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BAV Bavaria (Bayern) 

BB Banco do Brasil 

BCGS Brazilian Credit Guarantee Society  

BDI Federal Association of Germany Industry 
(Bundesverband der deutschen Industrie)  

BER Berlin 

BIS UK Department of Business, Innovation and Skills 

BMWI Federal Ministry of Economics and Technology  
(Bundesministerium für Wirtschaft und Technologie) 

bn. Billion 

BNDES National Bank for Economic and Social Development  
(Banco Nacional de Desenvolvimento Econômico e Social) 

BOB Guarantee without bank  
(Bürgschaft ohne Bank)  

BRA Brandenburg 

BRADESCO  Banco Brasileiro de Descontos 

BTR Basic Triangular Relationship 

BW Baden-Württemberg 

CASFOG Chamber of Argentine SGRs  
(Cámara Argentina de Sociedades y Fondos de Garantía) 

CB Claims against Borrowers 

CDO Collateralized Debt Obligation 

CDS Credit Default Swap 

CEF Caixa Econômica Federal 

CEO Chief Executive Officer  

CERSA Spanish Reguaranteeing Agency 
 (Compañía Española de Reafianzamiento) 
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CESGAR Spanish Association of Spanish SGRs  
(Confederación Española de Sociedades de Garantía Recíproca)  

CG Counter Guarantees 

CGF Central Guarantee Fund  
(Fondo Centrale di Garanzia) 

CH Switzerland 

CIP Competitive and Innovation Programme  

CL Claims of Lenders 

CM Capital market 

CMZRB Czech-Moravian Guarantee and Development Bank  
(2ŜǎƪƻƳƻǊŀǾǎƪł ȊłǊǳőƴƝ ŀ ǊƻȊǾƻƧƻǾł ōŀƴƪŀ) 

comp_CP Compensation due to counter guarantees 

comp_g Compensation due to called guarantees  

comp_IN&DER Compensation due to insurance and derivative products 

contr_budget Contribution to budget 

CORFO Chilean Economic Development Agency  
(Corporación de Fomento de la Producción) 

CREDIFIEMG Credit cooperative connected to the FIEMG  
(Cooperativa de Crédito dos Empresários Industriais Vinculados à FIEMG) 

CZ Czech Republic 

D Germany 

DB Development Bank 

DCP Directed Credit Paradigm 

DEM German Mark (Deutsche Mark) 

DIHK Central Association of German Chambers of Commerce and Trade 
(Deutscher Industrie- und Handelskammertag) 

divid Dividend 

DSGV German Savings Banks Association 
(Deutscher Sparkassen- und Giroverband) 

DTA Deutsche Ausgleichsbank  

DZ Bank DZ Bank AG German Central Bank of Cooperative Banks 

 (DZ BANK AG Deutsche Zentral-Genossenschaftsbank ) 

E Spain 

EADS European Aeronautic Defence and Space Company  

EDEKAKGG EDEKA Credit Guarantee Society  
(EDEKA Kreditgarantiegemeinschaft) 

EFG Enterprise Finance Guarantee  

EIB European Investment Bank  

EIF European Investment Fund 

ELG Equity (not paid in), liabilities of shareholders or any guarantee  
ERP European Recovery Program  

EST Estonia 

EU European Union 

F France 

FA(Li) Financial assets (liquid) 

FA(LT) Financial assets (long term) 
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FAMPE Guarantee Fund for Micro and Small Businesses  
(Fundo de Aval para Micro e Pequenas Empresas) 

FAT Labour Support Fund  
(Fundo de Amparo ao Trabalhador) 

FDI Foreign Direct Investment 

FEBRABAN Brazilian Federation of Banks  
όCŜŘŜǊŀ ńƻ .ǊŀǎƛƭŜƛǊŀ ŘŜ .ŀƴŎƻǎύ 

fees_g Fees for guarantees 

fees_oth Fees for other services 

fees_cg Fees for counter guarantees, insurance policies or derivatives 
FEGA Special Fund for Technical Assistance and Guarantees for Rural Finance 

(Fondo Especial de Asistencia Técnica y Garantía para Créditos Agropec-
uarios) 

FGE Export Guarantee Fund  
(Fundo de Garantia à Exportação) 

FGI Guarantee Fund for Investments  
(Fundo Garantidor para Investimentos) 

FGO Operations Guarantee Fund  
(Fundo de Garantia de Operações) 

FGPC Guarantee Fund to Promote Competitiveness  
(CǳƴŘƻ ŘŜ DŀǊŀƴǘƛŀ ǇŀǊŀ ŀ tǊƻƳƻ ńƻ Řŀ /ƻƳǇŜǘƛǾƛŘŀŘŜ) 

FIEMG Federation of Industry in the Federal State Minas Gerais 
 (Federação das Indústrias do Estado de Minas Gerais) 

FINEP Financier for Studies and Projects  
(Financiadora de Estudos e Projetos) 

FMP Financial Market Paradigm 

FNG National Guarantee Fund  
(Fondo Nacional de Garantías) 

FOGABA Guarantee Fund of the Province of Buenos Aires  
(Fondo de Garantías de la Provincia de Buenos Aires) 

FOGAPE Credit Guarantee Fund for Small Businesses  
(Fondo de Garantía para Pequeños Empresarios) 

FRG Federal Republic of Germany  

FSDB Federal State Development Bank  
(Landesförderbank)  

FUNPROGER Guarantee Fund to Create Jobs and Income  
(CǳƴŘƻ ŘŜ !Ǿŀƭ ǇŀǊŀ ŀ DŜǊŀ ńƻ ŘŜ 9ƳǇǊŜƎƻ Ŝ wŜƴŘŀ) 

g(RA) Gains from real assets 

G20 Group of Twenty Finance Ministers and Central Bank Governors 
GB Guarantee Bank  

(Bürgschaftsbank) 
GDP Gross domestic product 

GDV German Insurance Association  
(Gesamtverband der Deutschen Versicherungswirtschaft) 

GI Guaranteeing Institution 

gra Grant 

GDR German Democratic Republic  
(Deutsche Demokratische Republik) 
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GSE Government-sponsored enterprises 

HB Bremen 

HE Hesse  
(Hessen) 

HH Hamburg 

Hoga Hotel and Gastronomy  
(Hotel und Gastronomie) 

I Italy 

i(FA) Interests and dividends from financial assets 

i_OL Interest payments for other loans 

IADB Inter-American Development Bank  

IC Insurance Company 

IGR  Reciprocal Guaranteeing Institution  
(Institucion de Garantía Recíproca) 

IN&DER Insurance and derivative products 

incr_OL Increase of other loans 

inv_FA(LT) Investments in long-term financial assets 

inv_RA Investments in long-term real assets 

IPEA Institute of Applied Economic Research  
(Instituto de Pesquisa Econômica Aplicada) 

JCGC Japanese Credit Guarantee Corporation 

k.  Thousand 

KFW Loan Agency for Reconstruction 
(Kreditanstalt für Wiederaufbau) 

KGG Credit Guarantee Societies  
(Kreditgarantiegemeinschaften) 

KGG of German 

Crafts 
Credit Guarantee Society of German Crafts  
(Kreditgarantiegemeinschaft des deutschen Handwerks) 

KIBO Korea Technology Credit Guarantee  

KODIT Korea Credit 

KREDEX Estonian Credit and Export Guarantee Fund 

KRW South Korean Won  

Lei Geral General Law of Micro and Small Businesses  
(Lei Geral das Micro e Pequenas Empresas) 

LFA Bavarian Federal State Loan Agency for Development 
(Bayrische Landesanstalt für Aufbaufinanzierung) 

LSAX Lower Saxony  
(Niedersachsen) 

m. Million 

MBG Venture Capital Company for SMEs  
(Mittelständische Beteiligungsgesellschaft) 

MP Mecklenburg-West Pomerania  
(Mecklenburg-Vorpommern) 

MSMEs Micro, Small and Medium sized enterprises 

NGO Non-Governmental Organisation 

NRW North Rhine-Westfalia  
(Nordrhein Westfalen) 

DM approach Ownership and decision-making approach  
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OECD Organisation for Economic Co-operation and Development 

OG Outstanding Guarantees 

OL Other loans 

opaym Payments for administrative expenses 

OSCIP hǊƎŀƴƛȊŀ ńƻ Řŀ {ƻŎƛŜŘŀŘŜ /ƛǾƛƭ ŘŜ LƴǘŜǊŜǎǎŜ tǵōƭƛŎƻ 

P Portugal 

payinEquity Increase of paid in equity 

payments_budget Payments from public budget 

PE Paid in equity 

pELG Payments due to ELG 

R$ Brazilian Real 

RA Real assets 

REGAR Ibero-American Association of Credit Guarantee Schemes  
(Red Iberoaméricana de Garantías) 

repaym_CB Repayments due to claims against borrowers 

RGS Rio Grande do Sul 

RP Rhineland-Palatinate  
(Rheinland-Plalz) 

SAX Saxony  
(Sachsen) 

SAXA Saxony-Anhalt  
(Sachsen-Anhalt) 

SBA Small Business Administration 

SBCE Brazilian Export-Credit Insurance  
(Seguradora Brasileira Crédito à Exportação) 

SBIC Small Business Investment Companies 

SEBRAE Brazilian Service of Support for Micro and Small Enterprises  
({ŜǊǾƛ ƻ .ǊŀǎƛƭŜƛǊƻ ŘŜ !Ǉƻƛƻ Łǎ aƛŎǊƻ Ŝ tŜǉǳŜƴŀǎ 9ƳǇǊŜǎŀǎ) 

sell_FA(LT) Selling of long term financial assets 

sell_RA Selling of long term real assets 

SFLG Small Firms Loan Guarantee  

SGFA Society for the Management of Funds for the Agricultural and Food Sector 
({ƻŎƛŜǘŁ ƎŜǎǘƛƻƴŜ ŦƻƴŘƛ ǇŜǊ ƭΩŀƎǊƻŀƭƛƳŜƴǘŀǊŜ)  

SGM Mutual Guaranteeing Institution  
(Sociedade de Garantia Mútua) 

SGR Reciprocal Credit Guarantee Society  
(Sociedad de Garantía Recíproca) 

SGRVC SGR of the region Valencia  
(Sociedad de Garantía Recíproca de la Comunidad Valenciana) 

SHOL Schleswig-Holstein 

SL Saarland 

SMEs Small and Medium sized enterprises 

SOCAMA  Mutual Guarantee Society for the Handicraft Sector   
(Société de caution mutuelle artisanale) 

SOFFIN Federal Agency for Financial Market Stabilisation  
(Bundesanstalt für Finanzmarktstabilisierung) 

THU Thuringia (Thüringen) 

TRS Total Return Swap 
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TUB Consolidated law of banking (Italy) 
(Testo Unico Bancario) 

U.S. United States of America 

UK United Kingdom 

UNIDO United Nations Industrial Development Organization  

US$ Dollar of the United States of America 

USA United States of America 

VDB  Association of German Guarantee Banks  
(Verband Deutscher Bürgschaftsbanken) 

VÖB Association of German Public Banks  
(Verband öffentlicher Banken) 

ZDH National Confederation of Skilled Crafts  
(Zentralverband des Deutschen Handwerks) 



1 
 

1 Introduction   
 

Small businesses often face problems in obtaining credit. One reason for this is the lack of 

collateral. In addition, banks can find it difficult to evaluate the creditworthiness of small 

enterprises. As an answer to these problems, many countries worldwide have established 

credit guarantee schemes, which can provide guarantees when collateral is insufficient and 

which can help to reduce information asymmetries. In recent years, governments have also 

used guarantees as a response to the financial crisis and with the aim to rescue financial in-

stitutions, enterprises and even entire states. Despite the widespread use of credit guaran-

tees, the related literature remains small. In particular, there is little systematic research on 

the institutional design of credit guarantee schemes.  

This dissertation analyses the design and mechanisms of credit guarantee schemes for small 

businesses with a focus on Europe and Latin America. The central question is whether these 

institutions can become financially self-sustainable and work without public financial sup-

port in the long term. Theoretically, the thesis aims to deepen the conceptual understanding 

on the institutional design of credit guarantee schemes and the interplay of the actors in-

volved. In addition, it provides new complementary approaches to categorise the different 

types of credit guarantee schemes worldwide. Empirically, the core of the thesis is an as-

sessment of the long-established German Guarantee Banks, as well as of the Brazilian Credit 

Guarantee Societies, which are still under construction. The German schemes are analysed 

from their beginning in the 1950s until today. This enables to assess whether the high expec-

tations towards them have been fulfilled. The in-depth findings for Germany and Brazil are 

then cross-checked in a broader analysis covering guarantee schemes in 17 countries across 

Asia, Europe, and North and South America.   

For years, Brazilian policy makers have been building Credit Guarantee Societies. The basic 

idea is that these societies provide credit guarantees that reduce the lenderΩs risk. The guar-

antees are supposed to indirectly improve the financing conditions of borrowers. The guar-

anteeing institutions should focus on formalised small businesses, and operate in their re-

gion. These first-tier societies should be embedded in a national system, and be supported 

by second-tier institutions (sometimes the terms first floor and second floor are used as 

well). Borrowers should not only be clients or beneficiaries but also members of the Brazilian 

Credit Guarantee Societies (BCGSs), instilling solidarity. The Brazilian financial system is well 

known for high interest rates and difficult access for businesses to financial services. Surveys 

indicate that missing collateral is one of the largest barriers for small businesses to obtain 
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loans. Since guaranteeing institutions can compensate for missing collateral there is some 

euphoria among policy makers that BCGS could solve the problem of missing collateral.   

The euphoria was sustained because almost all countries of the world have some form of 

credit guarantee schemes for small business. The largest scheme can be found in Japan. 

Japanese Credit Guarantee Corporations (JCGCs) report that outstanding guarantees valued 

ú 300 bn. in 2009, and that every year, 35% to 45% of Japanese small businesses had used 

the guarantee scheme in the period 2000-09. Hence, the scheme achieves impressive out-

reach. In the United States of America (USA), the Small Business Administration (SBA) uses 

credit guarantees to improve finance for small businesses. The SBA success stories, such as 

Nike Shoes, Microsoft, Intel Computers and Apple, are appealing for policy makers world-

wide. 

The probably most prominent success story of German Guarantee Banks (Bürgschafts-

banken, GBs) ƛǎ ǘƘŜ άƘƛŘŘŜƴ ŎƘŀƳǇƛƻƴέ ƛƴ tunnelling machines Herrenknecht. It received 

support from GBs when it was still a small business. Now the company has grown, employing 

ƳƻǊŜ ǘƘŀƴ оΣллл ǇŜƻǇƭŜΦ ¢ƘŜ ŎƻƳǇŀƴȅΩǎ ƳŀŎƘƛƴŜǎ ŀǊŜ ǳǎŜŘ worldwide: examples include 

road building through the Swiss Alps, constructing a tunnel for the subway in São Paulo, and 

extracting oil under the Atlantic Ocean. GBs themselves continue to focus on small business 

and consider themselves as self-help Institutions (Selbsthilfeeinrichtungen der Deutschen 

Wirtschaft). During the financial crises, the leading German business newspaper Handels-

blatt published ŀƴ ŀǊǘƛŎƭŜ ŀōƻǳǘ D.ǎ ǿƛǘƘ ǘƘŜ ǘƛǘƭŜ άGuarantee Banks. The true pillar of the 

German mid-sized compaƴƛŜǎά (Drost 2010). 

Italian Confidi and Spanish Reciprocal Credit Guarantee Societies (SGRs) are said to have a 

strong self-help character. Whereas in Germany, the borrowers are indirectly represented 

via chambers and associations, the Italian and Spanish borrowers are direct members of the 

guaranteeing institutions. These schemes raise the hope that credit guarantee schemes can 

be self-help agencies of borrowers without the intervention of the government. A study of 

the Organisation for Economic Co-operation and Development (OECD) encourages the repli-

cation of Italian schemes in developing countries. Indeed, several neighbours of Brazil have 

already introduced schemes where borrowers are shareholders1.  

