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Introduction 

This annex sets out an overview of current analysis and evidence on small and medium 
enterprises (SMEs), to supplement the government’s Backing your business: our plan for small 
and medium-sized businesses. It provides a non-exhaustive overview of the evidence around 
SMEs, including their opportunities and barriers for growth and improving productivity. 
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SME Landscape 

The UK SME population 
At the start of 2024 there were 5.5 million small and medium-sized enterprises (SMEs – defined 
as businesses with fewer than 250 employees) in the UK, 99.8% of the business population. 
This was made up of1: 

• 4.1 million businesses that did not employ anyone aside from the owner (or owners), 74% of 
the total business population 

• 1.2 million micro businesses (with 1 to 9 employees), 21.1% of total 

• 220,000 small businesses (with 10 to 49 employees, 4% of total 

• 37,800 medium-sized businesses (with 50 to 249 employees), 0.7% of total 

Total employment in SMEs was 16.6 million (60% of the total), while turnover was estimated at 
£2.8 trillion (52% of the total). 

SMEs operate in all sectors, however: 

• the largest number of SMEs (870,000 or 16%) were operating in Construction, compared 
with less than 1% in the Mining, Quarrying and Utilities sector (31,000) 

• there were also a large number of SMEs operating in the Professional, Scientific and 
Technical Activities (754,000 or 14%), and Wholesale and Retail Trade and Repair sectors 
(558,000 or 10%) 

• SMEs make up at least 99% of every main industry sector2, with at least 97% of these being 
micro or small firms 

SMEs are not evenly distributed across the UK, for example: 

• London had the largest number of SMEs (981,000 or 18%), followed by the South East 
(906,000 or 16%), comprising almost one-third of SMEs based in either region 

• the North East had the smallest number of SMEs (166,000 or 3%) 

• this distribution is broadly in line with the general business population, with SMEs making up 
at least 99.8% of every nation and region in the UK 
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SMEs exported £107.9 billion worth of goods in 2023, accounting for 25.6% of total UK 
goods exports.3 

SMEs include many family-owned and rural businesses but leadership from under-represented 
groups remains limited: 

• in 2023 75% of SME employers (90% of SMEs with no employees) were family-
owned businesses4 

• in 2023 15% of SME employers (18% of SMEs with no employees) were women-led and 7% 
of SME employers (6% of SMEs with no employees) were minority ethnic group-led 

• in 2024 7% of SMEs were led by disabled people5 

• in 2022/23 there were 548,000 registered SMEs in rural areas, employing 2.7 million people6 
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The UK 
Productivity Puzzle 

The UK’s productivity performance 
Growth in the UK’s productivity has slowed over the last 2 decades, from averaging 2% growth 
in output per hour worked in the decade leading up to the 2008 Global Financial Crisis to around 
0.4% on average ever since.7 Since 2008, the UK has seen a worse slowdown in productivity 
growth compared with other G7 countries.8 

Figure 1: Output per Hour Worked UK and G7 Trend (Real $, PPP) 

Source: Organisation for Economic Co-operation and Development (OECD) Output per hour worked in constant 
prices 2015 $PPP 

The UK has some of the most productive businesses in the world, however we also have a 
large number of low-productivity businesses. In 2022, 67.7% of firms in the UK had labour 
productivity below the mean.9 This ‘long tail’ of low-productivity firms, who lag behind firms at 
the frontier of performance, partly explains the UK’s ‘productivity puzzle’. 
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Figure 2: Number of firms by approximate Gross Value Added (aGVA) per 
worker, non-financial business sector, UK, 2022 

Source: Office for National Statistics (ONS) Trends in UK Business Dynamism and Productivity: 2024 

Part of this productivity slowdown can be explained by a slowdown in business dynamism in 
the UK over the last 2 decades, with the job reallocation rate – the sum of job creation (via entry 
and expansion) and job destruction (via contraction and closure) rates – falling from 30.7% in 
2001 to 20.6% in 2023.10 Most of this decline has been because of lower job reallocation from 
incumbent firms, either growing or shrinking. 

