KOVACSNE ANTAL ANITA*

New aspects of financing
small and medium-sized enterprises

Uj szemlélet a KKV-k finanszirozasaban

A kormany a 2052/2006. (lll. 20.) szam( hatarozataban a vallalkozéi banki fela-
datok kialakitasarol és a kis- és kozépvéllalkozas-fejlesztési intézményrendszer
tovabbfejlesztésérdl rendelkezett. A hatarozat nyoman valtozasok kovetkeztek be
a KKV-kat finansziroz6 intézményi struktardban. A JEREMIE (Joint European
Resources for Micro to Medium Enterprises) az EU kozds kezdeményezése abbdl
a célbol, hogy a strukturalis alapokbdl a mikro-, kis- és kdzepes véllalkozasok fi-
nanszirozasi forrasokhoz jutasat tamogassa. A program tébbek kdzott hozzajarul a
tagéallamok tékepiacanak fejlesztéséhez, illetve 6sztdnzi a maganszféra szerepét a
KKV szektor finanszirozasaban. A program lényeges elemeinek és a kockazati t6-
kealapokat érint6 kérdéseinek vizsgalatat kovetéen a Kisvallalkozas-fejlesztd
Pénziigyi Zrt. befektetési portfolidjanak elemzésével foglalkozom, mivel ezen al-
lami kockazati t6ketarsasagnal tértént meghatarozé szamban és nagysagrendben
KKV-kba torténé befektetés hazankban.

1. Changes in the institutional structure

The government adopted a resolution on establishing entrepreneurial tasks
for banks and development institutions to facilitate the development of small
and medium-sized enterprises (SMEs) in its Order No. 2052/2006. (I11.20.). In
this way, the Hungarian Development Bank was forced to set up cooperation
with the institutions set forth in the Order until 31 December 2006 regarding
the issue of awarding more financing to SMEs as loans and in other forms of
financing from domestic and EU funds.

In accordance with this Order, MAG — Hungarian Economic Development
Centre — was established (previously called VTK Zrt. — Vallalkozasi Tamogatas-
kozvetitd Zrt.) through the integration of four state-controlled institutions! that
participated in the implementation of GVOP (Gazdasagi Versenyképesség Ope-
rativ Program) and NFT 1 (National Development Plan — Nemzeti Fejlesztési
Terv). This institution deals with the mediation of all financial instruments
paid out from state funds to develop enterprises and is consequently involved in
the developing and financing SMEs. It participates in the GOP (Gazdasagfe;j-
lesztési Operativ Program) and manages the tasks of the KMOP (Ko6zép-
Magyarorszag Operativ Program) and carries on the obligations having resulted
from GVOP. MAG is not primarily motivated to generate a profit, but market-
oriented considerations are also considerable.

* BGF Pénziigyl és Szamviteli Féiskolai Kar Zalaegerszegi Intézete, Pénziigyi Tanszéki
Osztdly, fGiskolai tanarsegéd, Kaposvari Egyetem Gazdalkodés- és Szervezéstudomanyok
Doktori Iskola PhD-hallgaté.

1 A Magyar Fejlesztési Bank Tamogataskozvetitési Igazgatésaga, a Magyar Viallalkozas-
fejlesztési Kht., az IT Informaciés Tarsadalom Kht and partly Kutatas-fejlesztési Palyaza-
ti és Kutatashasznositasi Iroda (KPI).
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The advantages resulting from the establishment of this institution are ap-
parent in the following areas: a single-window, client-friendly system, convey-
ing an image of efficient and controllable public spending and cost-efficiency.
Having only a single window makes calling for tenders and applications less
complicated and more transparent for clients, deadlines shorter and the provi-
sions on pledging collateral less strict, the administrative burden lighter than
earlier and electronic tendering can become more widespread. The simplified
procedure that can be following when announcing procurement tenders of low
values allows for differentiating applications in favour of micro and small en-
terprises and at the same time largely reduces the administrative and payment
periods. Integration terminates many parallel activities and with the help of
this, more cost-efficient operation can be realised. The extent of cost-saving may
reach HUF 450 m, which is 10 per cent of the total expenditure of the formerly
operating institutions in 2006. The adoption of ’best practices’ may contribute to
the efficient and successful operation of the system, too. It means that the best
procedures are applied of formerly used practices thus creating a uniform and
standard system of procedures for managing applications.

