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Abstract 

The “conventional wisdom” argues that SMEs lack appropriate external financing and are 
difficult to serve because they are opaque. Banks (particularly small or niche banks) are 
considered to have an advantage in dealing with SMEs because they can overcome 
information asymmetries through relationship lending. We argue that the recent 
intensification of bank involvement with SMEs is neither led by small or niche banks nor 
highly dependent on relationship lending. Rather, all types of banks are catering to SMEs. 
Larger multiple-service banks have a comparative advantage in offering a wide range of 
products and services in a large scale, through the use of new technologies, business 
models, and risk management systems. New evidence from banks and SMEs suggests 
that there is a sharp transformation in the ways they interact with each other. Banks 
perceive SMEs as a core and strategic business and seem well positioned to expand their 
involvement with SMEs.  
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1.  Introduction 

The financing of small and medium enterprises (SMEs) has attracted much 

attention in recent years and has become an important topic for economists and 

policymakers working on financial and economic development. This interest is driven in 

part by the fact that SMEs account for the majority of firms in an economy and a 

significant share of employment (Hallberg 2001).1 Furthermore, most large companies 

usually start as small enterprises, so the ability of SMEs to develop and invest becomes 

crucial to any economy wishing to prosper.2  

The recent attention on SME financing also comes from the perception that SMEs 

lack appropriate financing and need to receive special assistance, like government 

programs that increase lending. Various studies support this perception. A number of 

papers find that SMEs are more financially constrained than large firms.3 For example, 

using data from 10,000 firms in 80 countries, Beck, Demirgüç-Kunt, Laeven, and 

Maksimovic (2006) show that the probability that a firm rates financing as a major 

obstacle is 39% for small firms, 38% for medium-size firms, and 29% for large firms. 

Furthermore, small firms finance, on average, 13% points less of investment with 

external finance, compared to large firms.4 Importantly, lack of access to external finance 

is a key obstacle to firm growth, especially for SMEs (Beck, Demirgüç-Kunt, and 

Maksimovic 2005). On the policy side, there are a large number of initiatives across 

countries to foster SME financing including government subsidized lines of credit and 

                                                 
1 According to data collected by Ayyagari, Beck, and Demirgüç-Kunt (2007) for 76 developed and 
developing countries, SMEs, on average, account for over 50% of manufacturing employment.  
2 See, for example, Beck and Demirgüç-Kunt (2006) and references therein. 
3 See, for example, Schiffer and Weder (2001), IADB (2004), Beck, Demirgüç-Kunt, and Maksimovic 
(2005), and Beck, Demirgüç-Kunt, Laeven, and Maksimovic (2006). 
4 See Beck, Demirgüç-Kunt, and Maksimovic (2008). 
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public guarantee funds. One example that has been deemed as successful is Chile’s 

Fondo de Garantía para Pequeños Empresarios (FOGAPE), a guarantee fund to 

encourage bank lending to SMEs. This fund has many features that make it attractive, 

including incentives to reduce moral hazard, competition among banks, and self 

sustainability.5  

The “conventional wisdom” argues that the inadequate financing of SMEs is to a 

significant extent rooted in “supply-side” factors. That is, the way in which the financial 

system works is biased against externally financing SMEs, leading banks and other 

financial institutions to be uninterested in being involved with them. The conventional 

view highlights a number of factors. First, financing SMEs is difficult because they are 

opaque.6 Opaqueness means that it is difficult to know if firms have capacity to pay (they 

have viable projects) and if they have willingness to pay (due to moral hazard). This 

opaqueness particularly undermines lending from institutions that want to engage in the 

more impersonal or arms-length financing and require hard, objective, and transparent 

information to do so. Second, relative to large firms, SMEs are more likely to be 

informal, particularly in developing countries. This not only makes opaqueness worse, 

but it also poses additional obstacles and risks to SME lending.7 For example, banks 

cannot lend to SMEs as much as would be warranted if firms were not to report reliably 

                                                 
5 Other examples abound. For instance, the Colombian Fondo Nacional de Garantías (National Guarantee 
Fund) provides a similar credit guarantee service to that of FOGAPE. The structured finance transactions 
arranged by the Mexican development financial institution FIRA are another example of a government 
effort to provide financing to SMEs. Also, the Mexican development bank NAFIN has initiated a reverse 
factoring program to provide financing to SMEs through a process of on-line sale of receivables from large 
buyers. See de la Torre, Gozzi, and Schmukler (2007).  
6 See, for example, Berger and Udell (1998) and Cole, Goldberg, and White (2004).  
7 See Gatti and Honorati (2007) for evidence that SMEs are more informal (measured as self-reported lack 
of tax compliance) and that this informality affects negatively access to credit and external finance. 
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their full financial activity on their balance sheets.8 Furthermore, informality implies that 

the firm has unrecorded, contingent senior liabilities to the government and its 

employees.9 Faced with the risk that tax and/or labor authorities could cause such 

liabilities to materialize, banks would lend less to SMEs or charge a higher risk premium. 

Third, capital markets do not compensate for these deficiencies in the banking sector as 

they do not have a comparative advantage to deal with opaque and small firms. In effect, 

capital market financing rests on comparatively high accounting and disclosure 

requirements which, by definition, opaque SMEs lack. In addition, capital markets are 

typically not a source of direct funding for SMEs, given that these firms are unable to 

issue debt or equity in amounts sufficiently large to attract investors (who prefer liquid 

issues and are not willing to take too large a share of a single asset) and amortize 

issuance-related transaction costs (including compliance with complex legal, regulatory, 

accounting, and disclosure requirements). These factors normally render unfeasible the 

direct access to capital market financing for SMEs.10 In sum, there are good arguments 

behind the conventional view that supply side factors—particularly opaqueness—play a 

key role in the problems of access to finance for SMEs.  

To the extent that “opaqueness” has received special attention in the literature on 

SME financing, so has “relationship lending,” with the latter seen by the conventional 

view as the obvious—if not the only—way to cope with the former. The common 

                                                 
8 In the case of banks in Argentina, for example, the regulation states that a bank’s total lending to a 
borrower cannot, in general, exceed 100% of the equity of the borrower, as stated in its balance sheet. This 
limit can be increased to 300% if the total amount of financing is less than 2.5 % of the capital of the bank 
and the increase is approved by the board of directors of the institution. 
9 The government and employees have senior claims on a firm’s assets. The government can seek to collect 
unpaid taxes before the firm fulfills its obligations to repay the bank, while employees can sue the firm for 
“unpaid” benefits, although these were done on an informal basis, for which no record exists.  
10 See, for example, Stoll and Whaley (1983), Stoll (1984), Berger and Udell (1998), and Halling, Stomper, 
and Zechner (2005). 

 3



perception is that “relationship lending” can overcome “opaqueness” because it relies 

primarily on “soft” information gathered by the loan officer through continuous, 

personalized, direct contacts with SMEs, their owners and managers, and the local 

community in which they operate, to mitigate opacity problems (See Berger and Udell 

2006). 

Relationship lending has different implications on the ways that banks lend to 

SMEs. First, while banks can compensate for opaqueness through relationship lending, 

other things being equal, banks lend less to SMEs than if they were transparent and, 

hence, subject to arms-length lending technologies. Moreover, relationship lending 

implies a cost that makes dealing with SMEs less attractive and, in equilibrium, raises the 

required returns for SME loans. Second, because of the personalized, community-based 

nature of the contacts, the literature has argued that it is difficult for large and foreign 

banks to engage in relationship lending. These banks are perceived as relatively less 

capable of processing “soft” information. It is difficult for them to quantify and transmit 

this type of information through the formalized communication channels of 

large/complex organizations or financial institutions for which the headquarters are far 

away.11 Therefore, large and foreign banks are not well suited to lend to SMEs, leaving 

this segment to small or niche small banks, which are close to the relevant sector, 

community, or neighborhood and, therefore, are typically domestic. Third, in better 

institutional environments (typical of developed countries) relationship lending is 

expected to be less common, because banks would need to rely less on soft information 

and could count on well-functioning contract enforcement institutions, making it easier 

                                                 
11 See Berger, Klapper and Udell (2001), Stein (2002) and Mian (2006). 
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for them to screen SME debtors, originate and monitor loans, and recover loans in case of 

default.  

Although not conclusive, the literature has found evidence consistent with the 

idea that banks (mainly small and niche) engage with SMEs through relationship 

lending.12 A number of studies on the US find that large banks allocate a much lower 

proportion of their assets to small business loans than small banks.13 Other studies on the 

US find that large institutions lend to larger, older SMEs with stronger financial ratios. 

