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IS IT POSSIBLE TO MEASURE A FUNDING GAP?

Summary: The paper addresses the problem of inadequate access to capital for SMEs, often 
referred to as the ‘funding gap’. The main issue addressed here is the question whether a fun-
ding gap can be measured accurately, taking into account the reasons for gap occurrence and 
the measuring methods used for its evaluation. The first section presents various definitions 
related to the phenomenon under study (funding gap, equity gap, financing gap) as well as an 
attempt at organizing the material. Section two is an overview of the existing methods of iden-
tification and measurement of funding gap. The last section is an evaluation of identification 
and measurement methodologies. 

Keywords: funding gap, equity gap, small and medium enterprises, access to capital.

1. Introduction

Inadequate access to capital, as observed in the sector of small and medium-sized 
enterprises (SMEs), is generally regarded as one of the most important barriers to 
entrepreneurship development. This phenomenon, commonly referred to as the ”fun-
ding gap” (or equity gap), is typically described in terms of information asymmetry 
theory [Ang 1992, p. 185-203], credit rationing theory [Storey 2004, p. 401-422], or 
credit discrimination theory [Stiglitz, Weiss 1981, p. 393-409]. A number of instru-
ments and mechanisms have been developed to address this problem, including sub-
sidies, government guarantees and other instruments of financial engineering [Me-
chanizmy inżynierii… 2010; Prędkiewicz 2010, p. 395-405], resulting in enormous 
state budget expenditures in nearly all economies of the modern world. The most 
important rationale cited behind those decisions is the undeniable role of the SME 
sector in boosting the economic growth, coupled with the belief that improving 
SMEs’ access to capital will bring direct benefits in terms of workplaces and GDP. 
For the most part, before such a decision to spend public funds on improving access 
to capital in the MSP sector is made, the issue is studied extensively by governmen-
tal agencies, local administration authorities and independent experts, with the pur-
pose of identifying such gaps and assessing their extent [The Supply of Equity Finan-
ce… 2009; Tamowicz, 2007, 2008].
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This paper adopts the following thesis: accurate measurement of the funding gap 
is not viable.

The main purpose of this paper is to demonstrate weaknesses of the methodology 
employed by various institutions for identification and evaluation of the funding gap. 
For this purpose, supplementary objectives are adopted, as follows: (1) organizing 
the definitions related to the concept of funding gap (funding gap, equity gap, finan-
cing gap), (2) description of the methodology used in measuring the funding gap.

2. Definition of funding gap

The problem of funding gap was first identified in 1931 by members of Macmillan 
Committee formed by British government [Macmillan 1931]. Hence, it is often re-
ferred to in professional literature as Macmillan gap. The findings and recommenda-
tions of Macmillan Committee were presented in a report on British financial system 
in 1931. The authors observed that, while the access to short-term capital among UK 
companies was, at the time, sufficient, medium- and long-term credits were limited, 
with access to capital in the range of 5 thousand – 200 thousand British pound being 
the most pronounced problem. Small amounts of capital, i.e. up to the margin of 5 
thousand British pound, could be acquired via local banks, while large capital (above 
the 200 thousand margin) was made viable through the emission of securities. The-
refore, the gap in the aforementioned range was notable. 

Professional literature describes the gap using a variety of terms, such as equity 
gap, funding gap, financing gap. The notion of ”equity gap” would suggest limited 
potential for supplementing company equity for financing company development. In 
fact, the gap under study should be examined in terms of both equity capital and out-
side capital (mainly borrowed capital), hence the terms ”funding gap” or ”financing 
gap” seem more appropriate in this context. The notion of ”equity gap” may still be 
useful to describe supply shortage of capital derived from venture capital sources or 
angel investors. 

In principle, no single, coherent definition of ”funding gap” can be presented. 
The most important definitions present in subject literature are cited below, but one 
should bear in mind that some of them are very general in the sense that they address 
accessibility to both equity and outside capital, while others are limited solely to 
equity capital or bank loan capital. 

R. Cressey postulates two definitions – normative and positive [Cressey 2002,  
p. F2]. Funding gap in positive approach is defined here as ”an equilibrium, in which 
the volume of lending is below that which would emerge in a competitive capital 
market with costless and complete contracting, no private information and rational 
expectations”. In normative sense, funding capital is defined here as ”market failure, 
the appropriate policy response to which is an increase in the volume of lending”.

