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1. INTRODUCTION 
Small and medium sized enterprises play an important role in the 

development of a country's economy. A healthy SME environment is 
assurance of good economic development. Researches show that many 
new enterprises close soon after they start operation. The main 
problem that face the SMEs is financial crises. The following study 
will look into the alternative financing possibilities for the SMEs, the 
financing of the SMEs in the EU, the support of the SMEs in EU, 
Turkey and TRNC, and the possible impact of the entry of the TRNC 
into EU. 

lt shouldn't be forgotten that the big enterprises were sma11 
enterprises at the beginning. Firms start small and get bigger. The 
ultimate aim of any commercial organization is to get bigger. Getting 
bigger needs finance. The process of growing is very challenging and 
the management needs to tackle many problems. However there is 
almost no organization that does not envisage growth and 
prosperity(OECD, 1997). 

The SMEs are even more important in the TRNC since almost all 
the enterprises can be identified as SMEs. And the SMEs of the TRNC 
faces much more challenges than the SMEs in the other parts of the 
world. First of all the TRNC SMEs are working under high inflation, 
high interest rate and minimum support. Therefore the possible 
membership to the EU will mean operating in much different 
environment. Therefore it is interesting to learn the impact of the 
monetary union and use of Euro on the TRNC economy. 

The importance of SME sector was also recognized in TRNC and 
a number of organizations were established in order to develop and 
suggest policies for the improvement of the sector. These institutions 
have been mainly operating in order to deal with the financial 
disadvantages of SME's because of their size and the current problems 
of banking sector after 2001 financial crisis. It will be shown that 
these problems repel small firms from taking bank credit, which is the 
most common source of finance. As small firms are seen an 
employment generating institutions, this dampens their plant 
improvement and consequently slows down the growth of the nation, in 
macro sense. The bids to prevent this problem are found to be 
insufficient since the government designates solely one government 
owned bank, Vakif Bank, which makes credit taking extremely 
difficult because of formal procedures and high interest rates. If this 
monopolistic power were removed, the private banks would supply 
greater amount of credit to entrepreneurs together with lower rates. 
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1.1 Concept Of SMEs In EU 
The term small business generally refers to an enterprise which, 

mostly operates with labour intensive production and lower level of 
capital. They have the advantage of easy decision-making and source 
shifting, so as low management costs. The firm owner is usually the 
manager of the firm. There is not any strict classification for small 
firm since it differs from country to country in accordance to the lack 
of homogeneity of size and economic structure between country 
economies. Another reason is that these firms are supported by 
different purposes in each country and the definition will determine 
who will benefit from SME support schemes. (Palas and Oguzkurt, 
1997) Therefore, the definitions used by different institutions are 
inconsistent. Even in the same country, they may change from sector to 
sector. 
Number of Employees Annual Turnover Definition 
Less than 10 - Micro enterprise 
Less than 50 Less than 7 millior€ Small enterprises 
Less than 250 Less than 40 millfon Medium enterorise 

Since the definition for SME comes from the classification, we 
can observe the criteria used in two components;( Hamilton R. T. and 
Fox M.A. 1998) 

i- Quantitative criteria: 
These criteria are measurable and statistically meaningful 

magnitudes for the firms which are mainly comparing the number of 
workers, profits and fixed assets, machinery park, amount of 
investment per worker and physical technology level. Generally, the 
most common source of classification is the number of employers. 

ii- Qualitative criteria: 
These can be summarized as shares of effort and capital used in 

production, satisfying required conditions to provide credits, use of 
machine equipment and marketing power of the firm. Although these 
firms reflect the qualitative characteristics more evidently, in practice 
it is easier to classify them by quantitative criteria in order to make 
more explanatory definition. 

iii- The European Union definition: 
Since it is necessary to use a common definition to describe 

SME, it is examined by the number of people engaged, amount of 
turnover and balance sheet aggregation. In accordance with this, 
having at most 250 employers, turnover level below ECU 40 million or 
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annual balance sheet not exceeding ECU 27 million are small and 
medium sized whereas the sma11 enterprise is defined as having 
maximum 50 workers, and ECU 7 million turnover or balance sheet 
aggregation below ECU 5 million (Palas, 1997). 

3. EU FINANCE SCHEME FOR THE SMES 

3.1 Bank and SME Participation 
EU commissioner for business conducted a roundtable meeting 

with bank representatives to discuss the finances of the SMEs in 1993. 
Representatives of the SME organizations were also present at this 
meeting and the sole purpose of the meeting was to find ways to 
increase bank-SME collaboration. The conclusion of the meeting was 
presented to the commission and also the participating organizations. 
As we11 advises to the EU Investment Bank and the Investment Fund 
the report also demanded further research into effective financing of 
the SMEs.( COM(94) 43 5 final of 28 October 1994) 

Now SMEs typically rely on bank loans for the financing of their 
investment activities, as access to capital markets and venture capital 
is still very limited. 