On the other hand, there is scepticism. Schemes often suffer high default rates and in the 

past, there are experiences with credit guarantee schemes in developing countries that 

burned their equity. But also in Europe and North America there are experiences that sup-

port scepticism. For example, a scheme in the UK had default rates of roughly 35%. More-

                                                           
1
 Note that the term shareholder does not only apply to stock companies but to all companies where the equity 

is shared among several owners; hence, shareholders can be owners of cooperatives, too.  
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over, the last financial crisis has shown that guarantees, or similar risk-sharing mechanisms, 

can be extremely dangerous. The unsustainable use of derivatives such as credit default 

swaps (CDS) is even said to be one of the central causes of the financial crisis. Indeed, things 

can go badly wrong. The insurance company American International Group (AIG) and the US 

mortgage financiers Fannie Mae and Freddy May required billion dollar bailouts from the US 

government. AIG had sold protection via credit derivatives, and the mortgage financiers sold 

loans with a guaranteed repayment.  

 

1.1 The research question and case selection  
 

Brazilian policy makers have been trying to build Brazilian Credit Guarantee Societies (BCGSs) 

for some years. The driving force in this institution building process is the Brazilian Service of 

Support for Micro and Small Enterprises ({ŜǊǾƛ ƻ .ǊŀǎƛƭŜƛǊƻ ŘŜ !Ǉƻƛƻ Łǎ aƛŎǊƻ Ŝ tŜǉǳŜƴŀǎ 

Empresas, SEBRAE). However, the schemes were not automatic successes. In 2003, the first 

pilot project was built, but not until 2011 were further societies inaugurated. The questions 

arise: why did these schemes failed to flourish? Were the problems in the institution building 

process specific to Brazil, or general problems of credit guarantee schemes?  

For a long time, the Directed Credit Paradigm (DCP) was predominant in development fi-

nance. The basic idea is that government should direct subsidised finance to a target group 

in order to fill a gap and induce investment. Since in many cases this strategy had failed and 

had destructive effects on the financial system, the Financial Market Paradigm (FMP) be-

came the leading paradigm (Vogel and Adams 1997a, Santos 2003, 176-182). One central 

idea is that the banks should provide financial services with cost covering fees and interest 

rates. Despite some initial public support, the banks are required to achieve financial self-

sustainability in the long term. In other words, banks should go the commercial approach 

and cover their costs on their own. Note, this does not mean maximising profits or the re-

turn on capital, but rather to be able to provide financial services without subsidies (Kramer 

and Nitsch 2010, 997).  

The central question of this research is whether credit guarantees schemes for small busi-

nesses can go the commercial approach and achieve financial self-sustainability in line with 

the FMP, or whether governmental support is needed in line with the DCP. Indeed, there are 

some voices who say that credit guarantee schemes can go the commercial approach. This 

idea is backed by microeconomic models (see section 2.1.2, Langer and Schiereck (2002) and 

Busetta and Zazzaro (2011)). 
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To discuss this question, the German Guarantee Banks (GBs) and the institution building 

process of Brazilian Credit Guarantee Societies are discussed in depth. The historical assess-

ment of the German schemes does not only improve the understanding of current GBs. 

Moreover, the initial expectations can be compared with the results. It also provides a link 

between Germany and Brazil because in the 1950s, the German policy makers had aims that 

are similar to those of the Brazilian SEBRAE.   

The institution building process in Brazil is the central motivation for this research. Germany 

is an interesting example since there are several competing guarantee schemes and other 

institutions that support the finance of small businesses. In addition, Germany was chosen in 

order to conduct an in depth and long-term field study. 

To crosscheck these findings, schemes in other countries were analysed in mini case studies. 

Experiences in Italy and Spain are scrutinised since they are the reference models for Brazil-

ian policy makers. The schemes in Argentina were built following Spanish schemes and also 

serve as examples for Brazilian policy makers. Schemes in Japan and South Korea are investi-

gated since they are of impressive quantitative outreach, and the Japanese scheme is said to 

be influenced by the German experience. In the USA, the scheme for small businesses is con-

sidered since the SBA is somewhat similar to the SEBRAE. In addition to credit guarantee 

schemes for small businesses, the cases of Fannie Mae, Freddy Mac, and AIG are discussed in 

order to show how things can go badly wrong, i.e. that guarantees can indeed be dangerous 

financial instruments.  

This study does not provide a representative άlarge n studyέ with advanced quantitative sta-

tistical or econometrical methods. There is no representative data at hand. The approach of 

this study is rather to analyse two countries in depth. An additional worldwide analysis with 

the focus on Europe and Latin America provides an overview and enables to crosscheck the 

findings of the case illustrations. In addition, European and Latin American schemes are 

categorised into basic models when sufficient information is at hand.  

In this research, credit guarantee schemes and systems are used as synonyms. Credit guar-

antee schemes are used as umbrella terms for credit guarantee programmes, credit guaran-

tee funds and credit guarantee societies. In the literature, these terms are not used consis-

tently and vary from author to author. In addition, the terms are improper to differentiate 

credit guarantee schemes, they do not serve to build categories, and hence often lead to 

confusion. This is why one section is dedicated to explain two complementary approaches to 

differentiate and group credit guarantee schemes.   
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1.2 Structure of the thesis, methods and l iterature  

 

The research is structured into five parts. This introduction is followed by the theoretical 

discussion in part two. The empirical analysis in divided into two parts. Whereas part three 

provides an overview (survey including some mini case studies), part four provides the in 

depth case studies. Finally, part five draws the conclusions.  

The theoretical part begins with section 2.1 in which theoretical considerations are dis-

cussed. It also provides a theoretical framework of the stocks and flows of guaranteeing in-

stitutions.  

Section 2.2 discusses the Basic Triangular Relationship (BTR) which consists of the borrower, 

the lender and the guarantor. The BTR holds for all guarantee schemes. The concept of the 

BTR can be found in literature, especially in the German, Spanish and Portuguese languages. 

Section 2.3 introduces the Augmented Triangular Relationship (ATR) which is an extension of 

the BTR. The ATR includes the most important actors for credit guarantee schemes. It also 

provides the structure for the thesis and to discuss the interdependent sub-relationships in 

this theoretical section and in the empirical part.  

In section 2.4, four central issues that may lead to euphoria are discussed. A hypothesis is 

introduced that states that four goals cannot be achieved simultaneously, i.e. there is no 

magic formula for an optimal credit guarantee scheme.  

Section 2.5 provides a theoretical discussion of terms and models of credit guarantee 

schemes. Theoretical literature provides most of the distinguishing characteristics, which are 

restructured into two new complementary frameworks: the ownership and decision-making 

approach (ODM approach) and the relationship-based approach. The former is based on two 

dimensions and clearly discriminates schemes by using relatively easily observable variables. 

Hence, it can be used for an analysis of many schemes. The relationship-based approach is 

based on the framework of the ATR since it discriminates between different combinations of 

relationships within the ATR. Since relationships are more difficult to observe, qualitative 

methods are required in order to use the approach in empirical analysis. The ODM approach 

groups the credit guarantee schemes into six basic models and the relationship-based ap-

proach into four basic schemes.  

The theoretical discussion is based on contributions by Stiglitz and Weiss (1981), Schmidt 

(1981), Schumpeter (1934/1993), Nitsch (2001) and Bresser-Pereira (2010). In addition to 

these fundamental contributions, literature also provides several studies that precisely dis-

cuss credit guarantee schemes for small businesses. Schmidt and Zeitinger (1984) provide 
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important principles which are picked up and further discussed by Geis (1993). More theo-

retical ideas are provided by von Stockhausen (1988) and Vogel and Adams (1997b). Fur-

thermore, Honohan (2010) discusses schemes and structures the reasons of existence for 

credit guarantee schemes.  

Parts three and four provide the empirical findings. Part three gives an overview on schemes 

worldwide with the focus on Europe and Latin-America; part four includes the two case stud-

ies of schemes in Germany and Brasil. 

The empirical part begins with section 3.1, which serves as an empirical overview of schemes 

worldwide. The catastrophic experiences with AIG, and the US mortgage financiers Fannie 

Mae and Freddy May are briefly discussed as well as the experiences of credit guarantee 

schemes in Japan, South Korean and the USA. This section is predominantly based on litera-

ture. Worldwide overviews are provided by Herrero Calvo and Pombo González (2001), and 

a World Bank study conducted by Beck, Klapper and Mendoza (2010). The analysis of AIG 

and the mortgage financiers is based on the final report of the National Commission on the 

Causes of the Financial and Economic Crisis in the United States (2011). The schemes in the 

USA and Asia are based on corporate information of the schemes. In addition, a study con-

ducted by Italian academics and practitioners and edited by de Vinventiis (2008) is used.  

Section 3.2 provides an overview of schemes in Europe and Latin America. It discusses the 

ǎŎƘŜƳŜǎΩ ƻǳǘǊŜŀŎƘ ƛƴ ŎƻƳǇŀǊƛǎƻƴ ǘƻ ǎŎƘŜƳŜǎ ǿƻǊƭŘǿƛŘŜΦ In addition, the section contains 

mini case studies of schemes in Argentina, Italy and Spain. This section is also predominantly 

based of literature and combined with short-term field research. An overview of schemes in 

Europe is provided in several publications of European Association of Mutual Guarantee So-

cieties (Association européenne du cautionnement mutuel, AECM), and several case studies 

that were conducted by Italian academics and practitioners (Vincentiis 2008). The Inter-

American Development Bank provides a broad study with descriptive case studies in Latin 

America (Llisterri, et al. 2006). In addition, the Ibero-American Association of Credit Guaran-

tee Schemes (Red Iberoamérica de Garantías, REGAR) provides descriptive information, too. 

In addition to literature, several short-term visits were conducted to attend conferences, to 

participate in meetings, and to realise guided interviews. It was only possible to interview 

representatives of the guaranteeing institutions and not other important actors of the ATR. 

This άōǊƛŜŦ ŦƛŜƭŘ researchέ was done in Argentina, Italy, Portugal and Spain. As an attempt to 

sample a large number of schemes, phone interviews, communication via Email and a survey 

were conducted, too. With these methods, the analysis was enriched to include schemes in 

Austria, Argentina, Brazil, Chile, Czech Republic, Estonia, Germany, Italy, Portugal, the UK, 

Switzerland, and on the level of the European Union. 
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Section 4.1 discusses the German Guarantee Banks. This section, together with the analysis 

of Brazilian schemes, is the core of the empirical research. The section begins with an intro-

duction of other somewhat competing credit guarantee schemes in Germany that determine 

the market niche of GBs. Also included is the historical assessment in which conflicts and the 

institution building process are discussed. The ATR of German GBs and its interdependent 

sub-relationships are analysed before an interim conclusion is drawn. German GBs and their 

association provide lots of descriptive information, which includes financial statements that 

are published online. In addition, the association conducted a survey and a cost benefit 

analysis in cooperation with the academics Elkan and Schmidt (2006). Analysis of the prede-

cessors is provided by the empirical research of Fischer (1959) who analyses the institution 

building process in the 1950s, and by Brinkmann (1969) who analysis the institution building 

process in several European countries. In a publication of the Institute for Bank-Historical 

Research (Institut für bankhistorische Forschung), Giebitz (1987) analyses the predecessors, 

too. Moreover, researchers of the Institute for Mid-Sized companies (Institut für Mittel-

standsforschung Bonn) provide descriptive information and discussion on both ǘƘŜ D.ǎΩ 

predecessors, (Kaufmann and Kokalj 1989), and the Guarantee Banks (Kokalj, Paffenholz and 

Moog 2003). In addition to an analysis of literature, guided interviews were held with repre-

sentatives of participating actors in the ATR. The basis of the empirical research are field 

studies carried out in Germany between the years 2007 όŦƻǊ ǘƘŜ ŀǳǘƘƻǊΩǎ ŘƛǇƭƻƳŀ ǘƘŜǎƛǎ 

(Kramer 2008)) and 2010. Hence, this period includes both tƘŜ ŦƛƴŀƴŎƛŀƭ ŎǊƛǎŜǎ ŀƴŘ άǘƘŜ ōo-

ƴŀƴȊŀέ ōŜŦƻǊŜΦ TƘŜ D.ǎΩ financial statements are analysed. This analysis is based on the dis-

cussion of stocks and flows in section 2.1.3.2. Hence, a multi-method research with qualita-

tive and quantitative elements was conducted. 

Section 4.2 discusses the Brazilian Credit Guarantee Societies (BCGSs) which provide the 

other core of the empirical analysis. In Brazil, the focus of empirical analysis lies on the insti-

tution building process of the national system of regional and mutual guaranteeing institu-

tions. This includes an analysis of the pilot project (Associação de Garantia de Crédito, AGC). 

In Brazil, there are several publications of the SEBRAE that explain the vision and initiative to 

build the BCGSs. For example, the vision is discussed by dos Santos (2006) in his contribution 

to the OECD conference. Policy makers, also of other credit guarantee schemes, provide de-

scriptive information and discussions in REGAR studies (Cardoso, et al. 2008, Vial 2008). In 

addition, there is an unpublished master thesis of Zica (2007) which is the base for the pub-

lished article of Martins and Zica (2008). In addition to analysing the literature, field research 

was conducted in the years 2008 and 2009. This includes several interviews and visits to the 

pilot project AGC, the department for finance of the SEBRAE on national level and the de-

partment of the SEBRAE in a region that planned to build a society. These visits lasted sev-
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eral days. Similar to the field study in Germany, other credit guarantee schemes and experi-

ences with predecessors are included in the empirical analysis. Only some quantitative data 

is available and included in the research. Hence, the focus lies on qualitative research.  

Section 4.3 provides a discussion on differences and equivalences of the case illustrations in 

Germany and Brazil. It does not provide a full list of all detailed differences but focuses on 

general questions and conflicts.  

Party five summarises the analysis and draws the conclusions. In section 5.1 the empirical 

results of the two complementary approaches to categorise credit guarantee schemes that 

were introduced in section 2.5 are reflected. In addition, the two approaches are brought 

together in a consistent framework to group credit guarantee schemes into types, i.e. the 

basic models (ODM approach) and basic schemes (relationship-based approach) are com-

bined in one table. Section 5.2 presents the lessons learned. This section discussed the hy-

pothesis that there is no magic formula for an optimal credit guarantee scheme as well as 

the research question: whether credit guarantee schemes for small businesses can go the 

commercial approach in line with the FMP, or can only be used as instruments to fill a fi-

nancing gap in line with the DCP.  

A lists of interviews and discussions, lists of conferences, visits, Emails and survey partners 

are added in the appendix (1 to 5). If possible, the statements were crosschecked and cited 

by documents in written form.  
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2 Arrangements of credit guarantee schemes from a theoret i-

cal perspective  
 

Before credit guarantee schemes are analysed, this theoretical section discusses concepts of 

credit guarantee schemes, why credit guarantee schemes emerge, and which problems can 

arise. In section 2.1, the problem of credit rationing, especially for small businesses, and ba-

sic issues of guaranteeing will be discussed. In the following section, 2.2, the Basic Triangular 

Relationship (BTR) among the borrower, lender and guarantor will be introduced. In addi-

tion, the interdependent sub-relationships will be discussed. In section 2.3, the BTR will be 

extended by further actors to an Augmented Triangular Relationship (ATR). In section 2.4 a 

central hypothesis will be introduced. In section 2.5, credit guarantee schemes will be differ-

entiated and basic models and basic schemes elaborated by two complementary ap-

proaches.  

 

2.1 Credit rationing and guarantee ing, especially for small businesses  

 

In this research, finance is analysed using an institutional approach that will be outlined in 

section 2.1.1. This introduction is followed by section 2.1.2 which contains basic ideas on 

credit guarantee schemes that can be found in the literature. The structure of stocks and 

flows of a guaranteeing institution (GI) will be discussed in section 2.1.3.  

 

2.1.1 Problems in finance and the commercial approach to provide financial services  

 

Because there is general uncertainty and an asymmetric distribution of information among 

capital seekers and investors, it cannot be assumed that the market or any institutionalised 

financial intermediary will enable a perfect clearing of demand and supply of capital (R. H. 