Figure 3: Net job creation rate and gross job creation and destruction 
rates by business dynamics, whole economy, UK, 2001 to 2023 

Source: ONS Trends in UK Business Dynamism and Productivity: 2024 
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According to the Resolution Foundation, the responsiveness of firm-level employment growth 
to productivity has fallen by 30% since the 2008 downturn, leading to overall lower productivity 
growth as relatively more productive businesses expand more slowly.11 In addition, research by 
the Enterprise Research Centre (ERC) suggests very few firms achieve employment, turnover 
and productivity growth simultaneously.12 Productivity growth continues to be disproportionately 
more reliant on frontier firms (top 10th percentile), with the dispersion of firm-level productivity 
increasing across firms.13 

The decline in business dynamism poses several challenges: it dampens technology diffusion; 
limits wage improvements; suppresses competition; and encourages market domination by 
a few firms. However, this experience is not unique to the UK. According to the Centre for 
Economic Policy Research, business dynamism has also declined in other countries, such as 
the US and across Europe.14 
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Start-ups 

The UK’s start-up performance 
Start-ups play a crucial role in encouraging competition, innovation and supporting the 
emergence of brand new sectors. Start-ups and entrepreneurs are a driving force for greater 
investment, more jobs and economic growth in the UK. 

In the financial year ending 2025, the number of UK incorporations registered on Companies 
House fell by 10%, but is up 37% from a decade ago.15 The Office for National Statistics (ONS) 
estimates the number of UK business births has fallen by 6%, from 337,000 in 2022 to around 
316,000 in 2023, leading to a fall in the birth rate from 11.5% to 11.0%.16 This had been steadily 
increasing from 2010 to 2016 and has remained fairly stable since. 

London produces the largest number of start-ups, at 592,000 business births in 2023, 
and has the highest business birth rate, at 12.6%. However, this is the lowest birth rate for 
London since 2009. 

Transport and storage has the highest start-up rate of industry groups since 2017 (at 
14.5% in 2023), although this fell 6.7 percentage points from 2022. This is closely followed 
by accommodation and food services (14.2%) and business administration and support 
services (14.2%). 

The UK remains one of the easiest places globally to start a business, with one of the highest 
business start-up rates in the OECD.17 For the first time, just under 30% of working-age 
individuals in 2023 were either engaged in entrepreneurial activity or intended to start a business 
within the next 3 years.18 There has also been a significant three-fold increase in early-stage 
entrepreneurial activity by women in the UK since 2002. Immigrant and ethnic minorities are 
consistently the most entrepreneurial groups in the UK. 
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The opportunity and barriers 
Over a million jobs were created by new entrants in the UK in 2023, accounting for around 3% 
of employment.19 But the start-up job creation rate has declined in recent years. 

The failure rate of start-ups is high, in part due to the high birth rate. ERC research estimates 
of the 325,811 start-ups registered in 2020, only 47% survived to 2023 and of these only 2% 
managed to achieve £1 million turnover after 3 years, a proportion that has remained constant 
over the UK in the last decade.20 Even so, UK start-ups have a relatively better survival rate 
compared with OECD counterparts.21 

Start-ups face a number of barriers. Experts assessing the overall quality of the UK’s 
entrepreneurial environment for the Global Entrepreneurship Monitor (GEM) identify access to 
finance, government support, Research and Development (R&D) transfers and entrepreneurial 
education as areas that are less than sufficient to support entrepreneurship in the UK.22 

Fear of failure is also a formidable obstacle to new start-ups. According to the GEM UK 2023/24 
report, 53% of UK entrepreneurs that see good opportunities would not start a business 
for fear it would fail, higher than in other comparable countries (compared with the 45% 
global average).23 

Perceived costs of starting a business may prevent new entrepreneurship activity. Research by 
the Entrepreneurs Network finds more than two-fifths of those who have never set up a business 
are “not sure on how much it costs”.24 Around 14% thought it costs more than £50,000, and the 
average response was £34,304. 
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SME Growth 

UK SME growth performance 
There are many ways to measure the growth of a business. Research tends to look at growth in 
turnover or employment, but businesses also often look at profit. 

According to the ERC, there are 400,000 more established SMEs (trading for at least 3 years) 
since 2010 but the proportion registering any growth in employment has fallen from 20% to 
13%25, with the majority tending to have lower levels of growth. Around two-thirds of businesses 
with 10 or more employees with positive employment growth over the 2020 to 2023 period 
experienced average annual employment growth between 0% and 4%.26 

Figure 4: Number of businesses with 10+ employees by average annual 
growth (2020-23) and type of growth 

Source: ONS High growth businesses by employment, turnover and both, May 2025 
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Sustained growth is uncommon for SMEs, with only 14.5% of firms achieving sustained growth 
between 2020 and 2023.27 

Prior performance is a weak indicator of future growth. Nearly half (45.5%) of those businesses 
that had experienced a reduction in their employee numbers in 2022 subsequently increased 
employment in 2023. 

Expectations of employment growth tend to be unrealised for many small businesses. Around 
half (49.3%) of the businesses that said that they had expectations of employment growth in 
2022 actually achieved this in 2023. 

