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Abstract. The number of small and medium-sized enterprises (SMEs) comprises a
significant share in total number of enterprises in national economies, the SMEs are
considered to be the backbone of economic growth, and most often their significance is
valued by the gross value added and a number of new jobs created. Notwithstanding the
established role of SMEs in national economies and the research studies conducted by
Latvian scientists, the author considers that the theoretical and practical aspects of the
SME's performance have not been sufficiently studied and published in Latvia. The purpose
of the current study is to explore the theoretical and practical aspects of the SME's
performance. The theoretical study is based on the analysis of the research publications, and
the practical aspects are analysed using statistical information. General scientific research
methods - information analysis and synthesis, the logical construction, monographic, data
grouping and graphical representation methods — are used in the research. In the result, the
theoretical aspects of the SMEs' performance are explored and the main indicators
measuring the SMEs' performance are assessed.
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Introduction

SMEs have received great attention in recent years due to the important
role they play in most national economies, in both developed and developing
countries (Ahman, Alaskari, 2014) and they are important drivers of the
economy (Bernaert, Poels, 2011; Forsman, 2008).

In Latvia, SMEs have a significant share in the total number of
enterprises; they have an essential role in contributing to the gross domestic
product and increasing the employment rate. In 2015, the average number
of SMEs as a % of the total number of enterprises in the European Union (EU)
and in Latvia was 99.8%. SMEs employed on average 66.8% of all private
sector employees in the EU and 79.0% in Latvia in 2015. On average, SMEs
produced 57.4% of the value added in the EU and 72.1% in Latvia (SBA Fact
Sheet. Latvia, 2016). It is evident that the share of the people employed in
SMEs in Latvia was 12.2 percentage points above and the share of output by
SMEs 14.7 percentage points above the EU average. Overall, the SMEs have
an important role in the economy of the EU and Latvia.
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Notwithstanding the established role of the SMEs in national economies
and research studies conducted by Latvian scientists (Ciemleja, 2010;
Kantane, 2013; LiSe, 2013), the author considers that the theoretical and
practical aspects of the SME's performance have not been sufficiently studied
and published in Latvia.

The purpose of the research is to explore the theoretical and practical
aspects of the SME's performance.

The tasks of the research:

1) to explore the theoretical aspects of the SMEs’ performance;

2) to assess the main indicators measuring the SMEs’ performance;

3) to draw conclusions.

General scientific research methods - information analysis and
synthesis, the logical construction, monographic, data grouping and
graphical representation methods - are used in the research.

In the current research, the theoretical study of the SMEs' performance
is based on the analysis of research publications, and the SMEs' practical
aspects are assessed using statistical information.

Theoretical aspects of SMEs

SMEs are considered as a backbone of economic growth in all countries.
They contribute to providing job opportunities, act as suppliers of goods and
services to large organizations (Rahman, 2001; Anuar, Yusuff, (2011; Eggers
et al,, 2013). SMEs are defined by a number of factors and criteria, such as
location, size, age, structure, organization, number of employees, sales
volume, worth of assets, ownership through innovation and technology
(Rahman, 2001). The SMEs can be described as catalysts of the future
economy; hence, it is necessary to accelerate the growth of the SMEs and to
improve their competitiveness (Forsman, 2008).

The Bolton Committee established in the UK (1971) has formulated
definitions of "economy" and "statistics" of a small enterprise (Tonge, 2001).
According to the definition of an economy, an enterprise may be considered
small if it meets three criteria: 1) it has a relatively small market share; 2) it
is personally run by the owner or co-owner without the mediation of a formal
management structure; and 3) it is independent and is not a part of a larger
company. The “statistics” definition stipulated that the size of a company was
determined by the market share and the intensity of competition in the
sector.

The subsequent research studies (Storey, 1994; Atkinson & Meagher,
1994) had pointed out the contradictions of the definitions of economy and
statistics regarding the owner's ability to manage the company with more
than 100 employees on his own, without management structures, as well as
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regarding the possibilities to influence the level of market price and to get
higher profits with a relatively small market share.

