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ABSTRACT
Following economic instability after the Global Financial Crisis, the 
financing of small and medium-sized enterprise (SME) growth and 
productivity has become central to UK government policy for sus
tainable economic development, evidenced by the establishment 
of the British Business Bank and Regional Investment Funds. This 
paper considers demand-side and supply-side failures in the con
temporary UK SME finance market. Adopting mixed methods, bin
ary logit regression analysis of the 2015 UK Small Business Survey of 
15,502 SMEs is sense-checked using qualitative participatory find
ings from 6 SME finance support advisors. Findings confirm the 
importance of SME size, age, management capability and use of 
appropriate, timely external advice. They support the resource- 
based view of SME access to finance, contributing to borrower 
discouragement and under investment, suggesting the need for 
improved support to upskill entrepreneurs’ financial management 
and investment readiness and the concept of an ‘holistic entrepre
neurial finance ecosystem’ approach to assist UK SME finance.
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Introduction

A plethora of studies in recent decades report that small and medium-sized enterprises 
(SMEs) experience financial constraints more frequently than large firms. The premise for 
supporting the sector is that SMEs are the drivers for economic growth (Birch 1979; Lerner 
2010; BIS 2013) and that financial constraints impede their competitive advantage (Beck 
and Demirguc-Kunt 2006). However, few studies have examined whether there are 
demand or supply-side failures, how they occur and their wider implications for theory, 
policy and practice. The recent proportional decline in annual UK SME demand for 
external finance, prior to the COVID-19 Pandemic, where employer SMEs1 demand 
reduced from 26% in 2010 to just 12% in 2019 (BEIS 2020), also illustrates the need for 
contemporary explanatory research. This is pertinent, given the UK government’s desire 
to stimulate SME growth (HM Treasury 2021). Furthermore, it will be helpful to take 
account the lessons learned from the aftermath of the late 2000s Global Financial Crisis 
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(GFC), as they may provide useful insights into the contemporary SME financing require
ments for addressing the uncertainties of the current global economic crises, relating to 
the Ukraine conflict, UK exit (“Brexit”) from the European Union, and post-Pandemic 
economic recovery.

Numerous studies have reported that SMEs are large contributors to employment 
generation (Birch 1979; NESTA 2009b; Ayyagari, Demirgüç-Kunt, and Maksimovic 2011), 
underpinned by the later 20th Century trend to deindustrialisation and proliferation of 
self-employment. SMEs facilitate flexible working practices (Owen et al. 2017) with the so- 
called “Vital 6%” of SMEs generating over half of all new employment in the last decade in 
the UK (NESTA 2009b; Anyadike-Danes and Hart 2017). Hence, it is not surprising that 
empirical studies (Armstrong et al. 2013; Bank of England 2015; Commission of the 
European Communities 2008) have reported SMEs’ importance within the UK and 
European Union. More recently, amidst current economic uncertainties, the role of 
potential high growth firm scale-up has risen high on the UK policy agenda as a means 
of raising productivity and international competitiveness (HM Treasury 2021; Anyadike- 
Danes and Hart 2017; Owen et al. 2020).

Parallel to this recognition, a body of theoretical literature has evolved that examined 
the finance gap for SMEs (Cowling 2010; Deakins and Freel 2012; Jones-Evans 2015). The 
literature discusses the importance of access to formal (supply-side) business finance, 
defined as funding excluding retained earnings and from informal funders, such as 
founders, family and friends (the “3Fs”), essential for business to scale-up and grow 
(North, Baldock, and Ullah 2013). The literature (NESTA 2009a; Baldock and Mason 2015) 
makes a case for contemporary SME finance escalator analysis which demonstrates recent 
dynamic changes in the types of finance available to UK SMEs, marking the rise of new 
alternative sources, such as crowdfunding and asset-based finance (Davis 2012; Zhang 
et al. 2016, 2017), whilst acknowledging that bank finance remains the main source of 
finance for SMEs (Owen et al. 2017; BEIS 2020).

In the aftermath of the economic turmoil of the GFC and more UK Brexit and 
global Pandemic, financing SME growth remains central to UK government policy for 
economic development and sustainability, as enshrined in the UK Government’s Build 
Back Better plan for growth (HM Treasury 2021) and the SME finance oversight 
support role of the British Business Bank (Van der Schans 2015). Since the early 
2000s there has been a UK policy trend towards “picking winners” and supporting 
the specialist financing requirements of young potential high growth firms 
(Smallbone, Baldock, and Burgess 2002) and more established SME scale-ups 
(Anyadike-Danes and Hart 2017). However, now there is also growing awareness in 
the UK that access to SME finance assists economic adjustment and has the potential 
to play an important role in diversifying the economy (HM Government 2022; 
Levelling Up White Paper; HM Treasury & BIS 2011), developing greater regional 
growth and equality through regionally targeted SME funding (i.e., Northern 
Powerhouse and Midlands Engine funds) and that SMEs of all ages and stages 
require adequate finance to stabilise and promote more sustainable growth – 
whether slow or fast (BBB 2016). This paper provides an important contribution by 
considering the role of both the supply and demand-sides of UK SME access to 
finance.
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Supply-side failure

From a theoretical perspective, the supply-side failure for businesses seeking external 
finance dates from the findings of the UK Macmillan Commission (Macmillan 1931). 
Subsequently, many studies continue to address the same point (Baldock and Harrison 
2015; Hussain and Scott 2015). The premise is that demand is greater than the finance 
supplied by less formal sources such as individual business angels and more formal 
sources, such as banks and venture capital (VC), resulting in an estimated finance gap 
ranging between £250,000 and £5 m (Baldock and Mason 2015; Deakins and Freel 2012) – 
or what the Breedon Review (2012) estimated at upwards of £84 billion in aggregate. The 
gap is explained, largely, due to information asymmetries between borrowers and len
ders, which make effective due diligence prohibitively expensive for relatively small loans 
and contributes to the associated problems of moral hazard, adverse selection and 
agency failure (Carpenter and Peterson 2002; Hsu 2004), which may lead to supply-side 
failure to fund viable SMEs (North, Baldock, and Ekanem 2010).

Demand-side failure

However, there is now emerging evidence of SME demand failures, resulting from signal
ling failures (Mueller, Westhead, and Wright 2012) relating to SME resource limitations 
(Mac an Bhaird 2010), and financing network failures (Lerner 2010), which may also result 
in borrower discouragement (Fraser 2014). The chain of cause and consequence, suggests 
the need to consider a more holistic “financing ecosystem” approach to develop 
“bespoke” theory, policy and practice (Hughes 2009; Hwang and Horowitt 2012; 
Mazzucato and Penna 2014) to meet the evolving challenges faced by SMEs when seeking 
finance.

The evolving, complex and dynamic UK economic environment offers a unique context 
to examine SME finance. To this end, this paper draws on the 2015 UK Longitudinal Small 
Business Survey (LSBS) of 15,502 SMEs, examining the initial baseline year of data. The size 
of this survey enables a more robust examination of access to finance data than hitherto 
possible in the UK. To gain a deeper insight into the quantitative findings and to 
corroborate the results, we also adopt a mixed methods approach (Creswell 2003) by 
sense checking our findings with six business and finance support advisors operating in 
the Oxford Innovation agency network which assists UK SME growth.

The paper proceeds by examining demand and supply-side SME finance literature, 
followed by establishing the research questions and methodology, before presenting key 
findings, discussion of the theoretical and policy implications and conclusions.