SMEs face a number of barriers to achieving growth, with level of energy prices (56%), 
competition (48%), taxation (45%), regulations and red tape (41%) and staff recruitment and 
skills (40%) cited as major obstacles to success by SME employers in 2023.28 

Many small businesses also lack growth ambition, with 1 in 4 SME employers and half of non-
employers not aiming to grow their sales over the next 3 years.29 Businesses who believe 
they are willing to take risks to grow their business are averse to borrowing and the use of 
external finance.30 
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Scale-ups 

The UK scale-up population 
High growth firms (also known as ‘scale-ups’) are a critical part of employment creation, driving 
economic growth and boosting UK productivity through more productive use of resources. How 
we define scale-ups matters as definitions that are too restrictive risk ignoring firms showing 
potential growth and scaling companies facing addressable barriers to growth. 

The OECD defines high growth firms as a firm of 10 or more employees with annual growth 
of 20% or more in either staff or turnover over a 3-year period. This definition is commonly 
used and useful for comparative purposes, especially when looking across different countries’ 
performance. There are many other definitions of high growth, such as those with lower growth 
thresholds31, capturing micro firms32 and reflecting the age of the firm33 that provide different 
perspectives on SME growth and growth journeys. 

Using the OECD definition, in 2023, there were 44,600 scale-ups in the UK, across every sector 
and locality.34 This is the highest number of scale-ups on record, up 56% from its COVID-
pandemic dip in 2021, but a 30% increase from 2022.35 The significant rise in recent years is 
likely a reflection of post-pandemic recovery and the period of high inflation. Previously, the 
number of scale-ups had been steadily increasing from 22,400 in 2011 to 36,500 in 2017 and 
remained fairly stable between 33,000 and 34,000 until 2020.36 
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Figure 5: Scale-ups in the UK 

Source: ONS High growth businesses by employment, turnover and both, May 2025 

There are many businesses with rapid growth that fall outside the OECD definition. Of the 
87,200 firms with 10 or more employees growing by more than 10% annually in either staff or 
turnover over the 2020 to 2023 period, only around half of these are high growth (44,600).37 

Research (2020) suggests many firms do not have high growth on a consistent year on 
year basis but in 1 or 2-year episodes, falling short of the 3-year consecutive requirement.38 

Furthermore, if the employee threshold is relaxed to 8 or more employees, the number of 
employment scale-ups nearly trebles from 13,800 to 38,300. 

The UK performs relatively well at producing medium and high growth firms39 compared 
with the OECD average, but still only ranks 9th, behind countries including Greece, Ireland 
and Sweden.40 

The opportunity and barriers 
Using the OECD definition, scale-ups contribute £2.2 trillion to the UK economy and create 
high quality jobs, employing 3.9 million people.41 SMEs account for 95% of scale-ups (42,400), 
employing 1.7 million people and generating £0.85 trillion in annual turnover. Scale-ups are more 
likely to have higher growth ambition, use more external finance, be more export-orientated and 
more innovative than the general SME population.42 

But high growth is hard to sustain. ERC research (2016) finds almost half of firms decreased 
their employment or ceased to exist following their spell of high growth.43 Instead, they tend to 
have several high growth episodes. Scale-ups experience a range of barriers to growth which 
prevent further high growth episodes, but the top cited barriers are similar to those faced by 
SMEs in general. The ScaleUp Institute’s scale-up survey finds the top cited barriers include 
access to UK and international markets (62%), talent and leadership development (54%), access 
to finance (47%)44, infrastructure and access to R&D (28%) and access to tax breaks (28%). 
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Figure 6: Scale-up top barriers to further growth 

Source: Scale-Up Institute Annual Review 2024 

While there has been good growth in SME equity finance in the UK over the last decade, most 
venture capital funds are focused on the seed and at the venture stage (“Series A” ) where firms 
are typically not yet profitable and have no more than modest sales.45 Later-stage investment 
rounds (“Series B1”), needed for scaling-up, are substantially better financed in the US than in 
the UK, enabling US businesses to out-compete their overseas rivals. As a result, while equity 
finance gaps remain in all stages and parts of the UK, ensuring the UK’s pipeline of later-stage 
innovative companies with potential to impact the economy at scale receive equity finance 
remains the most pressing need. 

