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Issues in SME Access to Finance
 
by Gregory F. Udell 17

Abstract
This article examines a number of the most important issues surrounding SME 

access to finance in a European context. It does this through the lens of the lending 

channel paradigm first introduced in Taketa and Udell (2007). Using this analytical 

framework the article examines the impact on SME access to finance from: the 

introduction of Basel III, government guarantee schemes, SME securitization, and 

the spread within Europe of venture capital and crowd funding. Special note is 

given to policy implications and cross country differences within Europe.

1. Bank regulation reform and SME financing: The potential impact 
of Basel iii 

There is considerable policy concern and controversy about whether new 

regulations such as those in Basel III could have a negative effect on SME ac-

cess to finance. Addressing these questions is a natural follow-on to the contri-

butions in the first issue of European Economy – Banks, Regulation, and the Real 

Sector on “Capital Requirements for Large Banks”. The lead article in that issue 

highlights the tension between regulatory changes instituted after the begin-

ning of the crisis (to decrease bank leverage and increase capital buffers) and the 
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banking industry’s contention that this will reduce the incentive to lend (Barba 

Navaretti, Calzolari and Pozzolo 2015). In a world in which the relevance of a 

bank’s capital structure is still in debate, it is not surprising that the effect of 

changes in a bank’s capital structure is, likewise, in debate. As Barba Navaretti, 

Calzolari and Pozzolo (2015) emphasize, in the Modigliani and Miller version 

of the banking world reflected in Admati and Hellwig (2013), bank capital struc-

ture is irrelevant and meeting the new regulatory requirements should not be 

problematic for banks. But, as other contributors to the journal’s first issue (Beck 

2015, Clerc 2015 and Rochet 2015) point out, market frictions likely punch a 

significant hole in the bank capital irrelevance argument and, thus, the stringent 

new banking regulations could have a meaningful effect on bank lending.

I refer the reader to these articles in the first issue of the journal for a de-

tailed discussion of the arguments and evidence that the overall cost of lending 

will likely increase and credit availability will likely contract because of these 

new regulations. To summarize, however, Beck (2015) concludes that a major-

ity of the research suggests only a modest effect on the cost of funding and on 

investment and aggregate output. But, Clerc (2015) also notes that some recent 

papers show that the short and long term costs of higher capital requirements 

would be higher than those estimated in the MAG exercise and that there may 

be an optimal requirement with respect to their effect on real economic activity. 

These studies, however, are predictive in nature. A very recent study on the 

Swiss implementation of the countercyclical capital buffer offers the first assess-

ment of the actual implementation of Basel III – specifically, the implementation 

in Switzerland of one component of Basel III, the countercyclical capital buffer 

(CCB) (Basten and Koch 2015). Switzerland was the first country to adopt the Basel 

III countercyclical capital buffer (CCB) by implementing it in February of 2013. 

This paper uses a unique loan level dataset on loan offers to analyse the impact 

of the CCB on mortgage pricing. One of the most interesting results in this paper 

is that the effect of the implementation of the CCB on mortgage offer rates was 

higher (on average 2.72 bp) for capital-constrained banks. This result suggests 

that the impact of new capital requirements on a given bank will depend on its in-

itial capital condition. Thus, banks that are still recovering from the effects of the 

financial crisis might constrain their SME lending more than banks that are not.

Let’s now focus specifically on how the new regulations might affect SME 

finance. Several papers have attempted to empirically quantitative the future 
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impact of Basel III on SMEs using pre-implementation data. (For a nice review 

of the impact of Basel II on SME access to finance, see Cardone-Riportella et 

al. 2011.) Based on French SME micro data Humbolot (2014) finds that Basel 

III will likely have some effect on SME access to finance. But, the effect will 

depend on the regulatory treatment of the loan (e.g., whether the bank uses the 

Standardized or IRB approach and whether it categorizes the loan as corporate 

or retail) and the risk-return profile of the loan category. Using micro loan data 

on Spanish SMEs Cardone-Riportella et al. (2011) calculate credit risk premi-

ums under Basel III. While for some categories they find only modest increas-

es in the credit risk premiums (e.g., small firms in the highest rating category 

and SMEs guaranteed by loan guarantee associations), for other categories they 

find higher credit risk premiums (e.g., low rated corporates). The incremental 

increase in the credit risk for Basel III over Basel II, however, is found to be 

generally quite modest for all categories of SME loans.

