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1. Introduction 

The difficulties of Small and Medium Size Enterprises (SMEs) to obtain finance have been the 

subject of numerous studies and investigations. SMEs have been described as “the most 

important engines of economic growth and job-creation in transition economies as well as in 

other developing and developed economies, including those of the OECD countries” (OECD, 

2000, p.3). 

The proposed solutions to overcome the financial difficulties of SMEs generally fall into two 

areas for action. The first concerns building a supportive business environment which 

encourages people to start and grow businesses. The second refers to correcting market 

failures that create obstacles to successful enterprise, investment and business growth 

(Graham, 2004a, p.3). Credit Guarantee Schemes (CGS) clearly fall into the latter of these two 

areas. 

Other measures which serve to correct market failures are directed credit and interest rate 

subsidies. However, it appears that CGS have emerged as the instrument of choice for 

politicians wanting to promote private sector growth. One of the important reasons being the 

important leverage offered by CGS as compared to one-off grants or subsidies.  

A Credit Guarantee Scheme (CGS) involves at least the three parties (Riding and Haines, 2001, 

p.595): a borrower, lender and guarantor. The borrower is often a SME seeking debt capital. 

This borrower typically approaches a private lender for a business loan.  For reasons of 

asymmetry of information the loan request will frequently be turned down by the private 

lender. This is where the guarantor comes into the picture. The guarantor, usually a 

government or trade association, seeks to facilitate access to debt capital by providing lenders 

with the comfort of a guarantee for a substantial portion of the debt. 

During the last two decades there has been an increased interest in CGS as a tool to promote 

private sector growth in general and growth of the SME sector in particular. According to 

Green (2003, p.22) over 2250 Credit Guarantee Schemes exist in almost 100 countries. 

Examples of organizations which have made CGS one of their major tools to promote private 
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sector growth are EU, UNIDO, ILO etc. (European Commission, 2006; Green, 2003; Deelen & 

Molenaar, 2004). Furthermore, World Bank1 has recently hosted a conference on the subject.   

1.1 Problem statement 

The present paper will take a closer look at Credit Guarantee Schemes (CGS). Relying on the 

vast body of experience from CGS described in the literature across countries and contexts the 

paper will seek to shed light on the following topics: 

• What are the experiences in terms of different modes of operation? And is it possible 

to identify a best practice? 

• How can performance of such loan guarantee schemes be measured? And what are 

the results obtained from such measurements? 

• What are the future perspectives of CGS?   

1.2 Methodology 

At the heart of this paper is a review of available literature on CGS.  

The literature cited in this paper reflects the diversity of the subject and the various contexts 

where CGS are deployed. To the extent possible, the priority has been given to peer reviewed 

articles and impact studies published by official government bodies and only in a few cases 

conference papers on CGS have been cited. 

However, for the purpose of properly describing the modes of operation of CGS, it was 

deemed necessary to refer to a few practical manuals on the subject.  Similarly, in order to 

describe the status and history of CGS, a limited number of webpages and articles in the 

general press have been referred to. 

                                                           
1
 Partial Credit Guarantee Schemes – Experiences and Lessons, A joint conference by the World Bank, 

Rensselaer Polytechnic Institute, and the Journal of Financial Stability, The World Bank, Washington DC, 

March 13-14, 2008 
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1.3 Concepts and definitions 

In the literature the expressions of credit guarantees and loan guarantees are used 

interchangeably. 

 A credit guarantee is a financial product that a small entrepreneur can buy as a partial 

substitute for collateral. It is a promise by a guarantor to pay all or part of the loan if the 

borrower defaults (Deelen and Molenaar, 2004, p.11). 

For the purpose of this paper a Credit Guarantee Scheme
2
 (CGS) has been defined as the 

organized distribution of credit guarantees by a public or private credit guarantee institution. 

Other related expressions used in the literature to denominate these institutional set-ups are 

partial loan guarantees and guarantee funds.  

It has not been possible to identify one single definition of Small and Medium Sized Enterprises 

(SMEs) valid across countries. Instead, different definitions for Small and Medium Sized 

Enterprises (SMEs) are used depending on the specific context e.g. in EU Companies classified 

as small and medium-sized enterprises (SMEs) are officially defined as those with fewer than 

250 employees and which are independent from larger companies. Furthermore, their annual 

turnover may not exceed €50 million, or their annual balance sheet exceed €43 million 

(European Commission, 2008, p.7). By this definition European SMEs represent 99.8% of all 

European enterprises 67.1% of private-sector jobs. 

In a publication by the International Finance Corporation (IFC), the private sector arm of the 

World Bank Group, it is suggested that the lower limit for small-scale enterprises be set at 5 or 

10 workers and the upper limit at 50 or 100 workers. Since statistical definitions vary, it is very 

difficult to compare size distributions across countries (Hallberg, 2000, p.1). 

                                                           
2
 Zecchini and Ventura (2006, p.4; 2006b, p.106; 2009, p.192) similarly use the  concept of credit 

guarantee scheme (CGS). 
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2. Rationale behind CGS 

If there had been perfectly competitive and efficient capital markets, it would have been 

possible to finance all private positive NPV projects with private funds, i.e. no public financing 

assistance would have been necessary. However, financial markets are not perfect. A number 

of imperfections exist, e.g. asymmetry of information, transaction costs, bankruptcy costs and 

regulatory restrictions abound. Such imperfections increase the cost of financing for what 

would have been positive NPV projects under perfect market conditions and may hinder their 

financing altogether (Gittell and Kaen, 2003, p.309). 

CGS have been created to overcome such market imperfections. The mere existence of CGS is 

the result of a public or private subsidy. This chapter will look into the rationale for such 

support. A number of organizations have turned CGS into one of their major tools to promote 

private sector development (EU, UNIDO, ILO etc.). These organizations do so with certain 

policy objectives in mind. Policy objectives can be useful in that they can facilitate the 

subsequent monitoring of implemented activities. 

2.1 Policy objectives of CGS 

The most common policy objectives are small enterprise development, post-war economic 

recovery, youth employment, women entrepreneurship, and mutual assistance. In many cases 

these overall policy objectives will be too broad to work with. They have to be transferred to 

clear eligibility criteria (Deelen and Molenaar, 2004, p.33). Furthermore, in their survey of 76 

CGS across 46 countries Beck et al. (2008, p.10) found that the most frequently cited objective 

of CGS was to assist SMEs (45% of schemes were established to assist SMEs). 

Whereas in most cases guarantee schemes focus on access to credit as such (especially for 

micro and small enterprises and in developing and emerging economies), they may also aim to 

improve the terms of a loan (mostly in the case of medium enterprises that already have 

access to credit). At the same time CGS persue social goals, such as reducing social tensions, 

empowering marginalized groups or assisting post-war reconstruction. Whereas in 

industrialized countries they are mostly seen as correctors of the market for credit, they are 

also applied as development instruments in emerging economies (Green, 2003, p.16). 

In their review paper Gittell and Kaen (2003, p.297) find that the major objective of state-

assisted financing programs is usually identified as creating jobs and promoting private 
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business investment (and thus economic development) through expanding the availability of 

business credit. State-assisted financing programs can also play a role in assisting firms (and 

lending institutions) during and after recessions and periods of economic distress.  

2.2 Justification for CGS 

Public sector support for small businesses would be difficult to justify in the absence of 

evidence that the private sector provides inefficient amounts, terms, and conditions of credit 

to SMEs or, at least, less efficient than a realistic public sector alternative. 

Such theoretical evidence has been provided by Stiglitz and Weiss (1981, p.1) who  use a 

theoretical framework to show conceptually that credit rationing could result from adverse 

selection and moral hazard: that credit rationing is a consequence of lenders’ response to 

adverse selection and lenders therefore do not set interest rates to their market clearing level. 

Other authors point at asymmetry of information as the main explanation of credit rationing 

(Mankiw, 1986, p.455; Gittell and Kaen, 2003, p.299; Craig et al., 2008, p.346; European 

Commission, 2006, p.7). Banks never have full information about their potential clients’ 

capacity and willingness to repay. Indications are that asymmetry of information affects small 

firms more than large firms. It leads to a relatively low allocation of credit to smaller firms even 

though small enterprises may represent a healthy economic sector. CGS can rectify this market 

imperfection (Deelen and Molenaar, 2004, p.14). 

Empirical evidence of credit rationing is provided by recent literature which shows that SMEs 

not only report higher financing obstacles than large firms, but the effect of these financing 

constraints is stronger for SMEs than for large firms (Beck, Demirguc-Kunt and Maksimovic, 

2005, p.137; Beck and Demirguc-Kunt, 2006, p.2931). Similarly, according to surveys in the EU-

15 Member States, between 18 % and 35 % of SMEs were refused when they applied for 

credit”(European Commission, 2006, p.12). In developing countries, the financing problems of 

small enterprises are exacerbated. Whereas domestic credit to the private sector exceeded 

GDP by far in countries such as Germany (118,2%), the United Kingdom (123,4%) and the 

United States (145,3%), it represented only 26% in India and was as low as 5,9% in Uganda or 

2,1% in Sierra Leone (Green, 2003, p.9, c.f. World Bank, 2001). 

The general view regarding the extent to which credit rationing is taking place has however 

evolved considerable during recent years, e.g. in their report on “Finance for Small Firms” Bank 
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of England (2004, p.12) reports that all the small business organizations continued to report 

that concern about access to finance was not something their members were raising with 

them. In support of this view, the Bank of England (2004, p.12) further cites three surveys 

undertaken in the UK that all conclude that finance is not a major problem to SMEs in general. 

The Bank of England (2004, p.2) finally concludes that  access to finance is not a barrier for 

most SMEs; but that there are some specific challenges facing certain types of SME, notably 

those seeking small amounts of risk capital. In her concluding remarks on credit rationing 

Graham (2004a, p.14) fully concords with the views expressed by the Bank of England, stating 

that “businesses with non-standard characteristics and those businesses seeking to expand 

beyond their current asset base continue to find it more difficult than the majority of 

businesses to access debt finance”. 

Several authors argue that CGS are superior to other types of support to the financial sector 

such as subsidized credit or directed credit, e.g. Guarantees provide important leverage of the 

capital available for lending and offer better value for money than one-off grants or subsidies. 

As experience has shown, guarantee schemes have been able to increase their contribution to 

banks’ lending activity even in a downward phase of the economic cycle (European 

Commission, 2006, p.41). Furthermore, as observed by Honohan (2008, p.6), by comparison 

with direct government lending to preferred sectors or types of borrowers, a partial credit 

guarantee has the clear advantage of sharing the credit risk and at least partially outsourcing 

credit appraisal to an independent risk-taker, namely the intermediary whose loan is being 

guaranteed.  Vogel and Adams (1996, p.14) similarly observe that as compared to the subsidies 

attached to cheap credit, the subsidies involved in loan guarantee programs do not lessen the 

incentives that participating intermediaries have to mobilize voluntary deposits.  In this 

respect, loan guarantee programs have a more benign influence on financial market 

performance than subsidized credit, the heart-and-soul of the traditional Directed Credit 

Paradigm.  Whatever the benefits and costs of loan guarantees, they clearly do less damage 

than providing lenders with cheap funds.  At the same time, nevertheless, loan guarantee 

schemes impose additional transaction costs on financial markets that are similar to those 

caused by directed credit. 

Loan guarantee supporters argue that, once lenders have gained experience with new clients 

covered by loan guarantees, these clients will later “graduate” to borrowing without 

subsidized loan guarantees; partly because borrowers learn how to obtain formal loans, and 
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partly because lenders assemble sufficient information about these new borrowers to make 

loans to them later without special guarantees (Vogel and Adams, 1996,p.1). In line with this 

argumentation these supporters further argue (Hancock et al., 2007, p.2) that a fundamental 

function of banks is to reduce the informational advantages that business owners and 

managers (insiders) have over lenders (outsiders) in part by developing banking relationships, 

which produce information to lenders that is otherwise even more difficult and costly to 

gather about borrowers and their projects. As compared with arms’ length lending, 

relationship lending tends to rely relatively more on qualitative, as opposed to quantitative 

standards and performance. Thus, in conclusion the positive results observed from CGS are 

due to the fact that (i) the guarantee encourages the lender to build a relationship with a 

potential customer and (ii) these new customers will eventually “graduate” to become 

mainstream customers no longer needing the guarantee. 

Finally, and most importantly, referring to promoters of CGS these schemes do yield 

measurable results. The questions regarding how to measure the performance of these 

schemes will be described at length in later chapters. The important concept of additionality 

will also be presented. 

2.3 Arguments against CGS 

From at theoretical point of view it could be argued that banks and microfinance institutions 

should be able to deal adequately with the credit needs of small and micro-enterprises and 

therefore that there is no need for credit guarantee funds (Deelen and Molenaar, 2004, p.12). 

In its report “The SME Financing Gap” OECD (2006, p.9) argues in the same direction by clearly 

stating “In a competitive market, suppliers of finance have powerful incentives to overcome 

barriers to SME finance. In most OECD countries, banks perceive SME finance as an attractive 

line of business and thus have developed effective monitoring techniques. Whether any 

country experiences a financing gap will ultimately depend upon whether the business 

environment is sufficiently robust to enable borrowers and lenders to interact with confidence 

on an “arm’s length” basis”. Thus, this publication of OECD is emphasizing the importance of 

“building a supportive business environment” as opposed to “correcting market failures” 

(Graham, 2004a, p.3; Frost, 1996, p.51). 

Furthermore, due to experience and knowledge of their clients, lenders are better evaluating 

risk than CGS. The guarantors are unlikely to have more experienced credit analysts than 
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lenders; hence, they have to base their decisions on fewer criteria. In other words, if they used 

the same criteria applied by lenders, they would also reject the applicant (Navajas, 2001, p.12). 

Detractors of CGS further argue that the problems of credit rationing as described by Stiglitz 

and Weiss (1981) no longer are valid, e.g. an  extensive literature review conducted by the 

United States Accountability Office found that while there is a lot of literature on credit 

rationing, most of this literature is from the 1980’s and 90’s. Recent economic studies only 

deliver limited evidence that suggests that some small businesses may face constraints in 

accessing credit because of imperfections, such as credit rationing, in the conventional lending 

market (GAO, 2007, p.17).   