Literature review – theoretical underpinning

The supply-side

The importance of SMEs has long been acknowledged in the UK, gaining traction after 
World War 2, and has been subject to considerable theoretical scrutiny (Berger and Udell 
1992; Cowling 2010; Jones-Evans 2015). Since the first reporting of the business finance 
gap (Macmillan 1931), supply-side theories have dominated (e.g., Bolton 1971; Wilson 
Committee 1979); these mainly relate to perceived information asymmetries (IAs) 
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between SME owner managers and finance providers. IAs are considered to be most acute 
at the start-up stage, when new and innovative businesses tend to lack financial informa
tion and trading track records, giving rise to agency cost (Jensen and Meckling 1976), 
moral hazard and adverse selection (Myers and Majluf 1984) that is mitigated through 
collateral or asset cover (Coco 2000) to demonstrate their viability and reduce perceived 
risk to lenders/investors (Deakins and Hussain 1994; Carpenter and Peterson 2002; Hsu 
2004). Often the relatively small amounts of finance required by SMEs do not justify formal 
investors’ due diligence costs (North, Baldock, and Ullah 2013).

Financing (debt or equity) without rigorous checks gives rise to poor investment deci
sions through adverse selection (financing non-viable propositions, type I error and not 
financing viable proposition type II error; Deakins and Hussain 1994) and moral hazards in 
terms of poor management decisions (Hughes 2009), leading to loss of economic competi
tiveness. A further aspect of supply-side failure is the economic cycle, which affects the 
availability of external finance (Cowling, Liu, and Ledger 2012; Cowling 2010), evidenced 
during the GFC induced recession that led to the decline in the availability of both debt and 
equity business finance in the UK (Armstrong et al. 2013; North, Baldock, and Ullah 2013).

The finance escalator

Straddling the supply and demand-sides of entrepreneurial finance theory Berger and Udell’s 
(Berger and Udell 1998) model of decreasing opacity suggests that as businesses mature 
they become less opaque to investors, signalling greater viability and increasing their range 
of external financing options. This theory underpins the finance escalator (NESTA 2009a; 
North, Baldock, and Ullah 2013) which maps out the types of entrepreneurial finance 
available at a given time and location for businesses at different stages of their development. 
The interconnectedness between the age, information and viability of the firm provides 
a framework to evaluate SME access to sources of finance. This evolving model helps to 
demonstrate the role of the finance escalator for SMEs, where the financing gaps exist, and 
further extends explanation in terms of the specifics of the demand-side approach.

Recent analysis of the UK finance escalator (Mason 2017) has revealed dynamic changes 
in the demand and supply of SME finance post GFC. Most notable has been the rise in 
alternative financing such as crowd funding, accelerators, seed VCs and business angel 
groups for earlier stage SMEs, to fill the gap left by traditional bank (Baldock and Mason 
2015) and asset-based finance (Davis 2012) which has shifted towards more mature SMEs. 
Whilst Zhang et al. (2016) valued the UK online alternative finance markets at £3.2bn in 
2015, this represented less than 3.5% of UK business bank lending in that period, suggest
ing that for the vast majority of UK SMEs bank finance remains the main source of external 
finance (BEIS 2017, 2020). Critically, the finance escalator also highlights that an increas
ingly complex UK SME finance market may present SME demand-side barriers, suggesting 
the need for a more holistic ecosystem approach which considers SME resources, knowl
edge and decision-making (Owen, Deakins, and Savic 2019).

The demand-side

Demand-side theories attempt to explain the entrepreneurial selection and approaches to 
external financing and provide important insight into potential demand-side failures 
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(Levenson and Willard 2000). Pecking order theory (Myers and Majluf 1984; Hamilton and 
Fox 1998) suggests the owner-manager exhibits preference in order of self-finance, family, 
friends, formal debt, and equity, as most firms will seek to keep borrowing down and cede 
ownership as a last resort.

Pecking order has been challenged by supply-side availability such as where equity 
might become more readily available as a form of risk finance than debt, such as for young 
innovative firms (North, Baldock, and Ullah 2013). It is also challenged by the resource- 
based view (“RBV”; Barney 1991; Mac an Bhaird 2010). RBV suggests that as management 
experience and networking develop (Uzzi 1999), this can improve both the access and 
terms and conditions for external finance. Thus, young small firms with inexperience 
management teams, limited financial management skills and limited experience of acces
sing and assessing different types of external business finance will be less likely to 
successfully identify and source appropriate types and optimal sources of finance 
(Owen, Deakins, and Savic 2019).

Signalling theory (Leland and Pyle 1977; Mueller, Westhead, and Wright 2012; Ahlers 
et al. 2015) also suggests that where businesses are unable to adequately demonstrate 
their viability to potential investors they will be less successful in accessing external 
finance. Conversely, North, Baldock, and Ullah (2013) recognise that where serial entre
preneurs or spin-out managers already have close ties with finance providers, so-called 
“soft-start” businesses are able to identify and successfully signal (i.e., through applica
tion) to obtain external finance. However, a potential downside of existing financing 
relationships is path dependency (Teece 2007). This relates to where reliance on 
a particular source of finance leads to overlooking other more suitable sources of external 
finance; an example is the dark side of relationship banking where sub-optimal borrowing 
may occur through soft budget constraints and high-cost loans (Bolton and Scharfstein 
1996).

Similarly, another form of demand failure is discouraged borrower syndrome (Kon and 
Storey 2003; Fraser 2014) whereby viable firms do not apply for external finance because 
of the fear of being rejected (Armstrong et al. 2013; Fraser, Bhaumik, and Wright 2015). 
Kon and Storey (2003) also note that firms may express financing needs, but do not apply 
because they do not perceive that suitable finance is available, or are cautious about 
investing during economic downturns. They caution that self-reported discouragement 
will not always indicate valid requirement and could represent wishful thinking. 
Nevertheless, discouragement provides a potentially useful indication of unmet latent 
demand over time. Discouraged borrower effect was found to be particularly prevalent in 
the UK in the aftermath of the GFC. This was exacerbated by a combination of SMEs’ 
caution to invest in uncertain markets, and poor perceptions of bank lenders in relation to 
rising borrowing costs and disadvantageous terms, increased expectation of rejection and 
a distrust of banks. Collectively, this created SME risk aversion in a recessionary market (BIS 
2013; Cowling, Liu, and Ledger 2012; Bank of England 2015). Furthermore, Cowling et al. 
(2016) suggest there is evidence of mismatch between SMEs perceptions and the supply 
of finance; as the recession passed and the cost burden of borrowing fell in the UK, SMEs 
have continued to exhibit discouragement, suggesting a lag in adjustment (GLA 2013; 
BEIS 2020).

For the UK, this evidence leads to two observations. First, many start-ups and small 
firms lack the management resources to successfully access external finance; they require 
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investment readiness training in order to adequately prepare their business plan (Mason 
and Kwok 2010), and raise confidence and self-esteem to seek external finance (Owen 
et al. 2017; Owen, Deakins, and Savic 2019). Second, an appropriate network of financial 
intermediaries is required to assist SMEs in finding suitable types of finance (Cavalluzzo 
and Wolken 2005; Lerner 2010). Overall, the importance of a holistic approach to SME 
finance which considers both supply and demand-side requirements, suggests the need 
for a “pipeline” (Mason and Brown 2013) or “ecosystem approach” (Hwang and Horowitt 
2012) that develops entrepreneurial finance skills and facilitates access to external 
finance; this in turn suggests a broad role for policy oversight, such as through a state 
investment bank (Breedon Review 2012; Mazzucato and Penna 2014). Such an approach 
warrants careful consideration during times of economic uncertainty, such as currently in 
the aftermath of UK Brexit and the Pandemic, especially to support innovation (Owen, 
Deakins, and Savic 2019) and technology-based firms in the interim period (North, 
Baldock, and Ullah 2013) - the potential high growth firms that can scale-up and address 
the UK’s productivity and international competitiveness needs (CMA 2015; Anyadike- 
Danes and Hart 2017; Owen et al. 2020).

