
20 December 2010 | Ivey Business Review

Underserved and 
Overlooked

How SMEs present a valid opportunity for 
banking abroad

Emerging market lending landscape

Written by Ross Strike

The window to gain a foothold in emerging markets is closing 
and most large international banks, especially Canadian banks, 

find themselves lacking adequate exposure. With competition 
intensifying for corporate and high net worth clients, banks 
must look to regions in earlier stages of development and market 
segments where they can leverage their core competencies. 

One segment of high potential is small-to-medium enterprises 
(SMEs), firms that occupy the middle ground between informal 
microenterprises and large, corporate businesses. While the exact 
classification varies, the World Bank defines SMEs as employing 
between 10 and 300 employees, having between $100,000 and $15 
million (U.S.) in assets and requiring loans of $10,000 - $1 million 

(U.S.).  Historically viewed as a market too difficult to serve, SMEs 
have become a strategic target of banks around the world. However, 
opportunities for entry are quickly disappearing and banks must 
effectively position themselves in the next several years or risk 
losing the opportunity to enter emerging markets.  

Serving SME clients profitably
It is a common misconception that small local banks, relying on 
soft relationship lending techniques, dominate this segment. In 
reality, large domestic and foreign banks have been shifting away 
from corporate clients and increasing their focus on SMEs in many 
countries. Recent years have also seen an influx of microfinance 
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institutions moving upstream to serve the bottom-end of the SME 
segment.

Forays of either type of financial institution into the SME segment, 
however, have been limited and the segment remains severely 
under-banked. Often, firms in this ‘missing middle’ have financial 
requirements too large for microfinance, but too small to be 
effectively served by corporate banking models. 

The segment remains underserved because, historically, banks have 
had difficulty catering to SMEs profitably. It was widely assumed 
that effective risk management 
was only possible through the 
relationship lending method, 
which requires intensive 
contact with borrowers and 
thus is difficult to scale. Unable 
to achieve the necessary scale, 
most banks viewed the dual 
challenge of higher credit 
risk and cost of service as 
insurmountable.

Today, many SME banking operations use sophisticated high-
volume approaches, include statistical inputs in credit risk 
assessment and provide an array of cost-effective services. Standard 
Chartered serves SME clients in 30 countries and currently has 
deposits of $29 billion (U.S.) growing at nearly 30% annually; 
earnings generated from the segment soared by over 400% from 
2004 to 2008. Standard Chartered has demonstrated that large banks 
can  overcome the challenges of information asymmetry, limited 
collateral and high transaction costs to serve SMEs profitably. 

The future is bright
The sheer size of the SME segment is staggering. In India alone, the 
number of these enterprises is estimated at more than 450 million. 
SMEs typically represent only 25% - 30% of firms in emerging 

markets – a significantly lower percentage than one would find in 
advanced economies. Nevertheless, the proportion of firms that 
qualify as SMEs will rise dramatically in coming years as emerging 
economies mature and informal micro-enterprises transform into 
larger businesses.  The business formalization process mostly 
explains why the segment is expected to grow at approximately 
twice the rate of GDP in most markets. 

Banking relationships with SMEs are highly profitable. Leading 
banks report a return on assets of 3% - 6% for their SME operations, 
compared to the 1% - 3% average bank-wide return. High return on 

assets is driven by the range 
of services beyond credit that 
SMEs require. They are less 
financially sophisticated than 
big businesses and often lack 
business planning and cash 
flow management expertise. 
Estimates place sales of non-
credit products at 60% of all 
SME revenues. Non-credit 
products include deposit, 
savings and transactional 

products, in addition to advisory services. Scale, growth potential 
and high profitability make the SME segment an opportunity that 
international banks cannot afford to ignore.  

While Canadian banks have demonstrated world-class stability, 
strategically, they have been less than visionary. With weak 
revenues expected in advanced economies over the next decade, 
greater international exposure is necessary to achieve consistent 
top-line growth. None of the big five Canadian banks have 
attempted to build a significant presence in emerging markets.    
Scotiabank, ‘Canada’s most international bank,’ has had some 
success in international revenue diversification; their Caribbean 
operations and global network are a strong start, but expansion 
beyond major cities and corporate clients will be necessary to align 
with global growth trends. Although time is running out, Canadian 

“The proportion of businesses classified 
as SMEs will rise dramatically in coming 

years as emerging economies mature 
and many informal micro-enterprises 
transform into legitimate businesses.”
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banks can still gain a foothold in emerging markets by focusing on 
serving SME clients. 

Developing local capabilities
Canadian banks have the financial resources and risk management 
capabilities to efficiently serve the segment, but lack local 
knowledge and relationships. Of course, success in the segment 
will depend heavily on leveraging their current strengths. Due to 
the their size, large banks already possess several advantages: state 
of the art business models, customized statistical credit scoring and 
technological sophistication. These capabilities can be adapted to 
emerging markets and build the foundation for success.

The missing ingredient is local ‘know-how.’ Although some 
Canadian banks have international networks that currently 
focus on high net-worth and corporate clients,  most lack the 
on-ground connections and knowledge to move into the SME 
segment. Through acquisition or a joint venture with a local 
bank, it is possible to overcome this obstacle. A partner offers 
invaluable local knowledge and relationships that are important in 
overcoming cultural and regulatory challenges to focus on product 
management. 

To gain access to the Indian insurance market, HSBC formed a 
joint venture with two Indian state-owned banks. The partnership 
gave HSBC access to approximately 52 million customers through 
a network of over 4,600 branches. HSBC concentrates on product 
management and developing infrastructure, while the domestic 
banks take care of the resource-intensive distribution aspects. 
Even though this arrangement is currently beneficial to all parties, 
HSBC will find it difficult to maintain control in the future, since 
it only holds a 26% stake. This situation is the major concern with 
joint ventures - the value of foreign banks’ technical expertise will 

Foreign entry models

inevitably diminish as local partners learn technical best practices. 
Clearly, forming a joint venture carries both benefits and risks. 

Canadian banks can succeed in emerging markets by focusing on 
underserved clients. Small and medium enterprises represent such 
an opportunity, but the window to establish a foothold will not 
remain open much longer. Without purposeful strategic penetration 
into emerging SME markets, Canadian banks are abandoning one 
of the greatest ‘white spaces’ in the financial services industry.   

Banking availability and mobile penetration

Parent Size
Resource advantages of large size favour:

Desire for Control
High desire for control favours:

Local Resource Requirements
High local resource needs favour: 

High resource + low control needs favour:

Regulation
High regulatory barriers favour: 
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