There is likely a much larger pool of firms with the potential to achieve high growth but face 
barriers in achieving this. In 2023, there were 21,000 businesses with 10 or more employees 
with growth in either turnover or employment of between 15% and 20% over a 3-year period 
and a further 33,300 with growth between 10% and 15% over the same period.46 But it is 
difficult to predict high growth systematically, with prior growth being generally a poor predictor 
of future growth. According to the Scale-Up Institute, predictors of high growth include 
innovation, exporting, having growth ambition, being 10 to 15 years old, seeking or using core 
finance and planning capital investment.47 

There are large potential gains in supporting current and potential scale-ups to reach their 
growth potential. They contribute disproportionately to the economy – despite making up 0.8% 
of the business population, scale-ups48 account for 25% of turnover and 14% of employment 
in the UK.49 NatWest research (2021) estimates that helping around 1,700 more SMEs across 
the UK become scale-ups and assisting existing scale-ups continue their growth journey could 
unlock £35 billion GVA.50 
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Firm-level Productivity 

Productivity growth 
The UK’s overall productivity growth is, in large part, determined by the performance of individual 
businesses and SMEs. While the UK has some of the most productive businesses in the world, 
we also have a large number of low productivity businesses. In 2022, around two-thirds of firms 
in the UK had labour productivity below average (£53,000 per worker).51 

ERC research finds most SMEs struggle to grow turnover, jobs and productivity simultaneously, 
with fewer than 1 in 10 of established SMEs (trading for at least 3 years) increasing productivity 
also growing in turnover and employment.52 These firms contribute around £290 billion in annual 
turnover to the UK economy and employ 1.4 million people. 

The Business Productivity Review (2019) identified 2 clear drivers of firm-level productivity: 
investing in improving leadership and management practices and the diffusion and adoption of 
digital technology.53 

Leadership and management practices 
Leadership and management practices include effective monitoring, the setting of targets, 
providing incentives and introducing efficient processes.54 SMEs are less likely to invest 
in leadership and management compared with larger firms.55 The ONS Management and 
Expectations Survey (MES) has examined and scored management practices in the UK since 
2016. It found that an increase of 0.1 points in management scores was associated with a 9.6% 
increase in productivity.56 Therefore investing and improving management skills among SMEs is 
expected to increase firm-level productivity and positively impact UK growth. 
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Figure 7: Distribution of management practice scores by employment 
size, UK, 2023 

Source: ONS Management and Expectations Survey, 2024 

Diffusion and adoption of digital technology 
UK SMEs have low rates of digital adoption compared with many other advanced economies. 
This has been identified as an important reason for low productivity among UK firms. Digital 
technology is advancing rapidly and investing in tools such as AI offer the potential to transform 
many businesses. For instance, the productivity enhancing impact of AI could be worth 
as much as an additional £650 billion GVA to the UK, through delivering 25% productivity 
improvements.57 This offers a major opportunity but many SMEs are still not making use of even 
basic productivity-enhancing digital technologies such as customer relationship management, 
E-Commerce, web-based accounting software and Cloud computing. According to the World
Digital Competitiveness Ranking, the UK is ranked 20th out of 64 economies surveyed.58 UK
technology adoption rates among businesses are close to the OECD average but far behind
leading countries such as Denmark and Sweden.59 

Small businesses are less likely to invest in and adopt new technologies compared with larger 
firms and face more challenges to successful adoption of new technology as they are less 
likely to have the skills, knowledge, finances and capacity necessary for restructuring business 
processes around new technologies. There are a number of barriers to technology adoption. 
Although cost is important for many, other barriers include skills shortages, difficulty in finding 
solutions and measuring benefits, a lack of good quality independent advice, and the potential 
for business disruption. 
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ERC research (2018) finds productivity improvements of between 7% and 18% per technology 
among microbusinesses, depending on the technology adopted.60 Similarly, the ONS find that 
small firms that use at least 2 technologies show productivity gains of 25%.61 This suggests that 
improving SMEs access and adoption of digital technologies would lead to improvements in 
firm-level productivity. 
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Skills and Access 
to Talent 

Skills Gap 
15% of all firms reported a ‘skills gap’ (having at least one employee not fully proficient) in 
2022, up from 13% in 2017.62 Larger firms are more likely to report this, at nearly half of large 
firms (250 or more employees) compared with 6% of firms with 2 to 4 employees. Despite a 
less prominent skills gap in smaller firms, the impact of one under-skilled employee may be 
disproportionately high. 

Figure 8: Skills Gap by firm size (number of employees), 2022 vs 2017 
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Skills Shortage 
The proportion of firms with skill-shortage vacancies (SSVs) rose from 6% in 2017 to 10% 
in 2022. While large firms are more likely to report SSVs, firms with 2 to 4 employees face 
the steepest hiring challenges. 42% of their vacancies are hard to fill due to skill shortages, 
compared with 35% for large firms (250 or more employees). This suggests that smaller firms 
struggle more to compete for talent, often losing out to larger employers who may offer higher 
wages and better benefits. 