In summary, SME research has suggested many theoretical and practical reasons for 
the barriers to their application and access to external finance, giving rise to numerous 
empirical studies. However, few studies provide a balanced appraisal. Drawing from past 
literature, the following research questions are formulated to consider the extent to which 
there are demand-side or supply-side failures in the UK SME finance market, their causes, 
and theoretical and policy implications. To achieve this, we explore three key research 
questions (RQs):

RQ1 – What is the extent, and what are the likely causes, of the finance gaps for UK SMEs?

RQ2 - What are the significant factors contributing to external financing outcomes?

RQ3 – What is the scope and capability of public SME finance support policy to mitigate 
the finance gaps?

Methodology

Given the complexity and interconnected nature of SME finance, a mixed methods 
approach is adopted (Creswell 2003). Quantitative data is drawn from the 2015 baseline 
UK Longitudinal Small Business Survey (LSBS), an annual CATI (computer-assisted tele
phone interview) survey of UK SME owner-managers. This provided a representative 
sample of 15,502 UK SMEs (surveyed in the second half of 2015), the largest UK SME 
finance survey at that time. Drawing on data for registered businesses from the UK 
government Inter-Departmental Business Register (IDBR, which includes all UK businesses 
which are registered for VAT and with pay as you earn employee records) for 2.3 m 
businesses, LSBS is stratified random sampled to include sufficient (20%) medium-sized 
businesses (50–249 employees), as well as to account for broad sector and UK “regional” 
(9 English regions and 3 devolved nations of Scotland, Wales and Northern Ireland) 
distribution. The survey is also supplemented to ensure sufficient (23%) unregistered 
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zero employee businesses, drawn from Dun and Bradstreet’s high street data, which is 
also similarly stratified random sampled to account for broad sector and UK regional 
location to match the British business population structure estimates (representing 5.4 m 
at the time; BIS 2016)2. The data are examined for the degree of success in receiving, or 
discouragement from accessing, external finance in 2015.

We employ Baldock et al’.s (Baldock et al. 2006) two-stage approach. First, we use 
bivariate chi-square analysis to examine the key characteristics of SME finance seekers, 
successful applicants and discouraged borrowers. Second, we examine the key SME (e.g., 
size, age, location, sector) and management characteristics (e.g., number of managers, 
capabilities, external advisors) through a series of binary logit regression models 
(Tabachnick and Fidell 2013) to assess the main factors contributing to dependent 
variable outcomes relating to external financing overall, for different types of finance 
and for discouraged borrowers.

Typically, prior empirical studies on SME finance undertake linear regressions using 
least square-based models. However, the statistical property of the dependent variable in 
our study can make the outcome econometrically complicated (i.e., as it takes only 0 and 1 
value, the level of debt financing of these SMEs cannot be assumed constant throughout 
its entire range). So, the linearity assumption, E yjxð Þ ¼ βx (y) is the dependent variable 
and x is the matrix of independent variables, is unlikely to hold. In addition, in this case the 
predicted value of y does not lie between 0 and 1. Thus, alternatively to model SME 
finance, we can use the logistic transformation: 

E yjxð Þ ¼
eβx

1þ eβx (1) 

The Equation 1 ensures that 0< E(y|x) < 1. However, as this equation requires a nonlinear 
estimation technique, most studies prefer to use least square to estimate log-odds ratio as 
shown below which is linearization of the results by solving the Equation 1 

E lnog
yi

1 � yi

� �

xj
� �

|fflfflfflfflfflfflfflfflfflfflfflfflfflffl{zfflfflfflfflfflfflfflfflfflfflfflfflfflffl}
θi

¼ β0 þ β1xi1 þ β2xi2 þ � � � þ βnxin (2) 

Depending on the model, θiis the probability of achieving funding or the probability of 
being discouraged from applying for external finance in the last 12 months for company i, 
x are the independent variables such as number of managers, capabilities, external 
advisors, employment size, age since established, location and sector.

Additionally, to gain deeper insights into our data findings, a participatory stakeholder 
approach was employed (Dart and Davies 2003). These qualitative in-depth extended 
telephone interviews, typically of over one hour’s duration, adopted a semi-structured 
topic guide approach. This ensured a consistent framework of enquiry about the key LSBS 
findings and enabled opportunity to probe on issues arising. These interviews were 
purposively selected with six highly experienced Oxford Innovation (OI) SME finance 
support advisors, drawn from across their South, West, Midlands and Northern English 
regional services. These advisors all undertake business and finance support to assist 
growth potential SMEs at start-up and scale-up stages and distressed SMEs. The qualita
tive interviews were used to sense-check (Creswell 2003) the quantitative findings and 
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provide practitioners’ experiential explanations for finance gaps and practical policy 
solutions. Qualitative data interviews were transcribed, checked with the respondents 
for accuracy and assessed by two independent researchers to avoid individual interpretive 
bias (Creswell 2003).

Our approach has limitations, notably in relying on one large cross-sectional wave of 
2015 UK SME data, which pre-dates the Pandemic. We also use selective supporting 
evidence from a small number of specialist SME finance advisors representing the 
English regions. Nevertheless, we believe that the data set is the most robust available 
in recent times for the UK and the advisors are from one of the UK’s leading business 
support agencies.

Findings

Here, we analyse the LSBS 2015 SME financing data (including for self-employed) to 
address our first two research questions (RQs) in order. RQ 1 explores SME finance gaps 
and their likely causes, with consideration for the ongoing UK SME finance market 
adjustments post GFC (Lee, Sameen, and Cowling 2015). We initially use bivariate analysis 
to systematically assess SME demand for external finance in relation to supply-side 
variations in the success rates of applications for different types of finance and whether 
there are variations in the success rates of different types of SMEs that indicate demand- 
side factors. This approach is extended to assess application discouragement. Where 
findings appear significant, we apply these to multivariate modelling to address RQ2 to 
determine which demand or supply factors are most significant to accessing finance and 
then to examine what factors most impact upon discouragement. We then address RQ3 
by using our participatory stakeholder interviews, with six specialist Oxford Innovation 
(OI) SME finance advisors, to sense check our key quantitative findings and to assess the 
scope and capability of public SME finance support policy to mitigate the revealed finance 
gaps.

RQ1 Extent of SME finance gaps and likely causes – Profiling the demand and receipt of 
external finance

SME demand for external finance

SMEs’ choice of credit remains supply dependent, consistent with pecking order theory. After 
personal and family finance, commercial banks remain the dominant player when accessing 
external finance (Deakins and Hussain 1994; De Bettignies and Brander 2007; Cowling, Liu, 
and Ledger 2012; Lee, Sameen, and Cowling 2015), especially short-term borrowing. Table 1 
depicts the types and percentage of required finance accessed during the preceding year (to 
late 2015). Almost one-fifth (2,865; 19%) of SMEs surveyed had sought external finance. The 
main types of finance sought were bank loans and overdrafts (both 43%), leasing (35%), 
credit cards (22%), commercial mortgages (11%), factoring (9%), grants (7%), equity finance 
(6%), and peer-to-peer debt finance (4%, P2P). Overall, the vast majority of applicants (83%) 
received at least some funding3, with 11% of applications still in process at the time of survey 
and just 6% receiving no finance. Applicants seeking credit card and leasing type loans were 
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most successful; whilst applications for bank loans, commercial mortgages, and equity 
finance were less successful. The frequency of loan application was unsurprising; in the 
preceding year, 62% only applied once for finance (typically to a bank), 18% applied twice, 
20% applied three or more times. The main reasons reported for seeking external finance 
were for working capital to assist cash-flow (51%), equipment and vehicles (42%), buying land 
and premises (15%), property refurbishment (9%), growth (7%) and R&D (3%). The median 
amount of external finance raised by surveyed SMEs during the last year was £100,000, with 
just over a quarter raising up to £25,000 and one-eighth (13%) raising over £1 m.