 What other factors are likely to determine the overall impact of the new 

requirements on SME access to finance? In order to answer this question, it is 

helpful to put SME finance into a broader context. I find that the lending chan-

nel paradigm is quite useful in that regard. This paradigm was first introduced 

in Taketa and Udell (2007) and subsequently updated in Udell (2009) and Udell 

(2015). The lending channel paradigm combines the concept of lending technol-

ogies (e.g., Berger and Udell 2006) with the type of institution that offers the 

technology. The universe of lending technologies includes relationship lending, 

financial statement lending, asset-based lending (aka discounting in Ireland and 

the U.K.), factoring, equipment lending, leasing, real estate-based lending, small 

business credit scoring, crowd funding and trade credit (see Figure 1). Each of 

these lending technologies represents a “unique combination of the primary 

source of information, screening and underwriting policies/procedures, structure 

of the loan contracts, and monitoring strategies and mechanisms” (Berger and 

Udell 2006). These lending technologies are either “relationship-based” or “trans-

actions-based”. We can also think of them as being either primarily targeted to 

relatively opaque SMEs, relatively transparent SMEs, or both. For example, re-

lationship lending would be targeted to relatively opaque SMEs, while financial 

statement lending (which requires verified/audited financial statements) would be 

targeted to relatively transparent SMEs. And, we can think of them in terms of the 

primary source of information on which they are based, i.e., “soft” information vs. 
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“hard” information. Unlike hard information, soft information is not easily quanti-

fiable and transmitted within the hierarchy of a financial institution (Stein 2002).

The lending channel paradigm builds on the concept of lending technol-

ogies by linking each of the technologies to the type of institution that offers 

them within a given country. Each combination represents a “lending channel” 

through which funds can flow to SMEs within a given country. Let’s use the 

U.S. as an example because it is a country in which all of these lending technol-

ogies exist. Figure 2 shows U.S. lending channels today. The columns represent 

the institutions in the U.S. that provide financing to SMEs. The rows indicate 

the lending technologies. The cells (i.e., the channels) link the lenders with 

the technologies they offer: an “o” indicates an operative lending channel and 

the grey shaded boxes indicate that this type of financial institution does not 

offer that lending technology. For example, large banks and commercial finance 

companies do not offer relationship lending but small banks and credit unions 

(and credit cooperatives in many European countries) do. The special role of 

smaller depository institutions in providing relationship lending is supported 

by the bulk of the theoretical and empirical evidence (e.g., Stein 2002, Berger 

et al. 2005). However, the evidence also shows that large banks are very active 

in providing transactions-based lending to SMEs (e.g., de la Torre, Peria and 

Schmukler 2010). And, this is reflected by the large number cells linking large 

financial institutions to transactions-based lending technologies.

Figure 1 – Lending Technologies

technology type Borrower information
Relationship Lending Relationship Opaque Soft

Financial Statement Lending Transaction Transparent Hard

Asset-Based Lending/discounting Transaction Opaque Hard

Factoring Transaction Opaque Hard

Equipment Lending Transaction Opaque and Transparent Hard

Leasing Transaction Opaque and Transparent Hard

Real Estate-Based Lending Transaction Opaque and Transparent Hard

Small Bus. Credit Scoring Transaction Opaque and Transparent Hard

Crowd Funding Transaction Opaque Hard

Trade Credit Transaction/
Relationship

Opaque and Transparent Soft and Hard
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Figure 2 – U.S. SME Lending Channels (2015)
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Asset-Based Lending/discounting o o  o o   
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Equipment Lending o o o o o   

Leasing o o o o o   

Real Estate-Based Lending o o o     

Small Bus. Credit Scoring o       

Crowd Funding      o  

Trade Credit       o

Now we can see how the lending channel paradigm is a useful tool in think-

ing about shocks to a financial system – including a regulatory shock such 

as Basel III. Basel III could very well contract some of these lending chan-

nels. Specifically, Basel III could affect the lending channels in Europe that are 

provided by banks. But, non-bank channels should not be negatively affected. 

Moreover, some of these nonbank channels may actually expand in response to 

SMEs seeking alternative sources of funding. For example, large corporations 

might increase their provision of trade credit to affected SMEs. (There is some 

evidence that increases in trade credit may have partially offset the effects of 

another type of shock, the credit crunch in Europe and the U.S. during the 

recent crisis (Garcia-Appendini and Montoriol-Garriga 2013, Carbó-Valverde, 

Rodríguez-Fernández and Udell 2014). Or, commercial finance companies 

might increase their lending/factoring to European SMEs. To the extent that 

nonbank channels offset a negative Basel III effect on bank channels, then Ba-

sel III’s impact will be at least partially mitigated.

