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The Role of Banks in Financing Business Enterprises (A Review Article)

Abstract

Banks and financial and credit institutions play a pivotal role in economic growth,
job creation, and private sector development due to critical functions such as
converting savings into investments, risk management, reducing transaction costs,
providing long-term financing, developing financial markets, and supporting
innovation. By financing business enterprises through banks, the production and
investment cycle is accelerated, thereby contributing to improving the standard of
living in society. This review study examines previous research on various methods
of financing small and medium-sized enterprises (SMES) by banks, aiming to propose
solutions for addressing existing challenges and obstacles to financing Iranian
enterprises by Iranian banks. In terms of nature, the article is descriptive, and the data
collected in this study are library-based, presented in four sections. The first section
briefly presents the introduction. In the second section, theoretical discussions and
required definitions are first reviewed, followed by an examination of previous
research related to the study’s topic. Subsequently, the third section describes the
research methodologies reviewed. Furthermore, the results presented in the fourth
section indicate that banks play a highly significant role in financing various
industries and that the development of these industries is not possible without the
support of banks. Therefore, banks require planning and the adoption of diverse and
up-to-date financing methods using information technology tools to support Iranian
business enterprises, enabling remarkable progress in production growth and job
creation through these enterprises across Iran.

Keywords: Financing, Loan Provision, Business Enterprises, Small and Medium-
Sized Enterprises (SMEs)
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Introduction

Banks play a fundamental role in financing business enterprises, particularly in economies where the financial
system is bank-centered. Their contributions extend beyond merely providing loans; they include transforming
savings into investments, managing risk, reducing transaction costs, offering long-term financing, fostering
financial market development, and supporting innovation. In doing so, banks accelerate the production and
investment cycle, contributing to improved living standards and socio-economic development (Mazzucato,
2013). Small and medium-sized enterprises (SMESs) are of particular importance, as they constitute the majority



of businesses in most economies, contribute significantly to GDP, and are crucial for job creation and
innovation (Yoshino & Taghizadeh-Hesary, 2018). In developed countries such as the United States, Germany,
and Australia, SMEs generate approximately 46% of GDP and 55% of innovative products (Motenami &
Tabaghian, 2015). However, financing SMEs presents unique challenges due to their smaller scale, limited
collateral, and higher perceived risk compared to large firms (Savignac, 2007).

In Iran, over 95% of enterprises are SMEs, and they face critical financing constraints that limit their growth
potential. Traditional financing mechanisms such as bank loans, debt instruments, and equity sales often lack
the flexibility needed for SMEs, imposing high costs and administrative burdens (Cole & Sokolyk, 2018). The
reliance on bank loans in Iran’s financial system exacerbates the problem, as stringent collateral requirements,
high interest rates, and underdeveloped capital markets restrict SMES’ access to credit. In addition,
macroeconomic instability, including inflationary pressures and sanctions, has further strained the financing
capacity of businesses, particularly in accessing working capital.

The literature emphasizes the role of tailored financial instruments, including crowdfunding, venture capital,
and securitization, to bridge financing gaps (Kaya & Masetti, 2018). Moreover, banking sector reforms,
enhanced credit risk assessment methods, and specialized SME financing institutions can support sustainable
growth (Shahchera & Taheri, 2018). Policymakers also highlight the need to integrate capital markets into
SME financing strategies, improve financial literacy among entrepreneurs, and align financial products with
the life cycle stages of enterprises (Abe, Troilo, & Batsukh, 2015). Against this backdrop, this review
synthesizes existing research on financing methods for SMEs through banks, identifies the main obstacles
faced by Iranian enterprises, and proposes policy recommendations to strengthen the role of the banking sector
in SME development.

Methods and Materials

This research adopts a descriptive methodology with a systematic literature review approach, focusing on the
role of banks in financing SMEs in Iran. Data were gathered exclusively through library-based research,
reviewing books, academic journals, policy reports, and conference proceedings related to SME financing. The
literature was filtered to include studies conducted in the past two decades, with a particular emphasis on recent
research from the past five years. The review process involved categorizing the literature into thematic areas:
definitions and classifications of SMEs, types of financing sources, methods of financing, barriers to bank
financing, and the role of the banking system in economic development. The review also incorporated
international perspectives to compare SME financing challenges and solutions in Iran with those in other
countries.

Findings

The analysis revealed that banks remain the primary source of financing for SMEs in Iran, but their lending
patterns are skewed towards large enterprises due to lower perceived credit risk. SMEs face numerous barriers,
including inadequate managerial capacity, weak financial reporting, lack of formalization, and insufficient
collateral. High transaction costs and the absence of specialized financial products tailored to SMEs further
restrict access to bank financing. Moreover, the Iranian banking sector suffers from structural inefficiencies,
including bureaucratic lending processes, lack of trained personnel for SME assessment, and underdeveloped
credit information systems.

The literature indicates that alternative financing mechanisms such as crowdfunding, venture capital, and
leasing remain underutilized in Iran, largely due to regulatory gaps and limited awareness among
entrepreneurs. International experiences show that integrating capital markets into SME financing, offering
credit guarantees, and adopting Basel I11-compliant risk management practices can significantly enhance SME
access to finance. In Iran, however, SMEs have limited participation in capital markets due to high costs,
complex procedures, and insufficient financial literacy. The review also found that macroeconomic instability,



currency fluctuations, and international sanctions have worsened liquidity shortages, making banks more risk-
averse.

Discussion and Conclusion

The findings underscore that while banks are indispensable to SME financing, their current practices and
structures in Iran do not adequately support SME growth. The heavy reliance on collateral-based lending
excludes many viable SMEs from credit access. Furthermore, the lack of specialized SME financing products
and the underdeveloped linkage between banks and capital markets hinder the diversification of financing
sources. International evidence suggests that targeted interventions—such as the establishment of specialized
SME banks, provision of credit guarantees, and development of sector-specific financial products—can
mitigate these barriers.

Addressing SME financing constraints in Iran requires a multi-pronged approach. First, the regulatory
environment must be reformed to reduce administrative burdens and enhance transparency in lending. Second,
investments in credit information infrastructure can help banks better assess SME creditworthiness, reducing
reliance on collateral. Third, financial literacy programs for SME owners can improve their ability to prepare
credible business plans and financial statements, thereby increasing their attractiveness to lenders. Fourth,
expanding the role of capital markets through dedicated SME boards and simplified listing requirements can
provide alternative sources of financing, complementing bank credit.

Finally, aligning financing strategies with SME life cycle stages ensures that businesses receive the right type
of funding at the right time. For instance, microfinance and crowdfunding may suit start-ups, while bank loans
and bond issuance may be more appropriate for growth-stage enterprises. By implementing these measures,
Iran can foster a more inclusive financial system that supports SME development, enhances competitiveness,
and contributes to sustainable economic growth.
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