In view of the above-mentioned trends in the banking sector, the 
relatively higher risk and the difficulty in carrying out a proper credit 
risk assessment of smaller companies, access to finance is likely to 
become even more difficult for smaller companies in the future. 

The recent strong development of venture capital in Europe will 
play a key role in enhancing access to finance by SMEs, particularly in 
certain economic sectors. It provides money to companies that 
otherwise could not develop at all their business (start-ups, high tech, 
etc.) and it has an even more important leverage effect on bank debt 
(no loan is bankable if not underpinned by adequate own funds). 

However, bank debt will remain by far the main or only source 
of external financing for the large majority of SMEs in Europe. For 
one company that may attract equity investors, there might be one 
thousand that would not even think of seeking the support of venture 
capitalists (for a variety of reasons: weak profitability, family 
business, no wish to expand, fear of external interference, etc.) 

The EIF manages various guarantee programmes on behalf of the 
European Commission (EC). 

Such guarantees are provided to financial institutions free of 
charge within the framework of the following two EC programmes: 
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3.2 SME Guarantee Facility 
The SME Guarantee Facility was implemented in 1998 as part of 

the European Union's Growth and Employment Initiative, a larger 
programme of financial assistance to SMEs. In December 2001, the 
EIF signed a new agreement with the European Commission in the 
framework of the Multi-Annual Programme for Enterprises 2001-2005 
(MAP). Such agreement extends the coverage of the facility to other 
products and countries. 

Currently, institutions from the Member States of the European 
Union, the Acceding and Accession Countries (includes Bulgaria, 
Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, 
Poland, Romania, Slovakia, Slovenia, Turkey) and the EFT A countries 
(Norway, Iceland, Liechtenstein) are e ligib le to participate in the SME 
Guarantee Facility (Isbank, 2003). 

The SME Guarantee Facility consists of 4 
windows(Berger,2002): 

• Loan Guarantees (former SME Guarantee Facility) 
• Micro-credit Guarantees 
• Equity Guarantees 
• ICT Loan Guarantees 

Loan Guarantees 
The Loan Guarantee Facility is the continuation of the SME 

Guarantee Facility. Its objective is to reduce the particular difficulty 
SMEs face in having access to financing because of the relatively 
higher risk they represent and the insufficient security. 

Accordingly, the Facility aims to encourage intermediaries to 
provide: 

• higher volumes of guarantees for their existing guarantee 
products 

• access to financing to a larger population of small companies for 
a wider variety -of investments 

• guarantees for riskier loans 

special 

Micre-cr edtt Guarantees 
The Micro-credit Guarantee supports enterprises with up to 10 

employees. Its objective is to reduce the particular difficulty 
especially entrepreneurs starting their business face in having access 
to financing because of the relatively higher risk they represent and 
the insufficient security. 
Accordingly, the Facility aims to encourage financial institutions: 

• To be-come more involved in this area by offering loans of a 
smaller amount 
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• To provide access to financing to a larger population of small 
companies for a wider variety of investments 

• To provide guarantees for riskier loans 

Equity Guarantees 
The Equity Guarantee supports own funds investments in small 

and medium sized companies with growth potential. Its objective is to 
reduce the particular difficulty such enterprises face because of their 
weak financial structure. 

The Elf will not provide direct guarantees to venture capital 
funds. 
Accordingly, the Facility aims to encourage intermediaries: 

• To provide higher volumes of guarantees for their existing 
guarantee products 

• To implement such product 

4. FINANCIAL INSTRUMENTS OF THE EU 

4.1 Investment financing 
Economic and Financial Affairs DG provides analysis of the 

financial environment affecting investment in the Member States and 
accession countries, with the aim to define best practice and to 
formulate relevant policy proposals. The Community has two 
specialised financial institutions in this field, namely the European 
Investment Bank (EIB) and the European Investment Fund (EIF). The 
Commission is also a provider of investment finance out of the 
Community budget, channelled through the EIB and the EIF and 
through specialised programmes such as those targeted to SMEs and 
Trans-European Networks (TENs). 