This leads us to another useful feature of the lending channel paradigm. It 

highlights the fact that the lending channels differ significantly across coun-
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tries (and across time). For example, Central and Eastern European banking 

systems are dominated by foreign multi-nationals. So, the lending channel 

paradigm can be adjusted to reflect a distinction between domestically-owned 

banks and foreign-owned banks. For example, if we were to construct a lend-

ing channel diagram for Croatia, it might look like Figure 3. How these mul-

ti-national banks behave in their foreign lending in response to Basel III will 

likely depend on whether they are capital constrained and whether they be-

have differently “away from home” (Ongena, Popov and Udell 2013). Another 

example is asset-based lending which exists in Ireland and the U.K. but does 

not yet exist in continental Europe. Non-bank asset-based lenders may mit-

igate a Basel III effect on SME finance in these two countries. Also, because 

the economic importance of crowd funding likely varies significantly across 

Europe, its potential to mitigate Basel III effects will be different depending 

on the country. 

In short, concern over the effect of Basel III is not without some justification. 

I would argue that the lending channel paradigm offers a useful way of fram-

ing the issue. At the country level it highlights the fact that the ultimate effect 

will depend on how the individual lending channels behave. It also highlights 

the importance of the net effect – the extent to which the contraction of some 

channels may be offset by the expansion of others. And, finally, it emphasizes 

that there may be important differences across countries that determine the net 

effect between contracting and expanding channels. 

Figure 3 – Croatian SME Lending Channels (2015)
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2. The public sector and SME financing: The impact of guarantee 
schemes on the sme “funding gap” 

This is an important question because SME loan guarantee programs are glob-

ally ubiquitous and countries have invested significantly in them (e.g., Cressy 2000, 

2002). Unfortunately, it is my sense that academic research on the effectiveness of 

these programs has not matched their policy importance. In thinking about this 

issue, the lending channel paradigm can again be useful. Loan guarantee programs 

can be thought of as one of two credit multipliers. A credit multiplier has the poten-

tial to expand the economic power of one or more lending channels. That is, a credit 

multiplier can potentially increase the flow of funding through a lending channel. 

(The other credit multiplier is SME loan securitization which we will turn to next.) 

It is widely agreed that these guarantee programs are designed to: 1) address 

market imperfections that can lead to a funding gap; and 2) spur innovation in the 

SME sector – the sector where innovation matters the most (e.g., Hancock, Peek 

and Wilcox 2007). Unsettled in the academic literature is whether the programs 

are on balance welfare improving, or welfare diminishing. They might actually 

be diminishing because of unintended consequences associated with engendering 

adverse selection and moral hazard problems. Some research, indeed, indicates that 

the problems created by guarantee programs are greater than the problems that 

they are intended to solve and that credit allocation should therefore be left to the 

market (De Marco 2002). However, it is my sense that the balance of the literature 

argues in favour of these programs. That is, guarantee programs appear to generate 

positive net benefits including increased real economic activity (e.g., Craig, Jackson 

and Thomson 2005, Hancock, Peek and Wilcox 2007), decreased pro-cyclicality of 

SME lending (e.g., Hancock, Peek and Wilcox 2007) and mitigation of the effects of 

macro shocks (e.g., Uesugi, Sakai and Yamashiro 2006, Wilcox and Yasuda 2010).

3. Securitization of SME loans: Can securitization improve SME access 
to finance?

In the context of the lending channel paradigm, securitization is the other key 

credit multiplier. Securitization’s birth occurred with the first mortgage backed 

security (MBS), the GNMA pass-through, offered in 1968. After its introduction 
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securitization of residential mortgages expanded rapidly ultimately culminat-

ing in subprime MBS. Securitization spread to other instruments including, for 

example, commercial real estate mortgages, auto loans, accounts receivable, and 

music industry royalties. Not surprisingly, there has been considerable interest 

in securitizing commercial loans - particularly SME loans - that can be traced 

back at least three decades. Moreover, policy interest in securitizing SME loans 

has been particularly strong in Europe recently. Policymakers point to a number 

of benefits: a useful bank funding tool; an alternative to bank funding; bank port-

folio diversification; liquidity; and, macro-prudential benefits from transferring 

risk away from the banking sector (e.g., BoE-ECB 2014). Moreover European 

policymakers have been proactive in expanding the SME securitization market 

including the November 2014 ECB introduction of the Asset-backed Securities 

Purchase Program (ECB 2014).