Schmidt 1981, Stiglitz and Weiss 1981). In a study on basic forms of financing, Schmidt 

(1981) defines financing instruments via the following:  

ά9ŀŎƘ ŦƛƴŀƴŎƛƴƎ ƛƴǎǘǊǳƳŜƴǘ ŎƻƴǎǘƛǘǳǘŜǎ ŀ ǎǇŜŎƛŦƛŎ ŎƻƳōƛƴŀǘƛƻƴ ƻŦ ǊƛƎƘǘǎ ŀƴŘ ǇƻǎǎƛōƭŜ ŀŎǘƛƻƴǎ 
of the capital investors, the object of which is to overcome undesired consequences of the 
originally asymmetrical distribution of information among investors and capital-seekers 
όŦƛǊƳǎύέ (R. H. Schmidt 1981, 220). 
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Schmidt (1981) emphasises the partnership between investors and capital-seekers. Both 

partners have a common interest in achieving high returns from their investments. However, 

the partners have particular interests as well. A struggle over the distribution of returns can 

occur under circumstances not specified in the contract. That all possible outcomes can be 

considered is a strong assumption; a more realistic assumption is that an investment plan is 

not exact but rather an outline. Consequently, vagueness about the future cannot be ruled 

out. Moreover, the problem of information asymmetries between the usually better in-

formed capital-seeker and the investor leads to an uncertainty whether the capital-seeker 

provides all information to the investor, before and after an agreement has been concluded. 

The information asymmetries facilitate (hidden) actions of the capital-seeker that are not in 

the interest of the investor (the problem of moral hazard). However, the investor who is 

aware of this problem, should be suspicious of the received information and consequently 

protect himself. One option is to refuse all finance or to demand a risk-premium (R. H. 

Schmidt 1981, 190-191).  

The interest rate mechanism or exceeding collateral, however, does not automatically solve 

ǘƘŜ ŦƛƴŀƴŎƛƴƎ ǇǊƻōƭŜƳǎ ŀǎ ǘƘŜ ά[ŀǿ ƻŦ {ǳǇǇƭȅ ŀƴŘ 5ŜƳŀƴŘέ ƳƛƎƘǘ ǎǳƎƎŜǎǘ. In their famous 

work, Stiglitz and Weiss (1981) conclude that the law is not a law but rather a result of the 

assumption that prices have neither sorting nor incentive effects. In their model, the authors 

demonstrate that due to information asymmetries, an increase in the interest rate can in-

duce sorting and incentive effects (moral hazard and adverse selection) which reduce the 

ōŀƴƪΩǎ profit. Furthermore, the authors show that an increase of collateral requirements can 

ǊŜŘǳŎŜ ǘƘŜ ōŀƴƪΩǎ ǊŜǘǳǊƴ, too. Therefore, the interest rate mechanism with a single interest 

rate and requirement of collateral do not provide for an efficient financial intermediation. 

Potential borrowers would not receive a loan even if they would indicate a willingness to pay 

more or put up more collateral. Hence, credit rationing in markets with free setting of the 

interest rate and collateral requirements is no phantasm (Stiglitz and Weiss 1981, 409). The 

authors show another microeconomic model without excess demand of loans. The main 

assumption of this model is that the function of the mean return to the bank, depending on 

the interest rate, has two peaks. All applicants that are rejected at the lower interest rate 

and who apply for the higher interest rate will receive finance (Stiglitz and Weiss 1981, 398-

399). In other words, banks have to charge higher interest rates for borrowers which they 

would ration if only one interest-rate would be charged.  

Schmidt (1981) ŀƭǎƻ ŘƻŜǎ ƴƻǘ ǊŜƭȅ ƻƴ ǘƘŜ ά[ŀǿ ƻŦ {ǳǇǇƭȅ ŀƴŘ 5ŜƳŀƴŘέ ƻǊ ǘƘŜ interest rate 

mechanism. Instead, the capital-ǎŜŜƪŜǊǎΩ ƛƴǘŜǊŜǎǘ ǎƘƻǳƭŘ ōŜ ǘƻ ǊŜŘǳŎŜ ǘƘŜ ǎǳǎǇƛŎƛƻǳǎƴŜǎǎ ƻŦ 

the investors. This could be done through a commitment that makes moral hazard impossi-

ble or unattractive for the capital-seeker. However, these commitments are not easy to find, 
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can be expensive and the investor has to be able to recognise them. Schmidt (1981) con-

cludes with two recommendations: First, investors should be informed by a bunch of actions 

such that the total disadvantages that result from the asymmetric distribution of information 

reach a minimum. Second, institutions that often exist should constitute feasible bunches of 

actions. By this, the author means that market participants have developed reliable methods 

to overcome disadvantages due to asymmetric information, scepticism or mistrust (R. H. 

Schmidt 1981, 194).  

Lƴ Ƙƛǎ ŦŀƳƻǳǎ ōƻƻƪ ά¢ƘŜ 9ŎƻƴƻƳƛŎ Lƴǎǘƛǘǳǘƛƻƴǎ ƻŦ /ŀǇƛǘŀƭƛǎƳέΣ ²ƛƭƭƛŀƳǎƻƴ (1987) sees the 

main, but not sole, purpose of economic institutions as economising transaction costs. The 

author states that transaction cost economics poses the problem of economic organisation 

as a problem of contracting, whereby contracts are not only explicit but also implicit. The 

main assumption behind this approach is bounded rationality, or in other words, the behav-

iour is extendedly rational, but limited. Moreover, there are opportunism and asset specific-

ity (Williamson 1987, 30-32). The organisational imperative under such circumstances is: 

άhǊƎŀƴƛȊŜ ǘǊŀƴǎŀŎǘƛƻƴǎ ǎƻ ŀǎ ǘƻ ŜŎƻƴƻƳƛȊŜ ƻƴ ōƻǳƴŘŜŘ Ǌŀǘƛƻƴŀƭƛǘȅ ǿƘƛƭŜ ǎƛƳǳƭǘŀƴŜƻǳǎƭȅ ǎŀŦe-

ƎǳŀǊŘƛƴƎ ǘƘŜƳ ŀƎŀƛƴǎǘ ǘƘŜ ƘŀȊŀǊŘǎ ƻŦ ƻǇǇƻǊǘǳƴƛǎƳέ (Williamson 1987, 30-32). 

It should be clear that when financial instruments, such as credit guarantee schemes, are 

analysed, not only interest rates and fees but all costs of all actors, both participating and 

potential, should be considered. Moreover, the legal contract design of such schemes is im-

portant but does not explain all features. It is rather the organisational form and governance 

that is important. 

Note that up to here, general problems in finance have been addressed, the following is 

dedicated more specifically to the discussion in development finance. Vogel and Adams 

(1997a) discuss two paradigms in development finance: the Directed Credit Paradigm (DCP) 

and the Financial Market Paradigm (FMP).  

Within the DCP, the reasons for public intervention are market imperfections that result in 

inefficient or unfair loan allocations. To improve allocations, public policy planers direct sub-

sidised funds towards target groups. These borrowers are usually seen as beneficiaries and 

not as clients. This can be either done directly by a first-tier bank or by a second-tier bank 

which channels funds via commercial banks2. Funding comes from public resources and the 

subsidy is usually in the form of an interest rate below the market rate but may be in the 

form of credit forgiveness as well. Vogel and Adams (1997a) are critical of this paradigm and 

provide six concerns: First, since the loans are subsidised and of limited volume, there may 
                                                           
2
 ¢ƘŜ ǘŜǊƳ άŎƻƳƳŜǊŎƛŀƭ ōŀƴƪά is used as a synonym for first-tier banks which includes saving banks and coop-

erative banks as well. 
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be excess demand. Consequently, lenders add conditions to the loans that raise the transac-

tion costs. Second, because borrowers of larger loans receive more total subsidies, the sup-

port is distributed regressively. Poorer borrowers may have more difficulty receiving the 

loans due to their already constrained access to finance and added conditions. Rent seeking 

of attractive clients by the bank can increase regressive allocation further. Third, deposits 

are not encouraged since DCP projects focus on credit only and subsidised loans may tax the 

depositors. Fourth, financial institutions may be weakened since the interest rates are not 

cost covering and they may depend on public funding. Fifth, DCP projects had a weak and 

ambiguous effect on production and investment decisions. Finally sixth, the evaluation of the 

impact of DCP projects and their effect on production and investment often remains vague 

(Vogel and Adams 1997a, 362-372).  

On the other hand, Vogel and Adams (1997a) present the Financial Market Paradigm (FMP) 

and explain that within the FMP, loans are not seen as one-time treatments. The authors 

emphasise that the transaction costs of both the lenders and borrowers are central prob-

ƭŜƳǎ ƛƴ ŦƛƴŀƴŎƛŀƭ ƳŀǊƪŜǘǎ ŀƴŘ ǊŜǎǳƭǘ ƛƴ ŎƻƴǎǘǊŀƛƴŜŘ ŦƛƴŀƴŎƛŀƭ ǎŜǊǾƛŎŜǎΦ ¢ƘŜ άǿŜƭƭ-ōŜƛƴƎέ ƻŦ 

financial infrastructure is important, i.e. there should be a set of sustained relationships 

among financial intermediaries, creditworthy clients and depositors. With regard to subsi-

dies, or public intervention, Vogel and Adams (1997a) argue that direct transfers are better 

instruments to deal with income distribution problems and financial markets should not be 

distorted with directed credits. Financial institutions should be independent from subsidies 

(in other words financially self-sustainable), compete with each other and be disciplined by 

market forces. Consequently, market interest rates should be charged to the borrowers as 

ŎƭƛŜƴǘǎ ƻŦ ǘƘŜ ŦƛƴŀƴŎƛŀƭ ƛƴǎǘƛǘǳǘƛƻƴǎ ŀƴŘ ƴƻǘ ŀǎ άōŜƴŜŦƛŎƛŀǊƛŜǎέ ƻŦ ǎǳōǎƛŘƛŜǎ (Vogel and Adams 

1997a, 373-377). Vogel and Adams (1997a) are convinced that the FMP is the better para-

digm (Vogel and Adams 1997a, 378)3. Higher interest rates for previously rationed borrowers 

go in line with the second model presented by Stiglitz and Weiss (1981).  

Nitsch (2001) is also critical with the DCP and ŎƻƴŎƭǳŘŜǎ ǘƘŀǘ ŀ άŎommercial aǇǇǊƻŀŎƘέ ƛǎ 

ƳƻǊŜ ǇǊƻƳƛǎƛƴƎ ǘƻ ǇǳǎƘ ǘƘŜ άŦǊƻƴǘƛŜǊέ ƻŦ ǘƘŜ ŦƻǊƳŀƭ ŦƛƴŀƴŎŜ ǎŜŎǘƻǊ ƛƴ ǘƘŜ ŘƛǊŜŎǘƛƻƴ ƻŦ ǘƘŜ 

poor by providing what they really need in financial services: 

ά¢ƘŜǎŜ όǘƘŜ ƴŜŜŘŜŘ ŦƛƴŀƴŎƛŀƭ ǎŜǊǾƛŎŜǎύ ǿŜǊŜ ǎƳŀƭƭΣ ǊŜŀŘƛƭȅ ŀǾŀƛƭŀōƭŜ ƻǇŜǊŀǘƛƴƎ ŦǳƴŘǎ ŀƴŘ 
emergency loans and secure and worthwhile investment options for temporary financial sur-
pluses. Since poverty was a mass phenomenon, these financial products had to be offered 
with a loan technology, meaning a form of organization, that gave them a mass reach with as 
ƳǳŎƘ ǎŀǘǳǊŀǘƛƻƴ ŀǎ ǇƻǎǎƛōƭŜέ (Nitsch 2001). 

 

                                                           
3
 For a further discussion and comparison of the paradigms see Santos (2003). 
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This approach to reach as many people as possible requires that the financial institutions 

should be largely financially self-sustainable, which is in line with the FMP. Following the 

commercial approach should not be confused with a belief in perfect markets or the ortho-

dox thought that public support is not needed, or that public intervention only distorts the 

market. Moreover, this commercial approach does not mean that the financial institutions 

should maximise the rate of return. Instead, their aim should be to cover their costs and 

achieve financial sustainability: 

 άIn Development Finance, it has become a general lesson learned that it makes sense to 
provide initial financial and/or technical support for the building of financial institutions, 
but not to give grants or money-losing loans to so-ŎŀƭƭŜŘ ΨbeneficiariesΩ. Financial institu-
tions are to receive public aid to provide financial service to their clients, but they should 
soon be able to cover their total costs and hence be basically financially self-ǎǳǎǘŀƛƴŀōƭŜέ 
(Kramer and Nitsch 2010, 997). 

 

  

2.1.2 Basic ideas and approaches to analyse credit guarantee schemes  

 

This section is based on theoretical contributions on credit guarantee schemes provided 

above all by Schmidt and Zeitinger (1984), Schmidt (1986), Krahnen and Schmidt (1994) and 

Honohan (2010).   

With respect to the question what kind of institution are credit guarantee schemes, Hono-

han (2010) Ŏŀƭƭǎ ƎǳŀǊŀƴǘŜŜǎ ŀƴŘ ŘŜǊƛǾŀǘƛǾŜǎ άŎƭƻǎŜ Ŏƻǳǎƛƴǎέ (Honohan 2010, 2), and Vogel 

and Adams (1997b) emphasise similarities to forms of insurance (Vogel and Adams 1997b, 

2). Krahnen and Schmidt (1994) also state that a credit guarantee scheme is a kind of insur-

ance company (Krahnen and Schmidt 1994, 70-72). In addition, the authors state that a 

credit guarantee fund is much like a credit guarantee system with the sole exception that a 

ŎŜǊǘŀƛƴ ǎǳƳ ƻŦ ƳƻƴŜȅ ƛǎ άǇƭŜŘƎŜŘέ ŀƴŘ Ǉǳǘ ƛƴǘƻ ŀ ōƭƻŎƪŜŘ ŀŎŎƻǳƴǘΦ Zeitinger and Schmidt 

(1984) analyse the similarity between a credit guarantee fund and a bank and conclude that 

a credit guarantee fund is an incomplete bank. Schmidt and Zeitinger (1984) state:  

άA credit guarantee fund is a bank, although an incomplete one; and a 
bank is a credit guarantee fund, because the bank usually bears the risk of 
default of the loans it had provided. One should explain in more detail: 
The equity and the reserves, including possible bailout commitments by 
third parties [such as deposit guarantees or obligations to inject additional 
capital], are the Ψcredit guaranǘŜŜ ŦǳƴŘΩ that serves as collateral for the 
loans which are refinanced by outside capital (deposits and raised funds)έ  
(Schmidt and Zeitinger 1984, 2). 
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In other words, the authors point out the similarities between a credit guarantee fund and a 

bank since a bank also performs insurance functions by charging premiums and by diversifi-

cation of risks. Zeitinger and Schmidt (1984) provide two cases where a credit guarantee 

fund might be in a better position than a bank to provide finance: i) in partially incomplete 

financial markets where banks ration the targeted group due to their own business policy 

that might have been influenced by regulations such as interest rate ceilings of and ii) largely 

incomplete financial markets where banks ration the targeted groups although they could 

generate a profitable business in providing finance (Schmidt and Zeitinger 1984, 3). Never-

theless, the authors conclude that in the first case it would be more efficient to alter regula-

tions such as interest rate ceilings  (Schmidt and Zeitinger 1984, 6).  Also the second argu-

ment does not mean that a guarantee scheme is the best solution to solve the problem. 

Schmidt (1986) concludes, in another study, that influencing and supporting the banks di-

rectly would be better and more effective than establishing a credit guarantee system.  