MFB Invest Zrt. was established in November 2006 through the integration
of several institutions! too and it is in MFB’s ownership in 100%.

In the short run, the developmental and private equity financing activities of
the MFB banking group is going to be merged, which practically means that
they deal with the portfolio management (asset management) companies taken
over from the Corvinus Group and invest money directly from their own re-
sources for 3-5 years. Besides these, they also step up the use of other forms of
financial resources and rendering professional (financial, strategic and man-
agement) services.

The medium term objective of the company’s operation is to be transformed
into an ’investment bank’. But what content will fill this role of an investment
bank and whether the existence of a state-owned bank can be reasonable are
still unknown; the process is being formed right now. Besides these, this insti-
tution does not finance the SME sector since it is striving to provide funding for
medium-sized and large enterprises as its investment targets, which is higher
than the one required by SMEs.

Thus, MFB Invest Zrt. is leaving SME financing and it was undertaken by
Magyar Vallalkozdsfinanszirozdsi Zrt. (MV Zrt.) with a different approach as of
6 July 2007. The Company’s subscribed capital amounts to HUF 1 bn and equity
to HUF 2 bn. It is in MFB ownership in 100% and represented by the directors
of state institutions dealing with SME financing (MAG Zrt., Corvinus Zrt.). This
is a financial company dealing with granting repayable financial instruments to
SMEs as determined in GOP and managing domestic and EU funds, the holding
fund of the JEREMIE-Programme available from 2007 to 2013 facilitating
SMESs’ access to external financing, (see Point 2 of this study). Guaranteeing
loans is its main scope of activities, but it is also involved in not for profit micro

I Nemzeti Ingatlanfejleszté és Lakasberuhazé Zrt. and the organisation of MFB dealt with
development capital and private equity financing
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credit and private equity financing programmes acting as an intermediary for
NFU (Nemzeti Fejlesztési Ugynokség).

Four further state-owned private equity funds deal with private equity financing:

Informatikai Kockdzati Tékealap-kezelé Zrt. was established for 15 years
(with possible extension of five years), in June 2002 by RFH Zrt. (Regionalis
Fejlesztési Holding), which is in governmental ownership in 100%. Its sub-
scribed capital amounts to HUF 3 bn and its aim is to finance SMEs operating
in IT and telecommunications, in their starting up, early phases or expansion
by also actively participating in their decision-making bodies. This affiliated
company of RFH was the only one to operate as per the provisions of Act of
19981, In order to facilitate the operation of the domestic IT society and the
commercial utilisation of the results of the innovative activities of the above-
specified sectors it provides HUF 50-450 m to any company for 3-7 years and
gets shares of 25—-49 per cent in exchange in the form of either capital increase
or the establishment of a new joint company. It practically did not invest any-
thing in the first two years of its operation (a sound management was missing).
They passed decisions on six investments in the value of HUF 1.7 bn in 2003-
2004 and on four in the value of HUF 1.1 bn in 2005.

Beszdllitéi Befektetéi Zrt. was established in March 2002 with a subscribed
capital of HUF 2.5 bn of which RFH owns HUF 2.499 bn and the rest is owned
by Dél-Dunéantali Regionalis Fejlesztési Zrt., a member of the RFH Group. This
institution promotes SMEs already having or right now striving for a supplier’s
status and innovative project companies in the scope of which it invests HUF
20-250 m in each project for 3-5 years and obtains shares of maximum 49 per
cent in exchange. They decided on investments in the value of HUF 231.6 m in
2003 and of HUF 240 m in 2004 and of HUF 465 m in 2005.