Detractors of CGS further argue that moral hazard and adverse selection are often associated 

with CGS. If borrowers have a guarantor backing their debts, they do not have incentives to 

repay the loan. Similarly, since lenders have the loan insured, they will approve loans with high 

risk of defaulting and will not take the necessary measures to assure the repayment of the loan 

(Navajas, 2001, p.12). For the same reasons CGS programs are costly and not sustainable over 

time, as they tend to consume their capital quickly. Most Guarantee Funds failed to generate a 

large operational base able to cover their costs. Guarantors face a trade-off between charging 

a premium that would allow the fund to cover its costs and having attractive prices for 

borrowers (Navajas, 2001, p.12). In conclusion detractors of CGS mainly (i) question whether 

CGS will be financially sustainable over the long run, (ii) question whether CGS do produce 

additionality. 

Finally, the general discourse against CGS, easily found in the written press, refers to the 

“crowding out” effect of government loan guarantees. In the economical literature Gitell and 

Kaen (2003, p.321) refer to the “crowding out” effect by stating that unless the supply of bank 

credit is unlimited, the funds lent to firms under loan guarantee programs are not available to 

more creditworthy private borrowers, i.e. the effect of loan guarantee programs may raise the 

cost of borrowing to these financially stronger firms. Berger and Udell (2006, p.2955) similarly 

point to the fact that especially in nations with substantial state-owned banking sectors, there 

may also be significant spillover effects that discourage privately-owned or foreign-owned 

institutions from SME lending due to a ‘‘crowding out’’ effect from subsidized loans from state-

owned institutions.  
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3. Operational characteristics of CGS 

There are a number of publications which deal with the operating procedures of CGS (Green 

2003; Deelen and Molenaar, 2004; European Commission, 2006).  Referring to these and other 

works, this chapter intends to give an overview of some key operational characteristics of CGS. 

3.1 Roles and responsibilities  

Companies providing guarantees play two roles: one vis-à-vis the SME and one vis-à-vis the 

financial counterparty (European Commission, 2006, p.13-14): 

“Firstly, in relation to the SME, guarantee institutions: 

• facilitate access to the external financial resources without diminishing the financial 

responsibilities of the borrower; this access to finance can prove a catalyst for the launching 

and expansion of a business; 

• issue guarantees on the basis of a sound and comprehensive analysis of quantitative and 

qualitative risks (experience, training and competence); 

• enrich the analysis of the risks with the knowledge obtained from their close proximity to the 

SMEs such as information about local competition, foreseeable developments in technology or 

marketing; as a consequence, entrepreneurship is stimulated and in this way guarantee 

schemes contribute to job creation, a suitable financial structure and attractive credit 

conditions; 

• provide support to the company by giving advice and supervision in terms of financial 

management in terms of financial management. 

Secondly, in their relationship with the financial counterparty, guarantee institutions: 

• build an individualised financial file on each company, applying simplified and standardised 

procedures; 

• externalise the risk of the counterparty from the financial responsibility perimeter of the 

bank, against a generally very moderate premium; 

• frequently supplement the financial and quantitative analysis of the bankers with a more 

qualitative approach; 
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• endeavour, within the limits of the safety provisions, to alleviate the regulatory banking 

capital to carry the risk of their SME credit portfolios.” (European Commission, 2006, p.13-14).  

3.2 Selective versus Portfolio Approach 

Under the selective approach each borrower in screened individually by the CGS whereas 

under the portfolio approach the lender is entitled to attach guarantees to loans within an 

eligible category without prior consultation of the guarantor. 

While ensuring a high quality of borrowers, the selective approach will imply high costs and 

low business volume. It is recommended that the selective approach be applied initially after 

creating a CGS. Then as confidence is gained in the participating banks it is recommended to  

increase the weighting of the ratio of guarantees issued between portfolio and individual 

guarantees in favour of portfolio. This measure will similarly result in reduced operating costs 

of the CGS (Deelen and Molenaar, 2004, p. 103). 

In her review of the British Small Firms Loan Guarantee (SFLG) Graham (2004, p2) recommends 

that a portfolio approach be adopted, thus moving the scheme away from a focus on individual 

loans to understanding the impact of the portfolio.   

The Dutch way of implementing loan guarantees (BBMKB) applies a full partnership principle: 

decision-making is delegated to banks. The guarantee system consists of the allocation of 

guarantee envelopes to partner banks, out of a total annual budget decided by the State. 

Banks supply the guarantee on their own credits without an individual decision made by the 

fund. The fund is the guardian of the rules and decides the principles for allowing the issuance 

of a guaranteed loan (European Commission, 2006, p.38). 

While in a portfolio guarantee scheme, operational costs are lower since the appraisal of the 

client is left to the discretion of the bank, a guarantee fund can only issue portfolio guarantees 

if it has full confidence in the appraisal techniques and goodwill of the bank (Deelen and 

Molenaar, 2004, p.60). Under a portfolio approach there is important monitoring to be 

undertaken by the credit guarantee fund. In fact, if a guarantee fund stops issuing guarantees 

to a lender who is making poor loans, the confidence of other participating lenders will be 

improved (Deelen and Molenaar, 2004, p.79). 

Honohan (2008, p.21) argues that we may expect to see more and more schemes moving to 

broad eligibility and other criteria, reduced subsidies and more use of the portfolio and 
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wholesaling approach in preference to case-by-case evaluation by the guarantor of retail loans. 

Government-sponsored credit guarantee schemes have most to show for their efforts where 

they have effectively and credibly delivered an attractive package of services to lenders, with a 

view to enhancing their capacity to lend to the underserved sector thereby propelling them to 

a sustainably higher level of lending. Honohan (2008, p.22) further adds that performance 

pricing (towards individual lenders participating in the scheme) can induce improved results in 

terms of better loan appraisal by lenders.   

3.3 Application procedures 

In an individual guarantee scheme, a positive appraisal of the guarantee application will be 

followed by the issuance of a guarantee certificate (see Figure 1). This certifies that the 

guarantee scheme will assume part of the risk of the borrower. The guarantee certificate 

stipulates the rights and duties of both the guarantee fund and the lender (Deelen and 

Molenaar, 2004, p.60). 

 

Figure 1: Flowchart individual guarantee scheme (Adapted from Deelen and Molenaar, 2004, p.59) 
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At the same time as the certificate is issued, the guarantee scheme will also issue an invoice 

for the guarantee fee (See Figure 1). 

In a European context the most common procedure consists of applying first to the banker 

(see Figure 1) (European Commission, 2006, p.23). It is the lender’s decision to call for a 

complementary guarantee if it is not satisfied with the collaterals or not fully convinced by the 

elements of the file. The guarantee society is consulted by the banker and makes its decision 

independently. A commitment to provide the guarantee triggers the issuance of the loan.  

An alternative way is the consultation of the guarantee society in the first instance by the SME 

(see Figure 1). The file is completed and the coverage decision is made first. The banker is 

requested afterwards. This schedule is mostly applied in Italy and is the usual procedure in 

Spain. 

 In a portfolio guarantee scheme, entrepreneurs do not have to apply for a credit guarantee 

directly, if they fulfill the bank’s criteria. But in individual guarantee schemes entrepreneurs 

have to apply explicitly for a credit guarantee. Application forms typically include information 

about: the business activity, the year of establishment, legal status, number of employees, 

purpose of the loan, amount of the loan and loan term, required guarantee coverage, available 

collateral, assets owned, debts, income and expenditure. In addition, some credit guarantee 

funds require a business plan and/or certified financial statements (Deelen and Molenaar, 

2004, p.58). 

3.4 Eligibility 

There is a wide variation in the nature of the lending criteria, for example the categories of 

eligible borrowers and the terms of the lending. Some schemes have relatively broad eligibility 

criteria which could be limited to a ceiling on borrower size by turnover and a ceiling on the 

guarantee fund’s overall exposure to the borrower. On the other hand other for other CGS we 

find examples of very precise eligibility criteria. 

For example it is interesting to note that the North American SBA has an additionality criterion 

according to which the lender must attest “to the borrower’s denomnstrated need for credit 

by determining that the desired credit is unavailable to the borrower on reasonable terms and 

conditions from nonfederal sources without SBA assistance” (Honohan, 2008, p.21). 
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Other schemes operate with a very restrictive list of eligible sectors (Lelarge et al., 2008, p.2) 

or operate solely in one sector, e.g. The Rural Credit Garuantee Fund of Romania which only 

extends loans to borrowers working in agriculture. Green (2003, p.36) comments that although 

the benefits of concentrating on a single sector may be a gain of expertise, there is the danger 

that risks cannot be diversified if the target sector is defined to narrowly. 

Graham (2004, p.19) recommended that in order to maximize the scheme’s additionality and 

its impact on UK productivity, eligibility for SFLG should be limited to start-ups and early stage 

businesses. 

Similarly in a European context the expert group characterized the target market of guarantee 

societies with a very narrow focus on SMEs (European Commission, 2006, p.21). More 

specifically:  

“In terms of size — it is the micro-business and small business segment with limited financial 

needs: self-employed, family companies, partnerships. The commitment to this market is 

illustrated by the average guarantee provided: from system to system, between EUR 25 000 

and EUR 200 000 — amounts that are far below the Basel threshold of retail credits (EUR 1 000 

000)” (European Commission, 2006, p.21). 

“By nature — this target market includes companies that have difficulty in obtaining a loan 

and/or do not present evident features of creditworthiness (European Commission, 2006, 

p.21), such as: 

— start-ups or recently established businesses (trading for less than three years); 

— cases of business transfer and succession; 

— SMEs starting major development or expansion programmes (technological investments, 

market expansion, internationalisation); 

— SME businesses with temporary cash problems (e.g. because of seasonality, defaulting 

debtor and/or economic downturn); 

— SMEs that have already pledged their assets as collateral for previous borrowing and are 

thus unable to borrow further” (European Commission, 2006, p.21).  
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3.5 Managing risk 

The argument that guarantee schemes may lead to moral hazard among lenders and 

borrowers is valid. However, through proper design and implementation of the scheme, this 

danger can be significantly reduced. 

A successful loan (and hence a successful guarantee) depends upon the borrower repaying as 

agreed. Thus, it is crucial that the borrower has something at stake. It is general practice for 

banks to demand from borrowers that they contribute at least 20% of the total project cost –  

in addition to the borrower’s collateral (Deelen and Molenaar, 2004, p.20). 

The coverage ration can be an important instrument of risk minimization, e.g for individual 

guarantees, the share of risk covered by the guarantee fund usually ranges from 60 to 80% of 

the unsecured part of the loan. Under an individual scheme, the guarantee fund can accept a 

relatively high degree of risk because it screens all borrowers individually (Deelen and 

Molenaar, 2004, p.41). 

In the event of default, the lender and the guarantee fund have to be very clear about the 

order in which the lender collects collateral. The lender should be required to first attempt to 

obtain collateral from the borrower and all those standing surety who are jointly and severally 

liable for the borrower’s debt. Only then can the lender turn to the guarantee fund for any 

outstanding debt. The guarantee fund is subsidiary liable.  

Establishing the line of risk is crucial for a number of reasons: If the lender can collect form the 

guarantee fund first, he will lose the incentive to collect from the borrower and from others 

standing surety. If the lender is forced to pursue the borrower for collateral first, the lender 

will be required to institute legal proceedings. A judge or magistrate will determine whether 

the loan has been disbursed correctly, whether the contract was in order, and what the actual 

outstanding debt amounts are. This saves the guarantee fund from having to review these 

issues itself. It also removes many of the problems that commonly arise regarding the validity 

of the loan contract or any of its clauses (Deelen and Molenaar, 2004, p.43). 

The size of the guarantee: The contract between the lender and the guarantee fund has to 

state clearly the exact amount for which the guarantee fund is liable in case of loan default. 

The most common way of defining the liability (of the CGS) is as a fixed percentage of the 



18 

 

unpaid part of the principal, plus interest payable at the moment the guarantee is called by the 

lender (Deelen and Molenaar, 2004, p.44). 

A guarantee fund should work with a number of lenders. In doing so, it spreads the risk. 

Increased competition amongst lenders will also enhance lender performance (Deelen and 

Molenaar, 2004, p.79). 

The expert group (European Commission, 2006, p.29) observed that if too much priority is 

given to the additionality of a portfolio of a CGS, there is a risk that it focuses exclusively on the 

margins of the market rather than the core, which entails certain risks. Consequently, a 

portfolio should be diversified over:  various sectors, short- and long-term operations, financial 

and technical guarantees, a variety of viable companies. 

The default rate of a guarantee scheme is very much linked with the idea of ‘loss sharing’: both 

the lender and the guarantor have to share a loss. In a system that would relieve the bank 

from any risk, adverse selection would be possible with undesirable effects (European 

Commission, 2006, p.34). 

3.6 Funding 

Equity is the cheapest form of funding as guarantee schemes are usually not expected to pay 

dividends. Funding by means of equity will however require that reports be published regularly 

on the scheme’s activity. Transparency of the scheme will thus be enhanced and accountability 

requirements on the use of public funds will be fulfilled (Green, 2003, p.29). 

The most common sources of funding are: Capitalization by central banks; capitalization by 

banking institutions participating in the scheme; capitalization by banking and non-banking 

institutions participating in the scheme (Deelen and Molenaar, 2004, p.51-52). 

In Europe national and regional Credit Guarantee Schemes are in their turn backed-up by 

credit guarantees provided by European financial institutions like European Bank for 

Reconstruction and Development (EBRD), European Investment bank (EIB) and European 

Investment Fund (EIF). These major international institutions usually do not provide guarantee 

for a specific loan extended by a commercial lender to a particular borrower (Janda,2008, p.8). 

Their guarantees are in general given as a lump sum amount to a specific financial institution, 

which is able to use them for support of a particular class of borrowers. 
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In figures, the resources of the member systems of the European Mutual Guarantee 

Association (AECM) at the end of 2002 were over EUR 20 billion which provide protection for 

about EUR 32 billion of credits (European Commission, 2006, p.16). 

Significant part of EU support of loans for small businesses in currently channeled through the 

Competitiveness and Innovation Framework Programme (CIP) EUR 1.1 bn budgeted for CIP for 

the period 2007–2013 will be used to subsidize loans extended to SMEs by a range of financial 

institutions (EIB, 2008). The actual administration of CIP money is done by EIF  according to 

DECISION No 1639/2006/EC (EU, 2006).  According to EIB (2008) the CIP SME Guarantee 

Facility comprises four main business lines: loan guarantees, micro-credit guarantees, equity 

guarantees and securitization. 