These findings corroborate earlier studies, with SMEs typically seeking short-term 
external finance as commercial banks are reluctant to lend for long-term due to the 
“lack of information” gap (Cowling, Liu, and Ledger 2012; Fraser 2014), collateral deficit 
(Deakins and Hussain 1994) and higher incidence of financial delinquency amongst SMEs 
(Fraser, Bhaumik, and Wright 2015). This leads to credit rationing amongst SMEs and 
prevents them from planning long-term investment, creating SME patient capital gaps 
(Owen, Deakins, and Savic 2019), long-term welfare loss for the economy and poor 
competitiveness internationally.

SME demand-side success characteristics

Table 2 presents summary statistics for the success rates of surveyed SMEs in accessing 
finance according to their business and management characteristics. This reveals that 
application success rates have related themes which form the basis for further exploration 
in this paper.

Size and age
Smaller and younger established firms are significantly (<.001 level for self-employed) less 
likely to achieve application success than larger and older firms. This supports prior 
findings that start-up and younger established firms are disproportionately affected 
when seeking external finance (North, Baldock, and Ullah 2013).

Table 1. Types of finance accessed and success rates in the last 12 months.
Type of Finance  
(n=2883) Row % Obtained (a) Progress (b) Unsuccessful (c) Success rate a/(a+c) % of seekers

Bank overdraft 35 2 6 85 43
Loans 31 4 8 79 43
Commercial mortgage 7 2 2 78 11
Credit cards 20 1 1 95 22
Factoring 7 1 1 87 9
Leasing/HP 33 1 1 97 35
P2P 2 1 1 67 4
Equity 4 1 1 80 6
Public equity 0.4 0 0.1 80 1
Mezzanine 1 0 0.2 83 1
Trust/private grant 5 1 1 87 7
Government scheme 3 0 0.3 90 3
Personal finance 1 0 0.1 90 1
Other 4 1 1 80 6
Total 83 11 6 93 100
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Table 2. Access to finance – success rates and discouragement by business and management 
characteristics.

Characteristic (n=2883) Row % Obtained Not Other
Success 

rate n
Discouraged Row% 

(n=15002)

Employment size
Self employed/zero employee 72*** 14 15 84 446 8
1–9 employees 79 9 12 90 699 11***
10–49 employees 86 4 10 96 909 10
50–249 employees 91 1 8 99 829 8
Broad sector (SIC2007)
Primary 90 1 9 99 165 10
Manufacturing 87 3 9 97 350 10
Construction 82 9 9 90 248 10
Wholesale/Retail 88 3 9 97 411 9
Transport 83 7 10 93 137 7
Accommodation/Food 73** 10 17 88 184 11
Infocomms 81 10 8 89 144 11
Finance/Real estate 81 7 13 92 88 6
Professional 84 7 9 92 327 7
Administration 84 7 9 92 205 8
Education 78 6 16 93 109 8
Health 79 7 14 92 316 12
Arts 86 1 13 99 94 11
Other services 76 7 17 92 105 11
Establishment age of business
0–5 years 77*** 10 13 89 379 14***
6–10 years 78 9 13 90 357 10
11–20 years 84 6 11 93 457 9
20+ years 86 4 10 96 1685 8
Government Office Regions
East Midlands 87 4 9 96 220 9
East of England 89 3 8 97 305 9
London 79 9 12 90 343 11
North East 70* 8 11 90 89 8
North West 85 5 10 94 253 10
South East 81 8 11 90 463 9
South West 85 5 11 94 359 8
West Midlands 85 6 9 93 208 8
Yorkshire and Humber 84 4 12 95 206 8
Scotland 84 4 12 95 229 10
Wales 77 5 18 94 99 10
Northern Ireland 79 7 14 92 109 12
Urban/Rural/Deprived location
Urban 83 6 11 93 2027 9
Rural 85 5 11 94 849 9
15% most deprived areas 83 7 11 92 372 10
Management characteristics/capabilities
Family led 84 7 10 92 1747 9
Women led 80 7 12 92 547 10
Minority Ethnic led 81 8 11 90 150 16***
Number of Partners
No partners/directors 79** 5 16 94 325 11***
1–2 partners/directors 82 7 11 92 1505 9
3+ partners/directors 88 3 9 97 1018 9
Capabilities to access finance
Capabilities access finance good+ 90*** 2 8 98 1515 7***
Capabilities access finance average 83 4 13 95 656 12
Capabilities access finance poor- 67 15 18 82 542 17
Used external finance advice/support 78* 8 14 91 167 20***
Additional indicators
Business Plan
Business Plan kept up to date 84 5 11 95 1458 10***
Business Plan not kept up to date 81 8 11 92 254 14
No Business Plan 83 7 10 93 1134 8

(Continued)
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Internal resources
Firms with no partners/directors are significantly (<.01) less likely to achieve application 
success whilst, conversely, those with perceived “good capabilities to access finance” are 
significantly (<.001) more likely to achieve application success. In combination, these 
findings strongly support the RBV (Barney 1991) of the firm, indicating that larger, older, 
more management resource-intensive firms, endowed with collateral assets have better 
perceived capabilities to access external finance and are ultimately more successful in 
doing so.

External resources
Counterintuitively, whilst external assistance might be expected to increase the likelihood 
of accessing finance, SMEs that used external assistance to access finance were signifi
cantly (<.05) less likely to receive any finance. This may indicate demand-side failure in 
a number of ways, such as poor business performance characteristics, or a failure to find 
and access appropriate external assistance within a suitable time period. This may indicate 
a poor management resource base in relation to seeking external finance and finding 
suitable funding networks; a problem highlighted for small, young, firms in the study of 
UK innovative firms’ journeys to finance (BEIS 2017).

Discouragement

Another aspect of demand failure is “borrower discouragement” (Kon and Storey 2003; 
Fraser 2014) where potential borrowers do not seek required external finance due to fear 
of rejection, or perceptions of expensive or unsuitable finance availability, based on 
previous personal experience or lack of knowledge and information. Cowling et al. 

Table 2. (Continued).

Characteristic (n=2883) Row % Obtained Not Other
Success 

rate n
Discouraged Row% 

(n=15002)

Introduction of an innovation in terms of product/ 
service/process

83 6 11 94 1451 12***

Improved process for producing/supplying goods/ 
services

84 5 11 95 945 13***

Last 12 months turnover
Increased 86** 5 9 95 1279 9***
Decreased 81 7 12 93 498 13
Same 81 6 12 94 978 8
Future turnover expectations
Increase 85*** 5 10 95 1545 11***
Decrease 79 8 14 92 250 9
Same 82 7 11 93 1023 8
Last 12 months employment
Increased 82*** 5 13 95 417 14***
Decreased 81 7 12 93 1459 10
Same 88 3 8 97 962 8
Future employment expectations
Increase 85*** 4 11 95 1121 12***
Decrease 82 7 11 93 1528 13
Same 83 7 10 93 219 8

Significance: *<.05; **<.01; ***<.001.
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(2016) estimated 2.5% of UK businesses were discouraged borrowers during the GFC in 
2008, whilst Fraser (2014) suggested this figure quadrupled for 2009.

The LSBS 2015 revealed 9% of SMEs with borrower discouragement. This includes 3% 
of SMEs (417) that had applied for some funding (316 obtaining at least some, 47 
obtaining nothing and with 54 experiencing delays with unresolved applications) during 
the last year. The main reasons for discouragement are avoidance of additional borrower 
risk through over exposure to borrowing (20%), expectation of rejection (17%) and 
expected high cost of finance (13%). For those that had applied for finance and then 
become discouraged, expectations of rejection (29%) and delays taking too long in 
obtaining finance (14%) become increasingly important, whilst risk avoidance remains 
a key reason (15%).