On the contrary, small institutions rely more on soft information and lend to SMEs with 

which they have stronger relations.14 Moreover, some studies show that SMEs are 

relatively less likely to receive loans from foreign banks, which are typically large.15 

Other studies report other types of evidence consistent with the relationship lending 

hypothesis. They focus on how an improvement in the institutional environment enhances 

lending to SMEs, since better institutions (associated with more transparency and a better 

enforcement of the rule of law, typical of developed countries) reduce the need to engage 

in relationship lending. Consistent with this, Beck, Demirgüç-Kunt, and Maksimovic 

(2005) show that SMEs tend to benefit more than proportionally as the overall 

institutional environment improves. Similarly, Galindo, and Micco (2005) find that the 

                                                 
12 As described in Cull, Davis, Lamoreaus, and Rosenthal (2006), access to finance to SMEs throughout the 
nineteenth century was primarily provided by local financial institutions that relied heavily on informal 
means to acquire information and allocate credit. 
13 See, for example, Keeton (1995), Berger, Kayshap, and Scalise (1995), Berger and Udell (1996), and 
Strahan and Weston (1996). In contrast, Berger, Rosen, and Udell (2006) argue that there is not a small-
bank bias in lending to SMEs, as indicated by the fact that the probability that a small firm borrows from a 
large bank is proportional to the market share of large banks. 
14 See, for example, Haynes, Ou, and Berney (1999), Cole, Goldberg, and White (2004), Scott (2004), and 
Berger, Miller, Petersen, Rajan, and Stein (2005). 
15 See Berger, Klapper, and Udell (2001), Mian (2006), and Berger, Klapper, Martinez Peria, and Zaidi 
(2008). 
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difference in bank financing between SMEs and large firms is higher in countries with 

worse creditor protection and less efficient judicial systems. 

In this paper, we explore whether and to what extent the main tenets of the 

conventional wisdom—that banks in general are not interested in dealing with SMEs and 

that small and niche banks do engage with SMEs but mainly through relationship 

lending—holds in practice. To do this, we use new data from bank surveys for a total of 

48 banks (plus 1 leasing company) in 12 countries to characterize the degree, 

determinants, and types of bank involvement with SMEs. We use hard evidence collected 

via bank questionnaires as well as anecdotal evidence obtained in interviews with banks 

to describe ongoing changes in the relation between banks and SMEs. To complement the 

information coming from banks, we also analyze data obtained from existing SME 

surveys. 

The data come from 3 different sources. First, we use data across banks for a 

group of countries gathered for this project via an especially designed questionnaire, 

which was completed during on-site interviews with bank business and risk managers in 

Argentina, Chile, Colombia, and Serbia by different teams of the World Bank during late 

2006 and early 2007.16 This type of information provides a good picture of the market 

environment and structure in which banks serve SMEs in specific countries. In all 

countries included in the sample, surveyed and interviewed banks account for a large 

share of banking sector assets (normally around or over 70 percent). Second, we analyze 

data collected during 2006 by the International Finance Corporation (IFC) via surveys 

conducted across 8 developed and developing countries: Australia, Brazil, India, the 

                                                 
16 Complete case studies are available for each of these countries describing the institutional and 
macroeconomic contexts, their banking industries and trends, and the data in detail. See Stephanou and 
Rodriguez (2008) and World Bank (2007a and 2007b).  
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Netherlands, Poland, Thailand, the UK, and the US.17 This information complements well 

the mentioned within country surveys because it depicts how banks that are leaders in the 

SME business operate, especially in terms of business models and risk management 

processes. Third, we use surveys of SMEs conducted annually during 2002-2006 in 7 

economies: Argentina, Chile, Colombia, Mexico, Peru, Puerto Rico, and Venezuela. 

These surveys, which were undertaken by FRS (Inmark Group), a consulting firm 

specializing in financial services research and strategy, give a different perspective by 

capturing the demand side of bank products and services.  

The analysis in this paper shows that the prevalent conventional view does not 

square well with the new data. The evidence we present characterizes a different pattern 

of banks’ involvement with SMEs, which is consistent with the arguments first 

articulated by Berger and Udell (2006). Most notably, this new pattern goes well beyond 

pure relationship lending and is increasingly observable even in relatively less developed 

countries, where relationship lending would be expected to be more prevalent. In 

particular, we find the following main stylized facts.  

First, contrary to the perception that banks in general are not interested in lending 

to SMEs, we find that most banks do indeed want to serve SMEs and find this segment 

profitable, especially as margins in other banking markets narrow. In particular, as the 

public sector and large corporations have gained access to local and international capital 

markets, and as competition in the retail sector (coming from banks and retail chains) has 

increased substantially, banks have greater incentives to incur the switching costs needed 

to pursue new business in the “middle” market of SMEs. As a result, SMEs have 

emerged as a strategic sector for most banks—including large and foreign banks and not 
                                                 
17 See IFC (2007) for a complete description and analysis of the IFC surveys. 

 7



just small and niche banks—to expand into. As a consequence, the SME market in the 

countries in the sample has become competitive, yet it is still far from saturated.  

Second, part of the interest in SMEs comes from the fact that, as argued by Berger 

and Udell (2006), relationship lending is not the only way in which banks can extend 

financing to these firms. Different transactional technologies that facilitate a degree of 

arms-length lending (such as credit scoring and significantly standardized risk rating 

tools and processes, as well as special products such as asset-based lending, factoring, 

fixed asset lending, and leasing) are increasingly applied to SME financing. For example, 

hard information on the SME or its owner obtained from credit bureaus allows banks to 

infer future loan performance and thus enables the use of credit scoring to process and 

approve small loans at a scale that makes costs sufficiently low. Moreover, the pledging 

(as collateral) of assets that do not lose much value over time and are easily tradable 

provide greater assurances of repayment, even where contract enforcement processes are 

relatively imperfect. Also, reliable accounts receivable can underpin factoring, while the 

renting of tangible and marketable assets through leasing can help overcome costly 

contract enforcement processes (as the creditor retains the property rights over the asset). 

Thus, when good financial information is not available to gauge capacity or willingness 

to pay, banks can use other types of hard information and incentive-compatible 

mechanisms to increase the likelihood of repayment. In this way, banks can compensate 

for weaknesses in the institutional environment, which remains particularly important for 

non-collateralized long-term lending. Moreover, these mechanisms free banks from 

having to rely on government subsidies to lend to SMEs. 
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Third, lending is just one part of a larger overall package that banks provide to 

SMEs. Banks find SMEs profitable through a combination of services; and this places 

cross-selling at the heart of the banks’ SME business strategy. In effect, banks have 

developed a wide range of fee-based non-lending products and financial services for 

SMEs. These products and services can be very attractive in terms of profitability; in fact, 

the evidence suggests that lending is not always the main or the first product offered to 

SMEs and that it is often offered as a way to eventually cross-sell other lucrative fee-

based products and services, including payments, saving, and advisory services. 

Moreover, selling products and services to SMEs deepens the engagement of banks with 

SMEs, is part of the efforts of banks to become the principal bank to the SME, and may 

thus facilitate doing more lending to the same SME while attracting other clients (like the 

SME employees and owner’s family). To the extent that these products and services gain 

importance, the institutional environment relevant to credit contract writing and enforcing 

becomes less of a constraint. 

Fourth, under this new model of engagement with SMEs, large and international 

banks have several comparative advantages and, as a consequence, are leaders and 

relatively more aggressive in this business segment. Some of the technologies applied to 

lending to SMEs (other than relationship lending) benefit from the effects of economies 

of scale and scope. For example, credit scoring models that rely on statistical properties 

to assess risk need a large number of clients and loans, which tend to increase with bank 

size. Also, dealing with large corporations allows banks to reach out and offer loans to 

good SMEs that have long-term relations with those corporations (thereby reducing 

principal-agent problems and improving risk management). Moreover, large banks can 
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seize the benefits from scale in supplying non-lending products and services to a large 

number of firms, taking advantage of their service platforms, technical expertise, and IT 

and back-office infrastructures needed to offer them. Finally, large banks are better able 

than small banks to use sophisticated business models (e.g., business centers, branches, 

SME account managers, and marketing campaigns) and risk management systems, so as 

to combine and integrate centralized and de-centralized processes as appropriate to 

realize efficiency gains in managing both costs and risks. In sum, the ability of covering 

many SMEs (and for international banks also several countries) with large services 

platforms and branch networks and with sophisticated business models and risk 

management systems gives large banks a competitive edge, enabling them to more easily 

compensate for the fixed costs and switching costs of developing products and services to 

engage SMEs while exploiting economies of scale and scope. 

The rest of the paper is organized as follows. Section 2 describes the data. Section 

3 documents the degree to which SMEs constitute an important business for banks. 

Section 4 describes the business models that banks use to engage with SMEs. Section 5 

presents evidence from the SME side. Section 6 concludes. 

 

2.  Data 

In this section we describe the data used to characterize the degree, determinants, 

and type of bank involvement with SMEs. In particular, we discuss the bank surveys 

performed in Argentina, Chile, Colombia, and Serbia by the World Bank, the cross-
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country bank surveys conducted by IFC, and the SME surveys undertaken by FRS 

(Inmark Group).18 The data are briefly summarized in Table 1. 

The cross-bank data for Argentina, Chile, Colombia, and Serbia was gathered via 

an especially designed questionnaire administered to banks during on-site, detailed 

interviews conducted with banks’ top management in late 2006 and 2007.19 For each 

country study, different types of banks were interviewed by different teams. Important for 

this study, the sample includes both banks that were ex-ante thought to be lending to 

SMEs and banks that were perceived ex-ante (by the authorities and World Bank experts) 

to have no or little relation with SMEs. Banks were selected to represent the domestic 

financial sector and cover a large fraction of it. The banks interviewed per country 

account for about 70% of banking sector assets at the time of the interviews. A total of 37 

banks and 1 leasing company were interviewed across these 4 countries.20 

In all cases, the interviews and data processing were confidential and conducted 

only by World Bank staff. All banks were informed that the data would be reported only 

in an aggregate way, without disclosing the strategy or positions of individual banks. The 

individual bank data are not available even to the country authorities, so banks had in 

principle no constraints in sharing information. 