The main task of Corvinus Kockdzati Tékealap-kezeld Zrt. 1s to set up and
manage several private equity funds to provide capital to innovative SMEs be-
ing in their start-up or early stages of development. Corvinus Els§ Innovaciés
Kockazati Tékealap (CELIN) was established first for 15 years in October 2005
whose subscribed capital amounted to HUF 5 bn. Its investor is the state owned
Corvinus Nemzetkozi Befektetési Zrt. The institution provides capital of HUF
20-750 m to any company typically for 5-8 years to promote domestic innovation
and the utilization of its outcomes commercially. During its relatively short
time of operation, it has piled up more than 10 approved investments and four
have already been realised. At present, there is practically a stop on providing
funds. On the one hand, in the future, they are planning to finance only enter-
prises with positive cash flows, on the other hand they are looking at transfer-
ring their portfolio to Beszallitéi Befektet6i Zrt. and more recently that they
will deal with international loans. Corvinus Nemzetkozi Befektetési Zrt. has
been the only one to provide capital to enterprises registered in Hungary for
their investments and acquisitions realised exclusively abroad since 1997. Its
subscribed capital was increased in June 2005 to HUF 15 bn and many of its

L Act XXXIV of 1998 on private equity financing and private equity companies and funds
was effective until 1 January 2006
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programs contribute to the development of SMEs. It provides capital ranging
typically between HUF 20 m — € 1 m and HUF 100 m — € 2 m to companies for
5-10 years getting shares of generally 49 per cent in exchange. Eight applica-
tions received positive consideration in the value of HUF 7.2 bn in 2005.

Kisvdllalkozds-fejleszté Pénziigyi Zrt. has been operating since 20 December
2001 and is owned by the state in 88.24 per cent! and its equity amounts to
HUF 3.5 bn. Contracts can be executed on the provision of private equity of
HUF 10-100 m to companies for a term of 3-5 years with a maximum 49 per cent
share in order to finance the development and growth of domestic SMEs. (See the
detailed analysis of this company’s portfolio in Point 3 of this study.)

2. The JEREMIE-Programme

2.1. The Programme’s main characteristics

JEREMIE? is a joint initiative of the European Commission, the European
Investment Bank and the European Investment Fund (EIF) to improve SMEs'
access to financing from the Structural Funds of the EU. The aim of the EIF is
to encourage micro, small and medium-sized enterprises to use repayable
rather then non-repayable sources of financing from the Structural Funds of the
European Union in the forms of loans, equity, venture capital and guarantees
on competitive terms since the rate of return can be increased through these
means of financing from the European Regional Development Fund? (ERDF).

The Programme contributes to the expansion of the capital markets of Euro-
pean Member States and may motivate venture capitalists to finance SMEs.
SMEs, prone to development, managing the financial instruments profitably
may later acquire bank financing individually at a later date. The compliance
with the tendering requirements of the programme relying on a new philosophy
that is based on repayable sources may lead to competition among enterprises,
which will also serve the fundamental obJectwes set forth in the New Hungary
Developmental Programme (UMFT — economic growth and ]ob creatlon)

Each member state may decide individually whether to join this initiative.
Hungary has prepared such a programme. In the scope of this programme,
sources are technically used in the way that a part of the money derived from
structural funds is used for financing the JEREMIE programme and the criteria
of the programme are integrated into UMFT as the resolutions of GOP 4 and the
criteria of KMOP. The Programme focuses on three areas, which are the follow-

1 Other shareholders besides the Hungarian Development Bank are Budapest Bank Nyrt.,
Hitelgarancia Zrt., Magyar Kiilkereskedelmi Bank Zrt., OTP Bank Nyrt. and Erste Bank
Hungary Nyrt.