Today SME securitization in Europe represents about 10% of total SME out-

standings – a percentage much larger than in the U.S. (Altomonte and Bussoli 

2014). However, there is considerable variation across countries. Also, there has 

been a significant decline in the volume of SME asset-backed security (ABS) 

issuance since the crisis and the secondary market has been moribund. Perhaps 

more telling, however, is the fact that nearly all (90%) of the current SME ABS 

are retained on the balance sheets of the issuing banks (i.e., it does not trade) 

(Altomonte and Bussoli 2014) and where it can be posted as collateral with the 

central bank. The current European situation raises interesting questions: What 

is the extent to which the European SME ABS market emerged endogenously 

as a private market? Would the SME securitization market have been as large 

in the absence of government support programs in big issuers like Spain? And, 

can all types of SME loans (e.g., all lending technologies) be securitized? Or, will 

SME securitization be limited to amortizing loans secured by tangible assets 

(e.g., equipment, real estate)?

If we look to the U.S. experience, the answers to these questions are not en-

couraging. Despite much enthusiasm, particularly in the 1980s, securitization 

of SME loans in the U.S. has been quite limited. Specifically, SME loan securiti-

zation in the U.S. is virtually entirely limited to the federal government’s Small 

Business Administration (SBA) loans, particularly the SBA’s 7(a) guarantee pro-

gram (Berger and Frame 2005). In other words, the attractiveness of SME loans 

as a securitizable class of assets appears to be substantially (if not solely) due 
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to the government guarantee associated with the underlying asset and to the 

standardization of these loans by SBA policy (Wilcox 2011). However, “indirect” 

securitization may be far more economically significant. Indirect securitization 

involves the securitization of a loan on an asset owned by the entrepreneur such 

as a residential mortgage or credit card receivable where the proceeds from 

these loans are used by the entrepreneur to provide financing for her business. 

A lack of data make it difficult to estimate the importance of indirect SME secu-

ritization in the U.S., but one estimate puts it at as high as 20% of SME debt in 

the U.S. (Wilcox 2011).

All things considered, the European and U.S. experience suggests that a 

healthy scepticism about the upside of direct SME securitization as a signifi-

cant credit multiplier and a solution to the SME funding gap may be in order. 

Many SME loans are tailored financial contracts requiring extensive monitor-

ing and renegotiation flexibility. Thus, it may be too difficult to securitize re-

lationship loans, more complex SME loans that are used for working capital 

purposes (i.e., lines of credit and overdraft facilities), or longer term loans that 

are covenant rich and require extensive monitoring. But, it may be feasible to 

securitize smaller loans that are generic in nature, benefit little from monitor-

ing, collateralized by tangible assets and are amortizing. More fundamentally, 

the limited success of SME loan securitization to date may reflect a natural 

tension between intermediated finance and market-based finance. The theory 

of financial intermediation suggests a special role for banks and other financial 

intermediaries in providing finance to opaque SMEs. It may turn out that the 

type of SME securitization that we ultimately observe in Europe and the U.S. is 

the exception that proves the rule: only the smallest, most generic and the most 

standardized transactions-based loans ultimately get successfully securitized. 

Time will tell in Europe.

4. Alternatives to bank financing of SMEs 

Perhaps the two most interesting alternatives to bank financing are venture 

capital and crowd funding. Turning first to venture capital it is important to 

note that the venture capital market is very much an intermediated market. 

Consistent with the theory of financial intermediation, venture capitalists act 



Leading articLes

70_eUroPeaN eCoNomY 2015.2

as delegated monitors by extending equity finance to opaque start-up firms. 

In doing so they intensively screen prospective portfolio firms, they design 

complex tailored contracts at origination and then they intensively monitor 

these firms until they harvest them (i.e., the exit their investment via an IPO, 

and M&A or a write-off). Arguably the level of intensity of these activities 

is even higher than in banking. So, when venture capitalists fail to monitor 

effectively, the market disciplines them (Tian, Udell and Yu 2015) just like the 

banking market disciplines banks who fail to monitor (Dahiya, Saunders, and 

Srinivasan 2003).