The questionnaire includes a maximum of 92 questions and was designed to 

gather information on 3 broad areas.21 The first area addresses banks’ strategic interest in 

SME business. The second area assesses the determinants of bank financing to SMEs, in 

                                                 
18 The countries and banks interviewed were selected based on the interest of financial experts at the IFC 
and the World Bank. Within countries the sample of banks was chosen with the respective central banks. 
19 The questionnaire for each bank was filled in the context of interviews that would typically take at least 5 
hours. The interviews would normally involve a discussion on strategy with the top bank manager, as well 
as discussions with the managers of the business units and risk management units. 
20 Total assets stands for liquid assets, public and private securities, loans, and other bank assets.  
21 The questionnaire used to interview banks is available upon request to the authors. 
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terms of demand factors, competition, corporate strategy, and macroeconomic, 

regulatory, and institutional factors. The last area attempts to understand the business 

model and risk management processes used by banks when working with SMEs, 

specifically asking among other things how financing is conducted, what products and 

services are offered, how banks organize themselves to serve SMEs, the extent of cross-

selling, and how credit risk is managed.  

In Argentina, 14 banks were interviewed: 6 foreign, 6 domestic private, and 2 

public, accounting for 75% of the banking system’s total assets.22 In Chile, 8 banks were 

interviewed: 4 foreign, 3 private domestic, and 1 public, representing 79% of the banking 

system’s total assets. In Colombia, the team interviewed 7 private banks and 1 leasing 

company, capturing roughly 66% of the system’s total assets.23 In Serbia, 8 banks were 

interviewed: 5 subsidiaries of major European banks, 1 international bank specialized in 

SME lending, and 2 large, locally owned banks, accounting for approximately 70% of the 

total SME credit market and 60% of the banking system’s total assets.  

Although countries’ definitions of what constitutes an SME for legal or statistical 

purposes are typically based on the number of employees, banks generally define SMEs 

in terms of average annual sales—an indicator that is more easily observable, a good 

proxy of an SME level of business activity, and, thus, more useful to banks business and 

risk management purposes. The threshold of annual sales used by banks varies by 

country, according to the size of the economies and structure of their corporate sector. In 

Argentina, a company is considered to be an SME when its average annual sales are 

                                                 
22 The 14 banks are used to construct Figure 1. However, since 1 bank did not work with SMEs at the time 
of the interview, it was not used for the other figures. 
23 Since leasing is an important financing instrument for SMEs in Colombia but it cannot currently be 
provided directly by banks, the interviews included a major leasing company as well. Virtually all leasing 
companies belong to banks.  
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approximately between 300,000 and 30 million US dollars. In Chile, the range goes from 

around 90,000 and 24 million US dollars. In Colombia, banks consider SMEs those firms 

with annual sales between 400,000 and 13 million US dollars (although for most 

domestic banks the range is between 100,000 and 5 million). In Serbia, SMEs are 

typically defined as having annual sales between 500,000 and 10 million euros. The 

banks with more developed business models for SMEs typically distinguish between 

small enterprises (SEs) and medium-size enterprises (MEs). Companies with average 

annual sales below the mentioned ranges are considered to be micro enterprises and those 

above are defined to belong to the corporate sector.   

In our study, we ignore the heterogeneity observed in the definition of SMEs and 

use the definition used by each interviewed bank. This complicates to some degree the 

comparison across banks and across countries. Nonetheless, it is useful to analyze how 

banks conduct business with what they consider to be SMEs. It would be even more 

problematic to construct a unique working definition of SMEs for this study.  

The IFC questionnaire was conceived to identify “best practices” in bank 

involvement with SMEs, including key factors and links among business models, 

processes, tools, as well as the actual performance in SME banking. The IFC surveyed 11 

banks assumed to be leaders in the SME business during 2006 in the following countries: 

Australia, Brazil, India, the Netherlands, Poland, Thailand, the UK, and the US.  

There are important differences in the purpose and scope of the IFC surveys 

compared to those of the World Bank. The World Bank surveys try to capture the main 

features of the entire banking system in each country with respect to SME banking, 

covering the most important banks in terms of assets and a wide range of banks in terms 
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of types (e.g., small, large, foreign, domestic, and niche banks). They also intend to 

identify institutional and policy constraints to SME banking. The IFC surveys, by 

contrast, focus on the banks (1 or 2 per country) thought to be leaders in SME banking in 

a diverse set of 8 countries. Whereas the results from the World Bank surveys can be 

reasonably taken as representative of what most banks in the surveyed countries do, the 

results from the IFC surveys can be thought as representative of “better international 

practices” in SME banking. 

Both the World Bank and IFC surveys collect qualitative and quantitative data. 

However, IFC interviews of bank managers were more exhaustive than those conducted 

by the World Bank, as the IFC tried to capture in more detail the business processes and 

other operational details of SME banking. The IFC team spent 2 days with each bank (as 

opposed to the 1 day or sometimes ½ day spent by the World Bank team) trying to 

identify the factors that might lead to their successful involvement with SMEs. The IFC 

collected information both on site and through the completion of submitted data requests. 

The IFC questionnaire consist of 32 questions and some additional data sheets, and try to 

evaluate comprehensively 5 major areas: segmentation and business models, products, 

sales and delivery channels, credit risk management, and information technology and 

management information systems. 

Finally, the FRS (Inmark Group) surveys collect data from SMEs, as opposed to 

banks. These are annual surveys conducted throughout 2002-2006 in a series of Latin 

American economies: Argentina, Chile, Colombia, Mexico, Peru, Puerto Rico, and 

Venezuela. Fortunately for our purposes, there is overlap with the countries surveyed by 

the World Bank, hence allowing us to analyze bank engagement with SMEs from the 
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perspective of both the demand and supply sides. Furthermore, the overlap in the country 

coverage also enables us to assess whether there is consistency in the responses provided 

separately by firms and banks. 

The FRS (Inmark Group) surveys cover around 900 SMEs per country per year, 

except in Puerto Rico, where approximately 600 firms were interviewed. In each country, 

the surveys cover the main cities, provinces, or states, where about 90% of the SMEs are 

located. The surveys contain 76 questions subdivided into 7 parts. The first part collects 

information about the firm, its location, the economic activity it is involved in, its 

ownership type, and age. The second part contains questions on the number of banking 

relationships the firm has and whether and why the firm has intensified or reduced its 

operations with the banks identified in this section. The third section asks information 

about the type and number of banking products used by the SMEs. In particular, the 

survey looks into specific types of deposit and saving products, financing products, and 

banking services. The remaining sections ask detailed questions regarding how firms 

finance foreign trade, whether they use internet banking, and what forms of payment they 

accept.  

 

3. SMEs as Bank Clients 

This section shows that the overall data from the surveys of banks within and 

across countries suggest a very similar and consistent pattern—that SMEs have become a 

strategic sector for most banks. Put differently, even if SMEs ever were a niche bank 

business, they no longer are. In fact, foreign banks and large banks have become very 

aggressive in targeting SMEs. Moreover, the market structure is competitive; that is, 
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virtually all banks are trying to attract SMEs and more competition is expected in the 

future as banks get more involved in this segment. But despite being competitive, banks 

in most surveyed countries see the sector as far from saturated and thus see profitable 

growth prospects. Several factors seem to be driving this dynamic, which suggest that 

these new developments are not simply a cyclical phenomenon, associated with the 

recent period of credit buoyancy, but that they reflect structural changes and are, hence, 

part of a long-term trend. Factors that seemed important prior to the completion of the 

questionnaire-based surveys (like the institutional and macroeconomic policy 

environments) do not appear to be binding constraints for banks pursuing businesses with 

SMEs. Nonetheless, these factors probably limit the range of products that banks offer 

and may become binding as banks try to deepen their relation with SMEs through more 

complex products, including long-term lending. In the rest of the section, we document 

these findings in more detail. 

Banks’ involvement with SMEs is significant in all the countries under study 

(Figure 1). Almost all the banks interviewed have SMEs among their active and 

important clients. Even the very few banks that did not work with SMEs at the time of the 

interview planned to enter the segment in some important way. Many of the interviewed 

banks—particularly in Argentina and Chile—have matched the identification of the SME 

sector as a strategic one with significant investments, organizational reforms, and active 

recruitment (mainly over the past 2-3 years) in order to penetrate systematically and 

broadly the SME market. This is a clear indication that the rising significance of SMEs to 

banking business is unlikely to be a simple reflection of a cyclical upturn in credit 

markets.   
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The quantitative data that we were able to obtain suggest that banks have a 

significant level of credit exposure to the SME segment. For example, the ratio of SME 

loans to total outstanding private sector loans (including retail) was 37% in Argentina and 

14% in Chile in 2006.24 The level of credit exposure to SMEs of the most involved and 

medium involved banks is very high, representing on average 62% and 28% of the banks’ 

loan portfolios in Argentina and Chile, respectively.25 In the case of Colombia, the 

national bankers’ association (Asobancaria) estimates a rapid increase in SME lending 

from a low base in 2003, with the share of SME lending in the total commercial loan and 

lease portfolio of credit institutions almost doubling in less than 4 years to reach 25% by 

2006. Estimates for Serbia indicate that bank exposure to SMEs reached 34% of the total 

term credit to entrepreneurs, small, medium, and large firms in 2006. For the developing 

countries covered by the IFC surveys, the exposure is estimated to be around 16%. 

