
  

   

Revista Científica Sistemática, São José dos Pinhais, v.6, n.2, Jan., 2022 

Revista Científica Sistemática 

ISSN: 2675-521 

 

UNDERSTANDING THE TYPES OF BANK LOANS FOR MICROENTREPRENEURS 

 
https://doi.org/10.56238/rcsv6n2-002 

 
Date of Submission: 12/08/2021 Date of Publication: 01/08/2022 

 

Priscilla Godoy Lobato Barcelos 

 

ABSTRACT 

Access to finance is a fundamental challenge for microentrepreneurs, whose businesses 
often operate with limited capital and face cash flow volatility. This article explores the 
primary types of bank loans available to microentrepreneurs, including short-term loans, 
long-term loans, and lines of credit. Each financing option serves distinct purposes, 
addressing immediate working capital needs, capital investments, or flexible liquidity 
management. The paper discusses the characteristics, eligibility requirements, benefits, 
and challenges associated with these loan types. Furthermore, it highlights the persistent 
barriers microentrepreneurs encounter in accessing formal credit, such as limited financial 
literacy and collateral constraints. By fostering greater understanding and transparency of 
loan products and promoting financial education, microentrepreneurs can make more 
informed borrowing decisions that enhance their business sustainability and growth 
prospects. The article also underscores the role of inclusive banking policies and innovative 
financial technologies in expanding credit access for this vital economic sector. 
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Access to finance remains a critical component in the development and sustainability of 

microenterprises, especially in emerging economies. Microentrepreneurs, defined as 

individuals who own and operate very small businesses, often encounter unique financial 

challenges that limit their ability to invest in growth, manage operational costs, or withstand 

economic shocks. One of the primary avenues for obtaining external funding is through 

bank loans. However, navigating the landscape of financial products can be daunting, 

particularly when borrowers lack financial literacy or face systemic barriers to formal credit. 

It is thus essential to understand the different types of bank loans available to 

microentrepreneurs, notably short-term loans, long-term loans, and credit lines, each of 

which serves distinct financial needs and operational contexts. 

Short-term loans are among the most commonly used financial instruments by 

microentrepreneurs seeking immediate working capital. These loans are generally 

characterized by a repayment period ranging from a few months up to a year, and are 

designed to address temporary cash flow gaps, seasonal inventory purchases, or urgent 

operational expenses. Because the risk for banks is lower due to the short repayment 

timeline, these loans can sometimes be more accessible than long-term financing, although 

they may carry higher interest rates. As noted by Beck and Demirgüç-Kunt (2006), access 

to short-term credit is positively correlated with enterprise survival rates, especially among 

firms in the informal or semi-formal sectors. Nevertheless, microentrepreneurs often face 

collateral requirements or must demonstrate reliable cash flow to qualify, limiting 

accessibility for businesses with volatile revenues. 

Long-term loans, in contrast, are intended for larger investments that require extended 

repayment periods, often ranging from one to ten years or more. These loans are typically 

used for capital expenditures, such as purchasing equipment, expanding facilities, or 

investing in technological upgrades. The longer repayment period allows microenterprises 

to spread out the cost of major investments, thus minimizing short-term financial strain. 

However, long-term loans usually require a more rigorous application process, including 

detailed business plans, historical financial statements, and guarantees. Research by De la 

Torre, Martínez Pería, and Schmukler (2010) highlights the challenge microenterprises face 

in accessing long-term credit, as many banks perceive them as high-risk borrowers due to 

their limited credit history and low levels of formalization. As a result, long-term loans are 

often more accessible to microentrepreneurs who are transitioning into small businesses 

with formal accounting practices and established banking relationships. 
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A third form of financial support available to microentrepreneurs is the line of credit. 

Unlike traditional loans that disburse a lump sum at the outset, a line of credit offers flexible 

borrowing up to a predetermined limit, allowing business owners to draw funds as needed. 

This type of financing is particularly beneficial for managing fluctuating cash flows, such as 

during seasonal slowdowns or unexpected expense surges. The borrower pays interest 

only on the amount drawn, and once repaid, the credit becomes available again. According 

to Berger and Udell (1998), credit lines are a valuable tool for firms with uncertain cash 

flows, providing liquidity without the burden of a fixed repayment schedule. However, similar 

to other loan types, credit lines may still be subject to strict eligibility criteria, including 

creditworthiness assessments and documentation of business operations. 

Despite the availability of these financial instruments, a significant number of 

microentrepreneurs remain excluded from formal banking systems. Barriers such as limited 

financial literacy, lack of credit history, and the complexity of loan procedures continue to 

hinder access to formal credit. Innovative microfinance models and digital lending platforms 

have emerged in response to these challenges, offering more accessible alternatives that 

mimic the structures of short-term loans and credit lines while reducing transaction costs 

and leveraging alternative credit scoring methods (Banerjee et al., 2015). Nonetheless, 

traditional bank loans remain a vital component of the financing landscape, and greater 

financial education is needed to help microentrepreneurs make informed borrowing 

decisions based on their specific needs, repayment capacities, and growth plans. 

Moreover, the role of credit information systems and relationship banking plays a 

significant part in enhancing microentrepreneurs' access to bank loans. Credit bureaus help 

reduce information asymmetry by providing lenders with reliable data on borrowers’ credit 

histories, which can facilitate better risk assessment and potentially lower interest rates for 

small borrowers (Jappelli & Pagano, 2002). Relationship banking, where banks develop 

long-term ties with microentrepreneurs, allows lenders to gather soft information beyond 

formal financial statements, improving trust and credit availability (Petersen & Rajan, 1994). 

However, microentrepreneurs often face challenges in establishing such relationships due 

to their informal operations or lack of documented financial records. Consequently, policies 

aimed at improving credit information infrastructure and promoting relationship banking 

practices have been shown to increase microenterprise credit access, financial inclusion, 

and ultimately, firm performance (Love & Mylenko, 2003; Klapper, Laeven, & Rajan, 2006). 

These findings underscore the importance of complementary financial ecosystem 

developments alongside loan product offerings. 



  

   

Revista Científica Sistemática, São José dos Pinhais, v.6, n.2, Jan., 2022 

Revista Científica Sistemática 

ISSN: 2675-521 

 

The flowchart visually summarizes the different types of bank loans available to 

microentrepreneurs and their respective characteristics. It begins with the financial needs of 

microentrepreneurs, which are categorized into three primary options: short-term loans, 

long-term loans, and lines of credit. Each branch details the purpose of the loan type—such 

as working capital for short-term loans, investment in fixed assets for long-term loans, and 

flexible liquidity for lines of credit. It also notes the key features, such as repayment periods, 

interest structures, and eligibility requirements. This visual aid enhances understanding by 

clearly distinguishing the functions and benefits of each loan type, thereby supporting 

informed decision-making by small business owners. 

Figure 1. Types of Bank Loans Available to Microentrepreneurs and Their Key 

Characteristics. 

 

 

Source: Created by author. 

In conclusion, understanding the various types of bank loans—short-term loans, long-

term loans, and lines of credit—is critical for microentrepreneurs seeking to finance their 

operations sustainably. Each loan type addresses different financial needs and comes with 

its own eligibility requirements, risks, and benefits. Promoting transparency in loan terms 

and increasing access to financial literacy programs can help empower microentrepreneurs 

to leverage formal credit more effectively. Moreover, public policy should continue to 

support inclusive banking practices that recognize the economic importance of 

microenterprises and provide them with the financial tools needed to thrive. 
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