In their study on the benefits and costs of loan guarantee programs, Vogel and Adams 

(1997b) state that these schemes are popular in both high- and low-income countries (Vogel 

and Adams 1997b, 2). Market distortions that ration disadvantaged groups are often cited to 

be the reason of existence. Guarantee schemes attempt to overcome this imperfection by 

shifting risk from the bank to the guarantor. Those schemes are often part of a package of 

subsidised activities following the previously discussed Directed Credit Paradigm (DCP). In 

the case of public credit guarantee schemes, the idea is to ŎƘŀƴƎŜ ǘƘŜ ƭŜƴŘŜǊǎΩ ōŜƘŀǾƛƻǳǊ ōȅ 

a subsidised risk-sharing, i.e. the government does no charge the full risk-premium that 

would be cost covering. Consequently, the lender is subsidised directly and the borrower 

indirectly. The authors are critical of this instrument of public policy since costs and benefits 

ŀǊŜ ǳǎǳŀƭƭȅ ǾŀƎǳŜ ŀƴŘ ƘŀǊŘ ǘƻ ƳŜŀǎǳǊŜΦ IƻǿŜǾŜǊΣ ǘƘŜȅ ǎǘŀǘŜ ǘƘŀǘ ǘƘŜȅ άŎƭŜŀǊƭȅ Řƻ ƭŜǎǎ Řŀm-

ŀƎŜ ǘƘŀƴ ǇǊƻǾƛŘƛƴƎ ƭŜƴŘŜǊǎ ǿƛǘƘ ŎƘŜŀǇ ŦǳƴŘǎέΦ  

Honohan (2010) provides three main reasons why credit guarantee schemes may emerge 

without direct public support: έŘƛŦŦŜǊŜƴǘƛŀƭ ƛƴŦƻǊƳŀǘƛƻƴΣ ŀǎ ǿƘŜǊŜ ǘƘŜ ōƻǊǊƻǿŜǊΩǎ ŎǊŜŘƛǘǿƻr-

thiness is better known by a well capitalized guarantor than by tƘŜ ƭŜƴŘŜǊέΤ άǎǇǊŜŀŘƛƴƎ ŀƴŘ 

ŘƛǾŜǊǎƛŦȅƛƴƎ Ǌƛǎƪέ ŀƴŘ έǊŜƎǳƭŀǘƻǊȅ ŀǊōƛǘǊŀƎŜέ(Honohan 2010, 2).  
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Following this argument, four general approaches to analyse schemes will be discussed in 

the following: 

1. the information and incentive approach; 

2. the intervention approach; 

3. the pooling approach;  

4. the arbitration approach.  

 

The first approach, the information and incentive approach, asks whether the financial in-

strument bundles a specific combination of rights and possible actions which enables financ-

ing in the sense of Schmidt (1981). Thereby it should be discussed whether the guarantor is 

in a better position to screen applicants than the lender. Moreover, the scheme is not only 

analysed as to whether it increases available information but also whether the set of incen-

tives is adequate.  

There are authors that do believe in financially self-sustainable credit guarantee schemes. 

Langer and Schiereck (2002) provide a microeconomic formalised analysis of the set of in-

centives within credit guarantee schemes (following the example of German Guarantee 

Banks). The authors show a model in which Guarantee Banks can provide a financial inter-

mediation due to specialisation. The banks then delegate the screening efforts to a central 

screening institution, the Guarantee Bank, which can achieve economies of scale. The credit 

guarantee scheme in turn can enable sustainable financing which would not have been pos-

sible without the institution, and the institution can cover its costs (Langer and Schiereck 

2002, 156). The three central conditions are that i) within the market niche of such institu-

tions there are sufficient borrowers with viable investment projects, ii) the screening bank 

can identify these viable borrowers with its screening technology and iii) the screening bank 

is pro-profit oriented.  

In another microeconomic study, Busetta and Zazzaro (2011) present another formalised 

microeconomic model. In this model howeverΣ άaǳǘǳŀƭ [ƻŀƴ-DǳŀǊŀƴǘŜŜ {ƻŎƛŜǘƛŜǎέ ŀǊŜ 

wealth-pooling mechanisms to overcome adverse selection. Within their model, schemes 

may be characterised by assortative matching: with only safe borrowers when the guaran-

teeing institution is funded only by their associates, and with only risky borrowers when the 

public sector contributes to the scheme (Busetta and Zazzaro 2011, 10).  
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In both microeconomic studies the authors create models where credit guarantee schemes 

ŀǊŜ ŀōƭŜ ǘƻ άŦƻƭƭƻǿ the commercial aǇǇǊƻŀŎƘέ ǳƴŘŜǊ ŎŜǊǘŀƛƴ ŎƛǊŎǳƳǎǘŀƴŎŜǎ ŀƴŘ ƘŜƴŎŜΣ Řƻ 

not need public support. Indeed, the authors are critical of public intervention. 

In their World Bank study, Levitsky and Prasad (1987) emphasise that banks can usually pro-

vide adequate finance to well known clients and the authors point to market imperfections 

and a financing gap that should be filled. Indeed, they conclude that credit guarantee 

schemes should not completely absolve banks from taking a normal level of risk and at the 

same time schemes should not enable the financing of projects of doubtful viability. The au-

thors moreover conclude that schemes could be able to achieve financial autonomy and ful-

fil their aims in assisting small and medium enterprises if schemes are managed efficiently, if 

ŦŜŜǎ ŀǊŜ ŎƘŀǊƎŜŘ άǊŜŀƭƛǎǘƛŎŀƭƭȅέΣ ƻǇŜǊŀǘŜŘ ōȅ ŀ άōǳǎƛƴŜǎǎ ŀǇǇǊƻŀŎƘέ ŀƴŘ ƻƴƭȅ prudently as-

sume risks (Levitsky and Prasad 1987, 14). 

On the other hand, there are critical voices beyond Schmidt and Zeitinger (1984). Vogel and 

Adams (1997b) emphasise that pro-profit lenders have built relationships to enterprises and 

reducing the asymmetries of information without the need for subsidised external interven-

tions (Vogel and Adams 1997b, 5), i.e. without the need for guarantees schemes.  

The second approach, the intervention approach, analyses the intervention of government 

or non-governmental organisations, their costs and benefits, and compares it to alternatives.  

Honohan (2010) states that the welfare economics perspective suggests three possible 

sources from which a net welfare improvement due to credit guarantee schemes could 

come: schemes could remove information-based market failure, and they could induce posi-

tive externalities. In addition, there are distributional arguments. The market failure could be 

reduced either by informative advantages of the guarantor relative to the bank or by subsi-

dising the credit which reduces adverse selection. This type of credit subsidy might be im-

portant in times of heightened risk or risk aversion during a credit crunch. Exploiting exter-

nalities can be fruitful and the author provides two examples: the bank acquires sufficient 

skills over time, which enables the bank to lend without the scheme in the future; or positive 

externalities may emerge when the scheme enables lending in an infant industry. Since peo-

ple of lower wealth have usually less bankable collateral to offer, they could benefit from a 

guarantee scheme. However, the author emphasises that it is in general unclear whether 

credit allocation is the best instrument to correct for unequal distribution of wealth 

(Honohan 2010, 2-4).  

Vogel and Adams (1997b) state that virtually all schemes in low-income countries receive 

subsidies, however, they are critical whether these subsidies indeed increase welfare: if 



17 
 

small businesses might not receive credit because of fixed costs on loan processing, more 

loans to small businesses might reduce welfare due to these costs. Hence adjusting lending 

procedures to reduce the costs would be a more promising approach to increase welfare. In 

the case of credit guarantee schemes, however, the authors emphasise that an additional 

institution implies higher transaction costs (Vogel and Adams 1997b, 4). The authors fur-

thermore emphasise that benefits of such schemes depend not only on the additionality of 

lending but also on loan recovery.  

The authors also address the problem of counterfactuals, i.e. that it is never known what the 

lender would have done without cooperation with the scheme which is important to meas-

ure the costs and benefits. A bank might cooperate with the scheme for loans it would have 

provided anyway and then expand its lending to other borrowers (intra-portfolio substitu-

tion); or alternatively, a lender that cooperates with the subsidised guarantees might draw 

borrowers from other lenders (inter-lender substitution) (Vogel and Adams 1997b, 12). 

The third approach, the pooling approach, examines whether the guarantor is in a better 

position to pool the credit risk than a lender. Saunders and Allen (2002) discuss new ap-

proaches to credit risk measurement. These new models are based on portfolio theory, and 

use traditional models to measure the risk exposures of a single loan (Saunders and Allen 

2002, 9-22, 135-150). The following citation illustrates the thought of advocates of the port-

folio approach: 

ά{ƻ ŦŀǊΣ ǿŜ ƘŀǾŜ ŎƻƴǎƛŘŜǊŜŘ ŘŜŦŀǳƭǘ-risk and credit risk exposure on a single-borrower basis. 
This is not unreasonable; much of the banking theory literature views the personal at banks 
and similar financial institutions (FIs) as credit specialists who, through monitoring and the 
development of long-term relationships with customers, gain a comparative advantage in 
lending to a specific borrower or group of borrowers. 

This advantage, developed by making (and holding to maturity) loans to a select subset of 
long-term borrowers, may nevertheless be inefficient from a risk-return perspective. Sup-
pose, instead, loans were publicly traded at low transaction costs and with high liquidity in 
public security markets. By separating the credit-granting decision from the credit portfolio 
management decision, a bank may be able to generate a better risk-return trade-ƻŦŦΦΦΦ έ 
(Saunders and Allen 2002, 151) .  

Schmidt (1986) also states that the credit guarantee scheme can reduce risk of all participat-

ing banks by diversification. On the other hand, the author points to the problem of moral 

hazard which also occurs within insurance contracts. Since banks often have more diversified 

portfolios, the author does not believe that credit guarantee funds in development finance 

are in a better position to pool risks than banks. In addition, there might be an adverse selec-

tion where the banks attracts both the good and bad risk but the credit guarantee scheme 

ends up bearing a higher average risk. 
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The forth approach, the arbitration approach, detects possible arbitration gains and their 

impact. Arbitration gains can emerge, for example, if an unregulated firm provides guaran-

ǘŜŜǎ ǘƘŀǘ ŀǊŜ ŀŎŎŜǇǘŜŘ ōȅ ǘƘŜ ƭŜƴŘŜǊǎΩ ǊŜƎǳƭŀǘƛƻƴ ŀǎ Ǌƛǎƪ-mitigation tools. Another example is 

that of a scheme used to charge fees instead of interest rates that might be regulated by a 

ceiling (Honohan 2010, 2). If credit rationing is the result of legal restrictions that impede the 

use of collateral, such as mortgages, Vogel and Adams (1997b) emphasise that the high 

transaction costs of credit guarantees could be avoided by dealing directly with the legal 

shortcoming (Vogel and Adams 1997b, 4).  

 

2.1.3 Stocks and flows of guaranteeing institutions  

 

As stated by Zeitinger and Schmidt (1984), Krahnen and Schmidt (1994), Vogel and Adams 

(1997b), and Honohan (2010) there are some similarities between credit guarantee schemes 

and banks, insurance companies and credit derivatives. This section provides an overview of 

stocks and flows of guaranteeing institutions. A digression to insurance companies and credit 

derivatives is provided in section 2.1.3.1 and in section 2.1.3.2, ǘƘŜ DLǎΩ ǎǘƻŎƪǎ ŀƴŘ Ŧƭƻǿǎ will 

be analysed.   

In the following, the cash flow of a single credit guarantee will be described and grouped in 

four periods:  

1) The guarantor receives inflow due to fees and the total cash flow might be positive if 

flows from fees are higher than the negative flow resulting from the guŀǊŀƴǘƻǊΩǎ ƻp-

erational payments.  

2) During the credit period, the guarantor continues to receive inflows from fees. If fees 

are charged as a percentage of the outstanding guarantee, this flow declines parallel 

to the amortisation of the loan principal. On the other hand, negative flows (out-

flows) continue due to operational payments. However, these payments can be 

lower than at the beginning when the borrower was screened. If the net cash flow 

was positive in the first two periods, it can be invested in the capital markets which 

result in an additional positive flow due to interest payments. If no credit event oc-

curs this structure of cash flow continues until the loan is repaid and the guarantee 

expires.  
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3) It is uncertain, whether and when the third period occurs. In this period, the guaran-

tor has a cash outflow due to financial compensation if there is a credit event. The 

credit event can differ and be, for example, insolvency with legal action or a delay of 

the borrowerΩǎ ǇŀȅƳŜƴǘΦ There can be either a single payment to compensate the 

losses of the lender or, there can be a compensation scheme where the guarantor 

pays for the amortisations and interest rates as the borrower and lender have 

agreed. In addition, the operational payments may increase, too. 

4) On condition that a credit event indeed occurred, the guarantor may receive a posi-

tive flow because the guarantor continues to have a claim against the borrower ς be 

it directly or indirectly via the lender. Cash may come from the liquidation of collat-

eral or payments from the borrower after the debt was renegotiated. In the extreme 

case, the borrower may be able to fulfil all the obligations. On the other hand, admin-

istrative costs constitute an outflow. 

All in all, the net cash flow depends on the fees, interest rates from investments in the capi-

tal markets, payments due to operational costs and obviously whether a call on the guaran-

tee occurs. If the call occurs, the existing collateral and capacity to repay the loan (partially) 

continues to be important.  

 

2.1.3.1 Digression: insurance companies and credit der ivatives  

 

Except for life insurance ς which has similar flows to savings products ς the cash flow of in-

surance products is usually reversed compared with the flow of most other investments: 

there is usually a net cash inflow in the beginning from premium income, followed by a con-

tinuous cash stream through most of the life of the policy. Cash payment obligations are 

concentrated in the latter part of the policy life (Copeland, Koller and Murrin 2000, 455-476). 

Hence, the flow is similar to the cash flow of a credit guarantee. 

A typical balance sheet structure is the following: on the left side, the insurance company 

has its assets which are usually investments in financial assets, real assets and cash. On the 

other side of the balance sheet are reserves, provisions and equity. Usually there is no sig-

nificant debt in the form of loans. The main financial contracts, the insurance contracts, are 

not directly represented within the balance sheet total. It is the reserve that is shown in the 

balance sheet. In other words, the balance sheet total is an indication of the value of the 

reserve fund to fulfil obligations in the future and not the value of outstanding contingent 

liabilities.  
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Honohan (2010) calles ŘŜǊƛǾŀǘƛǾŜǎ ŀƴŘ ƎǳŀǊŀƴǘŜŜǎ άŎƻǳǎƛƴǎέ (Honohan 2010, 2). In his disser-

tation on valuation of portfolio credit derivatives, Moosbrucker (2007) defines credit deriva-

tives such as Credit Default Swaps (CDS) which: 

άŀǊŜ ŘŜǎƛƎƴŜŘ ŦƻǊ ǘƘŜ ǘǊŀƴǎŦŜǊ ƻŦ ǇǳǊŜ ŎǊŜŘƛǘ Ǌƛǎƪ ƻŦ ŀƴ ǳƴŘŜǊƭȅƛƴƎ ŀǎǎŜǘΦ ¢ƘŜ ǇŀǊǘƛŜǎ ƛƴǾƻƭǾŜŘ 
in the contract are called protection buyer and protection seller. The protection buyer pays a 
premium (typically on a quarterly basis) to the protection seller until a credit event of the 
reference obligation occurs. When a credit event occurs, the protection seller refunds the 
loss of the reference entityέ (Moosbrucker 2007, 9). 

The author also ǎǘŀǘŜǎ ǘƘŀǘ ǘƘŜ άǇǊƻǘŜŎǘƛƻƴ ǎŜƭƭŜǊέ ŀƴŘ άǇǊƻǘŜŎǘƛƻƴ ōǳȅŜǊέ ƘŀǾŜ ǘƻ ǎǇŜŎƛŦȅ ǘƘŜ 

notional amount of the contract, the payment days, maturity, definition of the credit event 

ŀƴŘ Ŧƛƴŀƭƭȅ ǘƘŜ ǎŜǘǘƭŜƳŜƴǘ ƳŜǘƘƻŘΦ Lǘ Ƙŀǎ ǘƻ ōŜ ƴƻǘŜŘ ǘƘŀǘ ŀ άǊŜŦŜǊŜƴŎŜέ ƻōƭƛƎŀǘƛƻƴ or asset is 

indeed only a reference since the protection buyer does not necessarily have to own the 

underlying asset that is to be protected. Derivatives where no party holds the reference as-

set are sometimes ŎŀƭƭŜŘ άƴŀƪŜŘ ŘŜǊƛǾŀǘƛǾŜǎέ (The Financial Crisis Inquiry Commission 2011, 

50).  