Despite the increasing importance of SMEs in the lending portfolio, most banks 

are not yet able to measure the relative importance of the segment in terms of its 

contribution to income, costs, or risk. In the cases of Argentina and Chile, almost half of 

the banks do not keep track of the share of total net income generated by SMEs or the 

revenue share arising from deposits/account management, credit, and other transactions 

and fee-based services to SMEs. Some estimates indicate that SMEs contribute to 17% of 

banks’ net income in Argentina and 24% in Chile (but we only received this information 

from half of the banks surveyed in those countries).26 Furthermore, most banks (around 

                                                 
24 The banks that provided this information and that are considered in this average account for 64% of total 
private sector loans in Argentina and 80% of private sector loans in Chile.  
25 These are simple averages of the ratio of SME loans to private sector loans for the banks that belong to 
each level of involvement. The most (least) involved banks are the top (bottom) third of banks with the 
highest (lowest) share of SME loans as percentage of total loans. The medium involved banks are the rest.  
26 The banks that provided this information and that are considered in this average account for 23% of total 
private sector loans in Argentina and 41% in Chile. 
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70%) do not have an assessment of how much SMEs contribute to the banks’ total credit 

and other risks or to the banks’ total costs. Many banks claim not to have adequate unit 

cost and risk accounting mechanisms in place to obtain this type of information, but are 

actively trying to develop them. This suggests that banks are on the steep part of the 

learning curve on how to deal with SMEs. Through this process, banks adapt their 

structures to increase profits, reduce the associated costs, and better manage the risks of 

the segment. The same applies to Colombia and Serbia.  

The interest and participation in the SME segment is not a small bank or niche 

bank phenomenon, as the relationship lending hypothesis would predict (Figure 2). Banks 

were asked to provide their views regarding the main players in SME market.27 Universal 

large banks (including foreign ones) were the most frequently mentioned banks. Niche 

banks seem to play a role only in Argentina and Chile, but a less important role than 

public banks. Available quantitative data for Argentina and Chile show that, on average, 

private domestic banks are the most exposed to the segment, with a level of exposure of 

56% in Argentina and 16% in Chile. In Argentina, private domestic banks are followed 

by public banks (31%) and foreign banks (27%), while in Chile they are followed by 

foreign banks (12%) and public banks (6%).28 The important participation of foreign 

banks is a significant finding, given the priors in some quarters that these banks are 

“cherry pickers,” interested mainly in high net worth individuals and large firms, and the 

fact that foreign banks were the last ones to enter this segment. Indeed, from the 

interviews, foreign banks appear to have a very aggressive strategy to expand their 

                                                 
27 Since each bank can mention more than 1 type of bank as being the leader in the segment, the numbers 
across bank types do not have to sum to 100%. 
28 These ratios are calculated as the sum of SME loans over the sum of private sector loans considering the 
banks belonging to each category of bank type (public, private domestic, and foreign). 
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activity in the SME sector. Some interviewed foreign banks, moreover, aspire explicitly 

to be recognized as the clear leaders in the segment as part of their corporate objectives. 

Hence, they can be expected to become even more important over time. Contrary to our 

initial expectations, public banks have not been leading the market in SME involvement.  

The market structure for SME-related financial services is competitive (Figure 3). 

None of the interviewed banks stated that the market is not competitive. Except in Serbia, 

most banks thought that the market is also not saturated. That means that banks are 

expected to continue competing in this market segment in the years ahead. Almost all 

(interviewed) banks are planning to expand their operations in the SME market, with 

quite ambitious growth goals (e.g., to double the SME business in 1-2 years) in a 

significant number of banks in Argentina and Chile. Naturally, large banks with sizeable 

branch networks or a tradition of involvement with SMEs enjoy an initial advantage and 

tend to be leaders. These banks have an edge in their ability to offer services based on 

economies of scale and scope (like reaching out to customers, developing products that 

are specific to SMEs, cross-selling, and offering IT, payroll, and accounting services). 

However, laggards often enter the market and leapfrog through poaching and imitation. 

For example, new entrants and banks embarked on rapid expansion actively seek to hire 

SME account managers from other banks, with the expectation that such managers would 

bring along their SME clients .  

Despite the competitive market structure, banks see profitable growth prospects 

(Figure 4). This points to a likely intensification of competition in the SME market in the 

future. Banks expand their engagement with SMEs by both deepening relations with 

existing clients and targeting untapped pools of new clients. Furthermore, the most 
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proactive banks do not appear to have a sector-specific or regional focus when targeting 

SMEs (Figure 5). They tend to cover as broad a basis as possible. They try to gain market 

share in every sector and region and they have aggressive growth targets, which is useful 

for developing products on a large scale and better diversifying and managing risks, as 

described in the next section. (However, competition has been putting downward 

pressure on lending interest rates leading to an apparent under-pricing of risks in the 

hottest markets.) Again, all this is contrary to idea of niche banks being the only ones 

interested in serving SMEs, with segmented markets (where each bank specializes in a set 

of clients) and with interactions based mainly on relationship lending. 

There is an array of factors driving banks’ desire to become involved with SMEs 

(Figure 6). The most relevant aspect mentioned by banks is the perception of high risk-

adjusted profitability of the sector. This means not only that profits in the SME sector are 

attractive, but importantly that they are attractive relative to the alternatives and taking 

into account the risks. In particular, the ongoing financial deepening and the recent period 

of sharp increase in global liquidity has affected banks’ business in other segments. For 

example, banks have experienced a thinning of margins in the corporate because of 

competition from local and international capital markets, and in the consumer sectors 

because of competition from other financial and non-financial institutions (such as 

department stores). Similarly, with governments running more stringent fiscal policies 

and better able to raise funds in capital markets, the opportunities for lending to the 

government at a spread over cost of funds have shrunk significantly, particularly in 

Argentina and Chile.29 At the same time, the cost of funds to banks has decreased 

                                                 
29 Argentina improved the fiscal stance after the 2001-2002 crisis, while Chile put in practice in 2000 a 
fiscal rule, which means that the structural fiscal surplus should be 1% of GDP. 
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substantially, making lending to SMEs at more affordable interest rates viable.30 The 

reduction in lending margins across segments has prompted banks to increase fee-based 

revenue and product cross-selling, with SMEs becoming a natural target for expansion. 

Moreover, large domestic and foreign banks with high fixed costs are more willing to pay 

the switching cost to work with SMEs, even if that was not part of their original 

intention.31 

Other factors that banks mention as important drivers of their involvement with 

SMEs are their relation with large corporate clients and the fact that SMEs are a strategic 

sector for growth in their economies (Figure 6). These factors are partially linked. First, 

large banks use (to the extent possible) their relations with large firms to try to identify 

and sort out the SMEs that are worth approaching. Significant dealings with the corporate 

sector allows banks to go downstream, partly using “chain” relations between SMEs that 

act as suppliers or outsourcers to large corporations. The large corporations might gain in 

ensuring that the SMEs with which they work are offered appropriate financial products 

and services and, thus, operate more efficiently. In turn, banks benefit from the 

knowledge embodied in large corporations about the quality of SMEs, as this knowledge 

can help reduce substantially the problem of asymmetric information that banks face 

when approaching new SMEs.  

Second, ongoing changes in the organization of production appear to be placing 

SMEs in a new strategic place. It appears that the most dynamic SMEs are those 

connected to large firms via supply or outsourcing chains. The interviews with banks 

                                                 
30 The lower domestic cost of funds reflects the combination of higher domestic savings leading to current 
account surpluses and substantial capital inflows. 
31 Anecdotal evidence suggests that many foreign banks entered new Latin American markets to work with 
large corporations, but decided to switch to SMEs only after the limits to the corporate business became 
apparent. 
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confirm the idea that large firms use SMEs increasingly to outsource certain activities. 

This gives them more flexibility, by allowing them to focus on their own business, limit 

litigation risks (like labor disputes), and reduce fixed operating costs. The evidence from 

the surveys—that banks are increasingly engaged in the SME sector—is consistent with 

the hypothesis that the mentioned changes in industrial organization, with less vertical 

integration and greater modularity and network economies via supply chains and 

outsourcing, generate new demands of financial products and services for SMEs that 

large banks are better able to provide.32  

In effect, banks seem particularly well-placed to take advantage of the new 

demand for products and services from SMEs. Unlike large corporations, SMEs do not 

have the size to efficiently undertake certain financial and administrative activities in 

house (such as payroll, payments to suppliers, collection of receivables, import-export 

paperwork, and even some accounting and bookkeeping activities). Therefore, as large 

firms outsource activities to SMEs and engage them as suppliers, causing SMEs to 

expand, SMEs in turn outsource some activities to banks, especially those activities that 

banks can supply more efficiently, given the economies of scale that banks can exploit 

through their large service platforms, back-office and IT infrastructures, and broad base 

of technical expertise. This, in turn, raises the scope for banks to do cross-sales and offer 

SMEs fee-based services, tapping into non-traditional banking businesses .  