3.7 Fees and income 

The guarantee fund’s returns are generated from the guarantee operations (its guarantee fees, 

which are normally around 2% of the outstanding guarantee amounts) as well as the return on 

its investments of unused funds in the capital market. Because unused funds should not be 

invested in high-risk operations, these investments will have a relatively low return (Deelen 

and Molenaar, 2004, p.53). 

Appropriate pricing is an important part of a guarantee scheme, both in terms of incentives for 

lenders and borrowers, as well as for the sustainability of the scheme (Beck et al., 2008, p.17). 

In most countries the fee is around 2% of the guaranteed amount per annum. Since the client 

has to pay this fee on top of the interest rate on the loan, it should not be much higher than 

2% (Deelen and Molenaar, 2004, p.97). The fee set by the guarantee fund can be related to the 

distribution of risk between the bank and the guarantee fund (see Figure 2). The higher the 

coverage, the greater the risk of moral hazard, since borrowers lose their incentive to repay 

when they feel that they are well covered by the guarantee fund. At the same time lenders 

lose their incentive for proper delinquency management because they know they are covered 

by the guarantee fund and have a relatively low exposure (Deelen and Molenaar, 2004, p.100). 
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Figure 2: Fee structures (Deelen and Molenaar, 2004, p.99) 

 When determining the size of the fees, a balance must be struck between the sustainability of 

the scheme and the willingness of borrowers and lenders to participate. 

The premium has two important functions. First it provides an important source of income for 

the CGS, which helps offset the cost of defaults. Second, imposing and additional cost on the 

borrower through the premium should ensure that only those businesses that cannot raise 

finance in the market under normal terms would choose to borrow under the CGS. It is 

important that the CGS does not crowd out lending that could be done without government 

intervention (Graham, 2004, p.38). 

3.8 Cost – Default Rates 

The cost issue sometimes attract less attention in the early days of the scheme. Indeed, 

governments are often drawn to such schemes precisely because the upfront cash 

commitment can be small in relation to the total volume of credit supported by such schemes. 

The liabilities are contingent and in the future, while operating costs can be covered by fees 

and premiums paid by beneficiaries. The obvious cost comes from the underwriting losses; 

they are typically , though not always, much larger than administrative expenses (Honohan, 

2008, p.10). 
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The net fiscal cost will tend to depend on the scope of the scheme, the extent of deliberate 

under pricing and unexpected excess underwriting losses, as well as administrative efficiency. 

In practice there has been an enormous range of experience with regard to net fiscal cost.  In 

his review of a number of current examples of CGS Honohan (2008, p. 12) indicates a range of 

net fiscal cost of between zero and at least 15 per cent per annum of outstanding guarantees. 

However, while numerous schemes have experienced much higher than expected losses, 

heavy and unanticipated underwriting costs is by no means a universal experience of Credit 

Guarantee Schemes. 

Riding and Haines (2001, p.602) find that the primary cost of the Canadian Small Business 

Loans Act (SBLA) is that of honoring defaults.  In an attempt to situate the Canadian findings in 

relation to the wider context of loan guarantee programs implemented in other countries 

Riding and Haines (2001,p.600) plotted the default rates obtained in Canada against those of 

U.S. and U.K. programs (see figure 1). 

 

Figure 3: Cumulative default rates: United States, UK, Canadian Loan Guarantee Programs (Riding and 

Haines, 2001, p.600) 

Riding and Haines (2001, p.600) attribute the considerable differences in cumulative default 

rates to the following three factors: First, the UK approach involves the guarantor (selective 
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approach) in the loan approval step, at least in name. This is time consuming, costly, and at 

variance with the idea that commercial lenders are best equipped to make credit decisions. In 

Canada, the decision is left exclusively to the lender, relying to a greater extent on the 

expertise that the banking sector can contribute. Second, the level of guarantee may have a 

dramatic impact on default rates. For the period during which the default rates in the United 

States were measured, the level of the guarantee had been set at 90%. Third, the level of fees 

can arguably affect the quality of borrower drawn to the program. If the fees are too high, 

good quality borrowers will not use the program due to the effects of adverse selection 

(Stiglitz and Weiss, 1981, p.1). 

Another factor which could help explain the high default rate in the UK could be the high 

percentage of guaranteed loans provided to young businesses. While we ignore the 

percentage of guaranteed loans provided to young businesses in the case of Canada and the 

US in 2003/4 the majority (55%) of UK loans were made to businesses less than 2 years old, 

and loans to start-ups represented 32% of all loans made (Graham, 2004, p.18).  

In their study Riding and Haines (2001, p.603) further came up with two findings with possible 

implications for future loan guarantee programs. First, defaults tend to occur early in the lives 

of loans, with approximately two-thirds of defaults occurring within the first two years. 

Second, larger loans are more likely to go into default. Riding and Haines (2001, p.610) 

conclude that reducing the ceiling to $100000 from $250000 would improve the effectiveness 

of the program without undue sacrifice of the goals, thus servicing those SMEs most in need of 

early-stage capital. 

3.9 Defaults and claims 

A timely, efficient and transparent procedure for triggering claims is essential to gain the 

confidence of lenders and to avoid costly disputes. The guarantee scheme should always 

specify the precise circumstances under which a claim may be made (Green, 2003, p.47). 

Usually the bank can call in claims on the credit guarantee fund after: arrears have reached 90 

days, borrowers have been appropriately warned, the outstanding loan has been called in, 

legal proceedings have been initiated to foreclose on collateral and recover the debt. Finally, 

before the bank can send a claim to the guarantee scheme, it must apply to the court for a 
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writ3. The writ will demand that the borrower must settle the claim or defend the writ in court. 

The bank can then send a claim to the guarantee scheme, attaching a copy of the writ. The writ 

acts as proof that the bank has initiated legal procedures (Deelen and Molenaar, 2004, p.66). 

An important question is that of the organisation of national court systems and recovery 

procedures. The expert group drew attention to the red tape, the cost and the difficulty to 

solve situations of bankruptcy, legal protection or debt collection. (European Commission, 

2006, p.34). 

3.10 Profit versus Not-For-Profit 

An efficient use of resources and subjection to market-forces can be ensured by operating on a 

profit-making basis. However, requiring a scheme to show a profit and to pay taxes as well as 

dividends may be self-defeating (Green, 2003, p.32), recognizing the fact that most guarantee 

schemes are not sustainable without subsidies since their income from fees is insufficient to 

cover the costs involved (Green, 2003, p.52). 

Financial sustainability should not be pursued at the expense of a guarantee fund’s primary 

objective. Generally, the primary objective is to issue guarantees to lenders, bridge the gap 

between lenders and the targeted entrepreneurs, and to pay out lenders when guaranteed 

borrowers default (Deelen and Molenaar, 2004, p.101). 

3.11 Leverage 

The higher the leverage, the greater the achievement of the guarantee fund. However, the 

default rate has to be taken into account before determining the most appropriate and 

negotiable level of leverage. The credit guarantee fund must always be in a position to meet its 

obligations, but ideally not much more than that. Well-functioning guarantee funds attain 

leverage rates of 5:1 to 10:1 (Deelen and Molenaar, 2004, p.55). 

While microcredit institutions or a venture capital company are not able to disburse more than 

their funding, guarantee schemes can take commitments that culminate to several times their 

equity amount. Various rules limit the maximum size of a portfolio. The banking supervision 

                                                           
3
 A writ is a formal written order issued by a body with administrative or judicial jurisdiction (normally a 

court). 
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fixes the leverage to a theoretical 12.5 times the equity. Internal policies of guarantee societies 

also impose a limit on the portfolio (European Commission, 2006, p.30). 

Another way to assess the success of a guarantee scheme is to look at its full multiplier ratio. 

The full multiplier analyses the relation between the total investment value achieved by 

guaranteed credits and the own funds of the guarantee scheme (European Commission, 2006, 

p.30). 

3.12 Legal status and institutional set-up 

In many countries guarantees have been extended by government institutions. This may result 

in a lack of transparency with respect to the finances. Furthermore, the bureaucratic 

procedures inherent in government set-ups will increase the unwillingness of banks to 

participate. Despite the higher costs involved it is recommended to create an independent 

legal entity with a clear mission statement and organizational strategy (Green, 2003, p.28). 

The CGS should be governed by an executive board of directors which should include 

representatives of both borrowers and lenders.  
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4. Status and History of CGS 

In many parts of the world Credit Guarantee Schemes (CGS) constitute a central part of 

strategies implemented to alleviate SMEs financing constraints. 

The present chapter provides an overview of different CGS implemented in various countries. 

The selection of schemes has been undertaken arbitrarily with the sole purpose of presenting 

the diversity of approaches. The first section (4.1) contains a typology of CGS, reflecting the 

great diversity in terms of such parameters as the degree of government involvement in 

schemes, the importance of selective vs. portfolio approaches, the level of credit guarantee 

percentage etc.  

4.1 Typology of CGS 

According to Green (2003, p.22) over 2250 Credit Guarantee Schemes exist in almost 100 

countries. More than half of all countries (and all but a handful of the OECD countries) have 

some form of credit guarantee scheme. Such schemes seek to expand availability of credit to 

SMEs. 

Five major types of guarantee systems can be identified (Green, 2003, p.18-19):  

i. Mutual guarantee associations are private societies formed by potential borrowers 

with limited access to bank loans.  

ii. Public guarantee schemes are run either by an administrative unit of the 

government (e.g. development agencies, ministries, the central bank or publicly-

owned banks) or by a legally separate credit guarantee organization. 

iii. Corporate guarantee schemes are managed by participating banks, chambers of 

commerce or by the entrepreneurs themselves. 

iv. International schemes which come into existence as a form of multilateral or 

bilateral development cooperation.  In addition to providing the funding, the 

various organizations often provide technical assistance in designing and 

implementing the scheme.  

v. Schemes operated by international NGOs  
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However, in their survey of 76 CGS across 46 countries Beck et al. (2008) only identified three 

major types of guarantee systems, i.e. Mutual guarantee associations, Public guarantee 

schemes and Corporate guarantee schemes. This survey is of great interest as we try to 

understand the present state of CGS in the world since it is based on data collected directly 

from the CGS themselves. The CGS were distributed across 20 high-income, 25 middle-income 

and 1 low-income country (India). In terms of regional distribution among developing countries 

there were 6 schemes in Asia, 24 in Latin America, 11 in transition economies and one in Africa 

(Egypt). 

Beck et al. (2008) identified the following characteristics of the CGS in their sample: 

40% of the schemes were for-profit and the remaining 60% were non-profit (Beck et al., 2008, 

p.9) 

The large majority of CGS were created with specific goals and thus had restrictions in terms of 

the sector, type of business and geographical area. Specifically 45% of schemes were 

established to assist SMEs (Beck et al., 2008, p.10). 

The majority of CGS in high-income countries were mutual guarantee associations, while the 

majority of funds in middle- and low-income countries were publicly operated (Beck et al., 

2008,p.12). Furthermore it was found that publicly operated schemes were on average 

significantly younger than mutually operated CGS and significantly more likely to be operating 

in emerging markets, suggesting that this is the guarantee system of choice in the recent wave 

(during the 90’ies) of new CGS (Beck et al., 2008, p.13). 

An interesting finding of Beck et al (2008, p.13-14) was that while central banks and 

governments have played an important role in the funding and establishment of the recent 

wave of new CGS, they have little involvement in the management, risk assessment and 

recovery of funds. 

It was found that 72% of CGS evaluate loan applications on a selective basis, while 14% use a 

portfolio or “lump screening” approach. 9% use a combination of the two approaches (Beck et 

al., 2008, p.16). 

Regarding the fee structure 63% of CGS in the sample had a per-loan fee, while 30% levied an 

annual fee. 15% charged a membership fee. 57% of the schemes based the fee on the amount 

guaranteed while 26% based it on the loan amount. (Beck et al., 2008, p.17). 
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From a risk management point of view (moral hazard) it is noteworthy that 40% of all schemes 

in the sample offered up to 100% credit guarantee. While many schemes offered only up to 

50% coverage, the median coverage ratio was 80% (Beck et al., 2008, p.16). 

The schemes in the sample confirm the often cited attractiveness of CGS to politicians. Loan 

losses accumulate at later stages of the life of a CGS, while initial costs are limited (Beck et al., 

2008, p.22).  

4.2 The importance of mutual CGS in Europe 

The practice of organised guarantees on loans on a co-operative basis by and for SMEs is quite 

common in ten EU countries (including Austria, Belgium, Denmark, France, Germany, Italy, 

Luxembourg, Portugal, Spain and the United Kingdom).  The fact that this phenomenon is 

widespread in Europe is demonstrated by the interest of the European Commission, which has 

promoted a series of support actions and favoured the creation of the European Association of 

Mutual Guarantee Societies (AECM) (Rossi, 2000,p.86), which represents 34 guarantee 

organizations in 18 countries of the European Economic Area. Historically, these associations 

emerged in the early twentieth century in countries with a strong tradition of guild or craft 

organizations such as France (1917), Belgium (1929), and Germany (1930). The associations 

experience a revival in the reconstruction period after World War II and were successfully 

exported to other European countries with the most recent forms of mutual guarantee 

associations established in Spain (1978), Portugal (1994) and Greece (1995) (Green, 2003, p.22, 

c.f. Lloréns, 1997). 

A mutual guarantee association is an association set up by entrepreneurs themselves with the 

purpose of guaranteeing each other’s loans. The members of a mutual guarantee association 

contribute to the guarantee fund through shares and fees. The fund is often topped up with 

contributions from public (local government) agencies (Deelen and Molenaar, 2004, p.30). 

Mutually-based credit guarantees can also obviate some of the moral hazard problems that 

limit banks’ credit to SMEs. Their emergence is, however, hindered by the same adverse 

selection problems that lead banks to ration their lending to risky firms. Less risky SMEs are 

actually reluctant to enter into mutual guarantee agreements with other firms, knowing that 

close monitoring of their peers’ performance is difficult and that such guarantee schemes 

attract more risky firms (Zecchini and Ventura, 2009, p.192). 
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4.3 The Italian experience with mutual CGS 

The story of the Italian version of CGS is quite recent. However, its roots can be traced back to 

an associative tradition related to the mutualist organisations which developed among various 

trade associations in the nineteenth century. The first true consortium for the collective 

guarantee of credit was founded in Rome in 1957, promoted by artisan associations and the 

local chamber of commerce. The monetary restrictions enforced by the central bank during 

those years meant that credit selection was not based on price, but rather through a rationing 

system that penalised the SMEs, which were asked for increasingly higher collateral security in 

proportion to the size of the loan. This state of affairs encouraged the multiplication of 

collective loan-guarantee schemes (Rossi, 2000, p.77). 