In a Total Return Swap (TRS), the Total Return Payer (for example a bank that holds a loan or 

bond) does not have to sell the assets but can synthetically replicate the cash flow in favour 

of the Total Return Receiver. In return for this uncertain cash flow, the Total Return Receiver 

has to provide a previously agreed cash flow to the bank, independently of whether a de-

fault occurs. The base of derivatives can also be a portfolio, and credit derivatives can be 

used within securitization. Basket Default Swaps are similar to Credit Default Swaps, how-

ever, they are based on a portfolio. Moreover, the underlying assets of a Collaterized Debt 

Obligation (CDO) do not have to be a loan or bond but can be a Credit Default Swap, too. In 

this case, the CDO is ǎŀƛŘ ǘƻ ōŜ άsyntheticέ (Moosbrucker 2007, 9-13).  

Without going into details, derivatives can transfer the risks of an asset or portfolio of assets 

from one party to another. Moreover, the protection buyer does not necessarily have to be 

ǘƘŜ άƻǿƴŜǊέ ƻŦ ǘƘŜ ŀǎǎŜǘǎ ŀƴŘ ǘƘŜ ǊŜǎǳƭǘƛƴƎ ŎŀǎƘ ŦƭƻǿΦ /ƻƴǎŜǉǳŜƴǘƭȅΣ ŎǊŜŘƛǘ ŘŜǊƛǾŀǘƛǾŜǎΣ 

guarantees and insurance products are all measures to transfer risk. The Financial Crisis In-

quiry Commission (2011) also points to the similarity between CDS and insurance products 

but provides two distinctions. First, only persons with an insurance interest will obtain an 

insurance policy whereas a CDS purchaser can use the product to speculate on the default of 

a loan which the CDS purchaser does not own όǎƻ ŎŀƭƭŜŘ άƴŀƪŜŘ /5{ǎέύΦ ¢ƘŜ ǎŜŎƻƴŘ ŀǎǇŜŎǘ ƛǎ 

that insurance regulators require reserves to cover losses unlike protection sellers that sell 

CDS (The Financial Crisis Inquiry Commission 2011, 50). Consequently, the differences of risk-

sharing mechanisms lie in the arrangement of the risk-sharing contracts and the regulation, 

which might ŦƻǊōƛŘ άƴŀƪŜŘέ products or order the accumulation of reserves.  
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Within their theoretical study on credit risk modelling, Bluhm, Overbeck and Wagner (2003) 

provide an overview of modern derivative instruments of credit risk sharing. Although the 

authors provide a very formalised and algebraic description they do not clearly differentiate 

between credit default swaps, insurance products and guarantees: On the contrary, the au-

thors narratively explain that the major reason why banks prefer(ed) credit derivatives 

ŀƎŀƛƴǎǘ ǘƘŜ άǿŜƭƭ-ŜǎǘŀōƭƛǎƘŜŘέ ƛƴǎǳǊŀƴŎŜ ƳŀǊƪŜǘ ŀǊŜ ƭƻǿŜǊ ǘǊŀƴǎŀŎǘƛƻƴ ŎƻǎǘǎΣ ǉǳƛŎƪŜǊ Ǉŀy-

ment and more liquidity (Bluhm, Overbeck and Wagner 2003, 211-212).   

 

2.1.3.2 Items of financial  statements that  inform about stocks and flows  

 

Schiereck (2002) models the provision of loans with guarantees of the German GBs from the 

ōŀƴƪǎΩ ŀƴŘ ŦǊƻƳ ǘƘŜ ōƻǊǊƻǿŜǊǎΩ perspectives. In the model, GBs cannot provide guarantees 

of unlimited value since the guarantees have to be funded or counter-guaranteed. This 

model is indeed a valuable contribution to understand the stocks and flows and financial 

restrictions of guaranteeing institutions that do not receive counter-guarantees (counter-

guarantees are only formally modelled with respect to the ƭŜƴŘŜǊǎΩ regulatory capital re-

quirements). Since counter-guarantees are important for many schemes (for example, the 

German government counter-ƎǳŀǊŀƴǘŜŜǎ ǳǇ ǘƻ ул҈ ƻŦ ǘƘŜ D.ǎΩ ǊƛǎƪύΣ they are included in 

this research as the central extension of the model in order to apply to all credit guarantee 

schemes.   

Balance sheets and income statements of schemes in Italy, Germany, France, Spain, South 

Korea and Japan were ŀƴŀƭȅǎŜŘ ƛƴ ǘƘŜ ŜƳǇƛǊƛŎŀƭ ǎǘǳŘȅ ά¢ƘŜ ƎǳŀǊŀƴǘŜŜ ǎȅǎǘŜƳǎ and the SMEs 

ŀŎŎŜǎǎ ǘƻ ŎǊŜŘƛǘέ(Vincentiis 2008). The study was conducted by researchers of the University 

of Turin and the President of Eurofidi, one of the largest Italian credit guarantee schemes. 

Using this study and financial statements of analysed schemes in Germany, Spain and Portu-

gal, the following elements were found to be typical: 

The general structure of the institutions shows similarities with elements of balance sheets 

of banks and insurance companies: the core business, the guarantees, are contingent liabili-

ties that can be found only outside the balance sheet total. Since the business of providing 

guarantees usually results in a positive cash flow (due to fees) before the guarantee is called, 

ǘƘŜ ƎǳŀǊŀƴǘŜŜƛƴƎ ƛƴǎǘƛǘǳǘƛƻƴ Ƙŀǎ ǘƻ άƎǳŀǊŘέ ǘƘƛǎ ŎŀǎƘ ƛƴŦƭƻǿ like an insurance company. In-

deed, on the left side of the balance sheet there are investments in real and financial assets. 

After a guarantee has been called, in period four, the guaranteeing institution has claims 

against either the lender or borrower. Consequently, withiƴ ǘƘŜ ƛƴǎǘƛǘǳǘƛƻƴǎΩ ōŀƭŀƴŎŜ ǎƘŜŜǘǎ 

there are claims against clients for example due to subrogation, i.e. assignments of claims.     
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hƴ ǘƘŜ ƻǘƘŜǊ ǎƛŘŜ ƻŦ ǘƘŜ ōŀƭŀƴŎŜ ǎƘŜŜǘΣ ǘƘƛǎ άƎǳŀǊŘƛƴƎέ ǊŜǎǳƭǘǎ ƛƴ an accumulation of provi-

sions and equity.  

As an alternative to providing finance to the GI, third parties, such as borrower associations 

or local authorities, can pay into a blocked (risk or guarantee) fund, or leave cautionary de-

posits with the lender. If these blocked funds are the only source of collateral, ǘƘŜ άƎǳŀǊŀn-

ǘŜŜ ƛƴǎǘƛǘǳǘƛƻƴέ ƛǎ ƴƻǘ ŀ ƎǳŀǊŀƴǘŜŜƛƴƎ ƛƴǎǘƛǘǳǘƛƻƴ ƛǘǎŜƭŦ ōǳǘ ǊŀǘƘŜǊ ŀƴ ƛƴǎǘƛǘǳǘƛƻƴ ǘƘŀǘ ƳŀƴŀƎŜǎ 

blocked funds and is not necessarily subject to financial regulation.  

Contrary to the typical balance sheet of insurance companies, ǘƘŜ DLǎΩ ōŀƭŀƴŎe sheets often 

contain debt towards financial institutions and others which is sometimes subordinated or 

even mezzanine capital. This can be either the guarantor`s debt due to calls on guarantees 

that were not paid yet, or this debt might come from third parties that provide liquidity.  

On the income statements, there are typically net profits from guarantee fees, net interest 

rate profits and fees from other services. Since the institutions invest in the capital market, 

there are dividend gains and income (or losses) due to financial operations including depre-

ciations. Obviously, providing guarantees and managing the investments result in adminis-

trative expenses, including personnel costs. In addition, there can always be extraordinary 

income or losses and the institutions might have to pay taxes.  

With respect to the calls on guarantees, there are losses on credits and making of provisions. 

If a guarantee is not called or compensation is lower than expected, the institution can re-

verse the provisions which consequently results in income. Since the institutions may receive 

claims (against the borrower directly or indirectly via lenders) after a guarantee has been 

called, these claims can result in further losses or income due to valuation adjustments and 

payments. In addition, net amortisations and depreciations influence profits. If profit is not 

distributed among shareholders, the institution can accumulate equity including reserves.  

Table 1 provides an overview of the stock of contingent and non-contingent claims and obli-

gations. It differs from a balance sheet, in which the contingent obligations and claims are 

stated outside the balance sheet total. 
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Table 1 Stocks of Guaranteeing Institutions 

 

Claims Abbreviation Obligations Abbreviation  

    
Contingent 
  
Counter guarantees CG Outstanding guarantees OG 
Equity (not paid in), liabilities of 
shareholders or any guarantee  

ELG   

Insurance and derivative products IN&DER   
    
Non-contingent 
  
Financial assets (long term) FA(LT) Claims of lenders CL 
Financial assets (liquid) FA(Li) Other loans OL 
Real assets RA Paid in equity PE 
Claims against borrowers CB   

Own elaboration 

The main stock of the guaranteeing institution is the portfolio of outstanding guarantees 

(OG). These guarantees are contingent liabilities and can be limited to a maximum amount, 

for example to the amount of loan principal plus planned interest rate payments. On the 

other hand, the outstanding guaranǘŜŜǎ ƳƛƎƘǘ ōŜ άǊŜ-ƎǳŀǊŀƴǘŜŜŘέ ǿƛǘƘ ŎƻǳƴǘŜǊ ƎǳŀǊŀƴǘŜŜǎ 

ό/DύΦ ¢ƘŜǎŜ άŎƻƴǘƛƴƎŜƴǘ ŎƭŀƛƳǎέ ŀǊŜ ƴƻǘ ǘƘŜ ƻƴƭȅ ƻƴŜǎΦ [ƛƪŜ ŀǘ ŎƻƻǇŜǊŀǘƛǾŜ ōŀƴƪǎΣ ǘƘŜǊŜ 

might be equity which was not paid in, or shareholders can be liable limitedly or unlimitedly 

ŦƻǊ ǘƘŜ ƛƴǎǘƛǘǳǘƛƻƴΩs obligations (ELG). Moreover, the guaranteeing institution can always 

hold protection via insurance contracts or derivatives (IN&DER)4.  

¢ƘŜ άŦǳƴŘέ ƻŦ ǘƘŜ ƎǳŀǊŀƴǘŜŜƛƴƎ ƛƴǎǘƛǘǳǘƛƻƴ usually consists of long-term or liquid financial 

assets (FA) and real assets (RA). These assets can be financed from the positive cash flow 

which results from the operation of providing guarantees and the paid in equity (PE). The 

guaranteeing institution might have obligations such as claims of lenders (CL) due to called 

guaranǘŜŜǎ ƻǊ άƻǘƘŜǊ ƭƻŀƴǎέ όh[ύ. These other loans should not be confused with the loans 

which are guaranteed; these other loans are provided by third parties or are cautionary de-

posits to the institution and provide liquidity to the guaranteeing institution. They can refi-

nance claims against borrowers (CB), or regress that emerge when guarantees have been 

called or refinance real assets (RA) and financial assets (FA).  

The guaranteeing institutionΩs non-contingent obligations (CL) and claims against borrowers 

(CB) can be found in the balance sheets and are determined by the outstanding guarantees 

                                                           
4
 For example, real estate can be covered by insurance and an institution that operates in a special sector such 

as agriculture can buy protection against catastrophes or changes in commodity prices. 
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(OG) and counter-guarantees (CG), both contingent obligations and claims respectively: CL 

[OG-CG] and CB [OG-CG]. For example, a call on guarantee increases the institutionΩs obliga-

tions (against lenders) but increases the claims (against the borrower), too.  

For a GI to remain solvent, the assets should be higher than the claims5. This condition is 

described in the following equation.  

 

Formula 1 Condition for the Solvency of a Guaranteeing Institution 

 

Ὂὃ  Ὑὃ ὅὄὕὋ ὅὋ  ὉὒὋ  ὍὔǪὈὉὙὅὒὕὋ ὅὋ ὕὒ 

 

The equation is derived from the research discipline of insurance business management ς for 

an introduction see Karten (2000). Methods from this discipline were applied in a simulation 

study, tailored to Guarantee Banks, in the ŀǳǘƘƻǊΩǎ diploma thesis (Kramer 2008, 24-30,109-

119). No simulations study is conducted in this research. Nevertheless, this section is the 

base for the quantitative analysis of financial statements.  

Table 1 and Formula 1 also hold for the case of unfunded guarantee schemes (of the gov-

ernment or credit derivatives where no reserves are stipulated by law). In these cases, the 

values of non-contingent liabilities are negligible. Incoming cash is directly channelled to the 

shareholders or to the public budget. This brings us to the analysis of flows:  

Negative flows or outflows arise from the payout of compensation due to called guarantees 

(comp_g) and administrative expenses (opaym) that include personnel or renting real estate. 

In addition, the institution might have to pay fees for counter guarantees, insurance policies 

or derivatives (fees_cg). The guaranteeing institutions can receive loans from third parties 

which imply interest payments (i_OL). Moreover, the institution might have to pay taxes to 

the authorities (tax) and dividends to its shareholders (divid). In the case of a public guaran-

tee scheme, there can be contributions to the public budget (contr_budget). 

A positive cash flow arises from compensation if the guarantees ǿŜǊŜ άǊŜ-ƎǳŀǊŀƴǘŜŜŘέ ōȅ 

counter guarantees (comp_cg) of third parties, or protection was bought via derivatives or 

from insurance companies (comp_(IN&DER)). After guarantees have been called, the guar-

anteeing institution has claims against the borrower, perhaps through the lender, (regresses) 

                                                           
5
 It has to be stated that the book values can only be a starting point of analysis and usually, further internal 

information is needed. 
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which can result in repayments, interest rates and liquidation of collateral (repaym_CB). 

Moreover, the institution can charge fees for guarantees (fees_g) or other services such as 

consultation (fees_oth) and receives interest and dividend payments (i(FA)) from invested 

financial assets and gains from real assets (g(RA)) such as rented real estate.  

Further cash inflow that does not come from the core business of providing credit guaran-

tees results if the guaranteeing institution takes out loans (incr_OL) or receives grants (gra). 

Obviously, the institution would always receive positive cash flow if there is a bailout (pELG) 

or an increase of the paid in equity (payinEquity). These loans and positive cash flows have 

to be invested. The guaranteeing institution has the choice to maintain liquidity or invest in 

long-term financial (inv_FA(LT)) or real assets (inv_RA) which create outflows. Clearly, selling 

these long-term financial assets (sell_FA(LT)) and real assets (sell_RA) results in a positive 

cash flow and increases liquidity. In the case of public unfunded guarantee schemes the 

main inflow of cash comes from the public budget (payments_budget). 