There are many ways in which banks can exploit scale effects, synergies, and 

linkages. For example, leveraging on its relation with a large corporation, a bank can 

incorporate the SMEs with which the large corporation works, then proceed to cross-sell 

                                                 
32 See Rajan and Zingales (2000) and Rajan and Wulf (2003) for a description of some of the forces that 
lead to the break-up of vertically integrated firms.  
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an integrated package of products to the SME, including fee-based services, and then 

move on to attract as clients the employees of the SME and the families of the owner of 

the SME. Moreover, banks can offer similar products across SMEs and sectors, with a 

small customization to meet the firm-specific or sector-specific needs. Banks can also 

offer software packages to manage the SME accounts online, as well as advisory 

services. As a consequence, banks not only broaden their sources of income, but also 

diversify risk, in terms of lending to a new type of firms and deriving income from non-

lending activities. This also limits the burden that lending imposes on banks’ limited 

capital. In this context, government programs become less essential for banks to reach out 

to SMEs, and are usually not deemed by interviewed banks as decisive factors. 

Many of these changes in the relation between banks and SMEs are connected to 

technological advances that allow banks to offer products and services at a scale and cost 

that they were not able to do before. In terms of lending, credit scoring allows banks to 

reduce the costs and time of making loans, process a larger volume of small loans more 

efficiently, and be better able to monitor the risk of the portfolio. Studies such as Frame, 

Srinivasan, and Woosley (2001) and Berger, Frame, and Miller (2005) show that at least 

in the US the use of scoring models is associated with an increase in lending to SMEs. 

However, credit scoring works best for micro enterprises. As the size of loans get larger, 

banks find it harder to use automatic credit scoring methods, as mentioned in the 

interviews and as discussed in Marquez (2008). However, banks that are actively engaged 

in the SME sector using more sophisticated business models and risk management 

systems (see below), have also developed standardized and streamlined ways of 

screening and rating larger SMEs, where automatic scoring methods do not apply well. 
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Another way in which technology has helped banks sell services to SMEs is through 

online banking. Firms can now use banks’ websites to, for example, process payments, 

input accounting and administrative data, monitor receivables, manage their liquidity, 

make investments, make international money transfers, buy insurance products, and more 

generally hedge risk.  

Aside from helping identify factors that drive bank engagement with SMEs, the 

surveys also allow us to identify the obstacles that banks perceive as limiting their 

engagement with SMEs (Figure 7). As expected, the responses in this regard are 

heterogeneous across countries and the patterns are less clear, but several aspects are 

worth highlighting. SME-specific factors seem important. Among those, banks usually 

mention the informality of SMEs. High competition is perceived by some banks as 

another obstacle in Argentina and Serbia. Interestingly, while banks would welcome 

further improvements in macroeconomic stability as well as in the quality of the 

informational, regulatory, legal, and contractual environments, they do not see 

deficiencies in these areas as major impediments or binding constraints at present in their 

involvement with SMEs. These responses, which are not consistent with our initial 

expectations, may have a number of explanations. Perhaps banks have learned to cope 

with a less than perfect macroeconomic, informational, and contractual environment by 

using products that help to deal with these deficiencies and thus limit risk exposure. For 

example, banks use short-term loans (mostly for working capital), require collateral and 

broad guarantees from the SME owners, and focus on products that tend to reduce the 

risk of SME lending like check discounting, leasing, and factoring. It is also possible that 

macroeconomic factors are not perceived to be constraining because of the prevalent 
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benign conditions at the time of the surveys. If the macroeconomic situation in the 

surveyed countries were to deteriorate significantly, banks might change their perceptions 

on the prospects for the SME segment. Also, one would expect that deficiencies in the 

contractual environment would become more binding as banks try to engage in long-term 

lending. To be sure, the completion of the questionnaires did help identify important 

areas for policy action specific to each country. These are discussed in detail in the papers 

on Argentina and Chile, Colombia, and Serbia, which are an integral part of the broader 

study.33  

Moreover, the lending technology (with the exception of Serbia) and other bank-

specific factors do not appear to be significant obstacles for banks to expand their 

engagement with SMEs. This suggests that banks’ capacity to serve SMEs is greater than 

commonly believed, which runs contrary to the conventional idea that supply-side factors 

are the main explanation behind the frequently mentioned problems for SMEs to obtain 

financing at affordable terms. 

 

4.  Business Model and Risk Management Systems 

In this section we describe aspects of the business model and risk management 

systems that banks use to serve SMEs. We first analyze the organizational arrangements 

that underpin the emerging business models as well as the products offered to SMEs. 

Second, we discuss how banks conduct risk management. The analysis illustrates a point 

                                                 
33 The interviews with the banks highlighted different areas for policy action, for example: (i) the “stamp 
tax” (which raises the cost of lending and hinders SME mobility between banks) and the legal difficulties 
for different creditors to share pro-rata a claim on the same fixed collateral as areas for possible policy 
action in the case of Chile; (ii) the ceiling on bank lending interest rates (which favors unregulated credit 
institutions) as a policy issue in Chile and Colombia; and (iii) the costly and protracted judicial process of 
credit contract enforcement as an area for potential policy action in Argentina and Colombia.  
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made above—namely, that banks’ high level of interest in dealing with SMEs is matched, 

especially in the most proactive banks, with major changes in organizational structures 

and new, more sophisticated approaches to measure and manage the risks involved in 

doing business with SMEs. This emerging business models go well beyond the logic of 

pure relationship lending and suggest that banks plan to be involved with SMEs for the 

long haul. 

Regarding organization arrangements, almost all the interviewed banks under the 

World Bank surveys mention that they have separate, dedicated units to manage their 

relations with SMEs (Figure 8). That also seems to be a common feature among banks 

that are leaders in the SME business, for it is found in all the banks that the IFC 

interviewed in developed and developing countries. Although not displayed in our 

graphs, the World Bank questionnaires indicate that many of the large domestic and 

foreign banks—particularly in Chile and, to a somewhat lesser extent, in Argentina—

have separate, dedicated units for small enterprises (SEs) and medium enterprises (MEs). 

Most importantly, the units concerned with SMEs are different from consumer and 

corporate units, and in most cases also separate from the micro enterprise business, which 

banks tend to house either in a unit of its own or as part of the consumer lending unit, 

especially in Chile and Argentina. 

The dedicated business units approach SMEs in an integrated way, offering them 

a wide array of products and services. Almost all of the banks interviewed offer both 

deposits and loan products (Figure 9). It is simply not the case that banks offer primarily 

deposits and cash management products, avoiding the risk of lending to SMEs. The 

number of products offered is also relatively large, with deposit products ranging 

 26



between 5.3 and 10.6 for developed and developing countries, respectively (Figure 10). 

The number of credit products ranges between 9.3 and 18.7, while payment and other 

transactional products go between 7.7 and 16.9 for developed and developing countries, 

respectively. Each SME client has, on average, around 2-3 products (Figure 11).  

As another way to grasp the extent and types of products offered by banks to 

SMEs, we collected information on the products listed on the banks’ websites (focusing 

only on the banks interviewed). This naturally is a lower bound of the number of listed 

products, as many products offered to SMEs are not explicitly listed on the banks’ 

websites. Table 2 shows that the number of products and services is large. It can typically 

be divided into 14 categories: checking or savings account, investment products, term 

loans, credit cards, factoring, leasing, international trade financing, foreign exchange, 

international payments and collection, employee payments, supplier payments, tax 

payments, collection of receivables, and insurance products. The table shows that not 

only the number of products is large, but that the proportion of banks that offer this range 

of products is also large. On the financing side, there are more products than just the 

typical loans offered through relationship lending. Certainly, there is heterogeneity across 

countries. Of the countries interviewed, Serbia is the country with the least number of 

products offered by banks, followed by Colombia.  

The diversity of products offered is associated with the revenues that these 

products generate. Figure 12 displays the revenue breakdown by type of product 

collected by the IFC in developed and developing countries. The figure shows that credit 

generates only part of the revenue, 32% and 38% for developed and developing 

countries, respectively. The rest is divided between deposits and other products and 
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services. In the case of developing countries, the partition is 29% from deposits and 32% 

from other products. This is very consistent with separate evidence obtained from the 

World Bank surveys in Argentina and Chile. In those countries too, all types of products 

seem to have a significant importance in the total revenue generated in the banks’ SME 

segment, with a slightly higher proportion coming from credit products. In Argentina and 

Chile, credit represents, on average, 38% of the banks’ SME revenue, while deposits and 

account management represent 25% of the revenues, and other transactions and fee-based 

services account for 29% of the revenues.34 The fact that SME-related bank revenues 

come from different sources might prompt banks to sometimes offer lending at a 

subsidized rate to attract SMEs to the bank and then profit from the revenues that other 

products and services generate.  

Banks use both branches and headquarters to reach out to SMEs. Headquarters 

typically design the strategy and the campaign in terms of which SMEs banks will target 

and what products they will offer. As Figure 13 shows, the products tend to be 

standardized, or combined with some tailored products, with the importance of tailoring 

rising with the size of the firm. But it is not the case that banks use mostly tailored 

products. SMEs might perceive that they are offered tailored products; however those do 

not tend to be tailored to a particular firm. Banks design products tailored to a group of 

SMEs with similar needs. For example, banks design special products for schools, fishing 

companies, and agricultural producers, taking into account their particular business 

needs, such as paying teachers, buying insurance, or getting credit to purchase inputs 

during the production cycle. Although the products differ across sectors, the individual 

                                                 
34 These percentages do not sum up to 100% due to the fact that each value is the average of the 
percentages reported by banks for each product category, and some banks have not provided answers for all 
categories. 
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SME perceives them as tailored to its specific needs. From the point of view of banks, 

they are frequently the same products with some type of customization, for example 

changing the features of a basic credit line to adjust it to the business cycle of, say, soy 

producers. 

