enterprises (SMEs). Member
states differ significantly in the way in which they regeltite establishment of new businesses.
The reduction of legal burden in European Union is a top-prioatyonly for the European Com-
mission but also for national legislators. A competitive and mlymaconomy requires an adequate
regulatory framework so a business friendly environment for existingatedtial small and me-
dium-sized entrepreneurs must stay one of the European Unian'shijectives. The contribution
of this article is to analyse how regulatory frameworks affezinternationalization of Small and
Medium Enterprises (SMEs) and suggest ways to overcome therbaoriSMEs and entrepre-
neurs’ participation in the international markets.
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1. INTRODUCTION

European internal market and globalization prodesge erased the barriers of
trade, developed competitive environment and magheficant changes on entre-
preneurial enterprises. Theory defines businesrgniges in terms of small and
medium enterprises (SMEs) on the one hand and kmggrprises on the other.
With their specifics, SMEs differ significantly inolarge enterprises.

According to the latest Annual report on EuropeMES of European Com-
mission, small and medium-sized enterprises (SM&mesent more than 90% of
all businesses in the EU, and form the backborseHiropean Union's econorhy.

! Same Annual Report shows that in 2014 SMEs acedufior 99.8% of all enterprises in the non-finahbizsi-
ness sector in the EU28. For every?ahland surface, the EU has an average of five SNoreover, in 2014
SMEs employed almost 90 million people — 67% oéltemployment, and generated 58% of the sectotigeva
added.
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The market for small and medium-sized enterpriS&Es) worldwide plays a key
role in shaping and developing the economy (Roz&@k5). Support for SMEs is
one of the European Commission’s priorities formrexnuic growth, job creation and
economic and social cohesion (McLaughlin, 201329). On average about 13%
of all SMEs in the European Union invest abroaddust to their size, SMEs realize
additional challenges when doing business abroekiafld & Kerber, 2013, p. 3).

Considering Internationalization as an importanangof enhancing SMEs’
long-term growth and survival, the objective ofsthiticle is to identify the legal
and administrative barriers in regulatory framevgotikat affect SMEs and entre-
preneurs’ participation in the international maskdthe reason for studying regu-
latory frameworks impact on the internationalizat®MEs is the fact that the reg-
ulation of entry, as one part of the Economic ratjahs, is in the TOP 10 burden-
some EU laws identified by SMEs (European Commiss2913).

The structure of the article is as follows. Aftefiding small and medium
enterprises (SMESs), in section three, the artid@yses the role of SMEs in na-
tional and international economy and detects adimative and legal burdens for
internationalization process of SMEs. As earlied &uropean Union's regulatory
framework for small and medium enterprises showeelket one of the burdens for
internationalization of SMEs and many Member Statesady adapted their legis-
lative frameworks to the requirements of entrepuesie

For the purpose of this article, author compareastiey empirical studies on
how the regulation of entry affects doing interaatilly business of SMEs and in
addition, author does a descriptive overview of SNExporting Landscape in se-
lected countries.

The contribution of this article is to analyse heavious European regulatory
frameworks affect the internationalization of Smald Medium Enterprises
(SMEs) and to suggest ways to overcome the batoeBdMEs and entrepreneurs’
participation in the international markets. Coniuasbrings analysis of the latest
European Commission’s regulation proposal for bessnfriendly regulatory
framework.

2. MATERIAL AND METHODS

For the purpose of this article, it is made a dptige overview of small and me-
dium sized enterprises role in national and intéonal economy through the num-
ber of employees in SMEs and their contributionational and European Union’s
GDP. The EU Commission, Eurostat and data availabiecent literature are used
in the article. For the definition of small and med sized enterprises qualitative
and quantitative methods are used. Then, the aattadyses and compares the the-
oretical literature to identify regulatory burdeons small and medium sized enter-
prises internationalization but also to answerdhestion does the legal form ef-
fects the internationalization of SMEs.