The characteristics of SME-discouraged borrowers (Table 2) are significantly related 
to smaller size, younger age and less resources; micro businesses (1–9 employees; 
<.001 level), young businesses established five or less years (<.001), SMEs with no 
partners or directors (self-employed; <.001) and SMEs declaring poor capabilities to 
access finance (<.001). Furthermore, those using external finance finders and advisors 
are more likely to exhibit discouragement (<.001) alongside SMEs that have a formal 
business plan, but do not keep it updated (<.01). Our findings are in-line with previous 
studies where smaller, younger SMEs, with lesser management resources and capabil
ities are more likely to be discouraged (Fraser 2014; Cowling, Liu, and Ledger 2012). 
However, what is more revealing in this empirical study is that discouragement 
extends beyond merely young firms; it included more established typically smaller 
SMEs that may be struggling and lack financial management skills, including basic 
business planning (Xiang, Worthington, and Higgs 2015). Again, this underpins the RBV 
perspective on access to finance (Barney 1991; Owen, Deakins, and Savic 2019). 
Additionally, the finding that minority ethnic-led businesses are significantly discour
aged (<.001) may relate to first-generation managers, who may lack cultural and 
network experience and contacts to assist with accessing external finance (Smallbone 
et al. 2003).

Our data exploration reveals the causal links contributing to UK SME demand or 
supply-side failure to access external finance and strongly suggests that smaller and 
younger UK SMEs suffer from inherent demand-side failures constraining their access to 
external finance. This has implications for the dynamics of UK economic growth, especially 
where there is persistently high incidence of discouraged borrowers amongst start-ups 
and more established viable SMEs failing to secure external finance, leading to social and 
economic welfare loss.

RQ2 Significant factors – Demand or Supply Failure?

We use multivariate binary logit models to explore whether the applicants for external 
finance during the past 12 months received at least some finance. Using the business and 
management characteristics from our initial bivariate analysis, we test which factors are 
more likely to determine the success or failure of applications and whether these are 
demand or supply-side related factors.

Our basic model results (Table 3; note, Table 4 provides a correlation matrix for variable 
relationships within the regression models), assessing whether SME applicants received at 
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least some funding proved robust, with 85.6% accuracy. Findings were significantly 
different from the baseline model at <.001 level, with Nagelkerke R2 13.8% explanation 
of outcomes and Hosmer and Lemeshow “HL” model goodness-of-fit of .72 (<.05).

Our results support mainly demand-side explanations, particularly in relation to the 
firm’s perceived capabilities and employment size.

Internal resources
Increased self-reported perceptions of the firm’s higher level of capabilities to access 
finance is significantly associated with increased chances of accessing finance. Comparing 
firms’ perceived capabilities, those firms with poor capabilities are less likely (0.323 times) 
to obtain finance than those with good capabilities (<0.001); firms with average capabil
ities are also less likely (0.496 times) to obtain finance than those with good capabilities 
(<0.01). These findings make a case for increasing firm capabilities to enhance their 
chances of obtaining external finance.

Firm size
Increased employment size (a strong proxy indicator of increased resource base for 
accessing external finance) is associated with increased chances of obtaining finance. 
Notably, firms with zero employees are less likely (0.297 times) to obtain finance than the 
ones with 50 to 249 employees (<0.001). Whilst it can be argued that young small firms 
face supply-side shortages in finance, this evidence demonstrates a key association 
between firm size and improved capabilities of access to external finance. It suggests 
that smaller firms, even when established, may suffer demand failures due to their weaker 
capabilities to access finance.

Types of finance
Disaggregating the types of finance sought demonstrates that access to loan, equity, 
grant and leasing finance is significantly (<.01 level) improved by perceived better 
capabilities to access finance44. Women-led firms are significantly less likely (0.464 
times) to access bank overdraft finance than their male counterparts (<0.05), supporting 
previous findings (IFC 2011) that women entrepreneurs may be disadvantaged when 
accessing external finance due to gender bias (Marlow and Patton 2005; Moro, 
Wisniewski, and Mantovani 2017); a potential supply-side failing, or a demand failing in 
relation to lacking confidence and being unable to adequately present their cases for 
finance.

Sectors
Supply-side financing deficit may affect particular sectors. The catering sector is perceived 
as volatile and high risk by UK banks (GLA 2013). SMEs in accommodation and food 
catering are less likely (0.337 times) to have obtained finance than those in other sectors 
(<0.05). When different forms of finance are disaggregated, the catering sector was 
particularly disadvantaged (<.05 level) when accessing bank overdraft finance.

Location
Appears significant to lenders. The more peripheral and rural areas away from large city 
banking and financial centres may be underserved (North, Baldock, and Ekanem 2010). 
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Firms located in the Midlands (0.144 times) and North (0.16 times) of England are 
significantly less likely to have obtained a bank overdraft (<.05); whilst firms located in 
urban areas are more likely (1.899 times) to have obtained loan finance than the ones in 
rural areas (<.01).

Three additional models were tested to evaluate the effect of the external factors to the 
base model. The additional models included variables that measured: (i) the existence of 
an up-to-date business plan; (ii) the level of innovation of the venture; and (iii) future and 
past growth (in turnover and employment). This analysis highlights two equivalent points. 
First, the three external factors do not contribute significant impact to explain access to 
funding (only one variable, declining sales, was statistically significant <.1). Second, all 
variables that were significant in the base model were also significant in the three new 
models. Additionally, the coefficient signal and the odds ratios were consistent across the 
four models.

Borrower discouragement

Lack of confidence, networks and financial literacy negatively impact on SMEs’ success in 
accessing external debt and equity finance, leading to discouragement of finance seekers 
(Xiang, Worthington, and Higgs 2015). To corroborate or reject these findings, we mea
sured borrower discouragement by establishing that SMEs had external financing require
ments but did not apply for this finance in the year prior to the survey. This may be 
perceived as another form of demand-side failure. Results for the basic regression model 
(Table 5) were robust, with 86.30% accuracy; implying significant difference from the 
baseline model at <.001 level, R-square 8% explanation of outcomes and Hosmer and 
Lemershow “HL” model goodness-of-fit at 0.963 (<.01).

Findings corroborate the RBV perspective (Barney 1991) with smaller and younger 
firms, with poor management capabilities and less access to external advice being most 
discouraged. SMEs with perceived poor management capabilities are significantly more 
likely (2.634 times) to be discouraged from seeking external finance than those with good 
capabilities (<.001); firms with average capabilities are also more likely (1.827 times) to be 
discouraged than those with good capabilities (<0.01). Firms that did not seek external 
advice to obtain finance are more likely (1.620) to be discouraged than the ones that did. 
Younger SMEs established up to five years are significantly more likely (1.666 times) to be 
discouraged than those established for more than 20 years (<.001). In terms of size, 
companies with 1 to 9 employees are more likely (1.471) to be discouraged than the 
ones with 50 to 249 (<.001). Similarly, firms with 10 to 49 employees are more likely (1.481 
times) to be discouraged than the ones with 50 to 249 (<.001).

The analysis also indicates that ethnic minority-led SMEs are significantly less likely 
(0.536) to be discouraged than their indigenous counterparts (<.001). These findings 
appear to contradict previous studies arguments that non-indigenous entrepreneurs 
lack confidence, cultural knowledge or experience to approach and successfully secure 
external finance, or may be disadvantaged by credit scoring centralised lending, which 
can adversely impact on the technically and financially less literate owner-managers 
/management teams (Smallbone et al. 2003; North, Baldock, and Ekanem 2010; Mason 
and Kwok 2010; IFC 2011). However, such studies are highly nuanced by ethnic group, 
generation and sector, suggesting for example that external financing problems are more 
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prevalent for first generations facing language and cultural barriers. What is perhaps more 
evident here is that mature second-generation minority ethnic businesses (which are 
likely to represent the vast majority, Smallbone et al. 2003) may not be discouraged.