• Coordination and relations with the EIB 
• Coordination and relations with the EIF 
• Funding programmes for SMEs 
• Funding for TENs 

4.1.1 Coordination and relations with the EIB 
The EIB is an institution of the Union owned by its Member 

States. Its task is to contribute, through the financing of investments, 
to the integration, balanced development and economic and social 
cohesion of the Community. To this end, it raises on the markets 
substantial volumes of funds which it directs on the most favourable 
terms towards financing capital projects through long-term loans 
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according with the objectives of the Union. Although the bulk of 
projects is located within the Union, the ETB has also significant 
operations outside the Union, implementing the financial components 
of agreements concluded under European association and development 
cooperation policies, mostly covered by a Community 
guarantee.Economic and Financial Affairs DG is responsible for the 
exercise of the rights and obligations of the Commission under the 
Treaty in respect of the EIB. The Director-general of Economic and 
Financial Affairs DG is member of the Board of Directors of the EIB, 
representing the Commission. 

• The Statute of the EIB requires every loan proposal to be 
submitted for a Commission opinion before being presented to 
the Board. In this context, the Commission reviews the 
proposals' compliance with Community acquis and policy. 

• Economic and Financial Affairs DG is responsible for the 
preparation of the legislation for Community guarantees to cover 
the lending risk of EIB 's operations in third countries. 

4.1.2 Coordination and relations with the EIF 
The EIF is the specialized financial institution of the European 

Union for the support of the creation, growth and development of 
Small and Medium-sized Enterprises (SMEs). It intervenes through 
venture capital and guarantee instruments.The EIF does not finance 
directly SMEs, but always acts through financial intermediaries. The 
EIF may conduct its activities in the 15 Member States of the European 
Union and in the Accession Countries.The EIF is a tripartite structure 
between the European Investment Bank (EIB), the majority 
shareholder, the European Commission and several banks and financial 
institutions.Econornic and Financial Affairs DG is responsible for the 
exercise of the rights and obligations of the Commission as a major 
shareholder of the EIF (30%). The Commission holds two seats at the 
Board of Directors of the EIF. The EIF funds its activities from the 
following resources: 

• EIB funds. Mandated by the EIB, the EIF manages and 
implements the risk-capital facilities of the Bank (European 
Technology Facilities 1&2 and Risk Capital Mandate). 

• Community financial instruments. Mandated by the Commission, 
the EIF manages and implements risk-capital (ETF Start-up) and 
guarantee instruments (SME Guarantee Facility; Growth and 
Environment Facility). 

• Own funds. Guarantee operations are focused towards Credit 
Enhancement, Credit Insurance and Structured SME Finance. 
Equity operations are complementary to the other facilities. 
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4.1.3 Trans-european Networks (TENs) 
• Economic and Financial Affairs DG works on developing 

financial structures to facilitate the implementation of trans­ 
european networks. 

• Grants. 
• Loans. The EIB is a major source of Joan finance for TENs 

projects. 
• Equity - the TEN Risk-capita] Faci1ity. Appropriate provisions 

to the TENs Financial Regulation allow for a part of the TENs 
budgetary resources to be applied as risk-capital contributions. 
The EIB is managing the TENs Risk Capital Facility on behalf of 
the Commission. 

4.1.4 Funding programmes for SMEs 
The Economic and Financial Affairs DG is involved in the 

following funding programmes for SMEs: 
• ETF Start-up Facility 
• SME Finance Facility 
• SME Guarantee Facility 
• Growth and environment scheme 

The Economic and Financial Affairs DG does not provide direct 
financial support to individual businesses or entrepreneurs, The 
programmes mentioned are usually implemented via networks of 
financial intermediaries or specialised funds, to which those interested 
should refer directly if they wish to apply. 

The EIB offers financing in support of projects, depending on 
eligibility and project category: 
1. Loans for SMEs through an Intermediary (Global Loans) 
2. Direct Loans (also known as Individual Loans) 
3. Structured Finance Faci1ity (SFF) 
4. Venture Capital 

4.2. Global Loans 
These are credit lines made available to banks or financ ial 

institutions, which onlend the proceeds for small or medium-scale 
investment projects meeting the Bank's criteria. To complement EIB 
financing, the intermediary also advances funds in support of the 
projects concerned. 
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Local authorities or firms with fewer than 500 employees and 
having fixed assets of up to EUR 75 million can benefit of global 
loans. 

The types of projects are new capital investment projects worth 
up to EUR 25 million, undertaken by SMEs or, in the case of small 
infrastructure projects, by local authorities. The amount is a maximum 
of EUR 12.5 million and up to 50% of the investment costs. 

4.3. Individual Loans 
Promoters in both the public and private sectors, including banks 

can borrow these loans. The amount has to be agreed directly with the 
EIB if capital investment project exceeds EUR 25 million and up to 
50% of the investment costs. 