At the end, the article analyses the latest Eunog@nmission’s regulation
proposal for business friendly regulatory framework
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3.LITERATURE REVIEW AND THEORY DEVELOPMENT

There are two main strands of literature dealinidpwhie problem addressed in this
article: the literature on SME internationalizatiand the literature on corporate
law. The literature on SME internationalization ripsleals with defining SMEs
and reasons pro and contra internationalizatiocBMES (Singer & Alpeza, 2015;
McLaughlin, 2013, Calabro et al., 2009; Mohanty &ndi, 2010; Molyneux, 2015)
The literature on corporate law deals with legairfe of SME$ and legal burdens
for internationalization of SMEs (Becht et al., 800jankov et al., 2002; Djankov,
2009; Eckardt, 2014, Purnhagen & Rott, 2014). Tiiela is in the spirit by Becht
et al. and Djankov et al. (2008) as well as by Etké2014). Becht et al. (2008)
studied how the decisions of entrepreneurs of wteenecorporate affects deregu-
lation of corporate law, while Djankov (2009) pretedata on simplifying entry
regulation of entry in 116 countries.

The main hypothesis thus states that friendly e#guy frameworks have
a positive impact on internationalization of SMsl dhat countries with low cost
of business entry are more attractive for entregues (H1) First, to define small
and medium sized enterprises, it is necessary t@marvey of the literature on
SME internationalization and then the literaturecormporate law.

Table 1. Classification criteria of micro, small and medisimed enterprises

Number

Annual turnover

Annual balance

Enterprise category of employees (EUR million) sheet total
EU/Croatia EU/Croatia EU/Croatia
Micro <10 <2 <2
Small <50 <10 <10
Medium-sized < 250 <50 <43

Source: adapted from: Singer & Alpeza (2015); McLaughlin (2013); OER0D5( p. 17).

There are similar definitions of the term SME. THigropean Union defines
SMEs as micro, small and medium sized enterprigeaking it an odd abbrevia-
tion since the introduction of the ‘micro’ categp(European Union, 2003, p. 36).
The three criteria used by the EU to assess whathenterprise is micro, small or
medium-sized are the number of employees (or hesdjathe annual turnover
(the sum received for goods and services in a yaat)the annual balance sheet
total (the total value of the assets or propertyhefenterprise, less the amount it
owes), (McLaughlin, 2013, p. 29; Singer & Alpez&13, p. 11). Table 1 shows
classification criteria of small enterprises in &ean Union and Croafias the
small and open economy and the youngest Europasmraember.

2 with special accent on Limited liability legal for

3 Criteria for classification of entities in the dinand medium enterprise sector in Croatia arengefiby the
Accounting Ac{Official Gazette, NN 109/07, 54/13) and timall Business Development Promotion(&dficial
Gazette, NN 29/02, 63/07, 53/12, 56/13).
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According to above-mentioned criteria, a micro gumise is defined as an en-
terprise that employs fewer than ten persons aras/hnnual turnover and/or an-
nual balance sheet total, does not exceed twoomiliUR.

A small enterprise is defined as an enterprisedhgiloys fewer than 50 per-
sons and whose annual turnover and/or annual lakrert total, does not exceed
ten million EUR. A medium-sized enterprise is definas an enterprise that em-
ploys fewer than 250 persons and whose annualvarmones not exceed 50 mil-
lion EUR or whose annual balance-sheet total doeexceed 43 million EUR.

3.1. THE ROLE OF SMESIN NATIONAL
AND INTERNATIONAL ECONOMY

Small and medium sized enterprises play significal# in national and interna-
tional economy. Despite last financial crises, emplent in the SME sector re-
mains positive and it can be said that in the tyinst century to date, in the EU,
new jobs have been created primarily by SMEs, gdailge companies.

In the European Union, SMEs account about 99%ldfuasliness enterprises
and 67% of all employment. McLaughlin (2013, p. 28)presents data that this
figures in the UK are 99.9% and 59%, although, fiednout that we must take care
in interpreting the figures, as they are not diyecomparable due to different un-
derlying methodologies used to compile them. Sirdlata brings Buliga (2014,
p. 5) saying that 99% of all German enterprisessanall and medium-sized and
they employ about 60.7% of the working populatidecording to the German
Federal Ministry for Economic Affairs and EnergydafAG Mittelstand”, SME
sector in Germany created a total of 250 000 né8 jo 2014 (Federal Ministry
for Economic Affairs and Energy, 2016).