The types of products described above are different from what one would expect 

from relationship lending. They tend to benefit banks that can sell these products on a 

large scale, with branches and SME account managers acting as the “personalized” point 

of contact for SMEs but delivering mostly generic (yet somewhat customized by sector or 

group) products that have been planned and designed centrally, at headquarters. In Chile 

and Argentina many, especially large, banks have created business centers, servicing 

various branches within a geographic area. This helps them reduce costs by centralizing 

some functions that are subject to economies of scale, such as back office functions. The 

account manager reaches out to new SMEs and manages the daily operations with 

existing SMEs. As a consequence, account managers are in high demand because their 

human capital is highly portable, generating job hopping and poaching. In Colombia, by 

contrast, the concept of “business center” is embryonic and the figure of “SME account 

manager” is incipient. 

Under this model for engaging SMEs, headquarters have an advantage in 

designing the strategy of which group or sub-sector of SMEs to target. Headquarters are 

better equipped at taking advantage of synergies arising with “supply chains” and 

outsourcing arrangements, given the close connection with large corporations, which help 

them sort out which SMEs are worth approaching. Moreover, headquarters can design the 

array of products to be offered to SMEs to exploit cross-selling potential. These products 
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could be advertised through centrally design campaigns to reach out to a spectrum of 

SMEs. Headquarters can also use existing databases like business registries to perform 

data mining and screen SMEs. Furthermore, in the case of international banks, national 

headquarter offices can obtain and process information and guidance from the global 

headquarter offices arising from the longer and greater experience in dealing with SMEs 

that international banks acquire elsewhere in the world. In this context branches need to 

work with headquarters to generate new SMEs clients, as the relationship manager is not 

the only person central to the relation with SMEs and her effectiveness is boosted by 

headquarters information and support. Moreover, branches do not operate as separate 

banks (or niche banks) within the bank. Again, in this context, universal banks have an 

advantage in exploiting economies of scale compared to small, specialized banks. 

As they learn to deal with SMEs, banks are reorganizing their credit risk 

management systems, with the degree of sophistication being greater among international 

banks and the leading, large domestic banks. Figure 14 shows some aspects of how banks 

are organizing their risk management processes related to SME lending. In most large 

banks, and with the exception of pure credit scoring, credit risk management is not 

automated. In most cases, it involves a credit risk analyst. Typically, risk management is 

a function that is organizationally separated from sales and is done primarily at 

headquarters. The risk management department is given independence and strong 

approval and veto powers. (This type of arrangements is typically not found among 

small, niche and public banks.) While maintaining independence in judgment, risk 

analysts and managers work cooperatively with those who sell products and originate 

loans (i.e., the SME account managers, in countries where business models are more 
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advanced). In effect, risk analysts endeavor to train SME account managers and raise 

their risk awareness, so that the credit approval process is streamlined and loan 

application has a higher likelihood of not being rejected by risk analysts.  

The bank surveys suggest that large banks, particularly in Chile and Argentina 

and much less so in Colombia, use well-developed screening tools to sort out “good” 

debtors from the loan applicant pool. These screening tools are differentiated by firm or 

loan size. The size threshold for the applicability of a given screening tool is typically 

determined by the effectiveness of the tool itself, as gauged by repeated experience. Thus, 

automatic scoring methods are usually applied to small companies with small loans (for 

which the owner and SME information is combined). Statistical analyses of the 

effectiveness of automated scoring is used to determine the threshold size beyond with it 

is deemed to loose potency, although efforts are continuously made to improve the 

scoring technique so to apply it to incrementally larger loans or firms. Streamlined and 

substantially standardized rating tools are used for larger loans or SMEs for which 

automatic scoring is deemed to be not effective. Such tools include quantitative and 

qualitative information and are typically developed by adapting (simplifying, 

streamlining, and standardizing) to the SME business the rating methods applied to large 

corporations. SME ratings do not lead to the automatic approval of loans, but they rather 

provide the basis for the risk analyst to evaluate loans and decide on their approval. After 

loans are approved, banks continuously monitor the loans and the SMEs (the larger ones 

in particular), plus they have an early warning system, with triggers, to anticipate and 

detect potential problems.  
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Some of the larger and more sophisticated banks—particularly those interviewed 

in Chile and Argentina—are embarked in medium-term plans to link screening tools 

(automated scoring and ratings) to the banks’ provision policies (for expected losses) and 

capital policies (for unexpected losses). They are also developing or perfecting systems 

and procedures to generate risk-adjusted pricing unit cost accounting per product or 

service line. Other plans include greater use of stress testing, quantitative analysis, and 

improved estimates of loss given default and post-default recovery costs. However, 

despite these plans, in the short-term, banks cope with the difficulties in lending to SMEs 

by hedging risk, using instruments like short-term loans, document discounting, and 

collateral.  

The business models to serve SMEs described in this section can be better 

pursued by large universal banks, especially foreign ones, which can be more aggressive 

in reaching out SME clients. These banks can better capture economies of scale and 

economies of scope (within and across countries) and move beyond reliance on 

relationship lending (which is better conducted by niche banks). Because of their 

substantial branch network, large universal banks are better positioned to develop low-

cost approaches to give SMEs a closer, “personalized” service (or the appearance of it), 

without moving into costly, full-fledge relationship lending. Business centers capture 

decreasing costs in certain activities (including in risk management and back office 

functions), combined with SME account manager to “personalize” the service. Also, 

large and foreign banks have more large corporate clients and are well positioned to get 

information about the valuable SMEs with which the large corporations work, through 

 32



supply or outsourcing connections. This helps these banks overcome the asymmetric 

information problems that relationship lending tries to solve. 

In terms of risk management, large, universal banks are better suited to conduct 

lending based on automated scoring models for small loans (since they have the know-

how and models to do so) and template-type rating systems for larger loans (based on 

streamlined, standardized versions of corporate rating). Also, they generally have better 

risk management systems. Due to their size and to their presence in many different 

markets, large and foreign banks are better able to diversify away the idiosyncratic risks 

of SME lending. Also, they probably have better ways of assessing the value of 

collateral, better recovery units, and easier ways to execute the collateral.  

 

5.  SME Side 

To complement the information analyzed so far from the bank side, we present 

evidence from surveys of SMEs, the demand side. This rich dataset, collected 

independently by FRS (Inmark Group), gives a different but complementary perspective 

of the relation between banks and SMEs, corroborating many of the findings obtained 

from the bank surveys. In particular, the data show that SMEs interact with banks using a 

variety of products. Furthermore, SMEs do not exclusively obtain financing via 

“relationship” loans but also access financing products that do not depend on the bank 

processing “soft” information on the firm. 

Figure 15 shows data on the average number of “distinct” bank products and 

services used by SMEs in Latin American countries collected by FRS (Inmark Group) via 

successive surveys conducted during 2002-2006. Here, “distinct” means that if an SME 
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uses 2 products of the same type (e.g. 2 checking accounts) with the same bank or uses 

the same product with 2 different banks the product will only be counted once. The figure 

shows that the number of banking products used by SMEs from all the banks they deal 

with ranges from 4.5 in Venezuela to 8.5 in Argentina. The average number of products 

and services across the 7 economies is the sample is 6.8. This evidence is consistent with 

the evidence collected by IFC and shown above in Figure 11, which describes separately 

the number of deposit and credit products used by SMEs, but not the number of other 

products and services used.35 

Figure 16 provides information on the number of products used by SMEs 

disaggregated by product type for 2006. The top panel shows the average number of 

deposits and savings products used by SMEs. The middle panel shows the average 

number of financing products used by SMEs, while the bottom panel shows the average 

number of services and other products used by SMEs. On average, SMEs use 1.7 deposit 

and savings products, 1.9 financing products, and 4 services and other products. The 

numbers are relatively similar across countries, with Venezuela ranking lower in all 

cases. Interestingly, the number of services and other products is typically larger than the 

number of deposits, saving, and financing products combined.  

Tables 3, 4, and 5 provide more detailed information on the type of products and 

services used by SMEs in 2006. The tables report the fraction of surveyed SMEs that 

claim to be using a given bank product or service. Table 3 focuses on the deposit and 

savings products, Table 4 on the financing products, and Table 5 on the services and 

                                                 
35 The World Bank Investment Climate Assessments also show evidence consistent with this. According to 
these surveys of firms across countries, most SMEs have a bank deposit account, but a much smaller share 
use bank credit. The difference shrinks with firm size; the number of companies having bank credit rises as 
firms are larger. The combined evidence thus suggests that non-lending products are quite common in the 
relation of banks with SME clients.  

 34



other products. Since the products offered by banks vary by country, not all rows have 

information for all countries.  

Table 3 shows that almost all SMEs have a current account. The use of savings 

accounts is also relatively high (71.1% in Chile, 52.5% in Peru, and 62.9% in Puerto 

Rico), although it is merely 34.3% in Venezuela. Other deposits and savings products are 

relatively less used. But all SMEs report using some form of deposit or savings product. 

Overall, Chile is the country where SMEs appear to use deposits or savings products to a 

larger extent.  