It should be noted that similar SME criteria do not exist in the world. For
instance, in the US, it is officially defined that SMEs are enterprises employing
between 1 to 500 people. A company corresponds to the small business
category if it employs up to 100 workers; it corresponds to the micro-
business category if it employs up to 20 workers (Fadahunsi, 2012).

In Latvia, the definition of a SME, or business category, is determined by
the Regulations of the Cabinet of Ministers of December 16, 2014 (Kartiba,
kada komercsabiedribas deklare..., 2014) in accordance with Article 2 of
Appendix 1 of the EU Regulation No.651/2014 of June 17, 2014 (Commission
Regulation (EU) No. 651/2014).

The criteria for SMEs were defined by the EC in 1996 and 2003
(96/280/EC; 2003/361/EC). The criteria to define the category of an
enterprise is the number of employees and annual turnover, or the total
value of balance. In 2003, when compared with 1996, the criterion number
of employees was the same, though the criteria annual turnover and total
value of balance had increased.

In accordance with the size and possibilities, SMEs have some specific
features that could be characterised both as advantages and disadvantages.
These characteristics fall in two main categories: external environment and
internal environment (Cocca, Alberti, 2010).

Regarding the external environment (Garengo et al., 2005), SMEs
operate in the conditions of high competition, in the insecure and rapidly
changing market environment. The main aim of the SME is to survive in
the market of competition (Levy et al.,, 1999). SMEs usually do not have
control or influence over the market, therefore they have to adapt to the
changes of the market (Hudson, 2001). SMEs can address particular
market niches, as it is easier to focus on an exact known number of clients
and to satisfy their needs with custom products and personalised
services (Taticchietal.,, 2008); the SMEs rely upon a limited range of
clients and are closer to their customers thus developing more
personalised and individual relations (Hong, Jeong, 2006; Maldifassi,
Caorsi, 2014)

The lack of resources can be emphasised as one of the main problems
and a typical characteristic of SMEs’ internal environment, taking into
account that the concept “resources” is reviewed not only from the point
of view of staff, including the management, but also from the perspective
of financial stability and security. Not only employees have limited skills
(Singh et al,, 2008), owners - managers do often lack management
experience and organizational capacity, and that includes poor strategic
planning and human resource management (Pansiri, Temtime, 2008).
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SMEs have insufficient financial resources and there are difficulties
ensuring financial stability (Levy et al., 1999; Watts, Baard, 2005). There is
a strong relationship between entrepreneurs’ knowledge (education
level, work experience; knowledge of the functional requirements, self-
esteem) and SMEs’ performance (Omerzel, Antoncic, 2008).

The SME’s size determines its organizational structure, which is not
characterized by bureaucracy, as well as has a positive impact regarding
flexibility, adaptability, and speed at which the organization can adapt to a
changing environment (Garengo et al., 2005). SMEs often have great
potential for innovation and possibility to meet the customers’ requirements.
An organizational structure with a few management levels promotes mutual
relations, simplifies communication and provides the manager with a clear
understanding of the processes, as well as with an opportunity to influence
employees directly (Singh et al., 2008). Managers are often the owners of
the company as well, and the control over the SME is mainly in the hands of
one or a few people with a high level of autonomy (Pansiri, Temtime, 2008);
the SMEs generally have a lower level of bureaucracy, which enables faster
problem solving and better decision-making capacity (Vinten, 1999).

Success or failure of the SME’s management can much be affected by
organizational skills of the owner - manager, because decisions are
largely based on the manager’s personal skills and intuition rather than
on analysis of the information. The owner - manager usually applies a
personalized management style, following the “react and adapt”
philosophy and “fire-fighting” strategies, focusing on the short-term
goals, and do not engage in the strategic planning (Hudson et al., 2001b;
Ropega 2011). SMEs often lack a long-term strategy or, if they do, it is
unclear (Kueng, et al., 2000).

In Sweden, researchers indicate the following criteria defining the SME:
personalised management; severe resource limitations in terms of
management and manpower, as well as finance; reliance on a small number
of customers and operation in limited markets; high innovative potential; a
reactive, fire-fighting mentality; informal, dynamic strategies; and a flat and
flexible organisation (Lofvin et al., 2014).