The following table provides an overview of the cash flow of guaranteeing institutions in a 

period t, which is equal to the variation of liquid financial assets: 
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Table 2 Flows of a Guaranteeing Institution in Period t 

 

Cash Flow in period t  Abbreviation 

  
Positive  
  
Compensation due to counter guarantees (net) comp_cgt 
Compensation due to insurance and derivatives comp_(IN&DER) 
Repayments due to claims against borrowers (regresses) repaym_CB t 
Fees for guarantees fees_gt 
Fees for other services  fees_otht 
Interests and dividends from financial assets i (FA) t 
Gains from real assets g (RA) t 
Increase of other loans incr_OLt  
Grants of third persons grat 
Selling long-term financial assets sell_FA(LT) 
Selling real assets sell_RA 
Payments ŘǳŜ ǘƻ 9[D όά.ŀƛƭƻǳǘέύ pELGt 
Increase of paid in equity  payinEquityt  
Payments from public budget payments_budgett 
  
Negative  
  
Compensation due to called guarantees  comp_gt 
Fees for counter guarantees, insurance policies or derivatives fees_cgt 
Payments for administrative expenses opaymt 
Interest payments for other loans i_OL t 
Investments in long-term financial assets Inv_FA(LT) t  
Investments in real assets  Inv_RAt 
Taxes  taxt 
Payments of dividends dividt 
Contribution to public budget contr_budgett 
  
SUM: variation of liquid financial assets  ɲFA(Li)t 

Own elaboration 

 

2.2 The Basic Triangular Relationship   
 

As discussed in section 2.1.1, Schmidt (1981) emphasises the asymmetrical distribution of 

information among investors and capital-seekers, and that financing instruments constitute 

a specific combination of rights and actions. A credit guarantee is a financial instrument 

which divides risk between the lender and the guarantor. Information is distributed asym-

metrically between both actors.  
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When a credit guarantee is provided, the provision of liquidity to the borrower remains with 

the lender but the credit, i.e. the trust, is shared between the lender and guarantor via the 

guarantee. Hence, the relationship between the lender and the borrower is extended to a 

Basic Triangular Relationship (BTR)6. The following discusses the BTR and the three interde-

ǇŜƴŘŜƴǘ άǎǳō-ǊŜƭŀǘƛƻƴǎƘƛǇǎέ ƭŜƴŘŜǊ-borrower, borrower-guarantor and lender-guarantor. 

Contrary to the triangular relationship in the contribution of Kramer and Nitsch (2010) that is 

tailored to the German Guarantee Banks, the BTR includes the άlenderέ instead of the 

άbankέ to be more generally valid. However, since the bank is usually the most important 

source of formal finance for small businesses, other lenders will only be discussed inciden-

tally.  

 

Figure 1 The Basic Triangular Relationship ExprŜǎǎŜŘ ƛƴ ά¢έ !ŎŎƻǳƴǘǎ7 

 

 

Own elaboration 

 

                                                           
6
 This term is rarely used in English literature. A similar term is used in German literature. For example, the 

triangular relationship, ƛƴ DŜǊƳŀƴ ά5ǊŜƛŜŎƪǎǾŜǊƘŅƭǘƴƛǎέΣ ƛǎ ǳǎŜŘ ōȅ CƭŜǎǎŀ (1989) in his juridical assessment of 
German guarantee schemes (Flessa 1989, 29). The term is also used by Geis (1993) in his study on credit guar-
antee funds in development finance for the German Federal Ministry for Economic Cooperation and Develop-
ment (Geis 1993, 2,3).  
7
 ά¢ά !ŎŎƻǳƴǘǎ ŀǊŜ ŀ ŎƻƳƳƻƴ ŦƻǊƳ ǘƻ ƛƭƭǳǎǘǊŀǘŜ ŎƭŀƛƳǎ ŀƴŘ ƭƛŀōƛƭƛǘƛŜǎ ŀƳƻƴƎ ŀŎǘƻǊǎΣ ŀƴŘ Ǝƻ ƛƴ ƭƛƴŜ ǿƛǘƘ ǘƘŜ ŀp-
ǇǊƻŀŎƘ ǘƻ ƛƭƭǳǎǘǊŀǘŜ ōŀƭŀƴŎŜ ǎƘŜŜǘǎΦ hƴ ǘƘŜ ƭŜŦǘ ƘŀƴŘ ǎƛŘŜ ƻŦ ǘƘŜ ά¢έΣ ǘƘŜǊŜ ŀǊŜ ƛǘǎ ŎƭŀƛƳǎ ŀƴŘ ƻƴ ǘƘŜ ǊƛƎƘǘ ƘŀƴŘ 
side, there are its liabilities. The arrows illustrate the set of claims and liabilities among the actors (see Nitsch 
(1999)).     
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A representation of the BTR is drawn in Figure 1. In accordance with the concept of horizon-

ǘŀƭ ŀŎŎƻǳƴǘƛƴƎΣ ǘƘŜ ά¢έ ǊŜǇǊŜǎŜƴǘǎ ǘƘŜ ǎǘǊǳŎǘǳǊŜ ƻŦ ŀ ōŀƭŀƴŎŜ ǎƘŜŜǘ: ǘƘŜ ŀŎǘƻǊΩǎ ŀǎǎŜǘǎ ƻǊ 

ŎƭŀƛƳǎ Ŏŀƴ ōŜ ŦƻǳƴŘ ƻƴ ǘƘŜ ƭŜŦǘ ƘŀƴŘ ƻŦ ǘƘŜ ά¢έ ǿƘŜǊŜŀǎ ǘƘŜƛǊ ƭƛŀōƛƭƛǘƛŜǎ ŀǊŜ ŦƻǳƴŘ ƻƴ ǘƘŜ 

right side. The loan contract constitutes a liability for the borrower and a claim for the 

lender. The guarantee is a contingent liability of the guarantor and a contingent claim of the 

lender. In addition, the guarantor receives a direct or indirect claim against the borrower 

after a guarantee has been called. To emphasise the contingency, these lines are broken. 

Alternatively ǘƻ ǘƘŜ ά¢έ ŀŎŎƻǳƴǘs, a simpler illustration of the BTR can be used as shown in 

the following figure. 

 

Figure 2 The Basic Triangular Relationship 

 

 

Own elaboration, see Kramer and Nitsch (2010) 

 

The BTR is generally applicable to accessory guarantees since the relationships can vary be-

tween very close and very distant ones. For example, an extremely close relationship be-

tween borrower and guarantor is given when the borrower is a limited company and its 

ƻǿƴŜǊ ƎǳŀǊŀƴǘŜŜǎ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ƭƻŀƴΦ Lƴ ǘƘƛǎ ŎŀǎŜ, the guarantee would be considered a 

personal guarantee. At the other extreme, the borrower might not know the guarantor or 

even about its involvement in the financing. In this case, the guarantee is solely a risk sharing 
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contract between the lender and the guarantor. Although the borrower might not be in-

formed, the BTR does still ŜȄƛǎǘ ōŜŎŀǳǎŜ ǘƘŜ ƎǳŀǊŀƴǘƻǊΩǎ ŎƻƴǘƛƴƎŜƴǘ ƭƛŀōƛƭƛǘȅ ŘŜǇŜƴŘǎ ƻƴ ǘƘŜ 

ōƻǊǊƻǿŜǊΩǎ ǊŜǇŀȅment of the loan. In addition, the guarantee might indirectly affect the bor-

ǊƻǿŜǊΩǎ ŀŎŎŜǎǎ ǘƻ ŦƛƴŀƴŎŜ ƻǊ ŦƛƴŀƴŎƛƴƎ ŎƻƴŘƛǘƛƻƴǎ.  

In the following sections, the three interdependent sub-relationships in the BTR will be dis-

cussed in more detail. Section 2.2.1 discusses the relationship between the borrower and 

the lender, section 2.2.2 considers between the relationship between the borrower and the 

guarantor, and section 2.2.3 is dedicated to the relationship between the guarantor and the 

lender.   

 

2.2.1 Mutual relations between borrower and lender   

 

The relationship between lender and borrower is the starting point of the analysis since the 

lender can provide finance (liquidity and credit) without the guarantor and credit guarantee 

schemes are often built in order to fill a financing gap.    

External financing, such as a bank loan or finance via a bond, is usually characterised by a 

fixed claim on payment (repayments and interest rates) by investors and hence investors 

only participate asymmetrically in the profit of the financed enterprise.  

Schmidt (1981) provides four basic forms of financing as combinations of rights and possible 

actions: equity-finance in a partnership, equity-finance in publicly traded joint-stock com-

pany, short-term external finance and long-term external finance. Equity finance implies that 

the risk and profit are more symmetrically distributed among investors and capital seekers. 

Information asymmetries can be reduced by personal contact in the case of a partnership, or 

the need for information is reduced in the case of a publicly traded company (R. H. Schmidt 

1981, 195-213).  

In the case of long-term borrowing, the cash flow of the investment project is coming in be-

fore the loan has to be repaid and the lender typically requires liens (or other collateral). The 

lender might only provide long-term finance if the expected gain from liquidation is suffi-

cient to compensate for the borrowerΩs default. Hence, the lender might only evaluate the 

expected value of liens and ǘƘŜ ƭŜƴŘŜǊΩǎ need for information on the borrower is reduced8. 

Moreover, if liens are provided, the lender receives a right of action and can influence the 

borrower to impede moral hazard since the borrower cannot dispose of the financed asset. 

                                                           
8
 As discussed in section 2.1.1, there might be sorting effects as described by Stiglitz and Weiss (1981). 
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Moreover, the lien can reduce the possibility that the borrower takes more external finance 

because an additional lender would have to provide finance without liens. If liens are pro-

vided, the problem of moral hazard is reduced. Moreover, the lender might be able to re-

duce its costs when it is easier to estimate the value of the lien than to monitor both the 

ŦƛƴŀƴŎŜŘ ƛƴǾŜǎǘƳŜƴǘ ŀƴŘ ǘƘŜ ōƻǊǊƻǿŜǊΩǎ ōŜƘŀǾƛƻǳǊ (R. H. Schmidt 1981, 210-213).  

Williamson (1988) applies the transaction cost approach to corporate finance and empha-

sises the importance of asset specify. The author argues that the ƭŜƴŘŜǊΩǎ value of a pre-

emptive claim declines the higher the asset specificity is (Williamson 1988, 580). In other 

words, the liquidation or any other use of collateral is less promising for the lender when 

assets are only of high value for the borrower. Consequently, a high asset specificity can in-

ŎǊŜŀǎŜ ǘƘŜ ƭŜƴŘŜǊΩǎ demand for guarantees from third parties.  

Short-term borrowing, as a forth alternative, increase the dependency of the borrower, can 

reduce information asymmetries through repeated interactions and hence, can reduce the 

risk of moral hazard (R. H. Schmidt 1981, 195-210).  

The idea of short-term borrowing without liens is to provide finance with a lower maturity 

than the maturity of the investment. In other words, the borrower has to repay the loan be-

fore the cash flow of its investment is coming in. This implies that the borrower needs a con-

tinuous prolongation or a substitution of debt. The lender is in a position to refuse the pro-

longation which might imply the end of the investment project or even the liquidation of the 

enterprise. This threat enables the lender to reduce the moral risk of the borrower or stop 

financing if information was false. Consequently, this method can force the borrower to in-

form the lender truthfully, and the lender can collect information through a long-term rela-

tionship via repeated interactions. In the case of a substitution with finance of other lenders, 

the changing lenders cannot gather as much information as one lender that prolongs the 

ƭƻŀƴΦ .ǳǘ ǘƘŜ ŜȄƛǎǘŜƴŎŜ ƻŦ ŀƭǘŜǊƴŀǘƛǾŜ ŎƻƳǇŜǘƛƴƎ ƭŜƴŘŜǊǎ ƛƴŎǊŜŀǎŜǎ ǘƘŜ ōƻǊǊƻǿŜǊΩǎ Ǉƻǎƛǘƛƻƴ 

ŀƴŘ ƳƻǊŜƻǾŜǊ ǊŜŘǳŎŜǎ ǘƘŜ ōƻǊǊƻǿŜǊΩǎ Ǌƛǎƪ that prolongation is denied. However, the rejec-

tion of the prolongation or impossibility of substitution can occur also because of reasons 

that cannot be controlled by the borrower. Consequently, sceptical borrowers will seek 

longer maturities (R. H. Schmidt 1981, 207-210). 

None of the four methods reduces the technical risk or wrong expectations of both actors. 

Beyond the basic forms of finance, Schmidt (1981) reports that both methods of providing 

external finance can be mixed. Short-term finance is often secured by liens, and within long-

term finance both parties might agree that the borrower has to pay interest and repayment 

of the principal starts during the period (R. H. Schmidt 1981, 216-219). Consequently, this 

agreement increases the lendeǊΩǎ ǊƛƎƘǘ ǘƻ ŦǊŜǉǳŜƴǘƭȅ ƳƻƴƛǘƻǊ ŀƴŘ ǳƴŘŜǊǘŀƪŜ ŀŎǘƛƻƴǎ ƛŦ ǘƘŜ 
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borrower is not repaying as agreed. All in all, a long-term relationship with repeated interac-

tion between a lender and borrower ς which may include short and long-term finance ς can 

reduce the information asymmetries.  

Elsas and Krahnen (2004) provide a theoretical analysis of relationship banking and state 

that the German άIausbankέ9 can be seen as an example of banks that practise relationship 

banking. These banks are regarded as the primary financier with more intensive and timely 

information on a ŦƛǊƳ ǘƘŀƴ ŀ ŎƻƳǇŀǊŀōƭŜ ŀǊƳΩǎ ƭŜƴƎǘƘ ōŀƴƪΦ ¢Ƙƛǎ ƛƴŦƻǊƳŀǘƛƻƴŀƭ ŀŘǾŀƴǘŀƎŜ 

exists due to the accumulation of information through repeated interaction with the bor-

rower over time (Elsas and Krahnen 2004, 208). Following Boot (2000), the authors provide 

three potential benefits of relationship lending: information, renegotiation and intertempo-

ral interaction. Whereas the informational advantages have already been discussed, the 

other benefits need some explanation. Relationship lending is an implicit contract between 

both parties which implies that its terms can be renegotiated flexibly. Since the long-term 

relationship introduces a long-term perspective, there can be an intertemporal transfer of 

earnings. In other words, the bank that practises relationship banking can provide a financial 

service which standing alone would not be profitable (Elsas and Krahnen 2004, 208-209). 

With respect to renegotiation, Elsas and Krahnen (2004) emphasise that credit availability 

matters, especially when the borrower faces financial distress. With regard to the latter, the 

bank has an insurance function: with better information and a long-term perspective, the 

bank can assess the borrower and provide finance if the ōƻǊǊƻǿŜǊΩǎ ŦƛƴŀƴŎƛŀƭ ǇǊƻōƭŜƳǎ ŀǊŜ 

seen to be a temporary crisis. However, the authors admit that this insurance function does 

not automatically imply efficient lender behaviour. But, better informed lenders are more 

likely to make efficient decisions more often (Elsas and Krahnen 2004, 209-211).  

The relationship between borrowers and banks depends on several factors such as the size 

of the firm since larger enterprises have better access to capital markets and consequently 

are in a better bargaining position; competition among banks; bank regulation; whether the 

regulators allow universal banks that can provide most financial services; and whether finan-

cial stability allows banks to have such a long-term perspective.  

Moreover, relationship banking includes not only the owner of a company who applies for a 

loan but might include the whole family. In their study on loan programmes within develop-

ment finance, Krahnen and Nitsch (2002) emphasise the role of the family. Starting a busi-

ness or a household, building or purchasing real estate, and many other investments are 

usually financed by an advance from family members. For the borrower, this finance implies 

                                                           
9
 ¢ƘŜ ǘŜǊƳ αIŀǳǎά ƳŜŀƴǎ αƘƻǳǎŜά in German. It signals that in ǘȅǇƛŎŀƭ αƘŀǳǎōŀƴƪάǊŜƭŀǘƛƻƴǎƘƛǇs all members of a 
ŦŀƳƛƭȅ ŀǊŜ ŎƭƛŜƴǘǎ ƻŦ ǘƘŜ άƘƻǳǎŜōŀƴƪέΦ  
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outflow of cash in the future like a loan, however, unlike for a loan, the outflow is usually not 

precisely fixed. Indeed, for the family, the micro- or small business is not only the family-

business but also fulfils functions such as saving and insurance for the extended family. Con-

sequently, the financing structure and relationship between the bank and the client should 

ōŜ ǎŜŜƴ ŀǎ ǘƘŜ άǘƛǇ ƻŦ ǘƘŜ ƛŎŜōŜǊƎέ ǿƛǘƘƛƴ ŀ ŎƻƳǇƭŜȄ ŦǊŀƳŜǿƻǊƪ ƛƴŎƭǳŘƛƴƎ ŘƛŦŦŜǊŜƴǘ ƎŜƴŜǊa-

tions, godfathers and inter-family relations (Krahnen and Nitsch 2002, 71-75).  