Table 2 is overview of SMEs in the private busingsstor, number of their
employees and value added in selected Europearrigsiin context of SMESs role
in national economies.

As seen from the statistics, Small and medium sergdrprises create most
of all new jobs in Europe, and they contribute gigantly to economic growth.

The good condition of SMEs affects the state ofdkerall economy both
locally and globally (Rozstek, 2015) Globalizatioas faded the barriers of trade
and development and made a competitive environnf@ntSMEs (Mohanty
& Nandi, 2010). Many SMEs have discovered thatr@nBales present opportuni-
ties for exporting and are finding innovative Idgial solutions to reach global
customers (UPS, 2014, p. 7). Table 3 brings outveanview of SMEs Exporting
Landscape in selected countries.

4 According to the Annual Report of European SME&4R015, the tentative green shoots of growth df320
gained in strength in 2014. Namely, in 2014 EU28ESilue added grew by 3.3% and employment by 1.2%,
while in 2013 value added grew by 1.6% and employndeclined by 0.5%. However, not all Member States
shared the positive 2014 experience — SMEs in Gy@Bweden, Croatia, Greece, Italy and the Czeclulftiep
showed a decline in value added, which in the c€<gyprus and Italy was also accompanied by a rémlun
employment.
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As it can be seen, small and medium sized entepisBelgium, the United
Kingdom, and the Germany send the highest numbsghipfments outside the Eu-
ropean Union. The United States is the most likxgort country destination for

Table 2. SMEs and national economy in 2015

Country

SMEs

(in all businesses)

National
employment

Austria 99.7 67.7 61.2
Belgium 99.8 69.3 61.4
Germany 99.5 62.7 54.4
Croatia 99.7 67.9 54.1
Italy 99.9 79.6 69.5
Poland 99.8 50.0 68.8
Slovenia 99.8 72.7 63.0
United Kingdom 97.7 51.0 53.0

Source: own study based on: Singer & Alpeza (2015); European Gsiom{2015).

SMEs shipping outside Europe. Among those expoudimgide Europe, 53% are
exporting to the United States, 49% to countrieSunope outside the EU and 47%
to Asia. The United States is the top-ranking ekpountry for SMEs in the UK
(54%), Belgium (40%), and Italy (40%). (UPS, 204411)

Table 3. The number of SMEs shipping

Country | InsideEU / % | OutsideEU /% | Total / %
Belgium 96 75 171
Germany 81 14 95
Italy 16 4 20
Poland 18 1 19
United Kingdom 90 43 133

Source: adapted from: UPS (2014, p. 10).

3.2.INTERNATIONALIZATION OF SMES

Internationalization has been defined as “the @®dy which firms both increase
their awareness of the direct and indirect infleatinternational transactions on
their future, and establish and conduct transastigith firms in other countries”
(Bearmish, 1990, p. 77, in: Calabro et al., 20089%). Traditionally, way of mak-
ing individual companies present worldwide was ekpad import. Another ways
of internationalization SMEs are alliance or sulasids and branches and joint
ventures abroad (Mohanty & Nandi, 2010; Europearsifdzss Development
Group, 2016).

Thinking about the internationalization of SMEs tjuestion is what are the
motives for internationalization of SMEs? Many SM#sw Europe as the new
domestic market and are now looking for marketthfurafield. Therefore, we can
say that access to new and larger markets is tiveregson for internationalization
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by SMEs that export or have establishments abfeadSMEs that have only im-
ports, this access is not a more frequent motiaa ticcess to know — how and
technology, or high production costs on the dorestrket. Still, not of all SMEs
tend to be international and there are two maisaes for that. One of the reasons
for no internationalization of SMEs is the factttkaternal barriers are two high.

Currently, there are 21 million SMEs in Europe, awdn though 25% of Eu-
ropean SMEs export to countries within the Europdaion, only 13% does busi-
ness outside the European border. Speaking aboders) they can be divided in
interrslal and external. For the purpose of thicketihe focus is on external burdens
only.

The regulation of entry, as one part of the Ecomamgulations, is in the top
ten burdensome EU laws identified by SMHsast global financial crisis has
brought changes in Europe’s financial regulatoayrfework that also led to financ-
ing problems for SMEs. Their situation further cdicgites the European economic
crisis, which led to a fragmentation of financiadmkets in the euro area. Belke and
Verheyen (in: Calciano et al., 2015) deal with tlesv tools for the financing of
SMEs, which face problems such as information asgtries, when trying to ac-
cess funding.