An interesting perspective regarding SMEs’ operations, particularly
regarding their financial performance, is provided by the Australian
researchers (Wijewardena, etal,2008) who have studied the skills
(administrative and business skills) of owners/managers in relation to the
company’s life cycle stages and the company’s sales revenue changes over
three years. The researchers have concluded that there is a close link
between the skills of owners/managers and the company’s financial
performance, as well their research confirmed the fact that the financial
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performance is better in the companies where the owner/manager has
entrepreneurial, not administrative skills.

The analysis of the literature performed by the author reveals
peculiarities of functioning and characteristics of economic behaviour of
SMEs regarding both the internal environment of operations, and their
interaction with the elements of the external environment. Indeed, these
peculiarities affect the SMEs’ operations.

Assessment of SMEs’ performance

SMEs’ performance indicators can be viewed as indicators of a business
environment development in Latvia, as the SMEs are the most sensitive
towards the changes in economic and legal environments, and towards
political changes implemented by the government authorities. The role of
SMEs in the EU in general and in the Latvian economy particularly can be
assessed by analysing the number of SMEs, the number of people employed,
and the gross value added.

Table 1 Characteristics of SMEs in Latvia and the EU
(calculated by the author, based on the SME Performance Review 2016)

2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014e | 2015e |2016e | 2017e

Share of SMEs
In Latvia 99.7| 998 | 99.8| 99.8| 99.8| 99.8 99.8 99.8| 99.8 99.8
In the EU 998 | 998| 99.8| 99.8| 99.8| 99.8 99.8 99.8| 99.8 99.8

Share of employees
In Latvia 781 | 781 | 775| 772 | 788 | 783 78.6 79.0 | 79.2 79.5
In the EU 669 | 676| 674 | 672| 67.0| 67.0 66.7 66.8 | 66.8 66.9

Share of value added
In Latvia 721 | 680| 68.7| 678| 694 | 704 71.6 721 | 724 72.7
In the EU 585| 58.7| 575| 578 | 574 | 57.7 57.5 574 | 57.5 57.6

e - estimates

An analysis of the data characterizing SMEs in Latvia and the EU (Table
1) shows that in the research period, the share of the SMEs in the total
number of enterprises was on average 99.8% in the EU as well as in Latvia,
and in the following years the share of the SMEs in the total number of
enterprises would not decrease. The share of people employed by SMEs
(within the total number of the employed population) and the share of value
added (within the total gross value added) in Latvia exceeds the EU average,
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however, both indicators tend to show a growth trend. SMEs are an
important component of the ‘non-financial business economy’. In the
research period, SMEs in Latvia, on average, have generated more than 70%
of the value added, and the share of the people employed by the Latvian SMEs
accounted for almost 80%. Hence, the share of total value added generated
by Latvian SMEs and the number of people employed by the Latvian SMEs
are more than 10 percentage points higher than the EU average. Most of that
difference is explained by the importance of medium-sized firms.

The author considers as noteworthy a study by Lursoft Ltd, which
analyses annual reports submitted by 30 186 enterprises operating for at
least 11 years. Unfortunately, the information on this study is rather scarce
in the public space. The study does not cover micro-enterprises, large
companies, credit institutions, and insurance companies. According to the
study, the net turnover of SMEs as well as the number of employees
continuously declined, while the profit and the amount of taxes paid
increased (Kirsons, 2017).

The total net turnover of economic operators (commercial companies)
in 2015, compared with 2007, has increased by EUR 7.65 billion or 15.8%
(Statistics Database, 2017), however, on the contrary, the net turnover of
more than 30 000 SMEs in 2015, compared with 2007, has decreased by EUR
2.11 billion or 13.86% (Figure 1).
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Fig.1 Net turnover and profit/loss of SMEs in Latvia
in 2007-2016, billion EUR
(calculated by the author, based on Kirsons, 2017)

In 2016, the net turnover of the SMEs surveyed, compared with 2015,
continued to shrink, suggesting that the experienced companies generally
operate producing yet lower revenues. According to A. Bruvelis, a researcher
of Lursoft Ltd, the fall in the net turnover was determined by the introduction
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of micro-enterprise tax, as well as by the failures of the insolvency process,
as, after the completion of the insolvency, the entrepreneurs were not
prevented to re-establish new companies without any obligations (Kirsons,
2017). Profits of the SMEs in 2016, as compared with 2015, has increased,
though accounted for only 54.74% of the 2007 profit.