Similarly, to the funding model, we evaluated the impact of: (i) the existence of an up- 
to-date business plan; (ii) the level of innovation of the venture; and (iii) future and past 
growth (in turnover and employment) in the likelihood of a venture being discouraged. 
Again, all variables that were significant in the base model are also significant in the three 
new models. However, all three external factors seem to affect the likelihood of SME 
discouragement. The model evaluating having a business plan demonstrates that SMEs 
that kept their documentation up-to-date were more likely (1.234 times) to be discour
aged (<.05) than those without a plan. Similarly, SMEs with an outdated business plan 
were also more likely to be discouraged (1.514 times) than those without one (<0.01). This 
indicates that having a business plan might well act as a discouragement through self- 
assessment, with prior failure to access finance leading to a lapse in keeping plans up-to- 
date. It could also indicate that business plans are required by advisors, who may then 
assess that the business does not have a viable funding case, whilst those not requiring 
finance may not perceive a need for a business plan.

The model assessing the impact of innovation in discouragement shows that both 
variables indicated that innovative SMEs are less likely to be discouraged. SMEs intro
ducing product or service innovations are less likely (1.698 times) to be discouraged 
than non-innovators (<.001). Similarly, SMEs introducing process innovations are less 
likely (1.229 times) to be discouraged (<.01). These findings are more positively for the 
UK economy, since innovative SMEs are not being discouraged from seeking external 
finance.

The growth model reveals two key findings. First, turnover growth does not appear to 
explain discouragement, since the two variables measuring past and future turnover were 
not statistically significant. Second, past and future employment growth may explain 
discouragement, as they were statistically significant (<.05). SMEs with stable employment 
were less likely (0.748 times) to be discouraged than those increasing their number of 
employees in the last year (<0.05). Similarly, SMEs that reduced their number of employ
ees were less likely (0.698 times) to be discouraged than those that increased employees 
(<0.05). In terms of future employment growth, our findings indicate that SMEs that 
expect to remain with the same number of employees are less likely (0.762 times) to be 
discouraged than those expecting to increase their work force (<0.05). The lack of 
correlation between employment and sales with regard to discouragement appears to 
indicate that discouraged SMEs (which are less innovative) are foregoing process innova
tion investment in favour of employment growth, or struggling and perceive that they are 
unable to provide valid investment cases. Either way, they are likely to be contributing to 
the UK’s lack of productivity puzzle (HM Government 2017).

Overall, our findings challenge the long-held view that predominantly supply-side 
failure deprives SMEs access to external finance, without qualifying the stage of the 
business operation. We observe prominent demand-side failure correlated with SMEs’ 
employment size. We also reveal multiple and complex RBV and management character
istics that impact on the intentions of SME owners when accessing external finance. One 
additional possible explanation for the demand-side failure in this case may be that the 
GFC has led to revision of credit scoring methodology employed by lenders, raising the 
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hurdle for securing a loan; the higher threshold may be making it more difficult for SMEs 
to succeed, particularly smaller employee ones, leading to lower numbers of loan applica
tions (North, Baldock, and Ullah 2013).

RQ3 The scope and capability of public SME finance support policy

In the wake of major financial and political crises, such as the GFC, the quantitative 
findings from the LSBS 2015 raise important questions for both SME finance policy and 
delivery. Our findings question the commonly held view that the SME finance gap is 
largely attributable to supply-side failure (Owen, Deakins, and Savic 2019). To further 
understand and corroborate these findings we consulted with six experienced business 
and finance advisors from the Oxford Innovation (OI) agency network, specialising in early 
and growth scale-up stage financing for UK SMEs. This discussion section, addresses the 
quantitative data’s emergent business characteristic and RBV issues across three demand 
centred themes where business finance advisors feel that they can make a difference; 
selection of finance, the role of advisors and discouragement.

Selection of finance

Interviewees experiences corroborated quantitative findings that most SMEs received at 
least some funding (83% applicants) over the last year. The prevalence of different sources 
(in order of most survey responses); bank loans, overdrafts, leasing/HP, credit cards, 
factoring, equity, grants and P2P debt finance was generally thought to be in line with 
the interviewees experiences. They reported that “The UK financing picture is changing . . . 
SMEs tend to use personal finance and banks as their first external lender and they typically 
have existing relationships” and this aligns with pecking order theory (Myers and Majluf 
1984) and path dependency theory (Teece 2007; Owen, Deakins, and Savic 2019). 
“However, post the GFC, SMEs are increasingly finding that bank borrowing is not appropriate 
for various reasons such as strict terms and conditions, longer processing time, increasing 
lender demands for collateral, trade history, aversion to supporting innovative and risky 
projects.” This quote underscores similar observations of restricted and increased costs of 
bank lending for SMEs in the UK (Cowling, Liu, and Ledger 2012; North, Baldock, and Ullah 
2013).

Respondents further noted, “there are now far more flexible alternatives to financing 
cash-flow and other financing needs especially through crowdfunding and P2P”. These 
changes highlight the evolution of the post GFC UK funding escalator (Mason 2017) 
and, for example, the ease of access for established SMEs to obtain P2P funding (e.g., 
from Funding Circle) as a substitute for bank lending (Mac an Bhaird et al. 2019). The 
advisors highlighted the example of the South West of England, where they reported that 
the volume of lending has increased through P2P with decisions being made more 
quickly (e.g., within 7 days) when compared to banks loan approvals. Although the survey 
analysis suggested that bank loans, overdrafts, leasing/HP, credit cards were accessed 
with far greater frequency than P2P, interviewees reported growing SME use of alternative 
P2P and crowdfunding financing products, supporting other UK evidence (Davis 2012; 
Zhang et al. 2017).
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The interviewees therefore strongly supported the view that SMEs’ failure to access 
finance was due in part to their lack of knowledge of alternative finance. It was no surprise 
that the majority of finance seekers exhibit path dependency (Teece 2007), only going to 
one provider which is typically their bank. “A lot more work needs to be done to educate 
SME entrepreneurs on what are the appropriate sources of finance for their business, 
especially on particular products like mezzanine finance to improve demand for alternative 
products”. Furthermore, the personal circumstances of the entrepreneur are considered 
crucial in accessing external finance, indicating that their ability and willingness to 
provide personal guarantee and collateral is a key determinant to accessing bank finance 
or alternative types of finance. These findings are supported in previous studies (Deakins 
and Hussain 1994; Smallbone et al. 2003; North, Baldock, and Ekanem 2010; Cowling, Liu, 
and Ledger 2012). Thus, whilst these findings mainly confirm prior studies, they highlight 
the importance of entrepreneurial finance knowledge and the potentially critical role of 
external advisors, which many studies overlook (Owen, Deakins, and Savic 2019).

The role of advisors

We asked the advisors why SMEs using external finance support were found to be less 
successful (although not significantly) at accessing external finance. They suggested that 
often SMEs already in distress seek external assistance at a late stage that renders help less 
effective. Furthermore, such entrepreneurs in smaller and younger firms are more likely to 
need risk finance that requires highly skilled trusted advisors and connected niche 
financiers (e.g., public-backed mezzanine funders operated by UK Regional Investment 
Funds; BEIS 2017). Interviewees also suggest, “Already ‘distressed’ SMEs when they engage 
with finance finders and advisors are likely to have already struggled to raise finance . . . ”. 
This is partially supported by the greater (but not significant) likelihood of SMEs with up- 
to-date business plans failing to obtain finance. Furthermore, “ . . . .Their approach to 
raising funds is not necessarily ‘tactical’ or ‘strategic’ but ‘reactionary’, requiring immediate 
cash-injection. An example is where entrepreneurs leave it too late to access external finance, 
which is reflected in the ‘turnaround’ market where firms are about to go bust. This has given 
rise, in some cases, to the practice of ‘Pre-Pack Administration’ when an insolvent business is 
sold to a ‘phoenix’ company” (i.e., a business that has been set up by the existing directors 
before going into administration).5

A notable distinction is between “distressed” early-stage companies that engage 
advisors and those that do so as part of a calculated plan for growth. In the former 
case, success is highly unlikely and there may be other motivations driving the advisory 
engagement, such as administration fees, pre-pack deals (HoC 2016). Where SMEs are 
already distressed advisors are unable to fundamentally change their business plans. They 
often have to look at several different finance sources before getting any traction, thus 
requiring greater numbers of applications. Those SMEs which seek external support are 
also often younger and smaller business which may not have the management resource 
(e.g., a Financial Director) to focus on searching and accessing external funds, often with 
little knowledge of non-bank financing (Owen, Deakins, and Savic 2019).

