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Abstract

Financing for working capital and investment is essential for the survival and growth of Small and
Medium Enterprises (SMEs). The recent financial crisis has provoked much debate in Ireland and
Europe around the provision of bank financing to SMEs. This article provides empirical evidence, using
both pre- and post-crisis data, that Irish SMEs’ external funding mix is more reliant on commercial
banks than almost all other European countries. Such a reliance on banks is likely to increase the
vulnerability of the real economy to shocks to the banking sector. We note that the share of firms
using bank borrowing to finance either working capital or investment has fallen by roughly 50 per cent
between 2005 and 2012, reflecting both supply and demand factors. Continuation and expansion of
policy initiatives to widen the range of financing options available to SMEs are crucial in order to
facilitate investment and employment growth as the Irish economy moves toward recovery.

1 Introduction

The provision of finance to the Small and Medium
Enterprise (SME) segment is a topic of crucial pol-
icy importance. In Ireland, over two-thirds of pri-
vate sector employment is accounted for by these
firms (Lawless et al., 2012), with their prospects
more closely linked to that of the domestic econ-
omy than is the case for larger firms. The post-
crisis debate in Ireland has focused almost exclu-
sively on the provision of bank credit to SMEs.
While banks are generally thought of as the chief
provider of external finance to SMEs (Beck et al.,
2008), their importance in the financing of Irish
SMEs has not been empirically assessed. This Let-
ter uses three independent survey data sets to shed
light on the issue, both by comparing Irish SME fi-
nancing to other European countries, and by high-

lighting changes in Irish SMEs’ funding mix since
the onset of the financial crisis.

Firstly, we use data from 2005 and 2012 to
compare the importance of banks in funding Irish
SMEs’ working capital and invesment relative to
SMEs across Europe. Evidence is provided that
Irish SMEs are either the most, or second most,
reliant in our European sample on bank borrow-
ing, whether measured by the share of SMEs that
use bank borrowing, or by the percentage of firms’
working capital or investment financed by bank
borrowing. That these findings hold in both pre-
and post-crisis surveys suggests the patterns are
structural characteristics of the Irish economy.

Secondly, comparable data on the funding mix
of Irish SMEs in 2005 and 2012 are created to
highlight changes occuring since the onset of the
financial crisis. The data reveal a striking pattern
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whereby, among firms with a demand for financing,
the share of firms using bank borrowing for either
working capital or investment purposes has fallen
by one half between 2005 and 2012. Internal fund-
ing (for investment), along with trade credit and
equity (for both investment and working capital)
are being used more intensively by Irish SMEs in
2012 than in 2005, suggesting that a substitution
from bank to alternative financing has taken place.

It is likely that SMEs in countries with a heavy
reliance on banks for funding will be disproportion-
ately impacted by difficulties in the banking sec-
tor. While banks, with a comparative advantage in
credit information processing and intermediation,
must continue to play an important role in funding
the SME segment, a more diversified mix of fund-
ing options than those currently available would
represent a more sustainable long-run Irish SME
financing environment. At both national1 and Eu-
ropean level, a range of policy actions have been
put in place which aim to create a more diversified
set of viable funding options for SMEs. The find-
ings of this Letter provide support for such policies.

2 The importance of banks in

SME financing

The aim of this section is to compare the impor-
tance of bank borrowing in the funding structure
of Irish SMEs to that of SMEs across Europe. To
ensure that patterns uncovered are not related to
specific point-in-time factors, we provide compar-
isons using data from both the pre-financial crisis
expansionary period and the post-2008 economic
downturn. If findings are consistent across these
two periods, we believe they can be attributed to
structural characeristics of the Irish economy.

Our pre-crisis data come from the 2005 Busi-
ness Environment and Enterprise Performance Sur-
vey (BEEPS), which is carried out by the Euro-
pean Bank for Reconstruction and Development
(EBRD), in cooperation with the World Bank.
The survey was undertaken in thirteen European
countries: the Czech Republic, Estonia, Ger-
many, Greece, Hungary, Ireland, Latvia, Lithuania,
Poland, Portugal, Slovakia, Slovenia and Spain
with a total sample of 6,354, of which 501 are
Irish. The sampling frame comprised firms that

had been in business for at least three years, so
the financial structure of new start-ups cannot be
analysed.2

Firms in the BEEPS data are asked the follow-
ing question related to their funding structure:

“What proportion of your firm’s working cap-
ital and new fixed investment has been financed
from each of the following sources, over the last
12 months?”. Examples of working capital are
given as “inventories, accounts receivable, cash”
and investment as “new investments (i.e. new
land, buildings, machinery, equipment)”.