Table 4 shows that SMEs use financing products to a lesser extent than deposits 

and savings products. Around 40% of SMEs use term loans in Colombia and Puerto Rico 

and short-term loans in Chile. Lines of credit are also frequently used, with the extreme 

of 75% of SMEs using it in Chile, while in the other countries the percentages are 

substantially lower (ranging between 18% for Peru and 43% for Puerto Rico). Consistent 

with the data collected from banks, check and document discounting appear important in 

Argentina, with 35% of SMEs using it. Interestingly, the use of loans supported by public 

programs or guarantees is low. The highest number is in Chile, where 8% of SMEs report 

using it and where the FOGAPE guarantee program is regarded as very successful.36 In 

Argentina and Puerto Rico, only 3% of the sampled SMEs use them. Again, Venezuela 

has the overall lowest fraction of SMEs using financing products; Chile is at the other 

extreme. The proportion of SMEs not using financing products is significant, however, 

ranging from 13% in Chile to 51% in Venezuela and 65% in Mexico. 

                                                 
36 For an analysis of the FOGAPE program of partial credit guarantees, see de la Torre, Gozzi, and 
Schmukler (2007). 
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Table 5 shows that the use of other banking services and products is substantial. 

Almost all SMEs use them across countries. SMEs seem to take advantage of several 

products including, in order of importance, payment of taxes, internet banking, insurance 

products, transfers, other payments (including payments to suppliers and wages), 

automatic debit, and debit cards. To a lower extent they use foreign exchange, credit card 

for executives, and collection of receivables. Venezuela again appears to be an outlier; 

SMEs there basically just use internet banking.  

Finally, the FRS (Inmark Group) surveys provide data that permit gauging the 

degree of involvement of SMEs with the banking system across countries, as measured 

by the percentage of SMEs that use different number of banking products (Figure 17). 

FRS (Inmark Group) classifies as “involved” clients those that use between 7 and 8 

products, as “valuable” clients those that use between 9 and 10 products, and finally as 

“star” clients those that use more than 10 products. The evidence suggests that Peru and 

Chile are ahead of the Latin pack in terms of SMEs involvement with banks; about 51% 

and 42% of surveyed SMEs, respectively, used 7 or more banking services or products 

(from one or more banks) in 2006. At the other extreme are Colombia and Mexico, where 

only 30% and 18% of surveyed SMEs, respectively, used 7 or more banking products and 

services in 2006.  

 

6.  Conclusions 

The evidence presented in this paper significantly questions the common wisdom 

that SMEs are underserved because of their chronic opacity, which can mainly (if not 

only) be dealt with through relationship lending, for which niche banks have a natural 
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comparative advantage. In fact, the new evidence in this paper from 12 developed and 

developing countries suggests that all kinds of private banks (large and small, domestic 

and foreign) view SMEs as a strategic sector and are expanding or planning to expand 

their operations aggressively in this segment. As a consequence, the market for SMEs is 

becoming increasingly competitive, although far from saturated. Banks are developing 

new business models, technologies, and risk management systems to serve SMEs. 

Lending is only a fraction of what banks offer to SMEs, as banks try to serve SMEs in a 

holistic way through a wide range of products and services, with fee-based products 

rising in importance. Large banks and foreign universal banks are leading the process, 

capitalizing on their ability to exploit economies of scale and scope. They can lend on a 

large scale and provide a wide range of complementary products and services that are 

attractive to SMEs. They can sort out well-functioning and promising SMEs via their 

corporate clients with which SMEs maintain supply and outsourcing relations. Once they 

establish a client relationship with SMEs, large banks can use their well-established retail 

and consumer units to more easily extend services to individuals (workers, owners, and 

their families) linked to those SMEs. Multi-service large banks can also manage risk 

better by diversifying it more, having more data, and using more sophisticated risk 

management tools. International banks, moreover, can learn relatively fast from their 

successful experiences in SME banking elsewhere in the world.  

The evidence presented in this paper is novel and unique. It comes from various 

sources, covers a diverse group of banks and countries, and captures both demand and 

supply side dimensions. The different data sources show a consistent pattern across and 

within countries, confirming our conclusions.  
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To be sure, we are not arguing that relationship lending is unimportant but that it 

is not the only way in which banks interact with SMEs, and that other interactions seem 

at least as or even more important. Moreover, while SMEs are having increasing 

interactions with banks and purchasing from them several products and services, they 

seem yet unable to get such crucial products as loans secured by certain forms of 

movable collateral (e.g., inventories, equipment, cattle, intangible assets) or long-term 

fixed-interest rate loans in domestic currency.   

Although we were able to advance our understanding of the relation between 

banks and SMEs, much work remains for future research. First, the collection of more 

data across more countries and over time would help understand better the nature of the 

changes in SME banking across countries, as well as the depth of the phenomenon 

characterized in this paper. It might also help develop a consistent way to measure across 

countries the degree of development of national banking systems in terms of their ability 

to serve SMEs prudently and efficiently.  

Second, considering the substantial investments and major changes in 

organizational arrangements being undertaken to serve SMEs, we have argued that this 

wave of banking SMEs is part of a structural change, and not just a reflection of a 

cyclical bonanza. However, more research to ascertain if and when this new trend would 

hit binding constraints as regards, for example, the banks’ ability to move into long-term 

lending to SMEs under the current policy and institutional environment. The patterns we 

have observed cover a short time span, where the banks’ intensified engagement with 

SMEs was in part boosted by the recent benign environment of high liquidity and rapid 

 38



growth, and the associated low default rates. As conditions change, the new patterns of 

engaging with SMEs will be tested. 

Third, since the new model to engage SMEs emphasizes cross-selling a relatively 

wide range of products and services, more data (which were not yet produced by most of 

the banks interviewed under the World Bank surveys) would be needed to obtain a more 

reliable measure of the revenues, costs, and risk-adjusted profits associated with banks’ 

SME business. For example, SMEs might generate revenues indirectly through the 

accounts that their employees open. Also, the new structures with activities done both 

centrally at headquarters and at the branch level make it difficult to estimate unit cost 

accounting properly. Moreover, because new financing products are being offered with 

different types of risk-mitigating guarantees but at relatively low interest spreads to gain 

market share, it is difficult to assess the overall risks that this new engagement entails, 

especially considering that recent default rates are deceivingly low inasmuch as they 

reflect an unusually benign environment.  

Fourth, future research could fruitfully analyze the consequences on the banking 

sector, including on its structure, stemming from the new ways in which banks are 

interacting with SMEs. For example, if it is true that universal banks have an advantage 

in serving SMEs (including lending to them), the viability of small, niche banks 

specialized in SMEs would be in question.  

Fifth, the application of questionnaire-based surveys (like those documented in 

this paper) to other countries would help identify policy priorities appropriately tailored 

to individual countries, on the one hand, and adequately informed by international 

experience, on the other. As an example, the surveys examined in this paper point to the 
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importance of information and suggest that the governments might play a more active 

role in generating and maintaining more information on SMEs as a public good, 

including on the universe of SMEs and their financial condition and repayment history. 

This information could be used by the banking system not only to improve risk 

management but also to asses the size of the market and better target SMEs of particular 

economic sectors and geographic regions. However, the implications for the credit 

market of a new balance between public and private information on SMEs would need to 

be assessed, including its distributional effects across banks—as banks with the best 

information would lose in relative terms.  

Finally, the question of whether SMEs are receiving “adequate” financing 

remains unanswered. The data reviewed in this paper say nothing about the universe of 

SMEs. Hence, it may well be that the case that the patterns documented in this paper 

reflect only an embryonic “bancarization” process and that, as a result, the fraction of 

viable SMEs being served by banks is still dreadfully low. Alternatively, the SMEs that 

are not receiving adequate financing might simply be too risky or not have good projects 

for banks to finance. Put differently, the evidence presented in this paper does not dispel 

the commonly bifurcated perceptions that SMEs are unduly underserved, at the one 

extreme, and that SMEs are too opaque and/or lack bankable projects, at the other. It may 

be that these bipolar perceptions are outdated and that the developments documented in 

this paper will eventually lead to a perceptions revision. Or it may be that the perception 

that SMEs are underserved is dominated by the particular fact that they are not receiving 

long-term loans at affordable fixed interest rates. Future work is needed to have a more 

complete picture of how banks engage with SMEs and how that squares with the 
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bifurcated perceptions. The type of data presented in this paper constitutes only a first 

step in this direction. 
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Source Year Countries Surveyed population

World Bank survey 2006-2007 Argentina 14 banks

2006-2007 Chile 8 banks

2007 Colombia 7 banks and 1 leasing company

2007 Serbia 8 banks

IFC survey 2006 Brazil

2006 India

2006 Poland

2006 Thailand

2006 Australia

2006 Netherlands

2006 United Kingdom

2006 United States

FRS (Inmark Group) survey 2002, 2004-2006 Argentina 918-928 SMEs, depending on the year

2002-2003, 2005-2006 Chile 920-963 SMEs, depending on the year

2002-2003, 2004, 2006 Colombia 920 SMEs

2002-2006 Mexico 604-1,015 SMEs, depending on the year

2003-2006 Peru 920 SMEs

2002, 2004-2006 Puerto Rico 617-627 SMEs depending on the year

2002, 2004-2005 Venezuela 908-923 SMEs, depending on the year

Table 1

Description of databases used

6 banks in total operating in Brazil,

India, Poland, and Thailand

5 banks in total operating in Australia,

the Netherlands, the United Kingdom,

and the United States



Argentina Chile Colombia Serbia

Deposit or savings products 1. 85% 67% 83% 75%

2. 77% 89% 83% 0%

Financing products 3. 85% 100% 100% 100%

4. 85% 89% 83% 100%

5. 15% 56% 33% 0%

6. 77% 78% 17% 0%

7. 77% 78% 17% 0%

Services and other products 8. 15% 56% 0% 25%

9. 69% 78% 33% 75%

10. 85% 78% 83% 25%

11. 100% 78% 67% 25%

12. 23% 67% 50% 0%

13. 77% 78% 83% 25%

14. 46% 33% 0% 0%Insurance products

Payment to suppliers

This table shows the different types of products offered by banks as listed on their websites and the percentage of banks that explicitly mention

each product. Banks included in the percentage calculations are those covered by the World Bank survey.