The advisors also highlighted “crucial trust and links between firms, finance finders and 
advisors and potential investment providers” playing an influential role to successfully 
securing external finance. This supports the concept of network ties and bonds in 
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facilitating SMEs’ accessing external finance (Uzzi 1999). More importantly, there is 
a difference between long-term relationship advisors and short-term service providers. 
The former is considered more effective as they can work with SME clients over a longer 
period, understand their needs, and provide a wider financing network which firms 
access. A related issue is the incentive/remuneration method for advisors which may 
also influence the outcome for firms;6 “Advisors tend to work at risk and have different 
approaches to secure their income, including retainer, success, and upfront fees”. These 
issues are raised in the broader access to SME support literature (Mole, North, and 
Baldock 2017) and need further exploration to see how they affect SMEs’ access to 
external funds.

The finding that younger firms, under five years of age, were more likely to use financial 
advisors, was considered to be due to their higher risk finance profiles and lack of 
established networks. These businesses may be unable to obtain bank finance (North, 
Baldock, and Ullah 2013) and are likely to require external expert assistance to find and 
make applications for grants and equity (Mason and Kwok 2010; Owen, Deakins, and Savic 
2019). “For example, a young spin-out firm, which may have received public grants e.g., 
Smart award from Innovate UK – typically requiring matching funding – and then accessed 
other support e.g., Knowledge Transfer Network – may then be ready for seeking equity 
investment”. There is also evidence that business finance advisors can add to the “collat
eral value” of applications, mitigating some of the risk for lenders to an earlier stage 
business (Owen et al. 2017; OECD 2018).

In conclusion, LSBS 2015 findings suggest that larger businesses with stronger man
agement resources are significantly more likely to successfully access external finance 
(supporting the RBV view of SME access to finance, Barney 1991). Larger SMEs tend to 
have greater management resources, greater extended networks to tap into, and use 
experts to prepare their business finance case, resulting in higher quality presentations/ 
pitches which will help to mitigate information asymmetry and persuade financiers to 
lend (BEIS 2017). For younger, smaller businesses that require risk finance for growth or to 
overcome distress, this study sheds important new light into the crucial role of specialist 
finance advisors to assist with investment readiness and business plans and access to 
niche risk finance networks (e.g., business angels and public backed lenders) to overcome 
IA barriers. Critically, we progress the demand failure analysis of Owen, Deakins, and Savic 
(2019) in finding that these advisors offer more support than typical small firms accoun
tants (Mole, North, and Baldock 2017) and that where trusted established partnerships 
exist, this can lead to more sustainable SME financing outcomes.

Discouragement

The advisors supported the LSBS findings that younger and smaller SMEs with declared 
poor access to finance capabilities are less likely to succeed in accessing external finance 
and are more likely to exhibit borrower discouragement. This is in-line with other recent 
UK studies (Fraser 2014). The apparently contradictory finding that SMEs with business 
plans (even when up to date), and employment growth orientation are more discouraged 
from accessing external finance, may indicate the more conservative investment 
approaches of SMEs in times of economic uncertainty. Again, advisors were asked 
about the increased likelihood of discouragement with use of business advice, particularly 
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for small employer SMEs with business plans, suggesting either their unsuitability for 
external finance, or the unsuitability of advice offered at the time.

Th advisors considered that the discouraged borrower firms within this sample were 
largely ill-prepared, in terms of financial information, management resources and entre
preneurial capital to secure external finance, or that those with up-to-date business plans 
were cautious low innovation firms struggling with lagged or low sales growth potential 
that contributes to the UK’s low productivity puzzle (BEIS 2017). This is underpinned by 
discouraged SMEs being less likely to seek advice, or previously unsuccessful applicants 
when they do so.

Interviewees concurred with quantitative findings that smaller and younger SMEs are 
less likely to obtain bank funding; due to limited finance raising experience, lack of 
collateral and track record, which also often limits their chances to access equity finance 
(North, Baldock, and Ullah 2013). The finding that discouragement extends to small firms 
with up to 49 employees, is “ . . . indicative of the large proportion of cautious and 
potentially under-performing firms, underlined by the prevalence of those with up-to-date 
business plans, but holding back on investment, or seeking advice on new financing alter
natives to banks.”

Advisors observed that young entrepreneurs lack resources and experience, leading to 
inadequate business planning and ongoing business development planning. “Business 
plans are important for accessing external funds but . . . many SMEs are too busy ‘fighting 
fires’ in their day-to-day operations to devote the resources required”. Furthermore, “ . . . 
business plans will change over time especially for start-ups, due to pivoting of their business 
model and this should be expected and supported, as it can ultimately be a positive devel
opment”. A further observation was that SMEs and the lender can pull out of a deal at the 
“last minute” thus giving rise to trust deficit and causing discouraged affect next time 
round (Fraser 2014). Advisors agreed on the main reasons for discouragement (e.g., 
avoiding additional risk, fear of rejection, perceived high cost of finance and length of 
time and amount of hassle to obtain finance), but were surprised that time delays and 
excessive hassle were not higher up the list (Mac an Bhaird et al. 2019) alongside inability 
to obtain co-finance to leverage sufficient funding (Owen, Deakins, and Savic 2019 report 
grant fund matching difficulties).

Advisors also suggested that retail bankers’ cautious attitude to early-stage SMEs 
was also a factor. Most retail banks have a corporate policy of not lending without 
well-covered collateral. This supports the economic cycle view of Cowling, Liu, and 
Ledger (2012) that post GFC bank lending has become less accessible for young, 
early-stage UK SMEs. Furthermore, this has become more acute in some sectors, such 
as hospitality, where LSBS 2015 findings suggest a potential supply-side funding gap, 
which may extend to banks not lending regardless of the maturity of small 
businesses.

Discussion and conclusions for policy and theory

Our LSBS 2015 study of UK SME access to finance demonstrates how the GFC and 
resultant SME bank lending policy restrictions on SMEs has disproportionally negatively 
impacted on younger and smaller firms’ access to external finance and contributed to 
their higher levels of borrower discouragement. We offer deep insights into the further 
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adjustments to entrepreneurial finance theory and practice required to ensure that SMEs 
are adequately financed and supported through the current UK post-Brexit and post- 
Pandemic economic rebuild, which will require a significant contribution from SMEs (HM 
Treasury 2021).

Whilst we reveal that the vast majority of SME applicants receive the funding that they 
require, our findings demonstrate potential supply-side failure, particularly in the lack of 
bank and equity finance for viable early-stage SMEs, and a persistent patient capital gap 
for smaller SMEs, alongside locational disadvantages in more remote and rural regions 
(BEIS 2017).

However, whilst prior studies mainly focus on supply-side remedies for SME finance 
gaps, we also find that a major cause of UK SME finance gaps is demand-side failure. We 
provide significant evidence that the poorer management capability of younger and 
smaller SMEs is associated with demand failures and increased levels of discouragement, 
which are contributing to UK SME underinvestment. We also reveal that external support 
is underutilized and often ineffective and yet, if delivered by specialist advisors in a timely 
and suitable relationship financing fashion (North, Baldock, and Ekanem 2010), it could 
develop more sustainable SMEs.

