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About this report

ew horizons: Europe’s small and medium-sized companies look to emerging markets for growth
N is an Economist Intelligence Unit report, sponsored by FedEx Express Europe, Middle East,
Indian Subcontinent and Africa. It examines the degree to which Europe’s small and medium-sized
enterprises (SMEs) are operating in emerging markets: which markets they are choosing, why they are
going there, and the opportunities and challenges that they are encountering. James Watson was the
report author and Jason Sumner was the editor.

To support this study, the Economist Intelligence Unit conducted a survey of 618 European SMEs
during March and April 2011. Depnitions of SMEs vary, but as a rough measure, this report only
considered prms with G200m or less in annual revenue. In total, 55% of prms in the sample had
up to 010m in revenue, while a further 38% had between (110m and (100m. All respondents hailed
from western Europe, primarily from the UK, Italy, Spain, France, and Germany. All prms polled were
already engaged in commerce beyond their national borders. The respondents were senior: 68%
were managing directors, CEOs or another C-level position. Many are well established, having been in
operation for ten years or more, while only a minority are new businesses. All major industry sectors
were represented.

To complement the survey pndings, the Economist Intelligence Unit also conducted wide-ranging
desk research and in-depth interviews with numerous small-business owners, and other experts. Our
thanks are due to the following for their time and insights (listed alphabetically, by organisation):

.. Horst Kayser, CEO, AEG Power Solutions
.. Pablo Cafio, partner, Apréndelo

.. José-Maria Aulotte, senior vice-president for human resources, communication and sustainable
development, Arc International

. Alan Bell, managing director, Bell Design
. James Berkeley, director, Berkeley Burke International

.. Alessandro Verduci, global head of sales, Breton
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_ Antoine Beaussant, CEO, Buffet Crampon

.. Bernd Supe-Dienes, managing partner, Dienes Werke

_ RobertWard, country publishing director, Economist Intelligence Unit
_ David Murrin, co-founder and chief investment ofpcer, Emergent Asset Management
_ Alessandro Del Prete, export manager, Ernestomeda

. Chris Cheung, market access adviser, EU SME Centre

. Andrew Needham, CEO, Face

_ Brian Wilson, chairman, Harris Tweed Hebrides

_ KaiBlintemeyer, CEO, Kolbus

. Tomvan Lambaart, chief operating ofpcer, Marnier Lapostolle

_ Armin Bieser, co-founder, mediaman

. Thomas Vogel, co-founder, mediaman

_ Christian Arno, managing director, Lingo24

. Andrea Romano, president, Why Not Concept

.. Hans Willemsen, managing director, Wila

.. Kevin Ibeh, professor of marketing and international business, University of Strathclyde
Business School

_ Bob Betts, managing director, Smith of Derby
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Executive summary

Ithough their bigger rivals get most of the headlines, small and medium-sized enterprises

(SMEs) are Europe’s main engine for job creation and economic growth. They account for over
99% of registered businesses and employ about two-thirds of all Europeans. Business, however, is
hard for them. As this report details, the pnancial crisis has derailed growth in their home markets,
so many are now looking to new horizons. Following in the footsteps of larger multinationals, they
are increasingly entering emerging markets to pnd and exploit niches for their businesses.

To examine this trend, the Economist Intelligence Unit undertook a wide-ranging study of
European SMEs operating internationally, sponsored by FedEx Express Europe, Middle East, Indian
Subcontinent and Africa. It asks how and why small and medium-sized businesses are moving into
emerging markets, which ones they are selecting, and what kind of operating environments they are
bnding. Some of the key pndings of this research are as follows.

The rise of emerging markets is not just a big business phenomenon. Many European SMEs are
deeply engaged as well. Although only a minority of Europe’s millions of SMEs overall operate
outside their home markets, many of those that do are looking to emerging markets for growth.
Almost 90% of the SMEs surveyed for this report, all of which operate outside their domestic
markets, are planning to do business in emerging markets in the coming year. Those that do tend
to hold specipc characteristics, in terms of their size, age, industry and who runs them (see box:
Propling a global SME).