From the 1970’ies to the 80’ies the development of these CGS, locally known as Confidis, was 

especially fast.  High interest rates, financial restructuring of the large industrial groups, the 

growing weakness of the capital assets of SMEs – for whom there was no adequate financial 

market –contributed to the creation of a truly “dual” loan market, in which the SMEs 

experienced increasing difficulty in obtaining the financial resources they required for their 

development, both in terms of access to credit and its cost. In this climate numerous trade 

associations began to encourage their members to set up collective loan-guarantee consortia 

that could negotiate conditions for access to credit that were less onerous for the network of 

small and medium firms. Thus, between 1971 and 1988, their number grew from 39 to 99, 

member firms from 2 500 to 29 600, and value of loans from 9 billion lire to over 2 000 billion. 

A unique feature of the Italian type of CGS thus appears to be that from their very beginnings, 

the operations of the confidi developed spontaneously (Rossi, 2000, p.82) from a true need 

felt by the SME sector. 

Other aspects of the Italian type of CGS that testify to the dynamic character of the system is 

that  the “strength” of the mutual guarantees can be measured by the multiplier that indicates 

how much the guarantees offered by the confidi exceed the total credit that a bank is willing to 

lend. Generally speaking the value of the multiplier of the credit guarantee fund is around 20 

for these CGS. These are very high values if one considers that an CGS is otherwise called on to 

guarantee the credit with a total of sureties that is often four or five times the amount lent. 

The negotiating strength of the confidi can thus be clearly demonstrated in terms of a 

reduction in the cost of loans (Rossi, 2000, p.85). 
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The importance of the activity of the confidi can be assessed using two parameters. The first, 

being mainly technical in nature, can be generalised to all experiences based on mutual 

security for credit and to the effect it has on the availability and cost of bank loans; the second, 

which is specific to Italy, concerns the intangible elements that the confidi introduce to the 

local system of development. But these two effects are not separate. What increases the 

technical effectiveness of a confidi is its strong relationship with the local productive, 

institutional and financial context – the intangible effects it has as a linking-point with the local 

network (Rossi, 2000, p.79). 

In relation to the problems of asymmetry of information, thanks to the knowledge a confidi 

has of its members’ activities, it can overcome the problem of unbalanced information that 

everywhere else characterise the relation between SMEs and banks. The confidi can thus help 

overcome the adverse selection in the loan market that otherwise penalises enterprises with 

betterprospects of profitability in favour of others that ensure compensation in case of 

insolvency (Rossi, 2000, p.80). 

It is stressed by Rossi (2000, p.82) that new enterprises, too, can benefit from the confidi’s 

support activities, participating in the collective guarantee system, taking advantage of 

advisory services and mobilising financial resources available in the area. 

While the idea of privately owned and operated Credit Guarantee Schemes may seem 

appealing, Zecchini and Ventura (2006, p.12) puts it very clear that in the Italian case the 

government also plays a central role. As private, mutual guarantee schemes are expensive and 

risky, public money is the true engine of the entire system. The Government gives financial 

support through two channels: by contributing to fund the MGIs and by financing the public 

guarantee schemes, at both central and regional levels, with the primary objective of allowing 

a counter-guarantee (namely, a re-insurance) for the MGIs’ guarantees. 

The Italian MGIs represent the largest component of Europe’s mutual guarantee sector, since 

they account for 50% of the total outstanding volume of guarantees to SMEs and 60% of all 

beneficiary firms, EU Commission (2006, p.17). 

4.4 The North American experience with CGS  

In North America the main provider of guaranteed loans is the US Small Business 

Administration (GAO, 2007, p.6). 
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Referring to the SBA webpage: Since its creation in 1953, SBA engaged in provision of direct 

loans and bank loan guarantees. After recognizing that commercial banks are usually better 

than government institution in identifying which projects to support, SBA started to switch 

from direct loans towards loan guarantees in the mid-1980s. Currently, in 2007-2008, the SBA 

extends direct loans only under very special circumstances and specializes on the guaranteed 

loan program. The guarantees by SBA are provided to the commercial lenders who firstly 

structure their own loans according to underwriting requirements of SBA and then apply for 

and receive a guarantee from the SBA on a portion of the loan. The SBA usually guarantees 

about 50 to 85 percent of the amount of a loan. According to SBA maximum loan size is USD 2 

million and the maximum guarantee on such a loan is USD 1.5 million. 

SBA's current business loan portfolio of roughly 219,000 loans worth more than $45 billion 

makes it the largest single financial backer of U.S. businesses in the nation. 

4.5 The British experience with CGS  

In the UK, the use of government funded credit guarantees for the promotion of SMEs is of 

more recent date. During the time of the inception of the Small Firms Loan Guarantee (SFLG) 

Credit Guarantee Scheme in 1981 targeting the SME sector, The Economist published a series 

of articles reflecting the general political debate in Britain at the time. 

The political process around the birth of the scheme is referred to and it is learned that the 

issue of a credit guarantees was mainly pushed for by the Union of Independent Companies 

(UIC), a branch organization representing the SME sector in the UK (Economist, Sept. 1979, 

p.82). 

Institutionally, the loan guarantee program was first located within the Industry Department’s 

small firms service (Economist, Nov. 1979, p.98). 

Initially, the loan guarantee program was introduced as a self-financing scheme with a credit 

guarantee fee of 3% to insure against defaults (Economist, July, 1984, p.27). However, this 

construction only led to great disappointment as it was learned that during the first three 

years since the inception of the scheme default rates run at approximately 15%. A review of 

the scheme thus led to a reduction in the percentage of each loan covered by guarantee from 

80% to 70%, while increasing the premium on the loans from 3% to 3,5% on top of the loans 

normal interest rate. 
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Trying to explain the poor performance of the guarantee scheme, it was found that the debt-

to-equity ratio of the SMEs in the scheme was 20:1 which was four times higher than is usual 

for new British ventures. The participating banks were also accused of using the scheme to 

launder their own bad loans (Economist, Feb., 1983, p.42). 

Referring to the debate about the high default rate, The Economist (Feb, 1983, p.42) pushed 

an interesting argument by stating that critics may “miss the point”. The paper claimed that 

under similar loan guarantee schemes in the USA two out of three new businesses probably 

fail; so one-in-five failure rate in Britain’s small business scheme is not bad. It is further claimed 

that “casualties are inevitable in schemes set up to launch marginal ventures. A higher failure 

rate need not be a sign of the scheme squandering taxpayers’ money, provided it is also 

producing successful money-spinners”. 

4.6 The Japanese experience with CGS  

Japan has a relatively long history of relying on CGS as a tool to promote SME sector 

development. The first loan guarantees provided to the SME sector were deployed by the 

Japanese government out of a need to prevent credit restrictions on small enterprises by 

enhancing their creditworthiness as Japan’s industrial and financial sectors were caught up in 

the Great Depression of the 1930’ies (Credit Guarantee Corporation, 2008, p.2). A detailed 

study was launched in 1935 to prepare the setting up of Japan’s first modern credit guarantee 

institution. The first credit guarantee corporation was established in Tokyo in 1937 and 

following the second world war the Japanese government established the Small and Medium 

Enterprise Agency (SMEA) in 1948. In 1951, the government began to partially insure the loan 

guarantees, and the scheme has remained unchanged since. The system’s current insurer is 

the credit insurance division of the Japan Finance Corporation for Small and Medium 

Enterprise (JASME). Since its inception, the government frequently used the guarantee system 

as a convenient tool to stimulate economic activity in the SME sector at times of slow 

economic growth (Uesugi, 2006, p.3). 

From a general perspective the Japanese CGS system resembles its European and American 

counterparts. However, it is worth noting that the share of debt relief assumed by the 

guarantee corporation, as a percentage of the total loan claim outstanding is, in principle, 

100%, which is unique to the Japanese guarantee system. The primary implication of this is 
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that the financial institution bears no default risk, which significantly reduces the institution’s 

incentive to examine and monitor the borrower (Uesugi, 2006, p.4). 

Japan’s economy as a whole experienced an underlying tendency towards recovery in 2007. 

However, regarding the SME sector, there were disparities in the rate of recovery. Given this 

situation a range of guarantees were deployed during 2007. During this year there were 1,09 

million credit guarantee approvals with the amounts of the guarantee totaling 13,3 trillion yen. 

The outstanding guaranted liabilities were 29,37 trillion yen4 at the end of the year (Credit 

Guarantee Corporation, 2008, p.8). 

4.7 The Dutch experience with CGS 

A number of Credit Guarantee Schemes have succeeded each other in Holland since 1915 

when the first SME-specific Credit Guarantee Scheme was formulated.  In 1927 the 

Nederlandse Middenstands Bank (NMB), or “Dutch SME bank” (now a part of the ING bank), 

was incorporated in 1927 with government support, acquiring a monopoly position for state 

guaranteed loans. This monopoly position of the NMB ended in 1976. Today all banks that 

have been recognised by DNB, the Netherlands Central Bank, are at liberty to conclude 

agreements on surety after which guarantee credits may be granted to SMEs (Starmans, 2000, 

p.75).  

Presently, the most extensive SME-specific guarantee scheme in the Netherlands is the SME 

Credit Guarantee Scheme (the Dutch abbreviation is BBMKB) for loans up to NLG 2 million5. 

Other examples are the Special Financing Scheme (RBF) for loans above NLG 2 million 

(Starmans, 2000, p.71). 

Starmans (2000, p.69) cites  a  number of basic principles guiding successive Dutch 

governments in their support to SME Credit Guarantee Schemes, e.g. (i) Financial credit 

guarantee contributions are essentially temporary in nature, (ii) The credits should preferably 

not be provided from the national budget. The banks should finance the credits using funds 

obtained from the market. Government instruments should, where possible, act as a catalyst: 

                                                           
4
 Or 293,7 billion USD calculated at the present exchange rate of 0,01 American Dollars to 1 Yen (April 

2009). 

5
 Aproximately 900000 Euro calculated at the 2002 exchange rate of EUR 0.45 for NLG 1 when the Dutch 

Guilder joined the Euro. 
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they are essentially intended to attract additional capital from the private sector. (iii) The 

assessment of credit guarantee applications and credit management is a specialist area, which 

is best handled by professionals, i.e. commercially operating private banks. Private sector 

involvement is an important way of ensuring a degree of risk-balancing.  

In 1997 the Dutch BBMKB scheme operated with a default rate of about 1.7% of the 

guaranteed credits outstanding at the start of that year (Starmans, 2000, p.73). Again, 

referring specifically to the BBMKB scheme, the scheme requires that the bank itself make 

available a credit facility for at least the same amount (“1:1 ratio”) as the loan for which the 

guarantee is issued (“new money”). The bank bears a 10% share of the risk and expense of a 

guaranteed loan – which, as mentioned above, can amount to no more the half of the new 

credit facility. The guarantee therefore covers 90% of the loan (Starmans, 2000, p.74). 

 4.8 The Danish CGS experience 

Vækstfonden, which was established in 1992, is a Danish government fund under The Ministry 

of Economic and Business Affairs. Since its inception Vækstfonden has contributed towards a 

total of more than 6,5 billion DKK in finance to over 3500 SMEs (Vækstfonden, 2007). 

Vækstfonden can assist businesses either through various types of equity investments or by 

providing loan guarantees to banks. Equity investments are carried out either as direct 

investments or indirectly through one of the 19 Venture Capital Funds where Vækstfonden has 

invested its resources. Since year 1992 Vækstfonden has invested almost 4 billion DKK in these 

19 Venture Capital Funds (Vækstfonden, 2007). In terms of size, the direct investment 

activities largely outweigh Vækstfonden’s loan guarantee activities. In addition to the direct 

investment activities Vækstfonden has two guarantee products in its portfolio. Both of these 

target the SME sector (Vækstfonden, 2007): 

Vækstkaution6: Targets established firms with growth potential. 75% credit guarantee 

coverage is provided for regular bank loans. Maximum size of investment is 5 million DKK.  

Kom-i-gang-lån7: Targets newly started companies. 75% credit guarantee coverage is provided 

for regular bank loans. Maximum size of investment is 0,5 million DKK.  

                                                           
6
 “Growth Guarantee” 

7
 “Start-up-loan” 
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Whereas equity investments mainly target the high growth segment of SMEs with 

international growth potential, Vækstkaution and Kom-i-gang-lån are mainly targeted at SMEs 

with national or regional ambitions of growth. Typically these loan guarantees are used for 

developing an existing firm, generational succession, start-up of companies and new 

investments. 

About two thirds of the loan guarantees provided under the Vækstkaution guarantee scheme 

are used for the purpose of generational succession (Vækstfonden, 2007). 

At the time of the introduction of Vækstkaution back in year 2000 it was expected that the 

guarantee fund could maintain itself relying on continuous refunds from the government. 

However, due to the high level of activity and big losses following the introduction of the 

scheme, this has not been the case. Given the gradual adaptations that have been 

implemented over the years it is now the expectation that revenue and costs from the scheme 

will balance (Vækstfonden, 2007). 

In year 2007 a total of 83 loan guarantees (Vækstkaution and Kom-i-gang-lån) were provided 

amounting to a total guarantee of 149,1 million DKK and total loan amount of 198,8 million 

DKK (Vækstfonden, 2007). 

The expert group (European Commission, 2006, p. 36) stated that “by combining the 

competence and efforts from finance professionals in loan guarantee, equity and mezzanine 

finance teams, Vækstfonden offers an integrated approach to the provision of funding for 

innovative SMEs and puts together a financial package that is adapted to the funding needs of 

each SME in its portfolio”. 

4.9 The Swedish experience in relation to SME support 

ALMI Företagspartner AB is owned by the Swedish government and is the parent company of a 

group of 21 subsidiaries, which are 51 per cent owned by the parent company. Other owners 

are county councils, regional authorities and municipal cooperative bodies (ALMI, 2009, p10). 

ALMI's task is to promote the development of competitive small and medium-sized businesses. 