2 Joint European Resources for Micro to Medium Enterprises

3 In Hungary a GAP analysis was prepared by GKM. Its title is ,SMEs’ acces to finance
and an analysis of the insufficiencies of the financial market”. This analysis makes a
comparison between aims and expected returns relying on the future and tries to find
solutions for the discrepancies.
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ing: micro credit loans, guarantee instruments and the development of the capital
market. Repayable instruments of HUF 190 bn may be invested during the next 7
years (from 2007 to 2013), which may indirectly support SMEs by as high an
amount as HUF 2,000 bn. So the elements of the programme may have a multi-
plier effect too. In the case of micro credit programmes, for instance, banks may
join the programme by means of the JEREMIE guarantees which will have a mul-
tiplier effect and for this reason, in the next development period funds of several
hundreds of billion HUFs may be granted and in the scope of the capital pro-
grammes, investment funds of HUF 100 bn may be established through private
equity programmes, which may satisfy domestic capital demand.

Table 1
JEREMIE’s repayable financial instruments
and their objectives from 2007 to 2013!

Avail-
. . able
inFs‘%cI;?I;lcé?llts funds Main objectives
(HUF
bn)
Micro credit Easipg the deficiencies of phe loan market' by
loans 55 providing funds to uncreditworthy enterprises
excluded from bank financing.
Guaran- Managing the'problems cgused by the shortage of
tees for 90 cover for crgdlts by pledglng absolute guarantees
loans both for micro cyedlt l'oans and SME loans to
banks to back their receivables
Private E}gpansion pf the capital market by attracting
equity 45 private equity (to a l'a]'fger extent} through funds
financing o.peratlng on competltlvg terms, in particular to
finance start-up enterprises.

The programme and its budget (holding fund) are managed by MV Zrt.
SMEs can access the holding fund through financial intermediary institu-
tions?, which are chosen with the help of a tender open for minimum two years
provided they possess the prescribed own capital and comply with the re-
quirements. Probably, approximately 30 financial intermediary institutions
will join the micro credit programme while 5-10 banks will join to provide
guarantees and about ten private equity funds are expected to be established.
The micro credit programme will be launched on the market at the end of No-
vember 2007, guarantee instruments are expected to be available in December
and private equity financing will actually start in 2008 (private equity funds
will be established at the end of November or at the beginning of December).

1 Source: own compilation.
2 Specialized microcredit institutions, banks, managers of private equity funds registered
in Hungary and having authorization from PSZAF.
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2.2. Private equity funds in the Programme

The total funds allocated for private equity financing amount to HUF 40-50
bn and as per negotiations, each private equity fund may receive maximum
HUF 5 bn (as requested by GKM). It is possible to make investment in any en-
terprise of maximum € 1.5 m yearly for 3 years, which amount includes private
equity and governmental financing but excludes own resources. It is necessary
to sum the amounts of non-repayable and repayable financial instruments re-
ceived by the given SME as per an EU Directive! on ’de minimis’ supports, but
who will need to do it is still an open question. Each enterprise can get at most
[1 200,000 for 3 years as repayable financial instrument, which is considered as
a subsidy of small amount and for this reason it may not have an impact on
market competition. Because the non-repayment of EU funds is not acceptable
(similarly to the funds of the EIF), losing the capital leads to the application of
sanctions against the enterprises concerned. The rules of the procedures to be
followed are still being examined by lawyers.

The duration of any fund may reach maximum 10 years, but it is necessary to
invest its resources until 2013 that is by the end of the budgetary period. If this
fails to happen, the monies are taken out and reallocated to other funds.

According to current legal regulations,? it is necessary to pay 10 per cent of the
allocated capital of any fund at the start-up, which is at least HUF 250 m, and the
total sum in 6 years. For this reason, the drawing technique cannot be applied in
full at present. (The related proposal on amending the law has been with the
Ministry of Finance for one year.) In the case of newly established funds, it is pos-
sible to apply the drawing technique similarly to those registered abroad.