Most SMEs are entering these markets in pursuit of new customers. While many businesses used
to go to emerging markets in order to lower their production costs, Europe’s SMEs are primarily
seeking to tap into the rapidly expanding middle classes of emerging markets, either directly or

else via the larger multinationals that they supply directly to, such as prms that supply parts to
carmakers, for example. Nearly six in ten (58%) say that they are in these markets to sell their goods
and services, far ahead of those either manufacturing goods there (11%) or buying services (12%).
Indeed, 51% noted the potential for fast revenue growth as the most attractive reason for being in
these markets.

The pnancial crisis acted as a catalyst for expansion abroad. Europe’s weak economic prospects
and tight pscal position is accelerating the process of looking for growth outside the EU. In all, 62%
of respondents agree that “tepid growth” in Europe makes it imperative to look to emerging markets
for growth. Among slower-growing economies, such as Spain and Italy, the proportion is far higher:
just 119% of executives disagree.
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The BRICs will attract most attention from European SMEs in the coming year, followed by other
near-shore markets. Growth rates, the degree of risk, ease of access and historical links all guide the
process of how markets are selected to operate in. The top-10 emerging markets that Europe’s SMEs
plan to do business with in the coming year are, in order of preference:

1. China 2. Brazil

3. India 4. Russia

5. United Arab Emirates 6. Poland
7. Czech Republic 8. Morocco
9. Romania 10. Turkey

Of these markets, Brazil has made the greatest strides in terms of improved perceptions. Given
their greater likelihood for volatility, the relative favourability of emerging markets shifts year by

year. In the past 12 months it has been Brazilis chance to shine. Nearly half (48%) of SMEs noted
improved perceptions of the country, bolstered by a smooth transition of political power and increased
infrastructure spending in the run-up to the FIFA World Cup in 2014 and Olympic Games in 2016.
Overall, Brazil and China are viewed most favourably. By contrast, 24% noted less positive views of
Russia, while, unsurprisingly, perceptions of the Middle East and North Africa as a whole dimmed, even
though individual countries within the region will receive more investment.

Inyation and exchange rates are the primary macroeconomic concerns for SMEs. Given the political
risks of operating in emerging markets, political stability is generally viewed quite positively. However,
inyation and exchange rates are seen as key macroeconomic risks: 23% of prms say inyation has
become less favourable in their main target market in the past year. Led by a soaring oil price, the costs
of both foodstuffs and various raw materials have shot up in the last 12 months.

At an operational level, bureaucracy and corruption are, by far, the biggest challenges. Selected
equally by 46% of respondents, these issues lie far ahead of other challenges, such as credit

risk (20%), difpculties enforcing contracts (18%), language and cultural barriers (16%) or bad
infrastructure (14%). While bureaucracy affects prms of all sizes, it imposes larger costs on SMEs, in
terms of the additional personnel and resources required to deal with it.

SMEs hold both advantages and disadvantages in competing with larger rivals. It is not easy

being small. Unlike larger companies, SMEs often operate on a relatively shoestring budget, with
reduced access to pnance, fewer people or resources, and limited economies of scale. Itis not all

bad, however. They also bring speed and yexibility, close customer contact and the ability to target
smaller niches, with fewer regulations to adhere to than publicly quoted and regulated multinationals.
Overall, though, itis still tough going: 57% agree that bigger prms are better placed to tap emerging
market opportunities.
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Propling a global SME

SMEs that have expanded beyond their domestic markets to operate
internationally tend to hold a range of specipc characteristics. In

general, those SMEs that have broken into emerging markets tend to:

_ be larger; medium-sized prms will far more often be operating
internationally than micro-sized businesses;

. be older; this pts the traditional theory of prms prst building up a
local competence before expanding to seek new markets. However,
in some industries, such as the high-tech sector, there isan
emerging trend of “global start-ups” bucking this age trend;

. _have already had experience operating in another non-emerging
market, such as a neighbouring country;

Europe’s small and medium-sized companies look to

_ berun by a founder or founders who have previously either worked
for multinationals, or had experience of operating internationally,
and thus bring both a clear view of the opportunities and a good list
of contacts;

. more often come from countries with smaller domestic markets,
at least in relative terms. Limited local markets force prms to think
about going abroad more rapidly. In absolute terms, however, far
more SMEs hail from the EU15 countries;

_ more often come from knowledge-intensive industries, especially
those that require at least some research and development, such as
manufacturing or IT and technology. Firms engaged in e-commerce
are also typically more likely to be operating abroad.