ALMI complements the market by providing risk capital where no one else does it. Normally it 

is required that another financial institution be involved in addition to ALMI, however in 

exceptional cases ALMI may finance the whole amount on its own. The target group of ALMI is 
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companies with up to 250 employees and there is no upper loan limit for ALMIs financial 

support.  

In order to compensate for risk and in order not to compete with the private market for capital 

ALMI charges a higher interest rate than the average interest rate charged by banks. Normally 

the loan should be paid back in 3-5 years. The financial judgment is based on the strength of 

the business idea and the estimated future profitability of the company. 

ALMI Företagspartner can assist businesses either through various types equity investments, 

direct loans or by providing loan guarantees to banks. The three main financial products of 

ALMI Företagspartner that target the SME sector directly are (ALMI, 2009,p10): 

Företagslån8: targeting new and already established SMEs with up to 250 employees. There is 

no upper limit for the amount that may be applied for.  

Mikrolån: Targeting new and already established micro-enterprises with limited capital needs. 

A loan of 250000 SEK may be disbursed without any security. 

Innovationslån: This type of loan targets new potential innovations at an early stage.  

It is interesting to note that these main products of ALMI are not provided in the form of loan 

guarantees through partnering banks but can be disbursed directly by ALMI. Therefore, these 

products are (in the strict theoretical sense) beyond the scope of this paper. As noted by the 

European Commission (2006, p.18) Sweden together with Bulgaria, Ireland, Latvia have been 

late to establish guarantee mechanisms; though projects have now begun in Latvia and 

Sweden. On the ALMI website there is presently one loan guarantee product available which 

may cover up to 50% of the outstanding amount.  

In conclusion, ALMI is an important complementary source of finance for the Swedish SME 

sector in addition to the private banking system. Since its inception in 1994 ALMI has provided 

16 billion SEK of loan finance to 40000 firms (ALMI, 2009, p13). 

                                                           
8
 “Company loan” 



36 

 

5. Performance of CGS 

This chapter starts out by presenting the important concept of additionality which refers to the 

impact on the borrower. This concept is central to evaluating the performance of CGS since 

most loan guarantee schemes are implemented in order to overcome the financial constraints 

of SME borrowers. 

The end of the chapter presents an overview of indicators of performance suitable for 

monitoring CGS at the levels of guarantor, lender and borrower. 

5.1 Additionality 

The additionality refers to the impact on the borrower. More specifically additionality indicates 

whether previously rationed borrowers receive loans and/or larger loans than would have 

occurred without the guarantee. 

To assess the additionality of a loan it is necessary to estimate the “counter factual”, that is, 

what would the borrower have done without the loan, then compare that with what was done 

with the loan. The counter factual can never be measured so some proxy is needed. Frequently 

this involves comparing the current situation of borrowers with some earlier baseline data, 

and attributing some portion of the observed changes to borrowing. Alternatively, the 

performance of borrowers (the treatment group) is compared with nonborrowers (the control 

group) and any improvement observed in the treatment group is attributed to borrowing 

(Meyer and Nagarajan, 1996,p.3; Vogel and Andams, 1996, p.11). 

As a general rule the literature differentiates between financial and economical additionality. 

The first component of additionality is that SMEs are able to access loans that would not have 

been available in the absence of a scheme, i.e. financial additionality. Guarantee recipients 

should utilize the funds to benefit their own companies and to generate positive externalities 

or ‘spillovers’. These economic and social benefits are encompassed in the concept of 

economical additionality (Boocock and Shariff, 2005, p.428; Green, 2003, p.60). 

Other authors regard improvements regarding the terms of the loan as an expression of 

additionality (lower interest rates, larger loans, improved repayment schedules). Similary, 

some skeptics of the role of credit in development want evidence about how borrowers 

actually benefited, that is did they produce more, earn a higher income, live better etc (Meyer 

and Nagarajan, 1996, p.11). Along this line of argumentation the United States Government 
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Accountability Office (GAO, 2007, p.15) insists on the importance of measuring both output 

and outcome (i.e. How did the recipients fare after receiving the loan?) of loan guarantee 

activities. 

The difficulties involved in correctly measuring additionality explain why there is little evidence 

on the effectiveness of guarantee schemes with regard to additional lending. Most CGS simply 

use the number of borrowers covered by the guarantee and the total value of the guaranteed 

loans to estimate the impact of their operations. This, however, will overstate the true effect 

of the scheme due to intraportfolio and interlender substitution (Green, 2003, p.59). 

As we shall see in the next chapter, during recent years, several authors have made efforts to 

quantitatively measure the level of additionality obtained in a number of CGS. 

5.2 Indicators of performance 

As mentioned at the beginning of the chapter, it is meaningful to differ between monitoring of 

the guarantor, borrowers and lenders.  

5.2.1 Guarantor 

Referring to the list of financial performance indicators in Annex 1 the cost-effectiveness of the 

guarantor can be monitored. Some of the relevant performance indicators are: transaction 

cost per Euro of guarantee issued, recovery rate, average number of days taken to issue a 

guarantee, average number of days to pay out a claim, number and value of guarantees issued 

etc. 

The financial sustainability of the guarantor will depend on the capacity of the guarantor to 

cover its costs (mainly from operational costs and defaults) either through charging fees to its 

clients, direct subsidies from donor agencies or revenue from investing the guarantee fund 

itself.  

The percentage of all bank loans to SMEs subject to guarantees in the country of operation can 

be a good indicator of the overall impact of the scheme. 

The degree of leverage is a good indicator of how successful the CGS is at exploiting the 

guarantee fund. However, a high leverage achieved by granting a large number of guarantees 

can theoretically both contribute to and threaten a scheme’s sustainability. Experience has 

shown that long-established schemes operating in industrialised countries with stable financial 
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sectors may achieve a leverage of up to 26 times of the fund’s value. In developing and 

emerging economies with unstable macroeconomic environments, by contrast, it is advisable 

to adopt a more conservative stance and to restrain the leverage to five or at most ten times 

the fund’s value (Green, 2003, p.49).  

A low default rate may imply limited activity and high risk aversion. However, of the default 

rate is allowed to rise above a certain level, it will naturally threaten the financial sustainability 

of the scheme. The importance of this indicator may be illustrated by the fact that the primary 

cost of most CGS is that of honoring defaults. 

5.2.2 Borrowers 

The concepts of financial and economical additionality (presented at length above) cater well 

for documenting the impact of the CGS on borrowers. 

However, it should be stressed here that even though the understanding of the financial 

additionality often is limited to the number of additional loans this concept also covers loan 

conditions e.g. larger and longer term loans, reduction in collateral requirements and/or 

interest rates, rapid loan processing (as compared to what is otherwise available on the 

conventional loan market). 

5.2.3 Lenders 

One important dimension of the participating lenders’ performance is their behavior and 

attitude towards SMEs. However, the most tangible parameter of performance of participating 

lenders is the claims rate.  
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6. The performance of individual CGS  

This chapter presents a number of quantitative approaches to the measurement of 

performance from an arbitrarily selected number of individual CGS from a number of 

countries. The dual purpose of the presentation is to identify and comment on the measured 

effects of CGS as well as the methodological challenges involved in conducting such 

measurements. 

As we look at these measures of performance, it should be stressed that although some 

countries have had very extensive credit guarantee schemes, with the stock of guarantees in 

both Japan and Korea exceeding 5 percent of GDP in 2008 (Honohan, 2008, p.21) schemes in 

most countries have typically covered only a small fraction of total SME lending with 

guarantees accounting to a fraction of one percent of GDP.  

6.1 Performance of loan guarantees  in Italy 

In a recent article Zecchini and Ventura (2009, p.192) aimed at providing convincing 

econometric evidence that, in a country specific context such as the Italian one, a properly 

designed CGS can increase credit availability for SMEs, reduce their borrowing costs, at the 

same time without being financially unsustainable. 

For this purpose they studied data describing the performance of Italy’s State-funded 

guarantee scheme for SMEs (SGS).  As described earlier in the introduction to Italy’s credit 

guarantee system, it is a complex system based on a mix of private and public funding with (as 

a general rule) a number of (i) mutual guarantee institutions acting at the grass root level and 

(ii) private banks acting as intermediaries providing the actual guarantee services to the 

enterprise sector and (iii) public funds, set up at State and Regional government levels, for the 

purpose of offering guarantees, i.e. insurance and/or reinsurance services to the institutions 

involved (Zecchini and Ventura, 2009, p.193). The SGS is the biggest one of three state funds 

actually operating at the third level in the system described above. 

The data set consisted of financial data on 1243 firms which had received a credit guarantee 

which were compared to 10018 non-guaranteed firms. 

Through statistical analysis the performance of a group of SMEs that benefited from a loan 

guarantee was compared to a control group made out of a sample of comparable firms.  The 

findings confirm the presence of a causal relationship between the State guarantee and the 
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higher debt leverage of guaranteed firms, as well as their lower debt cost. (Zecchini and 

Ventura, 2009, p.191).  

It was further observed that given that the Fund’s guarantee capacity is currently € 233.5 

millions. By applying a gearing ratio over its capital base, the Fund has guaranteed loans 

amounting to 4.6 billions in its 6 years of operation. This corresponds to just around 3% of total 

lending that small enterprises belonging to the sectors covered by the fund were granted in 

2005 (Zecchini and Ventura, 2009, p.195). It was further observed by the authors that given 

the relative modesty of these figures, it is apparent that this mechanism is in no position to 

have a significant impact either on the economy, or on promoting entrepreneurship to a 

significant scale. 

Zecchini and Ventura (2009, p.195) found that the fund had shown a significant degree of risk 

aversion. Referring to allocation patterns across economic sectors, it appeared that the fund 

had been mainly used to support already existing industry and services rather than to more 

than to open up new opportunities in technology, investment and production, that involve 

higher risks and more innovative enterprises. 

In line with this cautious lending behavior, the losses deriving from non-repayment of loans 

were as low as 0.25% for the period 2000–2004 (Zecchini and Ventura,2009, p.197). Similarly, 

the default ratio (i.e. defaulted loans as a ratio to guaranteed loans) is also much lower than 

that of Italy’s banking system, being 1.83% against 5.89% for banks’ loans to the private non-

financial sector. 

In a similar study to that of Zecchini and Ventura (2009) empirical evidence of the effect of 

guaranteed loans data on over 50,000 individual lines of credit granted by a large sample of 

Italian banks was statistically analyzed (Pozzolo and Einaudi, 2004). Pozzolo and Einaudi (2004) 

looked at two types of guarantees (i) traditional collateral and (ii) loan guarantees provided by 

a third party (external grantor). They arrived at two main findings. First, borrowers with higher 

ex-ante probability of default are more likely to be required to post guarantees (either in the 

form of collateral or third party guarantees). Second, controlling for borrowers’ risk, secured 

loans carry lower interest rates than unsecured loans (Pozzolo and Einaudi, 2004, p.3). 

Comments: From the article above by Zecchini and Ventura (2009) we retain that from a purely 

financial perspective the Italian loan guarantee system is in good shape, with non-repayment 

of loans as low as 0,25% and average default rate below 2%. Furthermore, referring to the 



41 

 

statistical analysis conducted by the authors we retain (i) the higher debt leverage and (ii) 

lower financial cost of firms benefitting from the guarantee. 

However, in spite of these positive results, the modest size of the re-insurance scheme leads the 

authors to conclude that the scheme will not have any significant effect neither on the 

economy as a whole nor in terms of promoting entrepreneurship. 

In relation to additionality, the extremely low default rate could indicate risk-averse behavior 

on behalf of the loan guarantee institutions. Furthermore, pointing in the same direction, the 

authors mention that there has been more focus on existing firms than on new risky ventures. 

Finally, we note with great interest that the second article (Pozzolo and Einaudi, 2004) concurs 

with the first article (Zecchini and Ventura, 2009) that guarantees do indeed reduce the interest 

rates charged by banks. The theoretical explanation for this is that the guarantee reduces the 

risk exposure of the bank. 

6.2 Additionality in Canada 

In an effort to measure the additionality of loan guarantees Riding and Haines (2001, p.608) 

relied on data from a telephone survey conducted by the Canadian Small Business Loans Act 

(SBLA). They estimated that 74000 new jobs were attributable to the 48500 businesses that 

received SBLA loans during 1995 (1,5 jobs per borrower firm). In comparison, during the same 

period, in the 850000-firm control group 136000 jobs were created (0,16 jobs per firm). Riding 

and Haines (2001, p.609) thus estimated the incremental impact of the program to be of the 

order of 66000 jobs.  

In another survey aiming to measure additionality, Riding et al. (2007) developed an 

alternative methodology. To start with, they acknowledged the fundamental observation 

made by Vogel and Adams (1996, p.11), that measuring additionality requires an assessment 

of what would have happened if what did happen had not happened (the counterfactual).  

The methodology used was based on the analysis of data from a large-scale survey of SMEs 

borrowing experiences. The first step of the work derives a statistical model of lending 

outcomes based on loan applications by firms that did not uses the loan guarantee scheme. 

This statistical approach is not unlike credit scoring models widely used in SME banking. The 

second step of the work uses the resulting credit scoring model to “score” a sub-sample of 

firms that had received loan guarantees. Thus, the model provides a prediction of what the 
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lending decision outcome would have been in the absence of a loan guarantee program for a 

sub-sample of firms that had in fact received guaranteed loans (Riding et al., 2007,p.52). The 

survey was conducted in 2001 and polled the owners of more than 19000 Canadian SMEs with 

respect to their financing experiences during the year 2000.  

Term loans were the focus of the study because term loans are the only form of financing that 

qualifies for the CSBF. Of the 809 term loan applications, 101 loans were identified by the 

respondents as guaranteed and met the eligibility requirements of the CSBF (loans were for 

less than $250000 and from firms with annual sales revenues of less than $5 million). In 

addition, 281 other applications were not guaranteed but were from firms with annual sales 

volumes of less than $5 million. This subset of loan applications was used as the basis for 

development of the logistic regression (credit scoring) model of loan decision outcomes (Riding 

et al., 2007, p.53). Their analysis resulted in an additionality estimate of 75%. 

Comments: The first of the two articles (Riding and Haines, 2001) refers to a standard 

telephone survey used by many CGS to measure the impact of their actions. It should be 

mentioned there are good reasons to be critical towards this kind of “light-weight” approach. It 

is quite obvious that real data obtained from the databases of private banks and government 

institutions is preferable to information quoted by a respondent during a telephone interview. 