3.3. REGULATORY FRAMEWORK ASBURDEN
FOR INTERNATIONALIZATION OF SMES

Countries differ significantly in the way in whithey regulate the entry of new
businességDjankov et al., 2002). Size, to some extent, meitrees the legal rules
applicable to a company registered under the Coiapahcts and to an LLP.
(McLaughlin, 2013)

As earlier said, registration (or cost of entryg,ane part of the Economic
regulations, is in the top ten burdensome EU lalestified by SMEs. When sur-
veying the regulation of entry Djankov et al. (2D@2me to the following conclu-
sions: The number of procedures required to stag firm varies from the low of
two in Canada to the high of 21 in the Dominicapi#ic, with the world average

5 Available results show that more than 30% of titernationalized SMEs perceive no internal barrershe
internationalization process at all.

& The following EU laws have been identified by SMé&sthe TOP 10 most burdensome EU laws: REACH (Reg-
istration, Evaluation, Authorisation and Restrintiof Chemicals); VAT — Value added tax legislati@eneral
Product Safety and market surveillance packagepgretion of professional qualifications; Shipmenfavaste

— Waste framework legislation — List of waste aaddrdous waste; Labour market-related legislafaia pro-
tection; Working time; Recording equipment in rdeghsport (for driving and rest periods); Procedu the
award of public contracts (public works, supply @edvice contracts); Modernised customs code.

" To meet government requirements for starting ®raie a business (in 2002.) in Mozambique, an jreneur
had to complete 19 procedures taking at least 14hbss days; an entrepreneur in Italy neededlimvfd 6
different procedures, and wait at least 62 busidags to acquire the necessary permits. In con@astntrepre-
neur in Canada could finish the process in two @agscompleting only two procedures.

8 The Companies Act 2006, for example, applies figgsous public disclosure and audit requiremeatsrhall
and medium-sized companies, as those terms aneedeifi the Companies Act 2006 (as amended andesuppl
mented by the Companies Act 2006 (Amendment) (Astand Reports) Regulations 2008 (SI 2008/393).
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of around terl. The minimum official time for such a start-up \&tifrom the low
of two business days in Australia and Canada tchige of 152 in Madagascar,
assuming that there are no delays by either thiécappor the regulators, with the
world average of 47 business days. A large acadkimiature has followed: 201
academic articles have used the data compiled agkoy et al. (2002) and subse-
guently by the World Bank.

Simplifying entry regulation has been a populaonet since the publication
of Djankov et al. (2002). In the context of burdeaghe internationalization of
SMEs, it should be noted that 193 reforms took giacl16 countries (Djankov,
2009, p. 183).

Limited liability legal form plays an important mlin supporting entrepre-
neurial activities. Private limited enterprises@aat for nearly 60% of all SMESs in
the EU-28. SMEs react to incentives resulting fdifferences in minimum capital
requirements in different member states (Eckafit4?. Some of significant regu-
latory reforms of corporate law, made for that ceasvhere those in United King-
dom’s Company Act 2006, Germans “Gesetz betreffdiedGesellschaften mit
beschréankter Haftung (GmbHG)” in 2008, but also dkiger European countries
such as Spain, Austria, France and Croatia. Tloemafwere in field of company
law and regulation of the most used legal form SMBrivate limited company
(Ltd.).° Becht et al. (2008) as well as Eckardt and Ke(@@i3) found empirical
evidence that companies migrate to member statbdavier costs of establishing
a limited liability enterprise.

To this end, through the Small Business'AdEuropean Commission pro-
posed a number of measures to support SMEs in gleagrwell as concerning
internationalization (Eckardt, 2014). Knowing ti8Es can thrive best in a busi-
ness environment in which regulation respects peeific needs of SME, the Eu-
ropean Commission has put the interests of SMestlve core of its smart regula-
tion agenda. The Commission follows the “Think Sriaist” principle, which re-
guires that impacts on SMEs be taken into accotetrvdesigning legislation and
that the existing regulatory environment be sinmgadifso that SMEs find it easier
and cheaper to comply with regulatory requiremé¢hEMO/13/68). One of the
latest documents for business friendly environnieRegulatory Fitness and Per-
formance Programme (REFIT), which implement 164atives for simplification
and regulatory burden reduction identified by thedpean Commission.