• Internal funds/Retained earnings

• Equity (i.e. issue new shares)

• Borrowing from local private commercial
banks

• Borrowing from foreign banks

• Borrowing from state-owned banks, includ-
ing state development banks

• Loans from family/friends

• Money lenders or other informal sources
(other than family/friends)

• Trade credit from suppliers

• Trade credit from customers

• Credit cards

• Leasing arrangement

• The government (other than state-owned
banks)

• Other

We group the three responses related to “Bor-
rowing from Banks”, and create two charts con-
taining four cross-country comparisons:

• The share of firms using any form of bank
borrowing to finance working capital (Figure
1).

• The share of firms using any form of bank
borrowing to finance investment (Figure 1).

• The percentage of total funding for work-
ing capital accounted for by bank borrowing,
conditional on the firm using bank borrowing
to finance working capital (Figure 2).

• The percentage of total funding for invest-
ment accounted for by bank borrowing, con-
ditional on the firm using bank borrowing to
finance investment (Figure 2).

1See pages 25-33 of the Irish government’s Action Plan for Jobs 2013: http://www.djei.ie/publications/2013APJ Annex.pdf
2A complete description of the survey methodology is available from http://www.ebrd.com/pages/research/economics/data/beeps.shtml
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Figure 1 shows that the percentage of firms in
Ireland that used bank borrowing to finance invest-
ment or working capital was in both cases the sec-
ond highest in our European sample in 2005, be-
hind Germany. Figure 2 illustrates the percentage
of investment or working capital that was funded
by bank borrowing, among firms that used some
bank borrowing to fund that activity. For invest-
ment, this intensity of usage of bank funding was
highest in Ireland among all sample countries in
2005, while for working capital Ireland had the sec-
ond highest share.

The post-crisis data come from the European
Central Bank / European Commission Survey of
Access to Finance of SMEs (SAFE). The 6 month
period September 2012 to March 2013 is used
here. The sample size is 7,510 firms, of which 500
are based in Ireland. Firms are asked the following:

“For each of the following sources of financing,
could you please say whether you used them dur-
ing the past 6 months, did not use them but have
experience with them, or did not use them because
this source of financing has never been relevant to
your firm?”

We focus on responses to the above question
relating to bank overdrafts and bank loans. Figure
3 plots the share of respondents in each sample
country that reported that they used the facility in
the last 6 months. The graph shows that Ireland
has the highest share of firms that reported us-
ing bank overdrafts, while for bank loans Belgium,
Austria, France, Germany and the Netherlands re-
port higher shares. It is likely that the relatively low
usage of bank loans in Ireland can be explained by
the weak economic climate, where firms have low
investment appetite and therefore use banking for
day-to-day activities rather than for expansion.

Figure 4 pools firms that used the bank facility
in the previous six months with those that have
had previous experience using the facility. Using
this measure, Ireland remains the country with the
highest share of firms using bank overdrafts, while
for bank loans it is now the third highest in the
euro area. The conclusion of this analysis of SAFE
data is that, in the post-crisis period 2012-13, Ire-
land remains among the countries with the highest
usage of banks for SME funding. The question of
post-crisis reliance of SMEs on banks cannot be
answered in a cross-country setting, as the SAFE

data do not contain a question on the percentage
of investment or working capital funded by each
potential source.

3 The changing funding struc-

ture of Irish SMEs

In this section, we draw on the BEEPS 2005 data
used in section 2 and compare this to recently col-
lated data from the RedC/Department of Finance
SME Credit Demand Survey (March to September
2012) (RedC/DoF). The RedC/DoF survey pro-
vides a snapshot of firms’ interaction with credit
markets and, for the latest wave, questioned firms
on the sources they used to fund investment and
working capital. This provides a direct comparison
with the corresponding questions in the BEEPS.
Our analysis is limited to firms in the manufactur-
ing, construction and real estate, and market ser-
vices sectors.3 Firms in agricultural sectors, finan-
cial intermediation and insurance, public adminis-
tration and health and social work have been omit-
ted in order to make the BEEPS and RedC/DoF
samples as comparable as possible. We also omit
sole traders and large firms as these are not cov-
ered in the BEEPS or RedC/DoF data.