The second of the two articles (Riding and Haines, 2007) is innovative in its approach , as it 

relies on credit scoring in order to objectively determine an estimate of additionality. It is 

however surprising that even the second article is to a large extent based on survey data 

instead of primary sources. 

6.3 Performance of SBA guaranteed loans in the USA 

A recent report by the United States Government Accountability Office (GAO, 2007) evaluates 

the performance of the Small Business Administration’s (SBA) efforts to financially support the 

SME sector. For this purpose GAO concentrated on the 7(a) program which guarantees loans 

made by commercial lenders – mostly banks – to small businesses for working capital and 

other general business purposes. SBA’s share of loans guaranteed by the 7(a) program was an 

estimated 4,1 percent of all outstanding small business loan dollars for loans under $1 million 
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($24,7 billion out of $600,8 billion). 

 

Figure 4: Loan Volume for 7(a) and Conventional Small Business Loans, 2005 (GAO, 2007, p.7) 

The 7(a) program contributes towards the SBA goal of “increasing small business success by 

bridging competitive opportunity gaps facing entrepreneurs.” The SBA breaks this down into 

the following three long-term objectives: (i) start-ups, (ii) existing small businesses, and (iii) 

businesses whose owners face “special competitive opportunity gaps,” such as minority- or 

female-owned businesses. Thus, every year SBA publishes data that on loan guarantees 

provided to each of the target groups defined above. 

GAO (2007, p.15) indeed found that these performance measures were clearly reliable, clearly 

defined, and objective. However, a major criticism provided by GAO was that while these are 

excellent output measures, SBA does not collect any information that discusses how well firms 

are doing after receiving 7(a) loans (outcomes).  

For their analysis of the performance of the SBA 7(a) program GAO had access to SBAs 

database which contained information on 192741 loans approved and disbursed between 
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2001 and 2004.  These data were compared to a “representative sample” of SMEs provided by 

SSBF9 . 

Some of the findings of the evaluation were: 7(a) loans went to certain segments of the small 

business lending market in higher proportions than conventional loans. For example, 28 

percent of 7(a) loans compared with an estimated 9 percent of conventional loans went to 

minority-owned small businesses from 2001 through 2004. In addition, 25 percent of 7(a) 

loans went to small business start-ups, while the overall lending market served almost 

exclusively established firms (about 95 percent). A more similar percentage of 7(a) and 

conventional loans went to other segments of the small business lending market, such as 

businesses owned by women or located in distressed neighborhoods. Finally, the 

characteristics of 7(a) and conventional loans differed in several ways. For example, 7(a) loans 

typically were larger and more likely to have variable rates, longer maturities, and higher 

interest rates than conventional loans to small businesses. (GAO, 2007, p.5). 

 

Figure 5: Percentage of Small Business Credit Scores (2003-2006) for Firms That Received 7(a) and 

Conventional Credit in D&B/FIC Sample (1996-2000), by Credit Score Range. 

                                                           
9
 Survey of Small Business Finances (SSBF). The SSBF initially selected 37,600 firms from D&B’s Dun’s 

Market Identifier file, of which 9,687 passed to the main questionnaire stage, and 4,268 firms completed 

their interviews, resulting in a weighted overall response rate of 32.4 percent. These firms represent 6.3 

million small businesses. Firms eligible for the SSBF include for-profit, nonagricultural, nondepository 

institutions, nongovernment businesses in operation in December 2003 and during the interview, that 

also had less than 500 employees.  www.federalreserve.gov/pubs/oss/oss3/nssbftoc.htm 
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Using a similar approach to Riding et al. (2007, p.53) the GAO report (2007, p.27) compared 

the credit scores of small businesses that accessed credit with the assistance of SBA to those 

that accessed credit without the assistance of SBA (see Figure 5 ). For this purpose a database 

developed by two private business research and information providers was relied upon10.  In 

the comparison of firms that received 7(a) loans and those that received conventional credit, 

the GAO report (2007, p.27) found that for any particular credit score band the differences 

were no greater than 5 percentage points and the average difference for these credit score 

bands was 1.7 percentage points. This is quite problematic, since it indicates a low degree of 

additionality of loans accessed with SBA assistance. However, GAO (2007, p.28) indicate that 

there are good reasons to interpret their data with caution, especially the fact that the credit 

scores for the businesses receiving 7(a) loans dated from 2003 to 2006 and the credit scores 

used for conventional businesses dated from 1996 to 2000. In relation to the comparison of 

credit scores (see Figure 5) it is furthermore instructive to read SBA’s official comments to the 

GAO report: “The higher score bands (less risk) consistently show a lower percentage for 7(a); 

while the lower score bands (greater risk) consistently show a higher percentage for 7(a). It is 

in the riskier bands where the differences in the two portfolios are exposed” (GAO, 2007, 

p.64). 

The default rate on SBA 7(a) guarantees, measured as the claims paid by SBA as a percentage 

of the balance of loans outstanding, has dropped from 4% in 1990 to only 2% during the late 

1990’ies up to year 2005. If the default rate is expressed over the lifetime of the loan instead, 

the statistics similarly indicate a drop in the default rate from 16% in 1990 to roughly 8% 

during the late 1990’ies up to year 2000 (CBO, 2007, p.9-10). 

In reflection of the declining default rate the estimated subsidy costs (expressed as percentage 

of loan amounts) have similarly been declining. From the beginning of the 1990’ies there has 

been a gradual drop from 2% in the estimated credit subsidy rate down to below 1% around 

year 2000. As a matter of fact, the estimated credit subsidy rate in year 2006 was zero, and the 

SBA 7(a) program was referred to as a “zero credit subsidy” program (GAO, 2007, p.33). Of 

course, such estimates should be interpreted with caution, since the final subsidy cost can only 

be known when the loans have been reimbursed in full. 

                                                           
10

 The Dun & Bradstreet Corporation and Fair Isaac Corporation (D&B/FIC). 
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Comments: The data above suggest some degree of additionality in indicating that many of the 

loans approved under the 7(a) program would never have been given without the presence of 

SBA. Especially the important percentage of SBA assisted loans that reach minority owned 

businesses and start-up businesses (as compared to conventional loans) responds well to SBA’s 

objectives.   However, the criticism expressed by GAO (2007, p.15) regarding SBA’s inability to 

correctly record how well firms fare after receiving 7(a) loans (outcomes) appears to be valid. 

 Furthermore, the fact that GAO (2007, p.27) only found limited differences in the credit scores 

of borrowers with 7(a) versus conventional loans is not encouraging for SBA and requires 

further analysis. As correctly observed by GAO (2007, p.38): “Recognizing the limitations 

associated with these (credit scoring) data, in the future analyzing more comparable data on 

credit scores for small business borrowers with conventional loans may provide SBA and others 

with a more conclusive picture of the relative riskiness of borrowers with 7(a) loans and 

conventional loans”.  

6.4 Additionality of SBA guaranteed loans in the USA 

Craig et al. (2008, p. 351) set out to verify whether government sponsored small business 

credit programs enrich poorer areas. In order to conduct their analysis they had access to loan-

specific data (including borrower and lender information) on all SBA-guaranteed 7(a) loans and 

504 loans from 1991 to 2001.  They further relied on data on economic conditions from the 

National Bureau of Economic Research (NBER), the Bureau of Labor Analysis (BEA) and the 

Bureau of Economic Analysis (BEA) for the same period of time. 

They assumed that to the extent that SBA lending programs soften credit market frictions, 

there should be a positive relationship between SBA guaranteed lending and the level of 

employment, especially across less developed low-income markets. They therefore statistically 

tested whether a measure of the normalized amount of SBA guaranteed lending in a local 

market is correlated with relatively higher levels of  employment in low-income areas. 

Using the local market employment rates as their measure of economic performance, they 

found a positive and significant correlation between the average annual level of employment 

in a local market and the level of SBA guaranteed lending in that local market. Furthermore, 

the intensity of the correlation was found to be much larger in low-income markets (Craig et 

al., 2008, p. 345).  In other words the study suggests that SBA has a small but significant 

positive effect on the rate of economic growth in local geographic markets. 
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However, in their comments the authors did note that, in the absence of independent data on 

non-guaranteed small business lending by district, it is impossible to rule out the interpretation 

that the data on SBA loan guarantees is simply proxying for all small business lending in the 

market (Craig et al., 2008, p.357).  

Comments: The study shows a different approach to measuring performance of a CGS focusing 

on what was called the economical additionality in chapter 8. The authors’ own comment 

regarding the difficulty of statistically isolating the effect of the SBA loan program from is 

probably representative of the challenges facing researchers working with such data sets. 

6.5 Performance of the SFLG in the UK 

Based on data from Bank of England, it is estimated  that the Small Firms Loan Guarantee 

Scheme (SFLG) represents in the region of 2% of all term lending to SMEs (Graham, 2004a, 

p.16). This indeed indicates that the program will only have a limited effect on the economy as 

a whole. 

While not a performance indicator per se, it can be instructive to study Figure 6 below showing 

the number of SFLG loans and their total value per year over the history of SFLG. 

Graham (2004a, p.17) cites various factors driving changes in the volume and value of lending: 

• Internal factors include: maximum loan size, eligibility criteria and paperwork, plus the 

commercial realities of the prevailing guarantee rate and government premium.  

• External factors include: The state of the economy and lenders’ appetite for risk, level 

of public awareness, and alternative sources of financing (for instance housing equity).  

It is clear that at any one time a complex mixture of factors influence uptake of SFLG, and that 

identifying the key drivers of SFLG uptake is difficult. 
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Figure 6: Number (purple colour) of SFLG loans and total value (black colour) in million £ per year over 

the history of SFLG (Graham, 2004a, p.17) 

It is similarly instructive to study the fluctuations of the default rate over the years: 

 

Figure 7: Overall default rate for loans made 1985-2000 (Graham, 2004a, p.26). 
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Even though the default rate has decreased a substantially during the reported period, it is still 

high compared to observations from CGS in other countries. In comparison to Figure 7, it 

should be mentioned that the default rate on regular loans to SMEs in the UK is around 4%. 

Graham (2004a, p.26) raises the question whether the elevated default rates illustrated in 

Figure 7 are due to sound reasons or due to inefficiencies in the scheme that incentivise its use 

for poor credit propositions.  

Comments: One interpretation which could be given to figure 7 and Figure 7 is that these 

graphs indicate the fluctuations of a government operated politically motivated CGS. Other 

possible explanations for this poor performance may be found in previous chapters about the 

operational modalities of CGS. The fact that this UK scheme might be better at targeting young 

start-up businesses than comparable schemes in other countries can indeed explain some of 

the poor performance, since the majority (55%) of UK loans were made to businesses less than 

2 years old, and loans to start-ups represented 32% of all loans made (Graham, 2004, p.18). 

However, average default rates of more than 30 percent are unacceptable from a financial 

sustainability point of view. It appears that this UK scheme has not managed to strike a 

balance between achieving optimal additionality versus diversification of risk. 

We recall that Riding and Haines (2001, p.600) criticized the UK scheme of relying on a selective 

approach which involves the guarantor in the loan approval step, at least in name. This is time 

consuming, costly, and at variance with the idea that commercial lenders are best equipped to 

make credit decisions. It is interesting to note, that in line with this criticism, the Graham 

Review recommended that management of the SFLG be conducted on a portfolio basis as 

opposed to a loan-by-loan approach (Graham, 2004, p.4).  

6.6 Loans to Swedish SMEs – ALMI Impact Study 

The information in this section is mainly based on an impact study on ALMI’s financial support 

to the SME sector which was undertaken by the Swedish Institute for Growth Policy Studies 

(ITPS, 2002).  

As found in the introductory section about ALMI’s financial support to the SME sector, ALMI is 

providing most of its support in the form of direct loans to SME’s, i.e. a type of directed credit 

(and not in the form of loan guarantees). Therefore, in the strict sense, ALMI’s financial 

support to the SME sector is beyond the scope of this paper.  
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However, given the special characteristics of the impact study, it was deemed relevant to 

include it in the present paper. These characteristics were:  

• The quality of data, which enabled the authors to conduct an analysis of outcomes as 

opposed to mere outputs. 

• The general lessons for future financial support to the SME sector which could be 

drawn from the report.  

As a point of departure this study (ITPS, 2002, p.51) disqualifies previous surveys of support to 

the SME sector based on telephone interviews of the target groups (that have previously 

received the support). Such surveys will inevitably yield a positive result. A more rigorous 

statistical approach is suggested where the effect on the target group be compared to a 

control group. This approach however involves the problem of indentifying a reasonably 

representative control group, e .g. if we assume that companies typically receiving ALMI 

financial support are growth companies, comparing these to normal “bread-earner”-

companies might overestimate the effect of ALMI’s support (ITPS, 2002, p.58). 

The data set included in the survey contained:  

1) Data provided by ALMI on all companies that had received financial support from 1996 

to 1998. 

2) SCB11 provided coupled data (turnover, employment, branch, location etc.) for all the 

company data provided by ALMI. 

3) SCB constructed a set of control groups with matching characteristics (turnover, 

employment, branch, location etc.) to those of ALMI’s customer companies. 

The data set for 1996 from ALMI included 3797 customer companies of which 2120 were 

shareholding companies (ITPS, 2002, p.59). For the purpose of further analysis the data was 

divided into cohorts. Cohort 1: Established companies12 receiving ALMI support. Cohort 2: 

                                                           
11 Statistics Sweden (SCB) is a government agency that produces statistics.  

12
 i.e. with an annual turnover exceeding 100000 SEK throughout the period from 1993-1996. 
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Start-up companies13 receiving ALMI support. Cohort 3: All active companies receiving ALMI 

support. Cohort 3 thus included both Cohort 1 and Cohort 2. 

The report prepared by the Swedish Institute for Growth Policy Studies (ITPS, 2002, p.83) 

stresses that the key question to be posed in relation to evaluating financial support to the 

SME sector is: What would have happened if the support had not been provided?  

A key conclusion from the study is that if one examines the overall development of both those 

companies that did receive ALMI support and the companies in the control group, it turns out 

that the companies that had received ALMI financial support in 1996 perform better. However, 

a problem with this conclusion is that it does not consider whether the companies were start-

ups or long established companies. 

However, if the companies are divided into established companies (Cohort 1) and start-up 

Companies (Cohort 2) it turns out that: 

• Start-up companies receiving ALMI financial support indeed do perform significantly 

better in terms of turnover than start-up companies in the control group. 