9 The survey contained data on the regulation afesftstart-up firms in 75 countries including nuenb of pro-
cedures, official time and official cost that arsigp must bear before it can operate legally.

10 German: Gesellschaft mit beschrankter Haftung (BniCroatian: drustvo s ograminom odgovornasi
(d.o.0.).

11 The Small Business Act (SBA) is an overarchingieavork for the EU policy on Small and Medium Entésgs
(SMEs). It aims to improve the approach to entnepueship in Europe, simplify the regulatory andigokenvi-
ronment for SMEs, and remove the remaining bartietheir development.
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4. DISCUSSION

SMEs with international business show a signifityabetter performance in job
creation, turnover growth and to innovation relaaetivities. Statistics show that
on average 44% of SMEs in the 28 European Union lmeeistates are engaged in
international business activities in some form mother. Descriptive overview of
SMEs exporting Landscape in selected countries stdiat exports outside the
European Union lead Belgium, the United Kingdom #mel Germany. In all of
these international SMEs, 90% are micro enterprB¥sare small enterprises and
2% are medium-sized enterprises (Eckardt, 2014).

In doing business, entrepreneurs select countiidsbusiness friendly legal
framework. The regulation of entry, as one parthef Economic regulations, is in
the top ten burdensome EU laws identified by SMEeiucing the regulatory bur-
den on smaller firms is the first step in makingibess friendly environment for
SMEs. As Eckardt (2014) points out, SMEs reachtitives resulting from dif-
ferences in minimum capital requirements in différmember states. Becht et al.
(2008) and Eckardt and Kerber (2013) found emdirsédence that companies
migrate to member states with lower costs of eisfainlg a limited liability enter-
prise.

Although many Member States already adapted thgislative frameworks
to the requirements of entrepreneurs, simplifyimg legislation and reducing the
regulatory costs on the European level is necessamder to achieve a clear, sta-
ble and predictable regulatory framework that wilpport economic growth and
job creation.

In accordance with the REFIT, and to implement3ME initiatives and re-
forms, countries are reducing paperwork and buraaycminimising administra-
tive burdens and reducing compliance costs for SNBEH, all reforms should be
made with great caution. Researches show thatabkedronomies are not those
with little regulation but those with good rulesathallow efficient and transparent
functioning of businesses and markets while pratgdhe public interest.

5. CONCLUSIONS

Small and medium sized enterprises form the baaklmdmational and European
economy. European internal market and globalizgtimeess have erased the bar-
riers of trade, developed competitive environmeat made significant changes on
entrepreneurial enterprises. Due to their size, Sk#alize additional challenges
when doing business abroad. Although they represent than 90% of all busi-
nesses in the EU, only 2% of all SMEs in the Euampdnion invest abroad.
Member states differ significantly in the way inialinthey regulate the estab-
lishment of new businesses so the reduction of lagralens in European Union is
a top-priority not only for the European Commisshart also for national legisla-
tors. The regulation of entry is one of the bigdegtl burdens for internationali-
zation of SMEs. Available statistics show thatridly regulatory frameworks have
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a positive impact on internationalization of SMEsiropean Commission but the
national legislators also, are very active in reisg legal burdens for internation-
alization of SMEs.

The latest document for making business friendfjulatory environment is
Regulatory Fitness and Performance Programme (RE®Hich implement initi-
atives for simplification and regulatory burdenuetion identified by the European
Commission. A competitive and dynamic economy nexpuan adequate regulatory
framework so a business friendly environment fastiaxg and potential small and
medium-sized entrepreneurs must stay one of thepgean Union's main objec-
tives.

If we really want to take advantages of all theeptials of SMESs in the inter-
national market, we must create legal framework wli¢éar aim of supporting SME,
creating jobs and facilitating investment. Thedateforms in the field of company
law in many European countries made significang &ieward. Also, it is necessary
to consider that the implemented reforms shouldestite improvement of the reg-
ulatory framework and not only its simplification.
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