Training 
Despite rising demand for skilled workers, training provision is falling. In 2022, only 60% of firms 
offered training, down from 66% in 2017. The smallest firms (2 to 4 employees) had the steepest 
drop, down 8 percentage points. Off-the-job training has declined across all firm sizes, likely due 
to cost pressures, COVID-19 disruptions, and a shift toward cheaper in-house alternatives. 

Firms with 2 to 4 employees spend the most on training per employee, £2,480 in 2022, more 
than double the £1,135 spent by larger firms (100 or more employees). Yet their investment has 
declined more sharply since 2017 (down 23% compared to 16% for larger firms), suggesting 
that rising costs and limited internal capacity are eroding their ability to upskill staff. 

Skills and Training for Growth 
Firms that provided training for their employees tended to report a higher likelihood of improved 
performance outcomes in terms of both employment and turnover than businesses that did not 
report providing training.63 

Fewer firms offer training in areas critical for long-term growth, such as management (32%) and 
supervisory skills (33%), with SMEs being less likely to offer these than large firms.64 

When it comes to digital skills, 16.1% of businesses have demand for basic digital skills and 
10.5% for advanced digital skills.65 Larger firms are more likely to demand advanced digital 
skills over smaller firms. Despite these levels of demand, only 6.2% of businesses support or 
provide training in basic digital skills and 9% for advanced digital skills. Large SMEs (100 – 249 
employees) are the group most likely to offer support or training for both advanced and basic 
digital skills, at 15.1% and 9.6% respectively. 
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Exports 

The opportunity 
Stronger participation by SMEs in global markets creates opportunities to scale-up and enhance 
productivity, by accelerating innovation, facilitating spill-overs of technology and managerial 
know-how, and broadening and deepening the skillset.66 

Businesses which export goods were around 21% more productive than businesses which do 
not trade after controlling for their size, industry and ownership status.67 

These findings align with empirical studies that suggest a positive relationship between 
international trade and employment and output. For example, a 2015 analysis of European 
SMEs found that between 2008 and 2010, exporting SMEs had a significantly higher average 
growth rate of output and employment than non-exporting SMEs.68 Sectors with a high 
propensity to export pay 7% higher wages relative to those with a low propensity to export.69 

Exporter characteristics (SMEs with employees) 
In 2022, there were 323,000 SMEs exporters in the UK, 11.8% of all registered SMEs.70 In 
comparison, around 40% of large firms (250 or more employees) exported.71 This suggests that 
SMEs are disproportionately impacted by trade barriers, leading to their underrepresentation in 
international trade. 

In 2023, SMEs with employees were most likely to export in the manufacturing (47%), 
information and communication (41%), retail and wholesale (29%) and professional and scientific 
sectors (27%).72 By nation, the highest proportion of SME employers that exported in 2023 
was found in Northern Ireland (32%). This was lower than average in Wales (14%) and Scotland 
(15%), but higher in England (19%). Exports accounted for less than a quarter of turnover for 
63% of SME employers that exported. 

In 2023, of UK SME employers that exported in the last year, 75% exported to the EU and 73% 
exported outside the EU. The USA was the most common, with 45% of SME exporters selling 
goods or services there. 
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Figure 9: Destination of exports in the last year (exporting SME employers 
only), by year 

90% 

80% 

70% 

60% 

50% 

40% 

30% 

20% 

10% 

0% 
European USA EFTA Canada China India Turkey South Other Any non-

Union Korea non-EU EU 

2019 2020 2021 2022 2023 

Source: Longitudinal Small Business Survey 

The challenge for SMEs intending to export 
SMEs are more likely to have limited resources and less ability to absorb the costs associated 
with trade barriers (for example customs costs, costly product standards and lack of 
information). Removing obstacles to trade benefits SMEs disproportionately more.73 

Based on businesses with at least £500,000 turnover only (one marker of high export potential), 
the National Survey for Registered Businesses (NSRB) found that in 202374: 

• 27% of SMEs intended to grow their business but lacked concrete plans, compared with
11% of large businesses (250 or more employees)

• 37% of SMEs viewed international expansion too risky (excluding those whose products/
services would never be suitable for export), more than double the rate of large
businesses (18%)75 

• 66% of these SMEs reported that they had enough financial resources to start or continue
exporting, compared with 87% for large businesses

• 58% of SMEs stated they were more likely to face barriers to trade, compared with 44% of
large businesses
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• medium businesses (50 to 249 employees, 41%) were more likely to report high levels of
knowledge of where to go for information than small businesses (10 to 49 employees, 26%)
and large businesses (250 or more employees, 29%)

• SMEs were more likely to disagree that the government is providing information and support
to help businesses like theirs access the benefits of FTAs (40%) than large businesses (23%)

• large businesses were more likely to agree that there is a lot of demand for UK products and
services around the world (69%) compared with 51% of SMEs

– While agreement has been in decline among SMEs over recent years, this has not been
the case for large businesses

• top reasons noted by SMEs as to why their business has not yet exported despite their
products/services being suitable were that they do not have the capacity to produce more
(12%), and that they hadn’t researched other markets so they don’t know if there is demand
for their product/service (10%)
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Debt Finance 

The UK’s debt fnance performance 
Debt finance markets play an important role in supporting businesses to invest and grow. 