Hence, the notion of ”funding gap” is defined in terms of permanent market 
failure to set a fixed price that would result in equilibrium between capital demand 
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and capital supply [Łuczka 2001, p. 91]. Consequently, economically viable com-
panies are unable to acquire capital from commercial markets despite their potential 
to employ such capital to good (effective) use. Reasons for this inability are varied, 
including legislative regulations, monopoly and state interventions on interest rates 
[The SME Financing… 2006, p. 16]. 

In the OECD approach [The SME Financing… 2006, p. 9], ”funding gap” affects 
a large group of economically significant small and medium-sized enterprises, pre-
venting access to funding from banks, capital markets or other sources. In addition, 
1) many entrepreneurs and SME actors are capable of effectively employing such 
capital, but 2) due to structural constraints, the formal financial market does not offer 
capital for financing such enterprises.

Polish National Capital Fund1 defines equity gap as permanent discontinuity on 
the supply side of the market, manifested in the form of inability to acquire funding 
for investment projects in certain volume range and/or coming from certain groups 
of companies (sectoral limitations in equity access). Due to the fact that the cost of 
preparing and monitoring a small investment project (e.g. in the range of 1 million 
euro) is comparable with that of a large project, the profitability of small investments 
is markedly lower. Consequently, the PE/VC funds tend to avoid investing in small 
projects. At the same time, small investment projects are characterized by elevated 
risk, but – in many cases – offer high return rates.

Gdańsk Institute for Market Economics [Mechanizmy inżynierii… 2010, p. 37] 
defines equity gap as inability to acquire outside financing of investment projects for 
companies in their early stages of development. Here, equity gap is defined as the 
difference between capital supply and demand for capital in a certain volume range.

The two definitions of funding gap by R. Cressey, as quoted above, apply solely 
to debt financing. In the light of the OECD definition, the problem of capital acces-
sibility applies both to debt financing and shareholder loans. KFK definition focuses 
on equity capital accessibility, while IBnGR, despite reaching for the term of ”equity 
gap”, emphasizes the inaccessibility of external forms of financing, but in their ap-
proach, these include both equity financing and outside financing sources. As seen 
from the analysis of the above definitions of funding gap, the problem under study 
may take on narrow meaning when applied solely to internal (equity) or debt finan-
cing (bank credits). In broad approach, the funding gap applies to external sources of 
financing, both equity and outside capital. 

1  Krajowy Fundusz Kapitałowy – KFK, established on July 1, 2005 in accordance with the par-
liamentary Act on National Capital Fund, is a central fund of PE/VC funds, offering financial support 
for PE/VC funds operating on the market. Statutory operation of KFK is funded from central budget, 
EU structural funds and other sources, such as foreign institutions. The KFK mission is to alleviate 
the equity gap through financial support for capital funds (venture capital/private equity) that invest in 
SMEs of innovative character, offering vast development potential. (www.kfk.org.pl).
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Moreover, based on the above definitions as well as analyses of numerous re-
ports identifying the funding gaps [SME Access to Finance… 2008; Tamowicz 2008; 
2007], it may be observed that the notion of funding gap involves:

1. Defining the volume of projects that face financing problems, i.e. setting the 
range or thresholds of the actual funding gap (for example, a conclusion that the 
funding gap involves projects in the range of 2-10 million PLN should be interpreted 
that projects falling within this range face funding problems).

2. Difference (gap) between supply of particular form of capital and the demand 
for said capital (for example, by stating that venture capital supply in Poland is esti-
mated at 73.6 million euro, while the demand for it reaches 258 million euro).

3. Identifying the stage of company development that is typically associated 
with most problems in funding (the most frequently identified stages are: seed and 
start-up).

4. Identifying the forms of economic activities that face most pronounced fun-
ding problems (typically: innovation companies and high technology companies).

3. Methodology of study on funding gap – general overview

Studies prepared by various agencies of central and local administration in respect to 
the identification and measurement of funding gap are typically focused on 1) iden-
tification of inadequate supply of equity-type capital provided by venture capital 
funds, angel investors and other credit/loan organizations (identification of gap li-
mits), and 2) determination of both supply and demand for this type of capital. Such 
studies may take on a narrow approach, identifying solely the supply of equity-type 
capital, or a wide approach, addressing also various debt instruments and public re-
sources. Since subsidies, guaranteed loans and other financing instruments should, 
in effect, contribute to limitation of the gap, the analyses may focus on the factual 
potential of public resources of alleviating the gap problem and improving access to 
capital in the SME sector. 

