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Abstract:

In this paper, we address the attractiveness and the economic impact of
the private equity industry in Romania, since this industry is considered to
be an alternative source of financing for companies covered by investment
funds. Using data from two sources, we have been analyzed both
economic and social impact of the private equity involvement beginning
with the entrance of the fund, the investment period and after the funds
divestment. This analysis has shown that private equity funds involvement
in the case of Sicomed — Zentiva is a particular case that combates the
global consideration on the social impact in the economy. However, the
findings and the results of this research cannot be generalized to the entire
economy. On the other hand, this study presents the notable aspects that
have to be considered when the companies are willing to be restructurated
through the involvement of a private equity fund.
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1. INTRODUCTION

In the actual economic context, the industry of private equity is considered to
play an active role in the rehabilitation of the economies affected by the financial crisis,
by providing important sources of liquidity in the economy that cannot be obtained
through in debt. Private equity is to be a long term investment during all stages of
business - starting with initiative strategies up to corporate restructuring strategies.

Through time, has been set that the private equity backed companies have
obtained several benefits, such as:

- Retrieving cash from selling a stake of the company to an investment
fund, cash in need to accelerate the development of the company. Thus, in addition to
bank loans, another option is to attract financing for companies in the ownership of a
private equity fund.

- Once a company has been absorbed by the fund and becomes a
portfolio company, investment funds bring along professionalization, new practices,
new people and market experience.

Considering the recent evolution of the private equity industry, this financing
form has created a particularly environment around it. It has been said that because of
this, economy has been entered into ,,private equity era” [3], situation that has several
advantages, such as:

— Industrial structure is renewed rapidly due to technological progress
which shortens the life cycle of products and consequently the life cycle of investments;



— Medium and long term loans can not meet new industry requirements
which give rise to very high financial risks;

— Frameworks and company employees want to be more empowered and
to participate actively in increasing the capital firm.

2. ECONOMIC AND SOCIAL IMPACT OF PRIVATE EQUITY INDUSTRY

Analyzing the related data on the economic impact of private equity industry
(PE thereafter), namely the data from PricewaterhouseCoopers (PwC) report [S] we
intend to verify if the conclusions presented on the reviewed report are common with
the real situation of Romanian PE backed companies.

The PWC report sustains that PE industry has a positive influence on the
economy, it contributes to revitalizating and restructuring of the existing industrial
companies and it consists in financial support and growth potential. For this reason, the
PE industry has become an important pillar of the global economy.

At European level, following the involvement of these funds in the economy,
there have been significant increases related to the rate of employment in the sectors
covered by these funds, as it follows:

Table 1 - The increase of employment in Europe by sector of activity

The number of employees in companies % of increases
funded by PE & VC investment
Biotechnology +46,9%
Medical services and pharmaceuticals +46,3%
Electronics and telecommunications +38%
Industry +25,2%
Production of goods for consumption 3,9%
The average employment +30,5 %

Source: Processing by PWC Report & ECVA

The research report, provided by Technical University of Munich in November
2005, has demonstrated the contribution of investment funds such as Private Equity and
Venture Capital on the labor market. Thus, from an empirical study examining the
number of new jobs created over the period 2000-2004 showed that were created over 1
million funded companies hiring in Europe, including over 430 000 jobs were created
in companies financed by buyouts, and about 630 000 jobs were created among
companies backed by venture capital infusions. Furthermore, the employment rate in
the analyzed period, 2000-2004, it was increased with an average of 5.4%. Specifically,
it was increased 8 times over the average increase of employment in Europe (0.7%)

In these circumstances, it was the found that private equity firms create more
jobs than listed companies (a 5.5% annual growth in Europe between 2001-2004,
compared with average annual growth of 0.7% for countries EU), or, most often
improves the performance of portfolio companies. Beside all this, the profitability of
the portfolio is sometimes higher than similar companies listed, which, ultimately, helps
millions of people who contribute to pension funds that represent the largest category of
institutional investors.

Therefore, since the PWC report presents the positive aspects of the PE
economic impact, we can assume that as well, can be expected negative aspect.



Beginning with this assumption, the study attempts to identify the effects of the private
equity involvement in the Romania’s economy by observing this aspects on a PE
backed company.