However, the UK has amongst the lowest levels of borrowing by non-financial businesses as 
a percentage of GDP compared with other G7 countries.76 This is particularly pronounced 
for UK SMEs.77 

This is an issue of both demand and supply. Demand for external finance is low, but even for 
firms that do apply the supply of finance is constrained. Overall loan success rates for firms 
applying for bank finance are low in the UK, at less than 50% on average, down from pre-
pandemic (67% in quarter 1 2018 to quarter 2 2019) and pre-financial crisis (90% or higher) 
levels.78 Approval rates are also lower than in other OECD countries.79 

Most high street lending currently goes to low-risk, larger and long-established firms where 
margins are lower due to competitive pressure. Existing borrowers and applicants for leasing 
or hire purchase products enjoy higher success rates of around 80% as the lender has legal 
ownership of the collateral.80 First-time applicants, loan applicants and those applying to their 
main bank see lower success rates. It is always difficult for finance providers to properly assess 
applications with the available information provided by firms. 

Some of the supply-side factors could include: 

• banks’ risk appetite has contracted due to higher costs of capital and an assessment of
available returns

• new lenders are growing with the support of the British Business Bank (BBB) but could
charge firms much higher interest rates, which makes lending uneconomic for many firms

• post-pandemic lending levels could also be affected by the stage of the economic cycle with
a general rise in interest rates and a concern around rises in future insolvencies

Although 46% of SMEs were using external finance in quarter 4 2024, underlying core business 
finance usage levels by SMEs are currently low.81 Most of the current external finance usage 
is based on temporary, high-interest rate forms of borrowing, which are not sustainable as a 
source of finance for firms. Around a third of borrowers are using their credit card to borrow, 
which is not designed as a business finance product and for many are a payment mechanism. 
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Around a quarter of borrowers are financing via an overdraft, which has become a very high-
interest rate product82. Only 9% of firms have a regular loan, which ought to be one of the most 
appropriate types of finance for a typical SME and yet most of these loans are a Bounce Back 
Loan Scheme (BBLS) facility taken out during the pandemic.83 

There are a number of reasons why demand for external finance remains low in the UK, 
including perceptions around external finance, risk aversion and lack of financial awareness 
among SMEs. 

SME perception of fnance and impact on demand 
A reluctance to use external finance amongst SMEs has led to a reliance on internal and 
personal funds as a source of finance, particularly for investment purposes. 86% of SMEs have 
no desire to borrow.84 And over 50% of businesses that invest exclusively use internal funds as 
finance. Moreover, 79% of UK SMEs report that they would accept a slower growth rate that 
can be funded internally rather than borrowing to grow faster85 and around 75% agree with the 
statement: ‘I would like my business to pay down debt/be debt free’86. 

These attitudes pre-date the current period of higher interest rates, so cannot be attributed 
to the phase in the economic cycle. Low demand is also not due to overall levels of business 
indebtedness, which are very low both in absolute terms and relative to deposits.87 According 
to the National Institute of Economic and Social Research (NIESR), in the UK, the ratio of 
lending to domestic enterprises (non-MFIs) and self-employed, relative to their deposits has 
shifted such that businesses are now depositing more with banks than they are borrowing from 
them (see figure 10). In contrast, Germany’s Cooperative and Savings banks, which are the 
main stay of German SMEs, holding around 50% of domestic banking assets, demonstrate 
significantly higher lending to deposit ratios, with nearly 3 times as much lending to businesses 
as deposits from them.88 

Figure 10: German banks’ ratio of lending to domestic enterprises 
(non-MFIs) and self-employed over deposits of domestic enterprises 
compared with UK ratio 

Source: The National Institute of Economic and Social Research (NIESR) analysis 
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SMEs can also be discouraged from applying due to low expectations of success in securing 
finance. They may have been deterred by previous rejections or have had poor experiences 
during the application process. Only 34% of SMEs who are planning to apply for new or 
renewed finance are confident their bank will agree to the facility, down from 56% in 2019.89 

Risk aversion 
Many businesses feel that they invest too little into their business. Over a third of SMEs both 
want to be a bigger business and are willing to take risks to be successful.90 Despite this, only 
3.5% of SMEs apply for new or renewed external finance, suggesting that even businesses who 
believe they are willing to take risks to grow their business are averse to borrowing and the use 
of external finance. At the same time, 24% of businesses feel that they have invested too little, 
with smaller businesses more likely to report this, and 60% of businesses not going ahead with 
investment due to prioritising building up cash reserves.91 This may be driven by risk aversion as 
there is a strong correlation between businesses that do not invest due to building cash reserves 
and businesses that have the desire to avoid lender control of their business. If increasing 
cash buffers were a lower priority for small businesses, more investment opportunities would 
be pursued. 