4.4. Structured Finance Facility 
In order to match the types of funding to the requirements of 

projects with a high-risk profile and to pursue its equity financing and 
guarantee operations in favour of large-scale infrastructure schemes, 
the EIB has established a Structured Finance Facility (SFF). Total 
reserves of 750 million have been set aside under this heading over the 
next three years for the purpose of generating operations amounting to 
between 1.5 and 2.5 billion, providing a broad mix of financial 
products: 

• senior loans and guarantees incorporating pre-completion and 
early operational risk; 

• subordinated loans and guarantees ranking ahead of shareholder 
subordinated debt; 

• mezzanine finance, including high-yield debt for industrial 
companies in transition from SME scale or in the course of 
restructuring; 

• project-related derivatives. 

The aim of the SFF is to provide value added for priority projects 
by complementing the commercial banks and capital markets. These 
operations will be undertaken primarily in the countries of the 
European Union, but also in non-member countries. 

4.5. Venture Capital 
Since 1997, the EIB has been deploying throughout the European 

Union a venture capital facility designed to strengthen the equity base 
of high-technology SMEs and those with strong growth potential. 
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Operations under this heading encompass financing for: 
• venture capital funds 
• security packages for such funds 
• conditional and subordinated loans. 

They are set up in close co-operation with the banking and financial 
communities in the Member States. 

On 7 December 2000, the European Investment Bank (ETB) and 
the European Investment Fund (EIF) signed a Master Agreement 
strengthening the relations between the two institutions in general and 
streamlining the type of operations offered by each institution (EIB 
Group). 

An important point of this agreement concerns the transfer of the 
management of all existing ETB risk capital investments to the ETF. 
The EIF will be the only point of contact for all venture capital and 
SME portfolio guarantee transactions within the EIB group. 

4.6 DG Enterprise Grants 
A grant is a direct financial contribution from the European 

Commission to support a specific action or project of a non­ 
commercial nature, to cover eligible costs directly incurred by the 
beneficiaries. A grant can only be given to non-ptofit making 
beneficiaries (universities, firms, interest groups, NGOs). 

Each year the Enterprise Directorate-General publishes a 
General publicity presenting the objectives of its annual work 
programme and the grant programme linked to it. It includes a list of 
planned actions and a list of ad-hoc grants (for actions that can only be 
carried out by specific beneficiaries). 

In a second step, the planned actions are the object of specific 
calls for proposals. The submission of proposals is only possible upon 
their publication. All the necessary information to introduce an 
application is provided in the specific calls for proposals. 

The European Community has the task to promote equality 
between women and men and shall aim in all its activities to eliminate 
gender inequalities (articles 2 and 3 of the EC Treaty). In this context, 
women are particularly encouraged to either submit proposals or to be 
involved in their submission. 

4. 7 The European Regional Development Fund 
ERDF resources are mainly used to co finance: 

• productive investment leading to the creation or maintenance of 
jobs; 

• infrastructure; 
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• local development initiatives and the business activities of small 
and medium-sized enterprises. 

In practice, all development areas are covered: transport, 
communication technologies, energy, the environment, research and 
innovation, social infrastructure, training, urban redevelopment and 
the conversion of industrial sites, rural development, the fishing 
industry, tourism and culture. 

Whether you are an ordinary citizen, the director of a company, 
a member of a local development association or a local official, 
perhaps you have a project which might benefit from ERDF support? If 
so, you may wish to consult the summaries of the regional programmes 
currently being implemented. 

4.8 New Support Framework 
The Innovation & SME Programme of the European Union 

The "Innovation and SME Programme" within the 5th Research & 
Technological Development (RTD) Framework Programme of the 
European Union stands at the cross-roads of the Community's policies 
on Research, Innovation and Small and Medium-sized Enterprises 
(SMEs). It promotes Innovation at European level and encourages SME 
participation in research projects. The programme supports European 
businesses from all industrial sectors (including furniture and related 
areas) to innovate, to develop, market and integrate new technology 
and to manage change more effectively. The programme also aims at 
contributing to a more innovation friendly environment in Europe, 
improved conditions for the creation and development of new 
companies, the diffusion of new technologies, the emergence of new 
economic activities and at fostering the "innovation culture" in 
Europe. 

With its focus on Innovation and SMEs, the programme aims at 
improving industrial competitiveness, sustainable growth, social 
development and job creation. It intends to demonstrate new ways of 
orienting innovation and growth more effectively towards employment 
and helps SMEs to contribute to employment and to better play their 
essential role in the economic fabric of Europe. 