In representing the efficiency of the involvement of investment funds in the
companies targeted, this article will continue with the Sicomed Bucharest company
case study and the observation of the financial indicators in relation to the evolution of
the employees.

Considering the involvement of fund investment in the company we can say
that: both entities can benefit from - the fund as a result of leaving it at a momentum
can multiply their initial investment several times and the company which benefits from
the investment fund, receives a major influx of cash on account of the amounts
invested, amounts that can ensure the recovery and / or development of the business.

Actually, if we refer to the situation after the fund had exit from Sicomed,
followed by the takeover by Zentiva, Czech Republic, another company in the same
line of business, Sicomed has received:

- Restructuring — starting with the restructuring and the redevelopment of the
technological infrastructure and the working environment up to the
management and staff restructurly;

- Replacement of the production lines with some new ones, modern and which
fulfill the latest requirements as far as manufacturing conditions are concerned,
which are associated with specific production of medicines;

- Development of new production lines, due to changes in the portfolio of
products that are designed to be completed by the Romanian company;

- Introduction of new principles of organizational culture;

Besides these positive aspects, undoubtedly negative sides appeared that have
resulted on account of the impossibility of full integration of the old society Sicomed in
the standards and the Fund's investment strategies and also into the acquiring company.
These aspects can be observed in the reduction of the number of staff employed after
2000, the year of the involvement of the fund.

3. SOCIAL IMPACT ON ROMANIAS’ LABOUR MARKET

By renewing the impact of PE involvement in the European economy, we
observed a dual impact in the case of Romanian companies backed by PE funds. On
one hand, the companies have registered a growth of financial wealth, in terms of high
turnarounds, high rentabilities and a better financial position on market, the
implementation of new technologies, etc, a situation that is comparable with all the
benefits that can derive from a positive involvement of a PE fund.

The turnover's growing evolution, presented in the figure 1, with an average of
21% per year (in real terms a growth of 3% over the inflation rate) demonstrates the
positive involvement of the fund in the investee company, a company that has benefit of
restructuring strategies (organizational, managerial, technological, etc).
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Figure 1. The turnaover's and profit's evolution from investment (2000) up to divestment of the
fund (2005) — case of Sicomed — Zentiva

On the other hand, from a social point of view, the Romanian companies that
have been embedded in a fund portfolio, have registered an unfavorable influence
among the number of employees, although PE funds have developed a number of
advantages on business investment and restructuring. In other words, these funds have
acted only in terms of economic efficiency of these companies on short and medium
term, instead the human factor became the one that required restructuring. On account
of the restructurement of the company following the management change, some
production lines are altered and the funds were put into position of reducing the number
of employees through layoffs since the funds involvement (through operations like
takeover or buyout). In the following figure it can be observed the evolution of the
number of employees while the funds involvement (from 2000 to 2005) and after the
Sicomed acquisition of Zentiva in 2005.
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Figure 2 - The employees evolution for Sicomed & Zentiva between 2000-2008

During the involvement of the investment fund, starting with 2000 were
dismissed over 50% of employees to over 2,000 employees reading in 2005 when it
reached a total of 918 employees. All these staff reductions were justified by the
management by the need for a restructuring plan in the Romanian company Sicomed
Bucharest. In compensation, all the layoffs were redeemed by the inclusion in a social
project organized by the company and named "Advice and assistance for reintegration”
of over 1 million EUR. The employees included in this restructuring program have
obtained a financial redemption - they had to choose between the receipt of four
compensatory wages or inclusion in this project for six months, while receiving a
monthly salary and professional services capabilities assessment, training courses,
setting job interviews, offering legal advice and financial consultances for starting new
for businesses.



As you can see in figure 2, throughout the involvement of the fund, the number
of employees was reduced from year to year, with an average decrease of about 22%
per year. The largest number of redundancies being made in 2004, at a rate of decrease
in the number of employees with over 31%.

After 2005, with Zentiva’s involvement in Sicomed activities, as the beginning
of any company, the first year (2006) was marked by the recording of a growth in the
number of employees. Employability was at the level of 10.24% higher than in 2005.
However, in the coming years, 2007 and 2008 the restructuring continued, with rates of
redundancy of 18.87% and 10.11%. Also, in 2007 the reducing of the number of
employees took place that is from 1012 (2006) to 821 employees at the end of 2007,
change that was realized with proper wage compensation for redundants. Some
personnel changes were made also for reviewing and modifying the market wage level
at the standards of group Zentiva - changes that have increased staff costs by over 30%
in 2007, which led to the redundancies.