Sources: European Commission, Economist Intelligence Unit
survey, interviewees.
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Introduction: The rise of emerging markets—
for all businesses

The extraordinary rise of emerging markets over the past two decades is now a familiar theme for
investors and managers alike. Since 2000, interest in these markets has grown steadily, with both
companies and investors seeking new opportunities there. Far from slowing the process, the onset

of the pnancial crisis in 2008 has served to accelerate it. While European markets have weakened
considerably in the past three years, grappling with severe public debt burdens and fragile economies,
many emerging markets have barely blinked. Indeed, China is more concerned with how to deal with an
economy that is potentially overheating from expanding too rapidly.

However, it is easy to assume that emerging markets are mainly the domain of large, multinational
prms, from BMW and HSBC, to Unilever, Siemens and Novartis. These are the kinds of names most
commonly seen in the media, as they expand their operations and sales. As this report will show,
though, the emerging-market story is for multinationals of all sizes, originating from all countries,
and representing all industries. Indeed, the overlooked emerging markets story is that of small
and medium-sized enterprises (SMEs), which are increasingly following in the footsteps of their
larger peers.

This represents a signipcant trend, as SMEs are far and away the most common size of business
found in Europe. According to the European Commission?, prms employing 250 people or fewer,
which constitutes part of its depnition of an SME, account for over 99% of all registered non-pnancial
companies and two-thirds of total employment (see box: The silent majority: Europeis SMES). For prms of
this size, 14% are involved in importing goods from outside the European market, with 13% exporting
outside the EU as well. This survey encompasses a broader group of SMEs, with revenue of up to
(200m, but only polls those prms that are already operating outside their home market, to assess their
appetites for expansion into emerging markets.

Going global
Of the 618 SMEs polled for this report, more than half (52%) are already active in emerging markets
today, with a further one-third (32%) considering such a move in the year ahead. Just 13% say that
R they do not expect to do business in such markets. Over half (55%) believe that the likes of China, India,
! The Internationalisation of . ) ) . . . . . o
European SMEs, European Brazil and other high-growth markets will be crucial to their business in the coming year, while just one
Commission, 2010 in pve (22%) disagree. OEconomic power is shifting from the more mature Western world to especially
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The silent majority: Europe’s SMES average of large prms between 2002 and 2008.

_ Of Europeis 20.7m registered non-pnancial businesses, 99.8% _ During that same period, some 2.4m new businesses were
are classiped by the EU as SMEs, employing fewer than 250 people.  registered, mostly in the services sector and newer EU member
Of these, 92% are considered omicrod in size, employing fewer than  states. Of these, only about 2,000 employ 250 or more people.
ten people.

_ SMEs typically have lower productivity levels, proptability and
_ These micro prms employ nearly one in three (30%) of the total average wages than larger companies, but the highest overall
European workforce, while SMEs overall account for two-thirds ofall ~ propensity to invest.
employment. Job creation rates in these prms were about twice the ~ Source: European Commission

the eastern hemisphere,6 says Tom van Lambaart, chief operating ofpcer of Marnier Lapostolle. 0This
shift was signipcantly accelerated by the recent economic crisis.6

At its core, that captures the primary reason why emerging markets are of growing interest to
Europe’s SMEs. Quite simply, growth prospects in the EU, while recovering from the sharp decline of
2009, remain weak. Germany looks the strongest, bouncing back from recession to post growth of 3.5%
in 2010, but across other key European markets, recovery in 2010 saw growth largely remain below 2%
(see chart: Pulling their weight? Europe’s key growth drivers). In turn, this is forcing businesses of all
shapes and sizes to seek new growth abroad. More than six in ten respondents agree that “tepid growth”
in Europe makes a move into emerging markets an imperative, while just one in ten disagrees. Among
slower-growing economies, such as Spain and Italy, the proportion of those who agree rises to seven in
ten and eight in ten, respectively.