Banking Products

International payments and collection

Payment to employees

Credit cards

Tax payments

Checking or saving accounts

Factoring

Table 2

Bank products offered to SMEs

Precentage of Banks

Collection of receivables

Leasing

Foreign exchange

Investments

Terms loans

International trade financing



Deposit/savings products Argentina Colombia Chile Mexico Peru Puerto Rico Venezuela

Current account 100.0 86.9 100.0 95.8 89.7 98.0 84.6

Savings account 71.1 52.5 62.9 34.3

Term deposits 12.5 11.0 22.8 11.9 6.0 19.0 1.4

Mutual funds 2.0 4.1 27.9 6.7 0.9 2.2 0.5

Other investment products 1.4 2.9 4.4 5.4 0.4 11.0 0.5

None 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Table 3
Deposit and savings products used by SMEs

The table shows the percentage of SMEs that use each of the deposit and savings products listed. Empty cells mean not-

available data. The data come from surveys of SMEs conducted by FRS (Inmark Group) in 2006

Percentage of SMEs



Financing products Argentina Colombia Chile Mexico Peru Puerto Rico Venezuela

Term loans 40.5 39.2

Short-term loans 38.7 2.8

Working capital loans 40.0

Medium-long term loans 23.4 6.5 7.5

Investment loans

Term loans with fixed asset guarantees 4.4 18.8 2.7 0.3

Loans supported by public programs or guarantees 2.7 8.1 3.1 0.3

Lines of credit 25.7 29.4 75.1 29.8 18.0 43.3

Overdrafts 28.8 4.3 20.6 40.0 0.7

Check/document discounting 35.4 2.7 5.1 1.4 10.1 19.7 3.4

Leasing 4.3 8.9 12.6 1.2 5.9 12.3 0.3

Factoring 1.9 1.8 7.5 1.1 1.7 0.3

Foreign trade financing 2.9 5.6 13.2 2.0 5.2 4.4 3.0

Credit card 13.9 11.2

Letter of credit 2.1 1.0 14.6 1.5 7.8 13.8 0.3

None 30.8 29.8 13.2 64.9 29.1 21.7 51.3

Table 4
Financing products used by SMEs

The table shows the percentage of SMEs that use each of the financing products listed. Empty cells mean not-available data. The data come from

surveys of SMEs conducted by FRS (Inmark Group) in 2006.

Percentage of SMEs



Services and other products Argentina Colombia Chile Mexico Peru Puerto Rico Venezuela

Insurance 63.1 48.3 45.0 23.5 62.3 64.7 0.0

Payment of taxes 57.2 59.7 60.1 48.7 90.9 0.7

Payment of wages 52.7 45.2 23.8 37.5 12.4 37.6 8.2

Payment to suppliers or third parties 22.5 36.9 23.6 49.7 56.0 38.2 0.0

Other payments done at branch 49.8 36.3 26.2 45.8 34.1

Internet banking 53.9 61.7 73.0 50.9 38.0 60.2 98.1

Transfer 49.8 53.2 35.6 36.1 92.0 36.5 0.6

Automatic debit 40.6 18.5 35.0 19.0 27.3 22.1 2.1

Debit card 28.6 20.3 29.2 32.2 22.2 1.1

Foreign exchange 16.4 10.0 17.1 12.7 22.0 2.1 1.6

Credit card for executives 14.0 13.5 14.6 9.6 26.2 0.1

Collection of receivables 13.3 4.9 5.8 4.7

None 2.0 5.5 4.4 5.9 0.1 3.0 0.0

Table 5
Sevices and other products used by SMEs

The table shows the percentage of SMEs that use each of the services and other products listed. Empty cells mean not-available

data. The data come from surveys of SMEs conducted by FRS (Inmark Group) in 2006.

Percentage of SMEs



Figure 1

Bank involvement with SMEs

This figure shows the percentage of banks that responded yes/no to the following question: "Does the bank currently have SMEs among

its clients?" Information for this figure was gathered through bank interviews conducted by the World Bank.
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Figure 2

Main players in SME financing

This figure shows the SME lending market structure and the main players in it, as perceived by banks. Banks were asked "Who are the main players

in SME financing?" Information for this figure was gathered through bank interviews conducted by the World Bank.
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Figure 3

Extent of competition in SME market

This figure shows the percentage of banks that indicated each of the options given in the question: "How competitive is the market for

lending SME?" Information for this figure was gathered through bank interviews conducted by the World Bank.
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Figure 4

This figure shows the percentage of banks that selected each of the statements proposed in answering the question: "What is your view on

the size and prospects for the SME market in general?" Information for this figure was gathered through bank interviews conducted by the

World Bank.
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B. Does the bank have a specific geographic focus in dealing with SMEs?

A. Does the bank have a sector-specific focus in dealing with SMEs?

This figure indicates the extent to which the banks interviewed have a sector-specific or a geographic focus in their relation with SMEs.

Information for this figure was gathered through bank interviews conducted by the World Bank.

Figure 5

Bank focus in serving SMEs
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This figures shows the degree to which bank involvement with SMEs is driven by different factors presented to the banks. The options available to qualify

the importance of these factors vary from not significant to extremely significant/crucial. The figure shows the percentage of banks that consider these

factors significant, very significant, or extremely significant/crucial. Information for this figure was gathered through bank interviews conducted by the

World Bank. Responses for Colombia are not displayed because this question was not asked as part of the survey for this country.

Drivers of bank involvement with SMEs

Figure 6
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Figure 7

Obstacles to bank involvement with SMEs

This figure shows the degree to which different factors are important obstacles to banks in their exposure to SMEs. The figure shows the

percentage of banks that consider each factor significant, very significant, or extremely significant/crucial. Information for this figure was

gathered through bank interviews conducted by the World Bank.
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Figure 8

Organizational structure to serve SMEs

This figure shows the percentage of banks that responded "yes" to the question: "Does the bank have a separate unit managing the banking

relation with SMEs?" The percentages do not add to 100 because for some banks the information could not be obtained. Information for this

figure was gathered through bank interviews conducted by the World Bank and the International Finance Corporation (IFC).
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Figure 9

Type of products banks offer to SMEs

This figure shows the extent to which banks serve SMEs through deposit, loan, and transactional products. Banks were asked: "What type

of involvement do you have with SMEs?" Information for this figure was gathered during interviews conducted by the World Bank. Data

from Colombian banks was not collected during the interviews.
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Figure 10

Average number of products offered to SMEs

This figure shows the average number of products offered to SMEs by banks. Information for this figure was gathered through bank interviews

conducted by the International Finance Corporation (IFC).
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Figure 11

Number of products used per SME client

This figure shows the number of deposit and credits products used per SME client. Information for this figure was gathered

through bank interviews conducted by the International Finance Corporation (IFC).
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Figure 12

Breakdown of revenue from SME segment by product type

This figure shows the revenue breakdown for credit, deposits, and transactional products for the banks interviewed by the IFC. The

percentages across product types do not add up to 100 because we take averages across banks and within banks (across their small

business and medium enterprises units).
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Standardization of SME products

This figure shows the percentage of banks that selected each of the answers proposed when asking them to “Indicate the most relevant

statement regarding the standardization of your SME products.” The three options presented in this figure were given to banks.

Information for this figure was gathered through bank interviews conducted by the World Bank and the International Finance Corporation

(IFC).
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Figure 14

Risk management practices

This figure shows the percentage of banks that answered affirmatively or negatively to different options available regarding the structure

of their credit risk management practices for the SME segment. Information for this figure was gathered through bank interviews

conducted by the World Bank and the International Finance Corporation (IFC).
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Figure 15

This figure shows the average number of products used by SMEs. Data comes from a survey of SMEs conducted by FRS (Inmark Group).

The data reported are averages of the annual surveys conducted over the period 2002-2006.
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C. Average number of services and other products used by SMEs

Figure 16

Average number of banking products used by SMEs by product type

This figure shows the average number of products used by SMEs by product type. The data come from surveys of

SMEs conducted by FRS (Inmark Group) in 2006

A. Average number of deposit and savings products used by SMEs

B. Average number of financing products used by SMEs
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Figure 17

SMEs degree of involvement with the banking sector

This figure shows the percentage of SMEs that use a certain number of banking products or services considering all banks in the system. The data come

from surveys of SMEs conducted by FRS (Inmark Group) in 2006. "Basic Client" refers to an SME that uses 1 to 3 banking products or services.

"Ascendent Client" is an SME that uses between 4 and 6 products/services. "Involved Client" refers to an SME that uses 7 to 8 products/services.

"Valuable Client" is an SME that uses 9 to 10 products/services, while "Star Client" is one that uses more than 10 products or services.
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