The management fee may be maximum 3 per cent, but its actual rate shall
probably be determined by competition. The expected yield rate means an IRR3
of 10-15 per cent calculated in HUF, but of course, it needs to cover the man-
agement fee, too.

Both GOP and KMOP will invite applications expectedly in November 2007.
There is a regional limitation, which means that the geographical location of
the primary beneficiary is considered in the tenders, that is, the portfolio com-
pany will need to be from Middle Hungary or beyond.

Start-up and early stage companies will be supported with a lower amount of
private capital requirement than those operating in their expansion (develop-
mental) stages. However, the limit of the early stage is so far not defined. In
practice, a company may already generate sales of [1 1-2 m when it requires a
middle management and about 15 employees are employed, etc., but the sector
of the economy is also a determining factor. As part of providing early stage

1 EC Committee Decree No. 69/2001/EK of 12 January 2001 on the application of Sections
87 and 88 of the EC Treaty on "de minimis " (minor value) supports

2 See Paragraph 7 of Section 296/G of Act CXX of 2001 on the Capital market

3 The Internal Rate of Return is a discount rate where the present value of an investment
amounts to zero. To calculate the IRR of an investment for a period of T years, we can use
the following formula: NPV=CO + C1/(1+IRR) + C2/(1+IRR)? + ...... + CT/(1+IRR)T =0
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support, another solution is being worked out that would allow for covering the

costs of investment consultation in the scope of other tenders and would not

have to be paid from the management fee. If PSZAF has started the approval
procedure, which takes app. 2 months, is enough for submitting the application
and preparing documents will take a further 2 months. The Company can be
established after the PSZAF permit is obtained.

Investors can cooperate in 3 ways or forms of cooperation in the scope of the
private equity programme:

1. Setting up common funds, in which the government (holding fund managed
by MV Zrt.) invests capital of 70 per cent and private investors of 30 per cent.

In this case the holding fund and private investor(s) establish a Common
private equity fund registered in Hungary in which the holding fund may get
shares of 70 per cent (in the amount of maximum HUF 5 bn in any fund).

2. Setting up parallel funds (establishment of an own fund in a parallel struc-
ture), which are fully owned by the government and makes joint investment
with private investors automatically upon agreement in the proportion of 70
to 30 per cent in each case.

In the case of private funds registered abroad, the holding fund establishes
an own fund registered in Hungary owning capital of maximum HUF 5 bn to
make investments together with the foreign fund automatically (without ad
hoc decisions on any investment). The manager of the Own fund concludes
agreements and contracts on parallel investments with private fund manag-
ers active in the market. It is possible to provide financing to all Hungarian
investment projects with the same terms and conditions and investment
rates from both parallel and own funds.

3. Setting up co-investment funds (establishment of an Own fund operating in a
co-investment structure) which are also owned by the government in full and
invest on project bases with private investors also in proportion of 70 to 30
per cent in enterprises. This means that the holding fund establishes an Own
fund with separate legal entity to make common investments with private
funds registered abroad or in Hungary, but the terms and conditions are
agreed upon with private funds per transaction.

As per Hungarian lawl, common and own funds may operate as fund man-
agers selected by tender. So far it seems that private fund managers or at
least institutions independent of MFB Zrt, as parent institution are eligible
to apply, but it is still uncertain which institutions will manage parallel and
co-investment funds. The experience of persons dealing with private equity
financing will be considered at the selection of fund managers, namely what
references and work experience the given person has at which for-
eign/domestic fund. It is important that the companies to be financed and the
fund managers may not be owned by each other. Common and Own funds may
also operate as 'Pledge Funds’, which means that the holding fund and also the
private investors of Common funds undertake the obligation to pay their shares
of capital and that they shall make the actual payment (in the case of Common

1 See Paragraphs 296/A — 296/F of Act CXX of 2001 on the Capital market
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funds pro rata payments) when requested by the fund manager according to
the schedule of investments. After choosing the fund manager and concluding
the contracts on fund and asset management, drawings from the holding
fund will not require special permissions one by one but will happen auto-
matically until the other investors of the funds pay their shares too.