To optimise the economic impact of Community RTD, the 
programme lubricates the effective use of Community RTD results. In 
areas such as Intellectual Property Rights and Innovation Finance the 
programme will provide help services to 5th Framework Programme 
participants and carry out pilot activities. Specific emphasis will be 
given to help with the setting-up and development of innovative firms. 
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The programme serves three main functions: 
1. As a "service provider", the programme offers information services 
and assistance to SMEs, other firms and relevant players and supports 
the Thematic Programmes in their approach to Innovation and SMEs. 
2. As a "clearing house", the programme collects innovation data and 
analyses trends, initiatives and policies at Community and Member 
States level. It offers platforms for trans-national experience exchange 
and contributes to Community policy initiatives. 
3. As a "test bed", the programme launches pilot actions in the areas of 
Innovation and SME participation and aims at the continuous 
improvement of Community instruments. 
Why specific measures for European SMEs in the field of research and 
innovation? 

Europe is at the leading edge of scientific research in many 
areas. But it is much less good at converting scientific breakthroughs 
into commercially successful products and services. The EU has 
addressed this weakness through its support for high-quality 
multidisciplinary, transnational research projects. The Framework 
Programme is a five-year action plan setting out the strategic research 
priorities of the European Union. It offers a coherent basis for 
European support for science and technology as the main drivers of 
future industrial development and job creation. The current 5th 
Framework Programme (1998-2002) focuses on a limited number of 
specific social and economic problems where research can be expected 
to provide a solution. It supports transnational collaborative research 
projects which typically involve commercial technology suppliers both 
large and small, universities and research centres, and industrial or 
public sector end-users. It is also helping European enterprise to meet 
the challenges of globalisation and the new knowledge-based economy. 
The Framework Programme is segmented in different thematic and 
operative programmes, in which European furniture enterprises can 
participate actively in international consortia. 

A variety of EU funding and support schemes are available for 
SMEs. Grants and loans are the main mechanisms used to provide the 
support. A grant is available for a specific project, whereas loans and 
venture capital can be used to finance any business-related activity. 
Unlike Joans and venture capita], a grant does not have to be repaid, 
unless the company fails to adhere to the specific terms and conditions 
of the scheme. Grants can vary from 10% to 100% and from a few 
thousand Euros to hundreds of thousands of Euro, depending on the 
funding scheme. Loans are often at preferential rates and in some cases 
loan guarantees are provided by the European Commission. 
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In some cases 100% grants are supplied, but in many cases project co­ 
financing is supported. This is where the European Commission meets 
a proportion of the project costs and the SME provides the remainder. 
For example, if an SME receives an EU grant of 50% towards a 
project, the SME must provide the other 50%- i.e. match the funding 
provided by the EC. Match funding may come from the public sector - 
public match funding, or the private sector- private match funding. 
Public match funds are sources of funding from the public sector (the 
Member State government) that can be used in addition to the funding 
received from the EU. 

Whether private or public match funding there are two types 
which can be used- actual and in-kind. Other than depreciation 
charges, actual match funding within the meaning of the European 
Commission regulations is in the form of cash payments. In -kind 
contributions are made by voluntary and private sector bodies through 
unpaid contributions, e.g. in the form of land, long term equipment and 
the cost of staff time that goes into a particular project. This 
contribution can then be used by the project as match funding in-kind. 
Voluntary unpaid work by individuals can also be included as match 
funding in-kind. 

Research and Development 
The European Union's Framework Programme is the main 

mechanism for funding research and development in the EU. The 
Framework Programme runs in four-year cycles and the Sixth 
Framework Programme (FP6), which began in November 2002, will run 
until the end of 2006. There are a number of different methods through 
which SMEs will be able to access funding in FP6, across a wide range 
of research areas. SMEs will be encouraged to develop projects with 
partners from all over Europe to address specific research problems 
and to develop networks. 

Collective Research Projects: These projects aim to expand the 
knowledge base of large groups of SMEs facing common challenges, 
ranging from legislative requirements to enhanced competition from 
companies. Research projects will be co-ordinated by industrial 
groupings or associations of SMEs such as trade associations. 

TACIS III: The T ACIS programme seeks to provide technical 
assistance to the following partner countries within the areas of 
government and industry: Armenia, Azerbaijan, Belarus, Georgia, 
Kazakhstan, Kyrgyztan, Moldova, Mongolia, Russia, Tajikistan, 
Turkmenistan, Ukraine and Uzbekistan. Support is directed at the 
transfer of expertise through organized formal training, co-operation or 
twinning between EU and partner organizations. 
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