In principle, specific and reliable methodologies of assessing the extents of fun-
ding gap are unavailable. The characteristics of the methodology of assessing the 
extent of funding gap, as presented below, is based on available expert analyses and 
reports, both domestic and foreign. 

The methodology of assessing equity gap comes down to the analysis of supply 
side of the equity capital market targeting the SME sector (such as VC, PE, BA) and 
involving studies of present investment offer, the volume of capital available, bin-
ding investment limits and preferences of sectoral investors [Tamowicz 2007, p. 14; 
Mechanizmy inżynierii… 2010, p. 37]. The second step (or an alternative approach) 
is to gather reports from entrepreneurs applying for such capital (i.e. the demand 
side) and determining the number of rejected projects, i.e. the number of companies 
that were refused financing or those unable to accept the conditions associated with 
financing. The analysis of demand side of the equation is problematic, since there 
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are no reliable methods of identifying potential entrepreneurs who abandoned their 
plans due to the lack of funding. Even if such identification was possible, the relia-
bility of such an analysis would suffer from the selection bias, i.e. the problem of 
distinguishing the cases of factual equity gap from those that failed simply due to 
poor quality of the projects.

A similar approach is employed in the analyses of funding gap as manifested 
in loan capital. On the one hand, the supply side of the market is analyzed in such 
aspects as: the number of institutions offering credit and loan services, their distri-
bution by region (outlet accessibility), its capital base (factual and potential) and 
the quality of services on offer. The latter aspect is especially important, since by 
analyzing the supply offer alone, one may distinguish groups of entrepreneurs that 
will face problems in the acquisition of funds (e.g. companies with operation history 
below certain threshold, say 6 or 12 months). This, in turn, helps establish the size 
of potential groups facing the risk of falling into funding gap (determination of the 
demand side of the equation). 

The analysis of funding gap per region should be supplemented by an overview 
of capital supply volume by category (loans, credits, equity in the form of VC, BA, 
etc.) against the capital demand volume per each capital category. Only then one 
may identify the areas particularly affected by the funding gap problem, and attempt 
to construct specific instruments to address the problem.

The analyses of funding gap per country or region should be conducted regular-
ly, since the problem of funding gap may be strongly affected by business cycles. 
In the periods of recession, company access to external funding sources is limited. 
At the same time, the number of economically viable investment projects is signi-
ficantly reduced, since the entrepreneurs keep their plans in store, in anticipation 
of the economic boost and prosperity. The analysis of funding gap should be aimed 
at the identification of stable discontinuity on the capital supply side, independent 
from business cycles. Apart from the identification of capital supply discontinuities 
and difference between capital demand and supply, the analyses should also aim to 
identify present and potential determinants of the gap, to help anticipate its future 
behavior. Hence, the analyses of funding gap should be predominantly prospective 
[Mechanizmy inżynierii… 2010, p. 38-39]. 

The most essential problem in the assessment of funding gap extent, both in Po-
land and abroad, is related to the availability, quality and compatibility of statistical 
data. It must be noted that the problem at hand is more pronounced with regard to 
countries outside OECD [The SME Financing… 2006, p. 11]. Statistical data, for 
the most part, must be gathered directly from various institutions (banks, statistical 
offices, VC funds, BAs or BA associations).

In this context, one should also take into account frequent criticism against the 
viability of attempts directed at capital gap measurement. Some experts hold that 
empirical studies as such cannot be used as a sole instrument for the estimation of 
the gap’s extent and trend. The unsatisfied demand for capital cannot be measured 



Is it possible to measure a funding gap? 157

ex-post, since there is no viable method to establish a number of potential companies 
that failed to enter the market due to lack of funding. Moreover, potential lenders 
lack information on capital requirements of the SME sector, or, at the least, such 
information is scarce. Consequently, the factor of information asymmetry between 
capital-seeking SMEs and potential lenders, as mentioned above, comes into play. In 
addition, the cost of acquiring information on SMEs’ capital requirements is signifi-
cantly higher than that of large companies [Łuczka 2001, p. 20, 80]. Another current 
of criticism is based on the argument that the funding gap phenomenon is related to 
the cost of capital acquisition. Since financing is made available to projects offering 
profitability in excess of the cost of capital, some projects simply cannot be accep-
ted. In the case of high-risk projects, typical for seed and start-up phases of company 
development, such a situation is fairly common. ”The founding gap exists – but its 
existence is manifested in the high cost of capital, and not in the factual lack of fun-
ding resources as such’’ [Michalski 2008]. 