3. Portfolio analysis at
Kisvallalkozas-fejleszt6 Pénziigyi Zrt. (KvfP)?!

Of the state private equity funds mentioned in the first part of this study,
KvfP provides sources of investment of significant values and sums to SMEs, so
now I am going to analyse its investments realised up to 6 September 2007. The
rising number of applications submitted to the Company for private equity capi-
tal suggests that KvfP is increasingly known as a private equity fund among
SMEs. Besides, the growing proportion of presented and positively considered
applications may imply that SMEs look for resources with a more thorough
preparation.

KvfP gets about 150-200 applications for capital a year, which also includes
clients’ inquires (inquiry by phone, participation in discussions, etc.). Of these,
about 60-80 applications are documented in the company’s system, while the
other enterprises retire. For example, KvfP sent 67 information letters (includ-
ing refused and accepted applications) to enterprises based on the pre-
qualification forms received in 2006 while in 2007, up to the above-mentioned
date there were already 69. Of last year’s 67 applications, 15 transactions were
realised (22.4%) and consequently, 52 were not (77.6%). About half of the latter
was immediately rejected (in general the project objective or the enterprise did
not fit in with the regulations) and the other contracts were not concluded due
to the claimants’ default (e.g. inadequate capital structure, lack of collateral,
etc.) These enterprises could not perform the obligations undertaken thereby —
in their data sheets or contracts, etc. — and their capital was not increased.

The sectoral distribution of investments

KvfP. had financed 44 enterprises in the amount of HUF 2734.86 m up to 6
September 2007 (together with already realised exits). The capital was provided
to enterprises in various sectors (see Chart 2). Most of it was invested in tourism
and catering, but a significant part was given for the development of engineering,
the food industry and producing packaging materials. Considering the number of
enterprises financed by private equity, we get the same sectoral order2.

1 As per interviews given by Katalin Viczainé Papp, the tax and investment expert of a
company dealing with advising investors and SMEs and documents made available by
Kv{P Zrt.

2 Tourism, catering and engineering — 15.9%, food and packaging industry — 11.4%
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Packaging Data management: 3.6%
11.4% Medical products: 1.3%
Transportation: 1.8%

Food industry ‘ her
12.2% Chemicals: 0.9%

mstruments: 4.8%

‘  Wood products: 5.8%

Education: 1.7%

Ceramics: 2.9%
Computers and
telecommunications: 4.8%

Chart 2
The distribution of KvfP’s investments paid until 6 September 2007 as per
sectors of the economy (exits included)!

Tourism and catering
21.1%

The calculated specific indicator (invested capital in any enterprise) leads to
a somewhat different sectoral order, which is mostly due to the realisation of
one, or two projects realised in the given sectors.

When we analyse the relationship between sectoral specification and the
amount of invested capital by variance analysis?, we can state that belonging to
a given sector of the economy explains the deviation, variedness of the invested
capital in 25.4 per cent (H2) while other factors do so in 74.6 per cent. The rela-
tionship between the two criteria is stochastic (0<H2<1) and the correlation
between the two (H = 0.50395) is average (0.4 <H < 0.7).

The relationship between types of enterprises
and the amount of capital requested
In connection with the classification enterprises as per SME3 categories we

can find 9 enterprises in the category of micro enterprises, the majority (33
peaces) in the category of small enterprises and two in the category of medium-

1 Source: Own calculation and chart based on KvfP documents.
2 = )2 )2
2H2:G§{;GZK:(Xj—X) ;GZZ(XU_X) )

c N N
3 As per Act XXXIV of 2004 on Small and Medium-Sized Enterprises and aid for their
development.
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sized enterprises when private equity was awarded to them. With the help of
the invested capital two enterprises could climb to the next category with
stricter criteria (one micro enterprises has become a small one and one small
enterprise has entered the category of medium-sized enterprises).