There has been a considerable amount of discussion about the future of 

venture capital in continental Europe and why it remains relatively nascent 

and has less of a technology orientation than the U.S. In that regard, it is im-

portant to note that the rapid growth of the venture capital industry in the U.S. 

was facilitated by an interesting confluence of conditions that existed at the 

time of its birth in the 1980s. First, the U.S. had large reservoirs of capital in the 

form of private (and public) pension funds and endowments. Second, changes 

in the early 1980s in the law that defined “prudent” investing for a fiduciary 

(i.e., the prudent man rule) permitted these institutions to invest in venture 

capital funds for the first time. And, third NASDAQ emerged as a technology 

oriented market that provided an important vehicle for venture capital exit. The 

demand side for venture capital (i.e., the level of entrepreneurship) is also im-

portant and may differ significantly between Europe and the U.S. Interestingly, 

there are significant differences in VC activity across Europe. A small academic 

literature has analysed cross-country determinants of these differences. One 

recent study finds that the exit environment - particularly the strength of the 

M&A market – is quite important. This is interesting because in general the 

relative importance of the M&A exit versus the IPO exit is much greater in 

Europe than in the U.S. (Felix, Pires and Gulamhussen 2013).

To the extent that the European venture capital industry is migrating toward 

a U.S. model, a cautionary note may be in order. Some observers believe that the 

U.S. venture capital model is “broken”. I am specifically referring to the interme-

diation model where venture capital is extruded through a venture capital fund 

set up as a limited partnership. Under this partnership arrangement the capital 

gains are split between the general partners (the VCs who manage the fund) and 

the limited partners (who fund the partnership): the general partners get 20% of 
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the capital gains and the limited partners get 80%. One recent study has found 

that VC returns (i.e., returns to the limited partners that provide the funding) 

haven’t significantly outperformed the market since the 1990s (Mulcahy, Weeks 

and Bradley 2012).

Now turning to crowd funding: this new transactions-based technology was 

introduced about 10 years ago. It can take the form of debt or equity. Equity 

crowdfunding received a big boost in the U.S. with the passage of the JOBS Act 

after the financial crisis that allowed for wider investor participation. Crowd-

funding platforms allow entrepreneurs to fund their enterprises via the inter-

net tapping small individual investors. While the growth of crowdfunding has 

been rapid, it is still too early to tell whether this technology will ultimately be 

economically comparable to traditional forms of debt and equity SME financ-

ing such as bank loans, venture capital or angel finance. While there have been 

a few academic studies on some aspects of crowdfunding (e.g., studies of lend-

ing biases (Ravina 2008, Pope and Sydnor 2011) and the presence of default 

information in excess of the hard information associated with the listing (Iyer 

et al. 2009)), more research is certainly needed. 

The biggest unanswered question in my mind is the issue of how to rec-

oncile crowd funding with the information-based theory of financial interme-

diation. As I noted earlier, this theory argues that intermediaries like banks 

and venture capital funds are economically important because they act as 

delegated monitors in providing funding to opaque SMEs. Crowdfunding, 

however, is based on the premise that intermediaries are unnecessary – that 

is, crowdfunding is a form of disintermediation. One possible reconciliation 

is that the internet itself has created alternative channels of information pro-

duction. Some evidence suggests that online friendships – internet “friend-

ships” - can mitigate adverse selection and asymmetry in a crowdfunding 

venue (Lin, Prabhala and Viswanathan 2013). Alternatively, crowdfunding 

may ultimately play a role that is similar in economic importance to small 

business credit scoring (SBCS) whose scope is generally capped at relatively 

small loans (e.g., below $100,000). SBCS reflects a very low cost screening 

mechanism but offers little in the way of monitoring and renegotiation. Like-

wise, the chief advantage of crowdfunding may also be related to its low 

origination costs (i.e., low screening costs) – alternative information channels 

notwithstanding. And, like SBCS, crowdfunding mostly ignores the monitor-
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ing side. If so, then economies of scale in funding size (i.e., economies of 

scale in information production) may work in favour of crowdfunding for 

small amounts but work in favour of traditional intermediation (e.g., banks 

and venture capital funds) for larger amounts were more costly screening and 

monitoring can be amortized over a larger deal size.

5. conclusions

While SME access to finance has long been a frontline policy issue, the in-

tensity of interest in this topic has never been higher. This article considers 

several of the most interesting issues surrounding SME access to finance in a 

European context. These issues are related to government, regulatory and mar-

ket forces. The article uses the lending channel paradigm as a useful prism with 

which to conduct this analysis. In particular the article uses this prism to con-

sider the impact on SME access to finance from: the introduction of Basel III, 

government guarantee schemes, SME securitization, and the spread of venture 

capital and crowd funding in Europe. 
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