Borrowers can come in many forms. In his theory of economic development, Schumpeter 

(1912/1951) differentiates ōŜǘǿŜŜƴ ǘƘŜ άƛƴƴƻǾŀǘƛǾŜ ŜƴǘǊŜǇǊŜƴŜǳǊέ όUnternehmer) and the 

άƳŀƴŀƎŜǊέ όWirt schlechtweg) (Schumpeter 1912/1951, 83, Schumpeter 1934/1993, 122). 

IƻǿŜǾŜǊΣ ǎƛƴŎŜ άƳŀƴŀƎŜǊέ ƛǎ ƴƻǘ ŀƴ ŀŘŜǉǳŀǘŜ ǘǊŀƴǎƭŀǘƛƻƴΣ ŀƴŘ ŀ ōŜǘǘŜǊ ǘǊŀƴǎƭŀǘƛƻƴ ǿŀǎ ƴƻǘ 

ŦƻǳƴŘΣ ƛƴ ǘƘŜ ŦƻƭƭƻǿƛƴƎ ǘƘŜ ǘŜǊƳǎ άǿƛǊǘέΣ ƛǘǎ ǇƭǳǊŀƭ άǿƛǊǘŜέ ŀƴŘ άǳƴǘŜǊƴŜƘƳŜǊέ (both singular 

and plural) will be used.  

¢ƘŜ άǿƛǊǘέ Ǌǳƴǎ the business in a circular flow and receives finance by the sales of what was 

produced before. Schumpeter concludes that ǘƘŜ ŦƛƴŀƴŎŜ ƻŦ άǿƛǊǘŜέ ƛǎ ƴƻǘ ǎŜŜƴ ŀǎ ƻŦ ƛƳǇƻr-

tance for economic development (Schumpeter 1912/1951, 95-115). It is more the 

άǳƴǘŜǊƴŜƘƳŜǊέ ǿƘƻ conducts the άŎŀǊǊȅƛƴƎ ƻǳǘ ƻŦ ƴŜǿ ŎƻƳōƛƴŀǘƛƻƴǎ ƻŦ ƳŜŀƴǎ ƻŦ ǇǊƻŘǳc-

ǘƛƻƴέ ǿƘƛŎƘ ƛǎ ǎŜŜƴ ŀǎ ǘƘŜ ŎŜƴǘǊŀƭ ŎƻƴǘǊƛōǳǘƛƻƴ ǘƻ ŜŎƻƴƻƳƛŎ ŘŜvelopment. This can be 

(Schumpeter 1912/1951, 66): 

I. the introduction of a new good,  

II. the introduction of a new method of production, 

III. the opening of new markets,  

IV. the conquest of a new source of supply of raw materials,  

V. the carrying out of the new organisation of any industry.  

Thus the set of άǳƴǘŜǊƴehƳŜǊέ ƛǎ ƴƻǘ ǊŜŘǳŎŜŘ ǘƻ ƛƴŘŜǇŜƴŘŜƴǘ ōǳǎƛƴŜǎǎƳŜƴ ƻǊ ǎŜƭŦ-

employed, who ŀǊŜ ǳǎǳŀƭƭȅ ŎŀƭƭŜŘ άǳƴǘŜǊƴŜƘƳŜǊέ ƛƴ Ŏƻƭƭƻǉǳƛŀƭ DŜǊƳŀƴ10 but includes direc-

tors and managers within companies that are responsible for these innovations (this is why 

the translation in English is confusing). On the other hand, not all individuals and self-

ŜƳǇƭƻȅŜŘ ŀǊŜ ŎƻƴǎƛŘŜǊŜŘ άunternehmerέΦ ¢ƘŜȅ ŀǊŜ ƴƻǘ άǳƴǘŜǊƴŜƘƳŜǊέ ǿƘŜƴ ǘƘŜȅ ƳŜǊŜƭȅ 

operate in an established business without carrying out new combinations. Schumpeter em-

phasises ǘƘŀǘ άǳƴǘŜǊƴŜƘƳŜǊέ lose their character as soon as their new combinations are car-

                                                           
10

 CƻǊ ŜȄŀƳǇƭŜΣ ǘƘŜ DŜǊƳŀƴ ǾŜǊǎƛƻƴ ƻŦ ²ƛƪƛǇŜŘƛŀ ŘŜŦƛƴŜǎ ǘƘŜ ά¦ƴǘŜǊƴŜƘƳŜǊέ ŀǎ ŀ ǎŜƭŦ-employed person or 
owner of a company who manages the company  (Wikipedia 2011). 
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ǊƛŜŘ ƻǳǘ ŀƴŘ ǘƘŜ ǇŜǊǎƻƴ άǎŜǘǘƭŜǎ Řƻǿƴέ ǘƻ Ǌǳƴ Ƙƛǎ or her business (Schumpeter 1912/1951, 

74-94).  

For Schumpeter (1912/1951)Σ ƴƻǘ ƻƴƭȅ ǘƘŜ άǳƴǘŜǊƴŜƘƳŜǊέ ƛǎ ƛƳǇƻǊǘŀƴǘ, but also the banker. 

¢ƻ ŎƻƴŘǳŎǘ ƴŜǿ ŎƻƳōƛƴŀǘƛƻƴǎΣ ǘƘŜ άǳƴǘŜǊƴŜƘƳŜǊέ ƴŜŜŘǎ ǇǳǊŎƘŀǎƛƴƎ ǇƻǿŜǊ ǿƘƛŎƘ Ƴǳǎǘ be 

borrowed if ǘƘŜ άǳƴǘŜǊƴŜƘƳŜǊέ does not possess it (Schumpeter 1912/1951, 102). Conse-

ǉǳŜƴǘƭȅΣ ǘƘŜ ǇǊƻŘǳŎǘƛǾŜ ŦƛƴŀƴŎŜ ƻŦ ǘƘŜ άǳƴǘŜǊƴŜƘƳŜǊέ ƛǎ ƛƳǇƻǊǘŀƴǘ (Schumpeter 1912/1951, 

95-115)11. Thereby the banker is seen by Schumpeter ƴƻǘ ŀǎ ŀ ǘǊŀŘŜǊ ƻŦ ǘƘŜ ŎƻƳƳƻŘƛǘȅ άǇǳr-

ŎƘŀǎƛƴƎ ǇƻǿŜǊέ ōǳǘ ǊŀǘƘŜǊ ŀǎ ŀ ǇǊƻŘǳŎŜǊ ƻŦ ǘƘƛǎ ŎƻƳƳƻŘƛǘȅΦ Lǘ ƛǎ ǘƘŜ ōŀƴƪ ǘƘŀǘ Ŏŀƴ ŎǊŜŀǘŜ 

this purchasing power άout of nothingέ (Schumpeter 1912/1951, 73-74). Consequently, both 

ǘƘŜ άǳƴǘŜǊƴŜƘƳŜǊέ ŀƴŘ ǘƘŜ ōŀƴƪŜǊ ŀǊŜ ǘƘŜ ŎŜƴǘǊŀƭ Řrivers of economic development. The 

άǳƴǘŜǊƴŜƘƳŜǊέ ŎŀǊǊƛŜǎ ƻǳǘ ǘƘŜ ƴŜǿ ŎƻƳōƛƴŀǘƛƻƴǎ ŀƴŘ ǘƘŜ ōŀƴƪŜǊ Ƴŀȅ ŜƴŀōƭŜ ŀƭƭ ǇŜǊǎƻƴǎ ǘƻ 

do so. Hence, innovations and new combinations do not depend solely on άƛƴǾŜǎǘƻǊǎέ who 

already have purchasing power and might not be interested in the new combinations, i.e. 

competition.    

While άǳƴǘŜǊƴŜƘƳŜǊέ ŀƴŘ ōŀƴƪŜǊǎ ǿƘƻ ŦƛƴŀƴŎŜ άǳƴǘŜǊƴŜƘƳŜǊέ ŀǊŜ crucial for economic de-

velopment, thŜ ƛƳǇƻǊǘŀƴŎŜ ƻŦ άǿƛǊǘŜέ ŀƴŘ ǘƘŜƛǊ ŦƛƴŀƴŎƛƴƎ ŘŜƳŀƴŘǎ ǎƘƻǳƭŘ ƴƻǘ ōŜ ǳƴŘŜǊŜs-

timated. Not only can and do άǳƴǘŜǊƴŜƘƳŜǊέ ŎƻƴǾŜǊǘ ǘƻ άǿƛǊǘŜέ ŀŦǘŜǊ ǘƘŜȅ ƘŀǾŜ ŎŀǊǊƛŜŘ ƻǳǘ 

their new combinations, but the opposite is possible as well. The ǎǘŀōƭŜ ŦƛƴŀƴŎŜ ƻŦ άǿƛǊǘŜέ 

mƛƎƘǘ ŜƴŀōƭŜ ǘƘŜ ŜƳŜǊƎŜƴŎŜ ƻŦ άǳƴǘŜǊƴŜƘƳŜǊέ ǿƘŜƴ ǘƘŜ ǇŜǊǎƻƴ ǎŜŜǎ ŀ ƎƻƻŘ ōǳǎƛƴŜǎǎ ƻp-

portunity, or is forced by competition, ǘƻ άŎŀǊǊȅ ƻǳǘ ƴŜǿ ŎƻƳōƛƴŀǘƛƻƴǎ ƻŦ ƳŜŀƴǎ ƻŦ ǇǊƻŘǳc-

ǘƛƻƴέΦ 

This research uses the differentiation provided by Schumpeter (1934/1993) between 

ǳƴǘŜǊƴŜƘƳŜǊέ ŀƴŘ άǿƛǊǘŜέΦ The possibility that one person might convert from άwirtέ to 

άunternehmerέΣ or vice versa, is an advantage of the terminology. This is more useful for this 

research than the common differentiation into start-ups and established businesses. The 

differentiation between άǳƴǘŜǊƴŜƘƳŜǊέ ŀƴŘ άǿƛǊǘŜέ is somewhat similar to the frequently 

used differentiation into innovative and non-innovative businesses. However, in literature, 

the definition of innovation varies and using that term might result in confusion. Moreover, 

the concept of {ŎƘǳƳǇŜǘŜǊΩǎ άǿƛǊǘέ ŀƴŘ άǳƴǘŜǊƴŜƘƳŜǊέ provides the link to the financing 

needs.  

                                                           
11

 α!ƴŘ ǘƘƛǎ ǇǳǊŎƘŀǎƛƴƎ ǇƻǿŜǊ ŘƻŜǎ ƴƻǘ Ŧƭƻǿ ǘƻǿŀǊŘǎ ƘƛƳ ŀǳǘƻƳŀǘƛŎŀlly, as to the producer in the circular flow, 
by the sale of what he produced in preceding periods. If he does not happen to possess it ς and if he did then it 
would simply be the consequence of former development ς ƘŜ Ƴǳǎǘ ōƻǊǊƻǿ ƛǘά (Schumpeter 1912/1951, 102) 
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Lǘ Ƙŀǎ ǘƻ ōŜ ƴƻǘŜŘ ǘƘŀǘ ǿƘŜƴ ǘƘŜ ōƻǊǊƻǿŜǊ ƛǎ ŀ άǿƛǊǘέΣ he or she can often be a lucrative bank 

client. This holds especially, when a universal bank realises profits via cross selling. In addi-

ǘƛƻƴΣ ǘƘŜ άǿƛǊǘέ ŀƴŘ ǘƘŜ ōŀƴƪ όƻǊ ƭƻŀƴ ƻŦŦƛŎŜǊύ Ƴŀȅ ƘŀǾŜ Ŝǎǘŀōƭƛǎhed a long-term relationship, 

i.e. relationship banking. On the other hand, the άǳƴǘŜǊƴŜƘƳŜǊέ faces more financial con-

straints since the borrower cannot show the lender in advance that the innovation is indeed 

profitable. 

 

2.2.2 Mutual relations between borrower and guarantor  

 

TƘŜǊŜ ƛǎ ŀƭǿŀȅǎ ŀ ŦǳƴŘŀƳŜƴǘŀƭ ǊŜƭŀǘƛƻƴǎƘƛǇΣ άDǊǳƴŘǾŜǊƘŅƭǘƴƛǎέΣ ƛƴ ǘƘŜ ǿƻǊŘǎ ƻŦ CƭŜǎǎŀ (1989) 

between the guarantor and borrower (Flessa 1989, 29). Both actors are either directly or 

indirectly connected via the guarantee contract, and the guarantor does not take the risk 

without any intentions of his or her own. These intentions might be the business motive to 

receive the financial compensation for taking the risk ς similar to an insurance company. 

Alternatively, the intention is not receiving fees but other motives that depend on the over-

all relationship between the borrower and guarantor.  

The most usual guarantors in small business finance are family members. Within a family 

structure, there can be a long-term interest in helping family members to receive finance. 

¢ƘŜ ōƻǊǊƻǿŜǊΩǎ ŦŀƳƛƭȅ ƳŜƳōŜǊǎ Ƴŀȅ ōŜ wealthier than the borrower is and be able to pro-

vide collateral. Moreover, they might know the borrower better than the lender, and via a 

guarantee they can provide an commitment that the borrower will repay. Moreover, the 

guarantee reduces the moral-hazard problem since the guarantee reduced the attractive-

ness to reshuffle the portfolio of assets. Other typical guarantors are business partners who 

provide guarantees in order to tie their partners to them. In this case, the borrower has to 

pay a price for the guarantee, often not in monetary terms, but not necessarily a less costly 

one (Kramer and Nitsch 2010, 999). The guarantor might prefer to provide the guarantee 

instead of an informal loan because the loan includes the provision of liquidity which the 

guarantor might not have. Moreover, the guarantor might prefer guaranteeing the loan be-

cause there is the possibility of not paying even if the guarantee is called.  

The following will focus on institutional guarantee schemes. However, it has to be empha-

sised that the social integration of the borrowers within their family is important. In the case 

of bankruptcy, personal guarantees can affect the whole family and can result in poverty, 

social disgrace, exclusion and psychological pressure. Especially when a credit guarantee 

substitutes for a personal guarantee, the guaranteeing institution can reduce dependency of 

borrowers on their family and therewith reduce the risk held by the family which often also 
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serves as a social protection network. On the other hand, if the guaranteeing institution pro-

vides the guarantee but continues to require personal family guarantees, irresponsibly pro-

vided credit guarantees may lead to high ineptness.  

In addition to risk-sharing, screening and monitoring, a long-term arrangement between an 

institutional guarantor and the borrower can be established. Similar to relationship-banking, 

the guarantor can accumulate information on the borrower over time via repeated interac-

tion which could include other products such as advice or lobbyism. However, as already 

stated, Levitsky and Prasad (1987) and Vogel and Adams (1997b) emphasise that the guaran-

tor can only provide finance in cooperation with a lender and hence guarantee schemes 

cannot provide the full range of financial services. This is an indication that the lender is usu-

ally in a better position to establish a long-term relationship with repeated interaction to the 

clients than a guarantor.  

As shown in section 2.1, the guarantee contract has a life cycle and the intensity of the rela-

tion varies within the four periods. Although there might be a close cooperation between all 

actors in the Basic Triangular Relationship in the periods I, III and IV, in period II, which is the 

longest period when long-term finance is guaranteed, the screening can be completely dele-

gated to the lender who also manages the business account and receives loan repayments or 

provides the liquidity of overdraft and hence is closer to the provided cash flows. Moreover, 

if the guarantor only guarantees a long-term loan and does not provide additional services, 

there is only little interaction. Also in providing short-term finance repeatedly, there are only 

a few points in time when a new loan has to be guaranteed or when the guarantee is called. 

On the other hand, a άHausbankέ can monitor the daily business beyond external financing. 

Consequently, the relationship between the guarantor and borrower is hardly as intensive as 

the relationship between a borrower (and his family) and a universal bank which practises 

relationship banking.  