When we analyse the relationship between the classification of enterprises as
per SME categories and the amount of invested capital by variance analysis,
that belonging to a given sector of the economy explains the deviation, varied-
ness of the invested capital in 3.52 per cent (H2) while other factors do so in
96.48 per cent. The relationship may be called stochastic (0 < H2 < 1) and its
correlation can be considered (H = 0.18758) loose (0.4 < H < 0.7) which after all
indicates a lack of relationship. This result is also justified by that the distribu-
tion ratios of invested capital to the number of enterprises in the given catego-
ries possess almost the same value (see Table 2).

Table 2
KufP’s investments paid until 6 September 2007
as per SME classification (exits included)!

Invested Distribution ratio of the
o Numbey of capital number of (%)
SME classification enterprises
. (thousand :
(piece) HUF enterprises invested
) capital

Micro enterprises 9 508 000 20.5 18.6
Small enterprises 33 2 041 860 75.0 74.7
Medium enterprises 2 185 000 4.5 6.7
Total 44 2 734 860 100.0 100.0

Development of specific indicators

In four of the investments capital was increased in two phases to finance new
projects, which asked for concluding new contracts and determining new terms
for the second financing in each case. Of these, one has already reached the exit
stage when the complete KvfP share was paid back in one sum despite the dif-
ferent maturities. Because of the subsequent claims for capital, the amount of
invested capital as per enterprise in a certain year is higher than the value per
transaction in several cases (see Chart 8). The trend of the amounts of specific
indicators shows a marked increase in 2006. However, we must be aware of the
fact that the highest amount was invested in that year when the four business
years are considered, with the highest number of enterprises (15) and transac-
tions (16) was financed.

1 Source: Own calculation based on KvfP documents.
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The development of the relative ratio of intensity calculated with KvfP’s capital
invested and paid in a given year up to 06. 09. 2007 (thousand HUF/piece)!

Table 3
The deviation indicators of average investment sizes calculated with KvfP’s
capital invested and paid in a given year up to 06. 09. 2007

(thousand HUF/piece)!
Range of .
e e deviation | ‘‘verage 5| Deviation — o Relative d\e}-
Deviation indicators? R margin — viation —
thousand HUF %

Per transaction 82 000 22 308 25 797 45.3
Per enterprise 75 600 22 516 24 817 39.9

The range of | The average margin of data as compared
Comments deviation of |with the mean expressed in thousand

the data. HUF and percentage.

L Source: Own calculation based on KvfP documents.

v, - 5] @, 7., O
R=x,-x,0=—"——";0= —; V==
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The specific investment data range in a wide scale and show a significant de-
viation both in terms of transactions and enterprises (see Table 3). This fact is
determined mainly by sectoral specification and the size of the projects to be
implemented. The higher deviation values per transaction are due to the subse-
quent requests for capital submitted by the above mentioned enterprises that
are of significantly smaller amounts than average investment sizes.

Exits and the position of other investments

The amount of HUF 667 m has been paid back to KvfP in full by 10 enter-
prises, which is 24 per cent of the capital dispersed. The majority of exits has
been realised by buy backs realised by the original owners (not always by all)
and in some cases by the companyl. Companies were limited in applying the
latter activity because repurchasing own shares (business shares) is limited
because it may be realised from the capital (authorized capital) in excess of the
subscribed capital (for the debit of provisions and balance sheet profit) while in
the case of joint-stock companies own shares may only be purchased up to 10
per cent of the equity and both joint-stock and limited liability companies may
keep their own shares in their possession for one year after purchasing them?2.
(The majority of the enterprises, 80 per cent that is 35 companies requesting
capital operate as limited liability companies). Purchasing business shares by
third parties or firms is subjected to conditions both with regard to the original
owners and KvfP. The former may be realised upon the consent of KvfP and
upon granting the right to sell under the same conditions and the latter may be
realised in the last resort in the scope of KvfP’s right to purchase.