“The recession affected many small businesses in their home markets. Many are dependent on
larger multinationals, for example as part of their supply chains, so when they struggle, business
dries up,” says Professor Kevin Ibeh of the University of Strathclyde, an expert on SMEs in emerging

Pulling their weight? Europe’s key growth drivers, 2000-10
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(6DPg ’ 9e) e France e Germany — e |tgly === Spain United Kingdom

8.0 8.0

Q1 Q3 Q1 Q3 Q1 Q3 Q1 Q@ Q1 Q@ Q1 Q0 Q Q@ Q1 Q@ Q1 Q@ Q1 Q3 Q1 a3
2000 01 02 03 04 05 06 07 08 09 10

Source: Economist Intelligence Unit.
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markets. “We’re at a tipping point,” agrees Andrew Needham, CEO of Face, a small London-based market
research company that helps fast-moving consumer goods companies develop and improve products

in collaboration with consumers. o0Now 50% of [our] business is overseas, the majority in emerging
markets. That’s because clients are focusing their budgets on these markets.” This need to follow bigger
clients abroad is noted by several others, such as Thomas Vogel, the co-founder of mediaman, a German
digital media company. “We knew that we wanted to serve our clients who are all active in multinational
markets, whether it’s a Deutsche Bank or a Mercedes Benz,” says Mr Vogel. “We wanted to be prepared
to not have to lose these clients and to be able to maintain our positive client relationships and to take
them into these foreign markets.”

All this leads to an important question: why are SMEs seeking to enter these markets in the prst
place? Firms typically enter new markets for one of four primary reasons: to reduce production costs;
to seek new customers, for example by targeting expanding middle classes; to seek strategic assets,
such as oil or natural resources; and to develop business relationships with new partners. While all of
these motivations apply to some SMEs, the most common reason for European prms entering emerging
markets is, by some margin, to sell goods or services. About six in ten (58%) of the SMEs polled cite
this as their primary reason for being in these markets, far ahead of those citing manufacturing goods
(11%) or buying services (12%). In fact, low-cost labour is regarded by just 1% of the companies polled
asakeydriver.

Added to this, many European markets are simply too full of competitors anyway. Alan Bell, managing
director of UK-based Bell Design, a branding and communication agency, says it became obvious pve
years ago that there were too many agencies chasing the same business. “It had got so oversubscribed,”
he recalls, noting a specipc occasion where Bell Design found itself amongst 180 other companies
bidding for a tender. He is now expanding his business into China, working to help authorities in larger
cities attract foreign direct investment from abroad. His is one of many similar SME stories, exploring
new opportunities in China, along with many other markets, as detailed in the next chapter.

________________________________________________________________________|
case sTupy Decades on, emerging markets remain a
growth story for Kolbus

markets are the basis of the company’s growth plan. “We’ve had
1-2% growth per year in Germany for the past 20 years, and are now
relying on emerging markets,” says Mr Buntemeyer. Following the
collapse of the former Communist regimes, eastern Europe helped

Kolbus is a German manufacturer of bookbinding machines that
has grown steadily towards being a genuinely large company
over its long history, which stretches back to 1775. With revenue
approaching (200m in recent years, it is a classic example of
Germany’s proud Mittelstand tradition of SMEs. For Kolbus, however,
emerging markets are already an old story. It started selling its
machines in Brazil 60 years ago, it has been in Russia for 40 years,
and has operated in China since the 1970s, when its machines were
amongst the prst in the country for binding schoolbooks. Today,
with some 200m consumers, the Chinese market is already as big as
the US market, says the prmis CEO, Kai B¢ ntemeyer.

Given the limited prospects for expansion locally, emerging

picked up the slack from falling sales elsewhere on the continent. “It
used to be very rich for us in Italy, but Italy has now been replaced
by Poland,” he says. Today, the company has its sights set on Turkey,
South Africa and Indonesia.

Given its history, emerging markets hold few surprises for
Kolbus. However, Mr Blintemeyer notes that as an engineering-
dominated company it has sometimes assumed that emerging-
market customers would prefer a simpler range of machines.
“Ifyou’re not alert, you can run into misunderstandings, as the
customer may in fact be wanting the best equipment. They’ll take
a bigger risk and think in a bigger framework than you expected.
You’ve got to be careful.”
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Where are Europe’s SMEs doing business?

n choosing a particular market to target, several themes stand out for Europe’s SMEs, including
I growth, risk, geography and history.