The number of employees in the surveyed SMEs from 2014 to 2016 has
decreased, though the amount of tax payments per employee has increased
(Figure 2).
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Fig.2 Number of employees and tax payments per employee in Latvian
SMEs in 2014-2016
(calculated by the author, based on Kirsons, 2017)

One of the reasons of the decreasing number of employees could be the
increasing use of various technologies in the economic operations of the
companies, which determines the decrease in labour demand. As one of the
reasons of increasing tax payments per employee, the increase in the average
monthly wages of employees (Statistics Database, 2017) could be mentioned.
Indeed, the changes in the minimum monthly wage and personal income tax
during 2014-2016 could contribute to a reduction in tax payments per
employee, as the minimum monthly wage in 2014, 2015, and 2016 was
EUR 320, EUR 360 and EUR 370 respectively, while the personal income tax
deducted from the wage or salary was 24% in 2014, and 23% in both 2015
and 2016. A. Bruvelis believes that “such a rise in the taxes paid along with
the decreasing net turnover and the shrinking number of employees leads to
a conclusion about a possible decrease of the share of under-table wages and
salaries, and the increase of the rate of other taxes payable” (Kirsons, 2017).

An analysis of statistically significant correlations between the net
turnover of the SMEs, profits/losses, and the number of employees in 2007-
2016 (Table 2) shows that a strong correlation (|r|>0.5) existed between
the net turnover and the profit/loss. The causal link suggests that the
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increase of net turnover would increase profits/losses. Changes in the
number of employees in this case do not show statistically significant
correlations with changes in net turnover and profit/loss.

Table 2 Matrix of correlations between SMEs' net turnover, profits/ losses
and number of employees in 2008-2016
(calculated by the author using SPSS, based on Kirsons, 2017)

N Net Profit/ Number of
turnover Loss employees
Net turnover 10 -
Profit/Loss 10 .783™ -
Number of employees 10 601 .066 -

** Correlation is significant at the 0.01 level (2-tailed).

In general, the results of the SMEs' performance demonstrate the
impact of the national economic and fiscal policy, pointing to its favourable
or hindering character, the state of the capital market, the level of
development of infrastructure and the education system, as well as describe
the efficiency of the national support policy and the orderly functioning of
the legislation regulating business activities. The author believes that an
analysis of the indicators measuring the SMEs' performance and their
assessment, the publication and application of the research results would
foster the development and implementation of the policies favourable for
the development of the SMEs.

Conclusions

SMEs can be referred to as catalysts of the future economy, they
contribute to job opportunities, act as suppliers of commodities and services
for large companies. Globally, the criteria defining SMEs differ. Peculiarities
of the functioning of SMEs and their economic behaviour are determined by
the factors of their internal environment (sufficient labour and financial
resources and their rational use, the potential of innovation, the role of
managers, etc.) and interaction with factors of the external environment
(competition, customer relations, etc.). Indeed, these peculiarities have an
impact on the SMEs’ performance.

Both in the EU and in Latvia, SMEs account for a significant share of the
total number of enterprises, they have an important role in generating GDP
and providing employment; therefore, it is crucial to accelerate the growth
of the SMEs and to improve their competitiveness. The SMEs’ performance
can be considered as an indicator of development of the business
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environment in Latvia, as the SMEs utmost sensitively react to the changes
in economic and regulatory environments, and in the policies implemented
by national authorities.

According to a study by Lursoft Ltd, the net turnover of the SMEs as well
as the number of employees continue to decrease, while the profits and the
amount of taxes paid show a growing tendency. The author’s research
points out that changes in the number of employees do not show
statistically significant correlations with changes in the net turnover and
profit/loss of the SMEs.

As a general rule, the results of the SMEs' performance would point to
the impact of the national economic and tax policies as being favourable or
impeding, as well as characterize the efficiency of the national support
policy and the orderly functioning of legal regulations. The author believes
that an analysis of the indicators measuring the SMEs' performance and
their assessment, the publication and application of the research results
would foster the development and implementation of the policies
favourable for the development of the SMEs.
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