Our analysis is limited to four financing
sources: internal funds, trade credit, bank bor-
rowing and equity financing.4 Again, we focus
on both working capital and investment financing
and present both the percentage of firms that use
the specific financing source as well as the propor-
tion of working capital/investment covered by this
source if it is used by firms. We break down the
analysis by firm size to provide a more granular
review of the heterogenous effects of the crisis.

The main results are presented in Table 1. In
terms of working capital usage, there is a slight de-
cline in the number of firms using internal finance
following the crisis but a slight increase in the in-
tensity of its usage. This suggests that the cri-
sis has not hugely altered firms’ internal financing
policies for working capital. However, the effect of
the crisis is very evident when reviewing the use of
trade credit, bank borrowing and equity. We find
a dramatic reduction in the number of firms using
bank finance to fund working capital and consid-
erable increases in firms’ use of trade credit and

3This includes wholesale and retail, hotels and restaurants and professional and technical services.
4The data on bank borrowing differs between this section and section 2 as the DoF/RedC data does not have information

on leasing. As leasing is included in the category with informal finance, we are unable to split these out.
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equity. These effects are also evident in relation to
the intensity of usage if the source is selected.

In relation to investment financing, we find that
the number of firms using internal funds to cover
investment expenditures increased by 33 percent
between 2005 and 2012 while the intensity of us-
age also increased by 17 percent to 91 percent.
The number of firms using trade credit to fund in-
vestment more than doubled to 7.5 percent as did
its usage intensity. This is mirrored by the change
in equity: the share of firms using equity financing
increased considerably as did its usage intensity.
The share of firms using bank financing has de-
creased by over one half to 16.8 percent. Its usage
intensity has actually risen but only marginally.

Tables 2 and 3 show that the patterns de-
scribed above are broadly similar for small and
medium firms, with small firms having more
marked shifts towards trade credit and equity with
medium-sized firms moving relatively more towards
internal financing across both working capital and
investment. These figures provide evidence that
within the subset of firms that have a demand
for finance, firms have moved away from banks as
a source of funding. While undoubtedly tighter
credit conditions have played a role in the ob-
served switching between financing sources5, a
crisis-related shift in investment demand, whereby
firms are no longer expanding and do not require
large volumes of external finance, is likely to ex-
plain some of the increase in usage of internal fi-
nance for investment.

While it may be desirable for the economy to
move to a new long-run diversified equilibrium,
caution must be exercised when viewing these
post-crisis patterns. Recent research by Casey
and O’Toole (2013) suggests that, in terms of in-
vestment spending, a forced reliance on non-bank,
non-market external financing can be detrimental
for firms due to higher costs and lower volumes of
capital. This finding suggests that, in the short-
run at least, the movement of SMEs towards other

sources of funding, often more expensive and less
developed than bank financing, comes with risks
for growth. In fact, Fitz Gerald et al. (2013) note
that a key risk to the Irish economy’s medium-term
recovery prospects is a lack of credit for expansion
and investment. A restoration of normal function-
ality and lending activity in the banking sector,
along with the development of deeper markets for
non-bank alternatives, are critical to financing such
activity.

4 Conclusion

While bank credit to SMEs is a topic that gen-
erates much public debate and policy attention,
little empirical evidence exists on the importance
of banks for SME financing in Ireland. This Let-
ter confirms that, both pre- and post-crisis, Irish
SMEs are among the most reliant on banks in Eu-
rope, across a number of different measures. This
helps provide context to the debate around SME
credit policy, in showing that the indigenous pri-
vate sector (99 per cent of which are SMEs) is,
and has been, disproportionately exposed to po-
tential weaknesses in the banking sector, relative
to other European countries. We further docu-
ment changes in the funding mix for SME work-
ing capital and investment since the crisis, show-
ing that the share of bank borrowing has fallen
by roughly one half between 2005 and 2012, hav-
ing been replaced by trade credit, equity and in-
ternal funding. While a diversification away from
reliance on bank funding is desirable, it is impor-
tant that policy makers mitigate the risk that firms
are merely turning to other under-developed and
costly forms of financing due to an inability to ac-
cess bank credit. Policy must aim simultaneously
to stimulate the flow of bank credit and to create
well-developed markets for a range of alternative
financing sources to complement the role of banks
in financing the SME segment in Ireland.
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Tables and Figures