4. Comments on the methodology of funding gap studies

Studies of the methodologies employed in the analysis of funding gap in Poland 
present the following conclusions:

a. there is no systematic, unified methodology of funding gap examination, 
b. reports provide a variety of statistical data to characterize the supply side of 

capital market, but they often lack synthetic overviews to clearly identify the supply 
volume of individual forms of capital,

c. reports are often based on derivative data, earlier reports and other studies; 
consequently, they present historic value and low accuracy,

d. most analyses of funding gap focus solely on the supply side of the equation, 
failing to address the demand for individual forms of funding; in effect, the compre-
hensive analysis objective is not met,

e. analyses of demand for individual forms of capital, if any, are based on 
unsubstantiated numbers of companies that may potentially profit from a given form 
of funding – no methodology for evaluation is given, no sources for such data are 
offered.

Hence, the majority of reports addressing the extent of funding gap are of hi-
storical value. To serve the purpose, they should provide prospective value. Due to 
a multitude of assumptions and the ever-changing conditions of the market (such 
as the impact of investment limits and investment policy upon the operation of VC 
funds), as well as the vague character of information available to angel investors in 
Poland, the reported volume of capital supply may be highly distorted.

This distortion is even more pronounced in respect to capital demand estimates. 
Capital requirements of companies change in time. In the case of small enterprises, 
this is further obfuscated by other determinants, such as behavioral unpredictability 
inherent in formation of capital structure and selection of funding sources. In respect 
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to attempts at assessing capital demand on the part of potential entrepreneurs who 
never entered the market due to capital access restrictions, the methodology suffers 
from problems in accessing the group of respondents who intend to enter the market 
(the problem of sample selection). In addition, even if such a sample was accessible 
and subject to query, one must face the problem of assessing whether the reported 
demand for capital needed to start the company and develop operational activity is 
adequate to market conditions. As shown in the studies of reasons for company ban-
kruptcy, one of the causes of insolvency in the early stages of company development 
is the inadequate assessment of capital requirements [Bardley 2000, p. 7].

5. Conclusions

In the light of the above deliberations, it seems reasonable to resort to the thesis pre-
sented in the introductory paragraph, stating that accurate measurement of the fun-
ding gap is not a viable task. However, the analyses of funding gap are indispensible 
as a tool for monitoring the determinants that influence capital access on the part of 
SME sector, regarded by many as the fundament of market-based economy. Such 
analyses will help devise a range of instruments aimed at alleviating the extent of 
funding gap. For this to be effective, there is an urgent need for systematization of 
the data acquisition stage. Furthermore, a comprehensive methodology of such stu-
dies is needed, to ensure that reports presented by various experts in regard to the 
extent and boundaries of funding gap are comparable in time.
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CZY MOŻNA ZBADAĆ LUKĘ FINANSOWĄ?

Streszczenie: Artykuł dotyczy problemu słabej dostępności kapitału dla MŚP, czyli zjawis- 
ka występowania tzw. luki finansowej. Identyfikacja obszarów luki i jej pomiar są istotne  
z punktu widzenia instytucji, które dążą do zmniejszania jej rozmiarów. W opracowaniu 
podjęto przede wszystkim próbę odpowiedzi na pytanie, czy stosunkowo precyzyjny pomiar 
luki finansowej jest możliwy, biorąc pod uwagę przyczyny jej powstawania oraz dotychczas 
stosowaną metodykę wyznaczania. Artykuł składa się z trzech części. W pierwszej zapre- 
zentowano różne definicje luki finansowej i podjęto próbę ich uporządkowania. Część dru-
ga to zarys ogólny stosowanej metodyki w zakresie identyfikacji i pomiaru luki finansowej.  
W ostatniej części przedstawiono uwagi w zakresie stosowanej przez różne instytucje 
(rządowe, samorządowe) metodyki identyfikacji i pomiaru luki finansowej i przedstawiono 
argumenty przemawiające za brakiem możliwości jej precyzyjnego pomiaru. 

Słowa kluczowe: luka finansowa, luka kapitału, małe i średnie przedsiębiorstwa, dostęp do 
kapitału.