The most obvious is clearly growth: few businesses seek to expand into a market that is not growing,
or one that is expanding rapidly but is excessively risky. This rules out niche high-growth markets,
such as Angola, while putting the rapidly developing major markets such as Brazil, Russia, India and
China—the so-called BRIC countries—right at the top of the list. A minimum of about one in four
SMEs surveyed are already doing business in each of these countries, rising to one in three for China,
the most popular. For some, the BRICs are the only game in town. Breton, for example, is an Italian
manufacturer of specialist machine tools, especially for the aerospace industry, as well as Formula 1
and automotives, and it sells its equipment almost solely into the BRIC countries when going outside
of Europe. “We make advanced top-of-the-range products that are ideal for some emerging markets,
mainly where there is a prominent aerospace industry,6 says Alessandro Verduci, the prmis global head
of sales. “None of the others have the industry to support what we produce.”

A second consideration is how accessible these markets are, both physically in terms of getting
there and culturally, in terms of language. Few emerging markets are as accessible as those in eastern
Europe, and Poland, the Czech Republic and Romania are all amongst the top-10 target countries
for expansion in the year ahead. For example, when Lingo24, a web-focused translation business
headquartered in Edinburgh, sought to expand its business, it went prst to Romania. The primary
reason was the country’s strong multi-lingual skills, which were also very price competitive, explains
Christian Arno, the company’s managing director; this made it ideal for sourcing good, low-cost
translators. Moreover, though, the country is also relatively close geographically.

The Middle East and North Africa (MENA) is a popular region, with one in three (33%) prms
already operating there. Although parts of the region are grappling with major political upheaval at
the moment, countries such as the United Arab Emirates (UAE), Morocco and Turkey are all popular
near-shore destinations, and among the top-10 target countries for SMEs in the year ahead. Turkey,
for example, is a popular destination for carmakers as a target for low-cost production, “and where
carmakers go, SMEs will follow, given their close involvement in vehicle supply chains,” says Robert
Ward, a director at the Economist Intelligence Unit.
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Athird theme is about history. This applies both to nearby eastern Europe, where German or
Austrian prms are most likely to explore markets such as Hungary or the Czech Republic ,where they
have historical links, while Italian prms will likely show greater interest in Romania. Two-thirds of
German SMEs say that they have existing links to eastern Europe in general. “Eastern Europe is very
important. The manufacturing landscape changed dramatically after the Berlin Wall came down.

Many facilities set up there,” says Bernd Supe-Dienes, managing partner of Dienes Werke, a German
manufacturer of specialist equipment for industrial cutting originally founded in 1913.

Further apeld, history also guides specipc country interests in other markets, by providing common
cultural links or languages with certain countries or regions. More than half (55%) of Spanish SMEs
have an existing business interest in Latin America as a region, even excluding Brazil—well ahead of any
other major European economy. Similarly, one in three (32%) British SMEs are active in India, above the
average elsewhere. Harris Tweed Hebrides, for example, set up prstin India for historical reasons, with
an established customer base among older males. It is now targeting the younger customers amid the
countryts rapidly expanding middle class. 0Therels something to build on,d explains the prmis chairman,
Brian Wilson. “There’s an emphasis on heritage which we want to transfer to the middle class.”

Rising investment

Now that many have established links to their countries of choice, nearly all prms plan either to
maintain or increase their commitment in their key trading markets in the year ahead. Slightly more will
increase their investment levels than will choose to maintain the status quo (53% versus 45%). Just
2% plan to cut back in some way. Arc International, a French tableware manufacturer, for example, is
already well established abroad, with production facilities in China and the UAE, along with distribution
subsidiaries in Mexico, Brazil and South Africa. “We have two ways of thinking about expansion. Firstly
to grow in places where we are already; weire increasing by 50-60% in China and the UAE. And secondly
by building plants elsewhere,” says José-Maria Aulotte, senior vice president for human resources,
communication and sustainable development at the prm. The prmis main targets for growth include
eastern Europe and South America, as it seeks newly afyuent middle classes looking to stock their
homes with tableware.

Where are Europets SMES investing? 8. Morocco
9. Romania
10. Turkey
The top-20 markets that Europe’s small and medium-sized 11. Hungary
companies plan to do business with in the year ahead are the 12. Chile
following: 13. Qatar
1. China 14. Argentina
2. Brazil 15. Malaysia
3. India 16. South Africa
4. Russia 17. Bulgaria
5. United Arab Emirates 18. Colombia
6. Poland 19. Mexico
7. Czech Republic 20. Estonia
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