Financial awareness 
SMEs consistently say that they find the business support landscape fragmented and complex, 
with only 26% of UK SME employers reporting in 2023 to have sought external advice or 
information in the last year.92 A lack of awareness and understanding of finance options and 
products suited to their specific needs, and how to best use them, could contribute to low levels 
of demand for external finance. 
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Equity Finance 

Regional differences in the availability of equity fnance 
Equity finance is important for businesses with the potential to grow rapidly, especially for tech-
led and other innovative firms. The UK, however, is known to have regional disparities in equity 
finance. London and the South East account for around two-thirds of all equity finance invested 
in the UK93, even though only around a third of the UK’s high-growth firms are based there94, 
suggesting the supply of equity capital to meet the needs of fast-growing smaller businesses is 
more likely to be constrained outside London and the South East. 

DBT research (2019)95 showed that all UK regions, even London, have an equity finance gap, 
and the gap is due to insufficient supply to match the needs of businesses with the potential to 
grow rapidly but also an unwillingness by some businesses to use equity finance. 

There are different approaches for assessing market gaps, including bottom-up estimates that 
relate to firm characteristics (such as the approach taken in DBT estimation of the regional 
finance gap) and estimates based on comparisons between the UK and US on venture capital 
investment such as those identified in the Patient Capital Review. 

The main findings are as follows: 

• the research estimated the SME equity finance gap for the whole of the UK at £10.5 billion
per year in 2017, due to a combination of demand and supply side factors, with robustness
checks putting this in a range between £6.5 billion and £12 billion96 

• all areas of the UK have an equity finance gap; London has the largest equity finance gap
(£3.7 billion) in absolute terms but the smallest relative finance gap: for every £1 of equity
finance received, SMEs in the region could have absorbed an additional 80p of equity finance

• the East Midlands had the largest relative gap: for every £1 of equity finance received, SMEs
in the region could have absorbed an additional £9 of equity finance

• the equity finance gap in each region is determined by demand as well as supply factors,
and so consequently, the North East’s equity finance gap is a similar size to London’s in
relative terms – with a capacity to absorb only an additional £1 of equity finance for every £1
of finance received, due to weak demand factors in the North East region owing to the type
and mix of businesses there
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Other findings include: 

• for an identical-looking firm, the probability of getting any equity funding is up to 50% lower 
in all regions outside of London, with the exception of Scotland 

• deal values are up to 40% lower in other regions than in London, all else being equal 

• investors prefer to invest in companies based in their home region, with the number of equity 
investments decreasing with distance from the investor 

• family businesses are significantly less likely to use external equity funding, all else being 
equal, that is compared with other high-growth or potential high-growth firms 

• investors are more likely to invest outside of their region if government is involved as one of 
the investors, or if a director has past experiences with equity finance, all else being equal 

Other differences in the availability of equity fnance 
There are differences in the breadth and depth of VC funds available in the UK which puts UK 
companies at a disadvantage Although the UK performs strongly compared with European 
counterparts, UK VCs lack the deep pools of risk capital seen in US equivalents. Even at 
the seed and Series A investment rounds, where UK performance has improved, funding is 
typically smaller than in the US. In 2023, the median deal size in the US for seed companies 
was £2.1 million, compared with £1.0 million in the UK.97 Smaller deal sizes can lead to slower 
growth as businesses will need to raise funds more often, leading to uncertainty, and spend 
additional time seeking finance instead of developing the business. 
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Figure 11: Comparison of US and UK total VC investment by funding 
rounds 2023 

Source: DBT Analysis of Pitchbook data (2025)98 

As well as the relatively low number of later-stage investment rounds in the UK, at every funding 
round, the average deal size in the UK is smaller than in the US, sometimes considerably so, but 
this is especially pronounced in the case of some later funding rounds.99 Growth in UK equity 
funding over the last decade has not been uniform, with a lot of the growth driven by 2 industry 
sectors – Fintech and Software. Growth of overall UK venture finance has gone from £2.7 billion 
in 2013 to £17.3 billion in 2023, with VC investment in FinTech going from £0.24 billion in 2013 
(accounting for 9% of the total VC) to £4.6 billion in 2023 (26% of the total) and VC investment 
in the software sector increasing from £0.9 billion (accounting for 33% of the total) to £8.7 billion 
(accounting for 51%) over the same period.100 Growth in the funding of other sectors has been 
much weaker. 