Figure 1: Percentage of firms reporting the usage of bank borrowing to fund working capital and investment
activity; 2005. Source: World Bank / EBRD (BEEPS survey)
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Figure 2: Average percentage of total funding for working capital and investment accounted for by bank
borrowing; 2005. Source: World Bank / EBRD (BEEPS survey)
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Table 1: Irish firm financing since the crisis - All firms

Working capital financing
% of Firms Usage Intensity if Used

2005 2012 % Change 2005 2012 % Change
Internal 82.2 79.9 -2.9 75.6 77.6 2.6
Trade 22.4 33.2 48.3 39.6 47.4 19.8
Borrowing 46.7 24.3 -48.0 49.3 47.2 -4.3
Equity 3.3 17.6 435.9 38.1 45.5 19.4
Number of firms 456 1,004

Investment financing
% of Firms Usage Intensity if Used

2005 2012 % Change 2005 2012 % Change
Internal 60.2 80.4 33.7 77.5 90.9 17.2
Trade 3.6 7.5 107.9 34.4 75.8 120.2
Borrowing 38.6 16.8 -56.6 75.7 78.8 4.0
Equity 2.0 5.6 180.6 54.0 61.7 14.2
Number of firms 251 322

Source: Authors’ calculations using BEEPS and RedC/DoF Data
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Figure 3: Percentage of firms using bank facilities in last 6 months ; 2013. Source: ECB / EC (SAFE
survey wave 8, Sept 2012-March 2013)
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Table 2: Irish firm financing since the crisis - Small firms

Small Firms
Working capital financing
% of Firms Usage Intensity if Used

2005 2012 % Change 2005 2012 % Change
Internal 82.9 78.5 -5.3 74.8 77.8 4.0
Trade 22.0 35.6 61.3 38.9 48.5 24.6
Borrowing 48.3 25.4 -47.3 50.2 47.4 -5.6
Equity 2.6 15.3 483.3 27.3 39.5 44.5
Number of firms 381 405

Investment financing
% of Firms Usage Intensity if Used

2005 2012 % Change 2005 2012 % Change
Internal 59.3 72.1 21.6 76.4 88.4 15.8
Trade 3.0 9.8 226.2 30.8 89.2 189.2
Borrowing 38.7 21.3 -44.9 76.1 80.8 6.2
Equity 1.0 4.9 389.3 22.5 65.0 188.9
Number of firms 199 122

Source: Authors’ calculations using BEEPS and RedC/DoF Data
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Figure 4: Percentage of firms using bank facilities in last 6 months or have previous experience ; 2013.
Source: ECB / EC (SAFE survey wave 8, Sept 2012-March 2013)
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Table 3: Irish firm financing since the crisis - Medium-sized firms

Medium-Sized Firms
Working capital financing
% of Firms Usage Intensity if Used

2005 2012 % Change 2005 2012 % Change
Internal 78.7 84.7 7.7 80.2 78.3 -2.3
Trade 24.0 33.1 37.7 42.7 39.9 -6.6
Borrowing 38.7 30.2 -22.0 44.0 45.9 4.3
Equity 6.7 10.7 61.2 59.8 48.3 -19.3
Number of firms 75 242

Investment financing
% of Firms Usage Intensity if Used

2005 2012 % Change 2005 2012 % Change
Internal 63.5 87.4 37.8 81.7 94.0 15.1
Trade 5.8 4.4 -23.7 41.7 62.9 50.9
Borrowing 38.5 12.6 -67.3 74.5 76.8 3.0
Equity 5.8 4.4 -23.7 75.0 65.0 -13.3
Number of firms 52 159

Source: Authors’ calculations using BEEPS and RedC/DoF Data
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