• Established companies receiving ALMI financial support do not perform significantly 

better in terms of turnover than companies in the control group. 

Furthermore, it was found that the statistical turnout of the survey was propelled by the 

development in a limited number of companies. The average company both among those that 

received ALMI financial support and those in the control group was a company that did not 

develop radically (ITPS, 2002, p.83). This is a problem in relation to ALMI’s overarching 

objective of promoting growth of the supported companies. 

Finally, the fact that start-up companies receiving ALMI-support statistically outperform those 

in the control group may indicate that ALMI’s efforts are more effective when they target small 

newly started companies. However, one should be aware that companies in the control group 

probably do not have the same ambitions of growth (ITPS, 2002, p.84). 

                                                           
13

 i.e. with an annual turnover exceeding 100000 SEK in the year 1996 
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Comments: It should be emphasized again that the financial support provided by ALMI is an 

example of directed credit, i.e. it is not a CGS. However, given the many similarities between 

CGS and directed credit, it was deemed relevant to include the findings of this study here.  

One of the interesting features of the ALMI study is that it is drawing on two types of primary 

data from ALMI and SCB
14

 respectively: (i) financial characteristics of the firms and (ii) 

economical performance of the firms following the financial assistance from ALMI. From a 

theoretical stand point such a data set should make it possible to establish both the financial 

and economical additionality of the program. 

The study found that start-up companies receiving ALMI financial support did perform 

significantly better in terms of turnover than start-up companies in the control group (i.e. proof 

of economic additionality). This is indeed an interesting finding since, as a matter of fact, it 

underpins the recommendations of many publications about CGS, which argue that eligibility 

should be limited to start-ups and early stage businesses (Graham, 2004, p.19; European 

Commission, 2006, p.21). Further underpinning these recommendations (emphasizing a focus 

on start-up SMEs) the study found that established companies receiving ALMI financial support 

did not perform significantly better in terms of turnover than companies in the control group. 

6.7 CGS at times of slow economic growth – lessons from the USA  

Hancock et al. (2007, p.4) used annual state-level , U.S. data for banks and small businesses for 

1990-2000 to estimate (i) to which extent lower bank capital and higher interest rates affected 

businesses of various sizes, (ii)  to which extent Small Business Administration (SBA) 

guaranteed loans cushioned the real activities of small businesses in particular and the 

economy more generally, and (iii) whether the sizes of these effects were larger during 

recessions or when interest rates were higher.  

Hancock et al (2007, p.4) found that bank capital had significant effects on small businesses 

and that those effects tended to be larger for the smaller of small businesses. They also found 

that bank capital effects tended to be larger for smaller banks. They further found that SBA-

loans in general increase economic growth rates, employment and incomes.  

                                                           
14

 Statistics Sweden (SCB) is a government agency that produces statistics. 
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Indications were that SBA guaranteed loans were particularly effective during times of tighter 

economic policies and slow economic growth. The authors concluded that SBA loan guarantees 

may have contributed to stabilizing the economy.  

Comments:  The article describes the particular difficulties to obtain finance experienced by 

SMEs during times of recession as compared to larger companies and how loan guarantees can 

help to reduce these constraints. However, while these findings are encouraging, it should be 

emphasized that since the SBA loan guarantee program only covers in the range of 4% (GAO, 

2007, p.7) the overall effect on the economy is bound to be quite limited. 

6.8 CGS at times of slow economic growth – lessons from Japan 

It is argued that the global credit crunch is having an especially negative effects on the SME 

sector’s ability to secure loans, e.g. on the 14th of January 2009 the British government 

announced that the government would partially guarantee up to £20 billion ($29 billion) of 

loans to small and medium-sized enterprises. Similarly, Germany has implemented a loan 

guarantee scheme of 100 billion Euro (Economist, Jan 15th, 2009).  

These actions resemble efforts implemented by the Japanese government during the Japanese 

banking crisis. For a limited period of time (1998-2001) the Japanese government guaranteed 

30 trillion15 yen worth of loans (or about 10% of total lending) to small- and medium-sized 

enterprises (SMEs) in a program officially known as the “Special Credit Guarantee Program for 

Financial Stability” (SCG program). Its intent was to alleviate the effects of a severe credit 

crunch among SMEs brought about by a contraction in the financial sector (Uesugi et al., 2006, 

p.2).  

As already mentioned a general feature of the Japanese loan guarantee system is that it offers 

100% credit guarantee to participating financial institutions, thus potentially increasing 

problems of moral hazard. Furthermore, particularly regarding the “Special Credit Guarantee 

Program for Financial Stability” (SCG program) a resilient feature was the loose examination 

policy. An applicant could be rejected for a guaranteed loan only under certain conditions: 

significantly negative net worth, tax delinquency, default, or window dressing of balance 

sheets. Needless to say it was very difficult to be rejected. Thus, an impressive number of small 

                                                           
15

 Approximately $300 billion USD at the current exchange rate of 0,01 American Dollars to 1 Yen (April 

2009) 
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businesses (1.7 million approvals totaling about 28.9 trillion yen in guaranteed loans) benefited 

from the SCG program. 

Given its temporary nature this Japanese loan guarantee program provides an excellent study 

case in that it was massive, temporary, and uniformly available to almost all SMEs. 

 

Figure 8: Guaranteed loans outstanding in Japan (Uesugi et al., 2006, p.22). 

  

In their study Uesugi et al. (2006, p.2) intended to determine if government intervention can 

improve the efficiency of credit allocation among bank-dependent small businesses. In other 

words, these authors set out to test, whether government credit programs do more to 

stimulate small business investment, or serve to worsen the adverse selection problems 

prevalent in credit markets. Following this line of argumentation, the loan guarantee system 

will have a net positive effect only in cases where the positive impact of intervention, the 

“investment effect,” outweighs the negative impact of intervention, the “adverse selection 

effect”. For this purpose Uesugi et al. (2006) relied on a firm-level data set of 24416 SMEs of 

which 9408 had participated in the program.  

They found that users of the program, relative to non-users, became increasingly more 

dependent on loans. Users increased their leverage by 2.71%, while non-users decreased their 
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leverage by 1.35%. SCG users, therefore, increased their holdings of debt by 4.06% more than 

non-users. Furthermore, users increased their dependence on long-term loans by more than 

non-users, as shown by the 2.49% increase in the long-term borrowing ratio for users, and the 

1.31% decrease for non-users. The opposite is true for the short-term borrowing ratio, where 

users decreased their holdings of short-term loans by 0.69%, while non-users increased their 

short-term borrowing by 0.27% (Uesugi et al., 2006, p.9). 

It was found that investment, as measured by the change in the fixed tangible asset ratio, 

increased more among users than non-users. Furthermore, the ROA of program users 

increased by 0.5% more than non-users, thus providing evidence that the SCG program 

resulted in significant improvements in efficiency. 

According to the calculations of Uesugi et al. (2006, p.13) the program would break even if the 

SCG users could maintain their profit margins at the 2006 level for seven to twelve years to 

follow. 

Based on these findings Uesugi et al. (2006, p.12) suggested that the SCG program indeed did 

positively affect the Japanese economy by stimulating investment. This contrasts strongly with 

the publicly held view that the program worsened adverse selection and moral hazard 

problems and led to the misallocation of funds. 

Comments: The CGS described in this article is much larger in terms of both its scale and scope 

than any of the other CGS programs described in this paper. 30 trillion yen worth of loans (or 

about 10% of total lending) to small- and medium-sized enterprises (SMEs) is a considerable 

figure, mobilized in such a short lapse of time. 

This empirical study concludes that SMEs participating in the scheme significantly increase their 

leverage, particularly their use of long-term loans, and with the exception of high-risk firms, 

become more efficient. Overall, these findings suggest that government interventions in credit 

markets can be beneficial. Moreover, a relevant observation of Uesugi et al. (2006, p.13) is that 

provided that users maintain their profit margins at the 2006 level for seven to twelve years 

following the implementation of  the program, it could break even. 
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7. Discussion 

First of all, the present paper is delivered at the height of a global financial crisis and loan 

guarantee stimulus packages are launched one after the other, e.g. on the 14th of January 

2009 the British government announced that the government would partially guarantee up to 

£20 billion ($29 billion) of loans to small and medium-sized enterprises and Germany has 

similarly implemented a loan guarantee scheme of 100 billion Euro (Economist, Jan 15th, 

2009). The present discussion is not intending to take an active part in the actual debate for or 

against government involvement in financial markets which is a wider debate between 

promoters of Keynesianism versus Monetarianism.  

However, it is interesting to note that many of these stimulus packages recognize and stress 

the fact that credit rationing is inherent to the way financial markets operate in general and in 

particular at times of a financial crisis. Again, the wider debate regarding whether prevailing 

rates of credit rationing and unemployment (above some “natural rate”) should be left to the 

market forces or to be dealt with through interventionist government policies is beyond the 

scope of this discussion. Instead, reflecting the contents of earlier chapters of this paper, the 

present discussion will focus on the fact that CGS have indeed emerged as one of the policies 

of choice by politicians who wish to promote private sector growth in general and growth of 

the SME sector in particular. The discussion will therefore mainly comment on the qualitative 

and quantitative evidence regarding the operation and impact of CGS which has emerged 

following the implementation of a number of CGS across various countries during recent 

decades.  

7.1 What are the experiences in terms of different modes of 

operation?   

The presentation regarding modes of operation of CGS in chapter 7 indicated that there is a 

whole range of different approaches to CGS. The best practice below will recapitulate the main 

findings from the preceding chapters.  

7.2 Is it possible to identify a best practice? 

Given the multitude of contexts into which CGS are deployed, it is obvious that defining a 

general best practice only makes sense from a strictly theoretical point of view. 
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The best practice below has been defined with the long term sustainability of the CGS in mind. 

This long term sustainability of the CGS will depend on the ability of the scheme to strike a 

balance between achieving optimal additionality versus diversification of risk. As mentioned 

earlier, the expert group (European Commission, 2006, p.29) observed that if too much priority 

is given to the additionality of a portfolio of a CGS, there is a risk that it focuses exclusively on 

the margins of the market rather than the core, which entails certain risks. 

• Mutual credit guarantee scheme: A mutual CGS represents the ideal membership 

based form of CGS as opposed to a government owned and operated CGS. It could be 

argued that it makes more sense to have a member based mutual CGS which provides 

loan guarantees to its members, in line with their particular financial needs, as 

opposed to a government operated CGS. It is obvious that a member based 

organization can have a strong potential edge in terms of decreasing asymmetry of 

information as compared to an external actor. It may further be argued that even in 

places where mutual CGS are not yet a reality, measures could be taken to gradually 

increase the participation of the beneficiaries in the scheme both (i) financially by 

contributing towards the equity of the fund through membership fees and (ii) by 

inviting beneficiaries to actively take part in general assemblies and be represented on 

the board of the CGS. Mutual CGS can be further enhanced through proper 

government policies including government backed counter-guarantees provided to 

mutual CGS. 

• Separate legal entity: The CGS should be established as a separate legal entity with a 

clearly distinguishable management and board of trustees. The CGS will thus be 

obliged to regularly report in accordance with International Financial Reporting 

Standards (IFRS). Being a separate legal entity will further increase the confidence in 

the institution from private banks, especially if the bank itself is represented on the 

board together with a broad array of the other stakeholders in the scheme, i.e. both 

borrowers and lenders. Furthermore, provided that the CGS is the formal owner of the 

credit guarantee fund (upon which the CGS is based) the CGS will be insulated from 

the vagaries of political life including day to day budgetary cuts etc. Finally, being a 

separate legal entity regulated by the financial laws of the country of operation is the 

best way to protect the confidentiality of the private clients of the scheme. 
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• Limited role of the government: The presence of CGS may be desirable for the 

development of the SME sector. Provided that these organizations do not emerge by 

themselves the government could provide support for the establishment of CGS. The 

role of the government should be strictly limited to the establishment and funding.  

Following establishment and funding there should be a clear exit strategy including 

the formal establishment of the CGS as (i) a separate legal entity (ii) a membership 

based organization, as described above. 

• Eligibility criteria:  Several authors recommend that CGS should operate with a narrow 

focus on small SMEs in the start-up phase (Bank of England, 2003, p.2; Graham, 2004, 

p.14; European Commission, 2006, p.21). It is further argued that larger already 

establish SMEs are de facto not suffering from credit rationing.  

• Use of credit scoring: A well established credit scoring tool for selection of eligible 

beneficiaries of the CGS should be used in order to ensure that financial resources are 

canalized towards investment projects with an objectively verifiable, while not fool 

proof, additionality effect. Ideally all clients who pass the eligibility test would directly 

qualify for a conventional bank loan, whereas those clients not passing the test would 

be the purpose of further investigations in order to establish whether they could 

qualify for the CGS. 

• Application of a portfolio approach: Because commercial banks are usually better 

than government institutions in identifying which projects to support.  

• Simple and transparent fee structure: The fee should be high enough to deter 

unconstrained firms from applying to the program, and low enough to allow 

constrained firms to take on debt. 

• Risk management: In order to keep moral hazard at reasonable levels it is essential 

that (i) the borrower substantially contributes in kind towards the proposed project for 

which financing is requested and (ii) that the credit guarantee percentage for the 

unsecured part of the loan be set well below 100 per cent in order to properly share 

the risk between the CGS and the participating bank (iii) that there be a ceiling to 

lending to each individual client (e.g. the guaranteed amount of a single client may not 

exceed a certain percentage of the accumulated exposure of the whole CGS portfolio).  
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• Sources of funding: In relation to the management of risk, the CGS should itself strive 

to access several sources of funding, e.g. to rely on a mixture of private and public 

funding from participating banks, national government and possibly from international 

organizations. It will only be likely for the CGS to access such funding by proving to 

potential funding agencies that it can deliver consistent results both in terms of 

additionality and diversification of risk. 

• Claims handling: A timely, efficient and transparent procedure for triggering claims is 

important in order to maintain a good working relationship to private banks 

participating in the scheme. 

7.3 How can performance of such loan guarantee schemes be 

measured? 

Any measurement of performance requires clearly stated objectives which can help identify 

what parameters are needed in order to determine whether objectives are being met. 

Furthermore, any measurement of the performance of a CGS must clearly define whether the 

measurement is conducted at the level of the guarantor, lender or borrower. 

However, in any evaluation of a CGS, the question at the heart of any evaluation of a CGS will 

be whether there has been any additional effect?   