The UK also underperforms in corporate venture capital (equity investment from an established 
corporate into an external start-up), especially compared with the US. The US has a deep pool 
of strategic venture capital provided by corporate investors (known as “corporate venturing”). 
This is a key part of the US equity funding landscape which only has a small echo in the UK. 
In the US, the ‘magnificent 7’ collectively invested $27.5 billion last year, more than the entire 
UK VC sector ($21.50 billion).101 This can also be seen comparing the UK with European 
counterparts such as France; whose share of corporate venture capital in total venture 
fundraising (5.4%) was almost double that in the UK (2.8%) in 2023.102 The US benefits from 
plentiful access to funding for new ventures via entrepreneurs’ personal funds, such that many 
innovative companies can be funded without making demands on the US’s pool of external 
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venture capital. Serial entrepreneurs, who recycle their gains from previous ventures, are a 
source of considerable funding of US high-growth companies. The US advantage in serial 
entrepreneurship is also a powerful cultural driver of business growth. 

In the UK, there is a greater presence of overseas investors in the venture capital market. This is 
especially the case for later-stage rounds, where UK firms are predominantly reliant on funding 
from overseas investors.103 Overseas investors often prefer companies they have invested in to 
expand and sometimes relocate activities to the US, which limits the long-term benefits for the 
UK of the initial investment. 
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Business Support 

Business Support Fragmentation 
Business support for SMEs in the UK, is viewed as fragmented and lacking consistency of 
provision, with SMEs finding business support difficult to navigate and garner the benefits 
from.104 Furthermore, business support uptake has fallen from 49% in 2010105 to 26% in 2023106, 
with this being particularly noticeable in the smallest firms. Only 16% of businesses with no 
employees107 and 23% of micro businesses reporting seeking external advice in 2023. 

A HMG evaluation of Growth Hub’s evidenced that a lack of awareness amongst businesses 
was flagged as a potential barrier to uptake, linked to potentially ineffective marketing and 
branding. This was highlighted through 71% of regional stakeholders flagging a lack of 
awareness as a key barrier to uptake and 43% of national stakeholders highlighting the 
complicated landscape of support.108 

Business Support and Growth 
Business support can be seen as a key driver of SME growth and productivity. According 
to ERC research, businesses that access external advice seeing an average increase of 
22% in labour productivity109 compared to businesses that have not utilised external advice. 
Furthermore, advice from trusted professionals led to the largest increases in productivity, such 
as a 35% productivity increase from advice on exporting and 26% increase from advice on tax 
and payments.110 

The most common reason for SME employers to access advice was on business growth, with 
25% reporting this in 2023. This is followed by finance and general running of the business 
(24%). For those with no employees, the most common advice being sought is financial 
advice. SME employers commonly choose to pursue this advice through consultants and 
business advisors (36%) and business networks (19%). Face-to-face is the preferred method 
of receiving business advice with 45% of SME employers choosing this approach, followed by 
22% over email. 
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Targeting and Segmentation of SMEs 
Targeting and Segmentation are important activities for the Government’s SME-related policies 
and programmes. Segmentation is the action of dividing the (SME) business population into 
groups that share similar characteristics, where Government can then target its specific 
programme or policy. It enables the Government to focus its resources on specific groups of 
SMEs, ensuring that the support it provided is to the ‘correct’ SMEs. This ensures maximum 
impact and value-for-money through directing limited resources effectively. 

However, there are risks associated with targeting and segmentation, such as excluding certain 
groups of SMEs. Additionally, an unclear framework (such as programme entry requirements) 
can result in confusion for both SMEs and policymakers reducing uptake. Therefore, there is no 
‘one-sized’ fits all approach to targeting and segmentation. 

This is evidenced through a range of approaches to targeting and segmentation being chosen, 
including British Business Bank’s ‘Start up, Scale Up, Stay Ahead’111 which targets businesses 
according to the finance packages that would be applicable. The OECD112 also presented a 
paper that highlighted how segmentation needs to be appropriate for the objectives of the 
programme and based on reliable and comparable data, while not being complex. Furthermore, 
DBT has a range of targeting and segmentation approaches which are appropriate for the size, 
scope and aim of the individual policy or programme that is being offered. This can range from 
firm characteristics, region, exporters, growth potential and placing firms in a segment based on 
the chosen indicator. 
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