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Context

Going as far back as the MacMillan (1931), Bolton (1971) and Wilson (1979) Committees, there have
been concerns in academic and policy circles about funding gaps in the supply of debt and equity to
smaller businesses. More recently attention has been focussed on funding gaps following the Great
Financial Crisis of 2007-8 (Rowlands, 2009; Breedon, 2012; NIESR, 2013; Fraser, 2014a). And since
2014 the British Business Bank has published an annual report providing up to date evidence on
funding gaps in different SME finance markets (British Business Bank, 2017). The issue of funding
gaps matters because smaller businesses are important for employment and improving productivity
(British Business Bank, 2017; Acs and Audretsch, 1988).

Evidence of a funding gap is usually interpreted as a gap between the demand and supply of a
particular type of finance (Fraser et al, 2015) as manifested, for example in survey data, by an
incidence of financial rejection or discouragement (e.g. NIESR, 2013; Fraser 2014a, 2014b; British
Business Bank, 2017). However, this can be misleading as rejection/discouragement may signify a
lack of viability rather than a missed opportunity (Fraser et al 2015). Therefore it is important to
look beyond the funding gap per se and examine its relationship with business performance to
establish the presence or otherwise of a financial constraint. This idea is at the core of the current
research programme.

Another strand of research into financial constraints has focussed on the relationship between
internal finance (e.g. entrepreneurial wealth) and business performance (e.g. Evans and Jovanovic,
1989; Carpenter and Petersen, 2002; Hurst and Lusardi, 2004). The rationale for internal finance
tests of financial constraints is that if, due to market failure (caused by information asymmetries:
Stiglitz and Weiss, 1981), the business is unable to obtain sufficient external finance then an increase
in internal finance will relax the constraint and increase business performance. Accordingly, in the
presence of financial constraints, a positive relationship between internal finance and performance
is predicted. However, the fundamental problem with this approach is that it provides ambiguous
evidence for financial constraints because internal finances may be linked to factors other than
liquidity (e.g. Hurst and Lusardi, 2004; see also Fraser et al 2015 for a full critique of internal finance
tests).

So, in short, the current research rectifies the deficiencies of previous research which has either
looked at funding gaps, but stopped short of looking at the relationship with business performance,
or which has tried to infer financial constraints from a relationship between internal finance and
performance.

Policy implications

Two scenarios with very different policy implications can be envisaged in relation to funding gaps. In
the first scenario, the funding gap (related to an incidence of rejection or discouragement) has a
negative effect on performance (holding constant all other factors that might impact on
performance). In this case the relationship points to a financial constraint since performance would
have been higher absent the gap; in essence, there has been a missed opportunity. In this scenario



policy should be directed towards improving supply through e.g. debt/equity market interventions
and promoting diversity in finance markets (e.g., British Business Bank, 2017).

In the second scenario, the funding gap has a non-negative (i.e., zero or positive) effect on
performance (holding other factors constant). In this case the issue is not a missed opportunity;
instead the cause of the ‘funding gap’ is entrepreneurial misperceptions about funding needs. The
classic example in this case is the overoptimistic entrepreneur who overestimates their productivity
and underestimates their risk and therefore seeks too much capital (de Meza and Southey, 1996;
Fraser and Greene, 2006). Policy in this situation should be directed towards improving
entrepreneurs’ financial skills e.g., through the provision of mentoring and business planning advice
(e.g., Business Finance Taskforce, 2010; Fraser, 2014b).

Initial findings

One reason for the lack of research hitherto into the relationship between funding gaps and
business performance has been the absence of appropriate data. In short, longitudinal data is
required to establish a causal relationship between rejection/discouragement events, experienced
by the business at a particular point in time, with its performance at a later time. In this respect, the
Longitudinal Small Business Survey (LSBS), which currently tracks business finances and performance
in 2015 and 2016 with further waves planned in the future, is beginning to fill the data gap.

Preliminary analysis of these data has so far involved a summary analysis of different measures of
business performance (in 2016) and previous (2015) financing needs/experiences (relating to debt
and equity) along with regressions of performance on previous financing experiences controlling for
a wide range of business and owner characteristics. In terms of previous experiences, the data
shows that 10% of business in 2015 needed external finance but felt discouraged from applying; 3%
sought external finance but failed to obtain any (failed seeker); 2% sought external finance and were
partially successful; 16% sought external finance and were fully successful; and the remainder (69%)
had no need for external finance (self-sufficient businesses).

In terms of the impact of financing experiences on business performance, the regression analysis
indicates that fully successful seekers are over 50% points more likely to experience employment
growth in 2015-16 compared to failed seekers. Also productivity (sales per employee) is almost 7
times higher for fully successful seekers compared to discouraged borrowers; and just under 6 times
higher for fully successful seekers compared to failed seekers. Overall these initial findings suggest
that funding gaps caused by rejection or discouragement have quite a significant negative impact on
firm performance. However the caveat with these findings is that, while they control for systematic
observable differences between businesses (due e.g. to firm size, age and sector) there may remain
systematic unobservable differences (due e.g. to entrepreneurial talent) which might bias these
estimates.

Next steps

The theoretical framework developed in the research suggests that previous experiences of rejection
or discouragement may constrain not only finances but also entrepreneurial learning. This suggests
additional testing to examine the impact of previous financing experiences on the entrepreneur’s
perceived capabilities. In addition it will be important to use more advanced statistical methods,



which will allow us to take into account systematic unobservable differences between businesses, so
that we can estimate the impacts of funding gaps more robustly.

Looking beyond the current project, with future waves of LSBS it will be possible to investigate how
business dynamics unfold over the long term following financing experiences. In particular it will be
possible to investigate how financing experiences affect the financial growth cycle (or ‘funding
escalator’) of the business (Berger and Udell, 1998). The financial growth cycle is essentially the idea
that the optimal capital structure of the business varies over time. So whereas smaller/younger
businesses rely on insider finance and trade credit (and possibly angel finance for the more
venturesome), as the business develops it gains access firstly to intermediated finance (from banks,
finance companies and, in some instances, venture capitalists) and eventually, if the business
survives, it may even tap public equity and debt markets.

Currently we simply do not know how financing experiences, resulting from interactions with finance
providers at one stage in the financial growth cycle, affect businesses’ progress through later stages
of the cycle. Yet, from a policy perspective, it would seem absolutely vital that we know more about
this. For example, do negative experiences cause stagnation in the development of the business
(leading e.g. to a state of ‘permanent non-borrowing’ and low growth)? Or, in some instances, does
adversity provide learning experiences that benefit business performance (at least, among those
which survive) in the long term? Where do alternative finances fit into this story? Are businesses
rejected/discouraged from mainstream finance providers more likely to seek alternative finance
(and does it benefit performance)? It is only with further research that it will possible to shed light
on these and many other related issues.
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