7.3.1 Additionality 

The most important parameter of performance to determine is the additionality of the 

scheme, i.e. determine to what extent the beneficiaries of the scheme have been able to 

access loans that would not have been available in the absence of a scheme. In relation to this, 

it is interesting to note that most CGS presently do not provide any measure at all of 

additionality in their annual reports. Instead they simply provide the total number of assisted 

firms (sometimes sorted by sector). This is clearly not satisfactory, since, from a theoretical 

point of view, the failure to prove any additional effect implies that the clients of the scheme 

would have fared equally well without the scheme, i.e. there is no justification for spending tax 

payers’ money on CGS. 

It appears that there is a range of different options for credit guarantee schemes which desire 

to improve their documentation regarding additionality. The first, and least expensive, would 

be to introduce proper screening of clients entering the scheme in order to make sure that 
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these clients are not eligible as regular bank clients. Thus, clients entering the North American 

SBA scheme have to declare that “the desired credit is unavailable to the borrower on 

reasonable terms and conditions from nonfederal sources without SBA assistance” (Honohan, 

2008, p.21).  Most critics would probably agree that the “simple declaration” by a potential 

client is not enough to rule out the possibility that the client in question could obtain finance 

from other sources than SBA.  

A more credible approach to the measurement of additionality could be the use of a standard 

IT-based credit scoring software to determine whether the prospective client is eligible for a 

regular loan or not. Such an evaluation should ideally be conducted before, ex-ante, the client 

is allowed to enter the scheme. Credit scoring software is already widely used by private banks 

across industrialized countries drawing on data (on prospective borrowers) located in various 

remote databases. It is suggested that all banks participating in a certain CGS apply the same 

credit scoring software. It is further suggested that all prospective borrowers who are turned 

down in the credit scoring exercise be subject to further investigations to see whether they can 

be eligible for the CGS. 

The discussion of additionality so far has only referred to what authors call financial 

additionality. Another form of additionality is economical additionality. This type of 

addtionality is more difficult to determine since it requires firm-level data (i.e. balance sheet 

and income statement).  

The economical additionality refers to the outcome resulting from the financial support 

provided to a client. Therefore, an evaluation of the economical additionality can only be 

conducted after the investment proposal of the client has been implemented. In order to 

determine the economical additionality with some level of accuracy the statistical department 

of the CGS would first have to (i) distinguish which firms fulfilled the criteria for financial 

additionality (ii) check firm level data for these retained firms regarding economical growth 

(i.e. growth in turnover, employment, profit etc.). In theoretical terms, firms with stagnating 

growth following the provision of a loan guarantee would present de facto zero economical 

additionality. 

Only a few of the studies on the performance of CGS cited in this paper do succeed to 

determine both the financial and economical additionality with reasonable accuracy. One of 
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the reasons for this may be the absence of proper baseline data, i.e. the CGS overlook to 

properly register data related to the eligibility of clients as they enter the scheme.  

7.3.2 Default rate 

Another indicator of performance of great interest is the default rate.  Put in very simple 

terms, a very low default rate of a CGS may imply limited activity and high risk aversion (Green, 

2003, p.59). On the other hand high default rates raises the question whether there are 

inefficiencies in the scheme that incentivize its use for poor credit propositions (Graham, 

2004a, p.26). Referring to these authors and other sources cited in this paper we can safely 

conclude that a certain level of default is desirable as a proof that the scheme is fulfilling its 

mission of delivering additionality.  

7.3.3 Leverage 

Yet another indicator of performance is the leverage of the credit guarantee fund.  The higher 

the leverage, the greater the achievement of the guarantee fund. However, the default rate 

has to be taken into account before determining the most appropriate and negotiable level of 

leverage. As mentioned earlier, it is the important feature of the leverage of the capital 

available for lending provided by CGS which makes these instruments largely preferable to 

regular grants or subsidies. 

7.3.4 Indicators of operational performance 

There are a number of indicators which are of interest regarding the operational performance 

of the CGS16. Examples of such indicators are transaction cost per Euro of guarantee issued, 

pay-out rate, net loss rate, recovery rate, guarantee portfolio at risk, average number of days 

taken to issue a guarantee, average number of days to pay out a claim etc. Such indicators are 

of interest for the day to day management of the CGS and would typically constitute the core 

of any quarterly progress report submitted by the management of the CGS to the board of the 

CGS (the de facto owners of the CGS). Another area where these operational performance 

indicators could play a vital role is in a situation where a funding agency like European 

Investment Bank (EIF) is to decide which CGS are to receive financial support in the form of 

counter guarantees etc.   

                                                           
16

For a detailed explanation of these operational performance indicators please see chapter 5.2 and 

Annex 1. 
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7.4 What are the results obtained from CGS performance 

measurements? 

In chapter 6 results from a number of quantitative studies on the performance of CGS were 

presented in detail and commented upon. The purpose of this section is to summarize and 

further discuss those findings. 

 Quality of data: The cited studies were based on a combination of (i) interview surveys and (ii) 

primary data obtained from the data bases of private banks and government institutions. 

Interview surveys can be helpful in terms of delivering important qualitative information. 

However, for the type of quantitative analyses presented in chapter 6, primary data sourced 

directly from the data bases of private banks and government institutions should be preferred.  

Measurement of additionality: It was found that the studies used two different approaches to 

evaluate the additionality:  

1. A number of studies compared a target group of firms which had benefitted from 

guaranteed loans to a representative control group of firms which had relied on 

conventional bank loans (Zecchini and Ventura, 2009; ITSP, 2002; Uesugi et al., 2006).  

2. Other studies relied on credit scoring (Riding et al., 2007, p.52; GAO, 2007) in order to 

determine which firms among a group of firms that had all benefitted from loan 

guarantees which were truly “additional”, i.e. were firms which would not have 

benefitted from a loan if the loan guarantee had not been in place.  

As discussed in earlier chapters the first approach risks overestimating additionality, since it 

fails to isolate the “counterfactual”. It can be argued that the second approach succeeds to 

isolate the counterfactual with reasonable precision. However, even the second approach has 

its problems, since it fails to address a possible “self-selection” effect of firms opting into CGS. 

Financial versus economical additionality: The studies were more or less clear about which 

type of additionality they referred to.  

Zecchini and Ventura (2009, p.192; Pozzolo and Einaudi, 2004, p.1) mainly focused on financial 

additionality, finding evidence that CGS are capable of opening up new access to credit and 

reducing borrowing costs.  
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However, Riding and Haines (2001, p.595), referring to growth and survival of risky enterprises 

as well as job creation put more focus on economical additionality. Similarly, Craig et al. 

(2008), looking at employment as an indicator of economic growth, were mainly focusing on 

economical additionality.  

The United States Government Accountability Office (GAO, 2007) criticized the Small Business 

Administration (SBA) by stating that “determining the program’s success is difficult, as the 

performance measures show only outputs – the number of loans provided – and not 

outcomes, or the fate of the businesses borrowing with the guarantee”. In other words GAO 

demands more accurate measurements of the economical additionality of the SBA loan 

guarantee program. 

Privately or government operated CGS?: While the evidence from the studies of performance 

in chapter 6 is quite limited, and by no means exhaustive, it could indicate that financial 

performance of CGS is better in countries where CGS are mainly operated by the private 

sector, e.g. Italy, USA and Canada as compared to government operated schemes, e.g. the 

SFLG in the UK.   

Stabilizing effect of CGS: Hancock et al. (2007) and Uesugi et al. (2006) concur that CGS may 

have a stabilizing effect on the SME sector and the economy as a whole during a recession. 

Eligiblity: Referring to the study on the directed credit program of Swedish ALMI, it was found 

that start-up companies receiving ALMI financial support did perform significantly better in 

terms of turnover than start-up companies in the control group (i.e. proof of economic 

additionality). This is indeed an interesting finding since, as a matter of fact, it underpins the 

recommendations of many publications about CGS, which argue that eligibility should be 

limited to start-ups and early stage businesses (Graham, 2004, p.19; European Commission, 

2006, p.21). Further underpinning these recommendations (emphasizing a focus on start-up 

SMEs) the study found that established companies receiving ALMI financial support did not 

perform significantly better in terms of turnover than companies in the control group. 

In conclusion, the various quantitative results obtained from CGS performance measurements 

indicate that CGS do indeed contribute towards additional lending to private firms, i.e. lending 

which would otherwise (without the presence of CGS) not have taken place.  
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 7.5 What are the future perspectives of CGS?   

The increased role of Credit Scoring  

One of the lessons learned from this paper, with interesting implications for the future, is the 

speed and precision with which credit scoring can be conducted nowadays to identify those 

clients who are most likely to be credit rationed by private banks and therefore are those 

clients who are susceptible to gain most from the limited financial resources of a CGS. 

As recommended earlier (see: best practice) ideally all participating banks in a given CGS could 

agree on the use of one single credit scoring procedure. This would facilitate documentation 

and communication across the CGS on the riskiness of new customers allowed to enter the 

loan guarantee scheme. 

Eventually the future of a CGS will depend on the financial sustainability of the scheme. This 

long term sustainability of the CGS will depend on the ability of the scheme to strike a balance 

between achieving optimal additionality versus diversification of risk. 

In strict financial terms, at one extreme, we may imagine a “successful” profit-making CGS, but 

not delivering any additionality at all! At the other extreme, we may imagine a “successful” 

CGS running a deficit resulting from a high default rate among its clients. However, given the 

robustness of the documentation regarding the additionality of its client base, this second CGS 

can be perfectly capable of continuously sourcing the required financial resources necessary to 

replenish the credit guarantee fund and cover its costs of operation. 

It should be reemphasized that the mere presence of a CGS is a subsidy in itself. In conclusion, 

this paper has indicated that successfully and sustainably running such a financial structure is 

mainly depending on properly documenting which firms are admitted to enter the scheme. 

Ideally, only firms presenting additionality characteristics should be allowed. 

Relating to the actual day-to-day administration and implementation of the CGS this paper has 

pointed at two major options. Either the (i) administration and implementation is fully 

transferred to professionals, i.e. private banks, which will make sure that only solid business 

proposals with positive net present values be admitted into the scheme or (ii) efforts are made 

to promote the development of mutual CGS. 
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Exaggerated criticism regarding “crowding out” 

In the general press CGS are often criticized of “crowding out” lending which could otherwise 

have been provided by the private sector. At the same time CGS are contributing towards 

misallocation of funds, since investment projects crowded out by the CGS would, have been 

more profitable, by market standards, than the favored activity or projects. 

It is very difficult, if not impossible, to estimate the extent of crowding out caused by loan 

guarantees in a given country. However, provided that guaranteed lending in most 

industrialized countries corresponds to less than 5% of all lending to the SME sector, the whole 

discussion of “crowding out” in relation to CGS support to the SME sector appears to be a bit 

exaggerated.  

This paper has shown that credit rationing (even though at a limited scale) is very much a 

reality for many small and newly started SMEs. Furthermore, this paper has shown that  CGS 

have indeed emerged as the policy instrument of choice of politicians who wish to promote 

private sector growth.  

On this background, recognizing the positive externalities that can be delivered by young start-

up companies, the discussion regarding the future of CGS should instead focus on “how to best 

target?” the limited financial support that can be provided by CGS. This paper has indicated 

that an efficient and yet low cost method of improving the targeting of CGS can be the 

generalized use of credit scoring. The generalized use of this tool should similarly provide a 

wealth of data that could hopefully deliver evidence that at least some of the “crowding-out” 

effects emphasized by critics of CGS are simply not taking place (i.e. when CGS serve 

customers that could as well have been served directly by private banks).   

Targeting 

With reference to the improved targeting of SMEs for deploying limited CGS support, it may be 

relevant to consider how a government policy (see: Best Practice) which has the dual purpose 

of (i) promoting the generalized use of a standard credit scoring tool and (ii) promoting the 

emergence of mutual CGS could be reasonably effective in terms of meeting increasing 

demands for addtionality (the grey area in Figure 9 below).   
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Figure 9: Targeting of SMEs for CGS support 

  

Cost to the government 

There has been very contrasting results as to the measured cost of CGS which is mainly 

influenced by the default rate. However, with reference to the future perspectives of CGS, it is 

particularly encouraging to study estimated subsidy rates of the North American SBA 7(a) loan 

program of around 1-2%. These data indicate that a well managed CGS with a sound 

distribution of responsibilities between the CGS and participating private banks does not 

necessarily have to cost a lot. Whether 1-2% in subsidy cost is reasonable is however a 

question to be addressed by politicians and funding agencies. 
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Annex 1. 

Tabel: Financial performance indicators for the guarantee fund (Deelen and Molenaar, 2004, p.116-7) 

Indicator What it measures How it is calculated 

Transaction cost per Euro of 

guarantee issued 

Operational efficiency Operating costs over a certain period, 

divided by the total amount of 

guarantees issued over that period. 

Transaction costs can also be expressed 

as a cost per guarantee issued. 

Pay-out rate Losses incurred The value of pay-outs over a year, 

divided by the average outstanding 

guarantee amount over that year. The 

pay-out rate is calculated for each 

lender separately. Good ratios should 

be below 3% and should never exceed 

7% in a fully established guarantee 

fund. 

Net loss rate Net losses incurred Pay-outs minus proceeds from recovery 

over a year, divided by the average 

outstanding guarantee amount over 

that year. This ratio is caluculated for 

each lender separately. Good ratios are 

below 2%. 

Recovery rate The capacity of both 

lender and guarantee 

fund to recover losses 

from borrowers after 

claims 

Proceeds from recoveries, divided by 

pay-outs. Ratios are calculated for each 

lender individually. A good ratio should 

be higher than 20%. 

Guarantee portfolio at risk Portfolio quality The total amount of guaranteed 

portfolio overdue, divided by the total 

outstanding guaranteed portfolio. 
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Average number of days 

taken to issue a guarantee 

Operational efficiency The number of days from the moment 

the borrower presents him/herself to 

the guarantee fund, to the moment 

that the guarantee is issued (this 

indicator onl applies for individual 

guarantees). 

Average number of days to 

pay out a claim 

Operational efficiency The number of days from the moment 

the bank sends a claim to the 

guarantee scheme, to the moment the 

claim is settled.  

Leverage Effectiveness The amount of guaranteed loans 

extended divided by the capital of the 

guarantee fund. 

Number and value of 

guarantees issued 

Effectiveness These numbers have to be compared 

with the set targets. 

 

 

 