The major contribution of the paper is therefore to develop the resource-based view 
(RBV) of SME access to finance (Barney 1991), by demonstrating that resource failure, due 
to poor financial management and finance seeking capabilities is not only strongly 
correlated with finance application failure, but also with borrower discouragement 
(Fraser 2014). This suggests requirements for improved business finance support to upskill 
entrepreneurs’ financial management, financial literacy and investment readiness. From 
a policy perspective, a key finding is the duality of discouragement between young and 
small firms that are either cautious and uncertain of their ability to raise appropriate funds 
that could aid growth and scale-up, or distressed and unsuited to finance. The former may 
grow employment, but suffer lagged sales growth (typical of the innovation “valley of 
death” period, Owen, Deakins, and Savic 2019), and may be symptomatic of process 
underinvestment that is contributing to the UK’s poor production puzzle.

Many of the younger and smaller SMEs that struggle to obtain external finance are 
poorly externally networked and fail to seek advice, or to receive adequate specialist and 
timely financing advice. Insufficient financial literacy to make loan applications to the 
current highly centralised UK banking system that has replaced relationship banking with 
credit scoring (North, Baldock, and Ekanem 2010; Cowling, Liu, and Ledger 2012; North, 
Baldock, and Ullah 2013), or to adequately consider and apply for alternative finance such 
as crowdfunding, P2P, asset and equity, is a major issue.

These findings make a case for a more “holistic entrepreneurial finance ecosystem 
approach” which adequately remedies the demand failures we expose and supports SME 
development pipelines (Mason and Brown 2013) and “ecosystem approaches” (Hwang 
and Horowitt 2012; Hughes 2009). Entrepreneurship skills development including finan
cial management is essential to enable SMEs to access external finance. In turn this 
supports RBV related theory around investment readiness (Mason and Kwok 2010), 
signalling (Mueller, Westhead, and Wright 2012) and networking (Uzzi 1999) and suggests 
a key bridging role for external financial intermediaries and advisors (Owen, Deakins, and 
Savic 2019; Lerner 2010).

26 R. OWEN ET AL.



Figure 1 offers a summary review of how our findings fit within the emerging theore
tical entrepreneurial finance ecosystem framework (Owen, Deakins, and Savic 2019), from 
a UK perspective. It presents historically reported explanations for the SME finance gap, 
mainly attributed to supply-side failures. We highlight where our empirical UK-based 
study finds support for these via bank credit rationing and the resultant reduction in 
patient capital supply alongside uneven regional distribution, which has significantly 
negatively impacted younger and smaller SMEs. However, we also highlight that, in this 
period where alternative finance is increasingly available, it is demand-side failure that 
provides a greater set of explanations. This shift has received limited attention from 
academics, practitioners and policymakers. We therefore develop the emerging more 
holistic enterpreneurial finance ecosystem approach required to address SME finance 
(Owen, Deakins, and Savic 2019) by demonstrating the critical role for specialist financial 
advisors to assist young, small SMEs in growth and distress financing to create more 
sustainable SME financing outcomes. Far more attention is required to develop holistic 
theoretical and policy solutions with greater focus on the “fuzzy domain” of business 
advice and network support extention of financial intermediation which straddles SME 
finance supply and demand to overcome information asymmetries.

From a policy perspective, the UK Government has consistently been committed to 
SME growth, with increasing concerns for improving productivity, and to facilitating this 
via SME investment through improving the post-GFC UK SME finance escalator (Owen 
et al. 2020). Notably, this has involved the development and oversight of supply-side debt 
and equity instruments through the emerging role of the British Business Bank (Van der 
Schans 2015).

Recent events affecting the UK and global financial markets relating to Brexit, the 
Pandemic and Ukraine crisis have led to renewed importance being attached to 

Figure 1. Conceptualising a holistic approach to supply and demand side of SME finance.
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developing industrial policy that is inclusive of strategic support for SMEs. This has 
included the Treasury patient capital review, Industrial Strategy and Plan for Growth 
(HM Treasury 2021). These increase emphasis on addressing key sector and regional 
SME financing imbalances through the British Business Bank’s Regional Investment 
Funds and proposed Shared Prosperity Funds (to replace the loss of EU regional funds) 
and improve on long-standing supply-side failings (both sectoral and regional). However, 
amidst growing concerns over the UK’s relatively poor productivity, we present new 
evidence on an important group of young and established SME discouraged borrowers 
that are unlikely to increase their productivity. We find strong evidence that financial 
literacy, investment readiness (Mason and Kwok 2010) and improved financial support 
and intermediary services (Owen, Deakins, and Savic 2019) can address this to provide 
future SME sustainability and growth.

Now, more than ever, there is a need for the British Business Bank to step-up and play 
the significant overarching SME finance and support role to provide a holistic policy 
approach (Mazzucato and Penna 2014). This can deliver public-private linkages to 
enable private sector financiers and support agencies to deliver a more effective SME 
finance escalator (North, Baldock, and Ullah 2013). We note improvements in recent 
years through the British Business Bank’s introduction of regional representatives work
ing with English Local Enterprise Partnerships (LEPs) to improve the promotion of the 
Regional Investment Funds and business angel investment networks (BBB 2022). 
However, more needs to be done to fund and deliver the additional specialist business 
support, previously delivered unevenly and inconsistently through EU competition 
funding via LEPs in England (Uyarra, Shapira, and Harding 2016). Our research demon
strates that further SME finance policy cohesion can lead to a more sustainable produc
tive UK SME sector.

Limitations and future research applications

This paper was based on the largest survey of SME finance undertaken in the UK at the 
time. Nevertheless, it is limited by insufficient scale to accurately measure equity finance 
(which represents only 6.5% of finance seekers), but is likely to be related to more growth- 
oriented SMEs (North, Baldock, and Ullah 2013). The authors have proposed to BEIS that 
a national survey of UK SME early equity investment is required to fill this vital knowledge 
gap. Furthermore, the data presented in the paper only relate only to the snapshot cross- 
sectional LSBS baseline survey of 2015. Subsequent annual waves of the LSBS have 
confirmed the data reported here (Owen et al. 2017) and are starting to provide deeper 
insights into UK SME financing trends. However, the longitudinal data remains limited and 
under developed in terms of tracking SME external financing with their business perfor
mance over time and contextual comparisons between the performance of UK SMEs with 
different countries SME financing. Leading on form this, since banks remain the predo
minant form of external finance sought and used by UK SMEs, future research should 
explore bank policy and practice in different countries (e.g., Germany’s Sparkasse regional 
banks), in addition to examining the relationship between financial literacy and bank 
application success, to examine the merits of relationship banking and find good practice 
practitioner solutions to support SME lending. Finally, we believe that we have estab
lished a robust mixed methods approach which may be adopted by future researchers 
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(albeit possibly with more supply-side interview insights) to undertake research which 
generates greater understanding of the operation of the SME entrepreneurial finance 
ecosystem.

Notes

1. Demand for external finance has also fallen prior to the COVID-19 pandemic for self- 
employed, but data for UK employer SMEs is considered as a more robust measure (BEIS 
2020).

2. Most broad data reported by sector, location and business size are robust to 1% significance. 
It should be noted that there is oversampling of medium sized enterprises and under- 
sampling of self-employed and micro enterprises to provide robust data scale.

3. Note, it was not possible to ascertain across all types of finance whether all funding applied 
for was secured. Where this was possible to check (i.e. bank loans and equity finance) over 
90% of required finance was received.

4. Examination of the specific types of finance indicated robust models for all except equity 
where the numbers were small and the HL is .025 and the baseline model only has .1 
difference and charitable/trust/grants where similarly to equity some observations fall 
below 50 cases. All of the models have at least 75% classification accuracy.

5. A pre-pack is an “arrangement under which the sale of all or part of a company’s business or 
assets is negotiated with a purchaser prior to the appointment of the administrator, and the 
sale contract executed on the appointment of the administrator or very shortly afterwards”. 
See: House of Commons Library Briefing Paper, Number CBP5035, Pre Pack Administration. 
20th January 2016.

6. Fees may reduce the number of less quality businesses (a finding supported by Mole et al. 
2017).
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