The average term of buying back in connection with the total exits realised
below 3 years, though individual data show a significant deviation also here.
Buying prior to the stated date (3 or 5 years) — which is the right of the com-
pany or of the original owners, respectively that may be exercised at any time —
may happen for several reasons. On the one hand, the company might wish to
realise further projects for which subsequent loans are required and the bank or
other company providing the loan will also finance buying out KvfP’s share as
well. The other reason is the further sale of the invested company. There are
cases when the owner or the company decides to carry out the buy out, because
it has piled up profit reserves, the company policy is changing or can access
cheaper funds. The listed reasons have largely contributed to realising partial
buy outs in the case of various investments (in the case of 6 enterprises repre-
senting 5 sectors in the value of HUF 169.214 m in total).

1 The method of exit indicated above resembles Management Buy Out (MBO) of the
possibilities open to venture capitalists to terminate their investments, but it doesn’t cover
its original meaning completely, because it is sometimes carried out by the managers
(rather mainly by the founders or sometimes by the companies themselves) and does not
carry the orginal economic content (e.g. motivation), but appears with a right to buy and is
backed by obligations.

2 See Paragraphs 135 and 223-230 of Act IV of 2006 on business organisations.
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Considering the total of the investment portfolio of KvfP, there have been one
instance in which liquidation was started against a target company as early as in
the year of making the loan available. Since the given company has no history, its
former management could not be evaluated. The unfavourable trend was made
even more difficult by that a loss of market has also occurred regarding the activi-
ties of the company and the market opportunities of the parent company were
also lost. In cases like these just a portion of the share might be expected to re-
turn so a large part of this is expected to be written off as depreciation. KvfP ex-
ercised its right to sell in two companies. In one of these cases the company had
not purchased the business share of KvfP at all and in the other case the original
owner had not purchased it in full. In these latter cases, however, we can expect
some return since the collaterals prove to be sufficient. The three cases make up
8% of total settled payment of capital, the amount expected to be written off as
depreciation is 2.2% (credit institutions usually count with a loss of 3—4%).

Future trends

With regard to the private equity part of capital investments an EU regula-
tion! came into force in 2006 stating that capital investments and the share of
equity funds shall include a private equity share of 30%. KvfP Zrt. was ex-
empted from the application of this regulation temporarily. The continuation of
the capital programme is ensured through the notification of the company,
which included the examination and approval of the principles and rules of op-
eration of the programme by the European Commission's Directorate General
for Competition. This derogation allows for the inspection of investment return
expectations, consequently, working out more favourable investment facilities
for potential private equity investors and through them, involving further pri-
vate equity co-owners or co-financing?. In accordance with EU criteria the
merge applied in pricing was modified — thus it is easier to indicate larger risks —,
and the range of eligible economic sectors has also been limiteds3.

The company’s further operation beyond 31 December 2013 shall require fur-
ther notification. The notification of KvfP Zrt’s current capital investment pro-
gramme evidently justifies that the company’s capital investment activities are
needed both with respect to the sound development of SMEs and domestic capi-
tal market. KvfP, as a major player of domestic capital investment market, in-
tends to participate in the life of the Hungarian economy within the field of
enterprise development with undiminished energy.

1 The European Committee in 2006 revised the provisions of the Community Directive (HL
2001/C 235/03) on venture capital supports effective from 2001 and in August 2006 it
announced the community directive on state subsidies meant to promote venture capital
investments in small and medium-sized enterprises.

2 In the seven-member supervisory board of KvfP Zrt, the representatives of owner banks
are overrepresented in proportion to their ownership shares even prior to 18 August 2007
(2 members) so the owners representing private equity already play a central role in the
investment and decision-making policies of the Company.

3 Metal industry, coal mining, ship building.
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