Throughout those 4 years since the formation Sicomed-Zentiva were made
redundant 200 people, the current number of employees was only 738 people in the
recent report of the company. But, reffering to the entire period analyzed, from 2000-
2008, during the involvement of the fund and after the divestment of the fund from the
company, the number of employees has been reduced from over 2,000 employees to
738, with a medium reduction in staff of 63.1%. For Sicomed, the investee company,
the employees reduction has became a favorable part, because this restructuring process
has lead to higher turnarounds, results that can be translated in terms of productivity
growth and efficiency.

This downsizing cannot be limited solely to the Sicomed-Zentiva business case, it
can influence in a certain way all the economic activity. Any redundancy in the number of
employed people in the economy could increase the unoccupied population. Reducing the
number of employees only in the Sicomed with over 63%, above the European average
employability of 30%, generates an average vacancy rate of over 30%, which may show
that the reduction in the number of employees in Sicomed has increased by 30%
unemployment rate at the industry level, or even in Bucharest, with the assumption that
employability rate that it is reached at European level it’s also reached in Romania.

Reviewing this subject from a macroeconomic point of view, the staff restructuring
is considered to have unfavorable effects on the economy on account of increasing
unemployment, and subsequently leading to reduced domestic production and in the end at
slightly economic growth rates. However, this restructuring process and its implications
became important for the achievement of the production efficiency needed by any society.

5. CONCLUSIONS

Related to the observations noticed by the analyzed reports on the impact of the
investment fund in the portfolio companies, in the case of Romanian companies it can
be seen an opposite correlation to the conclusions drawn in Europe. This might be due to
the analysis restriction on a single Romanian company backed by PE investment funds.
Also, these differences can be made on behalf of various strategies implemented by the
funds (e.g. in case of an aggressive strategy, the drastic staff cuts are expression of a desire
of hunting the assets of the company for their value), or on behalf of each market specific,
type of sector, investment level (start-up businesses or mature ones) and in the instance it
refers to all the characteristics of the entire economy.



Reducing significantly the number of employees due to the influence of these funds,
and the corresponding increase in unemployment rate on their behalf, has implications not
only on the labor market (through loss of jobs increases the number of unemployed), but also
on economy as a whole. Job cuts will lead to a decreasing of the income, which will result in
reducing the demand for goods and services as a result of reduced household consumption in
their care to spend and save money. Moreover, at the macroeconomic level, it may record a
restriction of activity on account of the inability of covering the supply of goods and services
by reducing the demand for them. Subsequently, the lack of activity is to be registered due to
degradation of the national production assessed by reducing the level of GDP, with direct
consequences for national economic growth. Reducing domestic production will reduce
economic growth. That is the recording of negative growth rates, and even economic
downturns, that is a stage forerunner of economic crisis.

It should be noted that this study was summarized only to the economic and social
implication driven by the involvement of a investment fund of PE in a Romanian company
only. The withdraw of these conclusions to a macroeconomic level, has been realized with
the purpose of observing the possible incidences on to the macroeconomic indicators,
especially if the case of Sicomed Zentiva might be registered by other entities. Moreover,
the negative social implications of company activities must be completed by all the
effects observed - that relate to the growth of the business and financial results
assessment. Surprisingly, on account of the number of employees, Sicomed has
registered continuously an increasing turnover from year to year. The same situation
could be noticed at the profit level, as reviewed in the figure 1. For this reason, we can
make positive assessments related to reducing the number of employees — this
downsizing, which is due to the re-engineering process and restructuring strategies, has
been made in order to have an efficient production, rationalizing the use of resources, to
facilitate labor, to reduce medium costs, etc.

Noting all these facts, it has to be said that the restructuring of staff, in this
case, was set to be a social cost into/through the innovation and technical progress, cost
that is going to lead later to higher competition between companies, and to a continuous
improvement of products (diversification and/or quality improvement standard), all into
the development of each business.

Assessments related to effects of the crisis that influence the reduction of the
number of employees can not be done yet, because these personnel changes have been
found to have a rationale mean that relate directly to the restructure of the activities and to
the replacement of manufacturing technologies, and not on account of restriction of activity.
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