/ƻƴǘǊŀǊȅ ǘƻ άǊŜƭŀǘƛƻƴǎƘƛǇ-ƎǳŀǊŀƴǘŜŜƛƴƎέ, the relationship can also ōŜ ŀǊƳΩǎ length. Coopera-

tion with an institutional guarantor, which implies higher transaction costs, may be used 

only in cases where finance of the lender alone is not sufficient or inadequate. In other 

words, the borrower receives financial services from the lender, and the guarantor is in-

cluded only in some cases in the relationship between the borrower and the lender.  

²ƘŜƴ ǘƘŜ ōƻǊǊƻǿŜǊ ƛǎ ŀ άǿƛǊǘέΣ ǘƘŜ ŦƛƴŀƴŎƛƴƎ is often lucrative which also holds for guaran-

ǘŜŜƛƴƎ ŦƛƴŀƴŎŜ ƻŦ άǿƛǊǘŜέ. However, higher transaction costs of a guarantee scheme might 

ǊŜŘǳŎŜ ǘƘŜ ŀǘǘǊŀŎǘƛǾŜƴŜǎǎ ŦƻǊ άǿƛǊǘŜέ to participate in the scheme, and furtƘŜǊƳƻǊŜΣ άǿƛǊǘŜέ 

might obtain adequate finance from lenders without the guarantee. When the borrower is 

ŀƴ άǳƴǘŜǊƴŜhƳŜǊέ ǿƘƻ Ƙŀǎ ƳƻǊŜ ŦƛƴŀƴŎƛŀƭ ŎƻƴǎǘǊŀƛƴts, the borrower might be willing to co-
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operate, despite the high transaction costs because otherwise thŜ άǳƴǘŜǊƴŜƘƳŜǊέ ƳƛƎƘǘ ƴƻǘ 

receive any formal finance at all. However, financing an άǳƴǘŜǊƴŜƘƳŜǊέ ƛǎ ƳƻǊŜ Ǌƛǎƪȅ ŀƴŘ ǘƘŜ 

guarantee activity might be expensive due to high defaults.  

 

2.2.3 Mutual relations between guarantor and lender  

 

This section focuses on the relationship between lenders and guarantors, and the general 

question why lenders cooperate with a guaranteeing third party.  

Credit guarantee schemes are usually built to improve directly the finance of borrowers, 

however, they do that indirectly, since credit guarantees are to reduce the lenderΩs risk. 

Thus, the guarantee can make the loan more attractive for the lender, which may be an in-

centive to provide the loan at all, provide longer maturities or to charge lower interest rates. 

Consequently, the question arises whether it is the borrower or the lender who benefits 

(more) from a guarantee. Indeed, Vogel and Adams (1997b) emphasise the problem of sub-

stitution: it may be the lenders who mainly benefit from the guarantees ŀƭǘƘƻǳƎƘ ǘƘŜ άǘŀǊƎŜǘ 

ƎǊƻǳǇέ ŀǊŜ ǘƘŜ ōƻǊǊƻǿŜǊs (Vogel and Adams 1997b, 11,12).  

In fact, the explicit purpose of a credit guarantee scheme can be to support the lender. This 

does not only hold for schemes where it is the refinancing of the lenders which is guaran-

teed. A credit guarantee scheme can be used like a ά.ŀŘ .ŀƴƪέ ƛƴ ƻǊŘŜǊ ǘƻ άŦǊŜŜέ ǘƘŜ bank 

from its risks. This is obvious in the case when the guarantor guarantees a loan (or portfolio 

of loans) which was already provided earlier. Another way ǘƻ ǊŜŘǳŎŜ ǘƘŜ ƭŜƴŘŜǊΩǎ ƻǳt-

standing risk is the prolongation or substitutƛƻƴ ƻŦ ŀƴ άoldέ unguaranteed loan ǿƛǘƘ ŀ άƴŜǿέ 

guaranteed one. In addition, the guarantee may ƛƴŎǊŜŀǎŜ ǘƘŜ ƭŜƴŘŜǊΩǎ liquidity, especially if 

the guaranteeing institution provides payment on first demand, before the collateral has 

been liquidated or all claims have been satisfied under another repayment-plan. Moreover, 

the guarantor can conduct the decision-making process and liquidation of collateral, and 

hence, ǊŜŘǳŎŜ ǘƘŜ ƭŜƴŘŜǊΩǎ ŎƻǎǘǎΦ    

Hononan (2010) provides four reasons why credit guarantee schemes emerge and why 

banks cooperate with an institutionalised guarantor: If the guarantor is better informed, the 

lenderΩs informational risk and risk of moral hazard can be reduced since the guarantee is a 

commitment of the better informed guarantor. If there are arbitration gains, the guarantee 

becomes attractive for the lender too ς at least in the short term. Sharing risk with an insti-

tution that is in a better position to diversify that risk is attractive for example for regional 

banks or lenders that specialise in financing companies in one or few sectors. Public inter-
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vention in the form of subsidised risk-sharing is often welcomed by banks. However, public 

support is usually provided under restrictions and can increase transaction costs.   

When there is no public intervention (be it regulatory arbitration or public support), only 

two of the four reasons stated by Honohan (2010) remain: risk-pooling advantages and in-

formational advantages. What are the implications for the relationship between the guaran-

tor and the lender in these cases?  

Both actors could reduce their transaction costs and concentrate on their advantages. In the 

extreme case, there could be complete division of labour: if the advantage of the guarantor 

is risk-pooling, the guarantor does not screen the borrower at all and tries to control against 

high losses via risk sharing or stop loss mechanisms. If on the other hand, the guarantor has 

informational advantages, the opposite might be true. The guarantor screens the borrower 

and provides the credit in the sense of trust, leaving only the liquidity provision to the 

lender.   

The division of labour, however, induces transaction costs due to the existence of informa-

tional asymmetries between the lender and guarantor. For example, in an introduction to 

credit risk modelling, future credit risk managers learn: 

ά!ǎǎǳƳŜ ŀ ƳŀƧƻǊ ōǳƛƭŘƛƴƎ ŎƻƳǇŀƴȅ ƛǎ ŀǎƪƛƴƎ ƛǘǎ ƘƻǳǎŜ ōŀƴƪ ŦƻǊ ŀ ƭƻŀƴ ƛƴ ǘƘŜ ǎƛȊŜ ƻŦ ú 
млл ƳΦ {ƻƳŜǿƘŜǊŜ ƛƴ ǘƘŜ ōŀƴƪΩǎ ŎǊŜŘƛǘ ŘŜǇŀǊǘƳŜƴǘ ŀ ǎŜƴƛƻǊ ŀƴŀƭȅǎǘ Ƙŀǎ ǘƘŜ ŘƛŦŦƛŎǳƭǘ 
job to decide if the loan will be given to the customer or if the credit request will be 
ǊŜƧŜŎǘŜŘΦ [Ŝǘ ǳǎ ŦǳǊǘƘŜǊ ŀǎǎǳƳŜ ǘƘŀǘ ǘƘŜ ŀƴŀƭȅǎǘ ƪƴƻǿǎ ǘƘŀǘ ǘƘŜ ōŀƴƪΩǎ ŎƘƛŜŦ ŎǊŜŘƛǘ ƻf-
ficer has known the chief executive officer of the building company for many years, 
and to make thinks even worse, the credit analyst knows from recent default studies 
that the building industry is under pressure and that the bank-internal rating of this 
particular building company is just on the way down to a low subinvestment grade 
(low credit quality).  

What should the analyst do? Well, the most natural answer would be that the analyst 
should reject the deal based on the information she or he has about the company 
and the current market situation. An alternative would be to grant the loan to the 
customer but to insure the loss potentially arising from the engagement by means of 
some credit risk management instruments (e.g.; a so-ŎŀƭƭŜŘ ŎǊŜŘƛǘ ŘŜǊƛǾŀǘƛǾŜύέ 
(Bluhm, Overbeck and Wagner 2003, 15). 

 

If the lender knows, in this example, that the borrower is probably losing its investment 

grade but does not provide this information to the guarantor, the lender does not provide all 

information he or she has. Hence, the ƎǳŀǊŀƴǘƻǊΩǎ problem of not receiving all available in-

ŦƻǊƳŀǘƛƻƴ ƛǎ ƴƻǘ ƻƴƭȅ ŎƻƳƛƴƎ ŦǊƻƳ ǘƘŜ ōƻǊǊƻǿŜǊΩǎ ōŜƘŀǾƛƻǳǊ ōǳǘ ŀƭǎƻ from the lenderΩǎ. On 

the other hand, the guarantor might not behave as agreed and does not pay in the case of 
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default or delays payments as long as possible. Consequently, in this relationship a general 

mutual information and moral hazard problem can be noted ς like in a loan contract. 

Within this relationship both parties must agree to the risk-sharing, fees, process of provid-

ing guarantees and handling of claims. Among the set of possible contract designs three 

tradeoffs can be found in analysing the study of Levitsky and Prasad (1987): 

¶ An automatic provision of guarantees would reduce transaction costs, but can result 

in moral hazard since the bank can transfer all loans they perceive as risky to the 

guarantee scheme. Alternatively, the lender can transfer loans although collateral is 

sufficient, which however, is not the purpose of the scheme. On the other hand, in-

dependent ƛƴǾŜǎǘƛƎŀǘƛƻƴ άƳŀƪŜǎ ǘƘŜ ǎȅǎǘŜƳ ƳƻǊŜ ōǳǊŜŀǳŎǊŀǘƛŎΣ ƛƴǘǊƻŘǳŎŜǎ ŘŜƭŀȅǎΣ 

ŀƴŘ ǊŀƛǎŜǎ Ŏƻǎǘǎέ (Levitsky and Prasad 1987, 4). Hence, transaction costs may in-

crease, and attractiveness of the guarantees decrease. 

¶ Leaving a significant fraction of the risk with the lender may control for the moral 

hazard problem, i.e. ŀ ǊŜŘǳŎǘƛƻƴ ƻŦ ǘƘŜ ƭŜƴŘŜǊΩǎ ǎŎǊŜŜƴƛƴƎ ŜŦŦƻǊǘǎΦ IƻǿŜǾŜǊΣ Ƙigh 

transaction cost to obtain the guarantee might not justify low risk mitigation that re-

duces the guŀǊŀƴǘŜŜΩǎ ŀǘǘǊŀŎǘƛǾŜness (Levitsky and Prasad 1987, 4-6). 

¶ Schemes must deal quickly with claims since excessive red tape and delays in pay-

ment act as major deterrents to lenders participating in the scheme. However, the 

authors are aware of the moral hazard problem and suggest that the guarantor 

should have the right to reopen the case if there are indications of an inconsistent 

behaviour of the lender (Levitsky and Prasad 1987, 7,8).  

With respect to the tradeoff between high transaction costs due to screening and high de-

faults, portfolio management provides a simple solution. A stop-loss mechanism, or cap, at 

portfolio-level can be implemented in analogy with portfolio credit derivatives, described in 

section 2.1.4.1. It can be agreed that only a limited number of loans or a share of total vol-

ume will be compensated. Consequently, the losses, as well as administrative and transac-

tion costs can be reduced. However, at what level does this mechanism become attractive 

enough for the lenders that they provide better finance than they would without this mech-

anism?  

Levitsky (1997) suggests that the guarantor should always share the risk since this induces 

the lender to screen the borrower and as a consequence there might be ŀ άƭŜŀǊƴƛƴƎ ǇǊƻŎŜǎǎέ 

for the lender (J. Levitsky 1997, 7). Krahnen and Schmidt (1994), however, conclude that if 

banks lack experience and know-how, direct support of the relevant banks would be easier 

and more effective then the use of guarantee schemes (Krahnen and Schmidt 1994, 72).  
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Another problem for the relationship between lender and institutional guarantor exists 

when the lender is a bank that practises relationship banking. The bank might have to share 

ƛƴŦƻǊƳŀǘƛƻƴ ǿƛǘƘ ǘƘŜ ƎǳŀǊŀƴǘƻǊΣ ǘƘŜ ōƻǊǊƻǿŜǊΩǎ ōŀǊgaining position might increase and the 

relationship between bank and borrower becomes less exclusive. The lender might even fear 

competition in the sense that the borrower and άƘƛǎέ ƻǊ άƘŜǊέ ƎǳŀǊŀƴǘƻǊ Ŏŀƴ άǘŀƪŜέ ŀƴƻǘƘŜǊ 

lender for the next finance. This matters since the prospect of a lucrative business relation-

ship in the future is essential in relationship-banking. The willingness to cooperate depends 

ƻƴ ǘƘŜ ƭŜƴŘŜǊΩǎ ŜȄǇŜŎǘŀǘƛƻƴǎ ƻŦ ǘƘŜ ŦǳǘǳǊŜ ōǳǎƛƴŜǎǎ ǊŜƭŀǘƛƻƴǎƘƛǇ ǿƛǘƘ ǘƘŜ ōƻǊǊƻǿŜǊ, be it a 

άǿƛǊǘέΣ an άǳƴǘŜǊƴŜƘƳŜǊέ ƻǊ ŀ declining business, and it depends on whether the lender 

fears a competition with the guarantor. Consequently, it can be rational for the bank to 

avoid cooperation with a guaranteeing institution that accumulates borrower information, 

even though a guarantee would make the loan itself more attractive.  

This problem of competition is of less importance when the lender provides loans via an 

ŀǊƳΩǎ ƭŜƴƎǘƘ ǊŜƭŀǘƛƻƴǎƘƛǇ ƻǊ ǇǊƻǾƛŘŜǎ ŦƛƴŀƴŎŜ Ǿƛŀ ōƻƴŘǎ ƻƴ ǘƘŜ ŎŀǇƛǘŀƭ ƳŀǊƪŜǘΦ  

All in all, it becomes clear that trust between guarantor and lender is essential in credit 

guarantee schemes. However, how can trust emerge? Analogous to the previously discussed 

relationship-banking, the information asymmetries, problems of moral hazard and high 

transaction costs can be reduced when a long-term relationship with repeated interaction is 

established between the guarantor and the lender (Kramer and Nitsch 2010, 1000). Over 

time, the lender may trust that the guarantor will indeed fulfil his or her promises when the 

guarantees are called and moreover the lender does not lose clients due to the credit guar-

antee scheme. On the other hand, the guarantor may trust that the information provided by 

the lender is correct. This long-term relationship can be fruitful especially on the loan officer 

level: when a guarantor is well informed, the willingness of the guarantor to share the risk is 

not only a risk-sharing but also a signal of creditworthiness. A loan officer might be in a bet-

ǘŜǊ ōŀǊƎŀƛƴƛƴƎ Ǉƻǎƛǘƛƻƴ ǿƛǘƘƛƴ ǘƘŜ ōŀƴƪΩǎ ŘŜŎƛǎƛƻƴ-making process if a guarantor signalled his 

or her commitment. This holds not only when the guarantor and loan officer are in favour of 

financing the borrower, but in addition, when both want to refuse finance. 

To summarise, possible advantages of the guarantor over the lender like risk-pooling and 

accumulation of information, can be offset by mutual information and moral hazard prob-

lems within the Basic Triangular Relationship. Whereas a long-term relationship between 

lender and guarantor can result in a stable business relation built on trust.  
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2.3 Extension of the Basic Triangular Relationship  

 

In this section, the Basic Triangular Relationship will be extended by private and public actors 

that initiate or directly influence the credit guarantee scheme. Dominance, ownership and 

influence within this Augmented Triangular Relationship (ATR) can vary significantly, and not 

all elements of the extension are always required to be present (Kramer and Nitsch 2010, 

1004,1005).  

 

2.3.1 Private initiatives  

 

As discussed in section 2.1.2, there are microeconomic models that present financially self-

sustainable credit guarantee schemes. Hence, these studies may encourage private actors to 

build credit guarantee schemes. Since information asymmetries are one cause of credit ra-

tioning, such as discussed by Stiglitz and Weiss (1981), one can argue that a private initiative 

of borrowers may be able to reduce information asymmetries. This section analyses private 

initiatives of borrowers and lenders. Thereby credit guarantee schemes and similar ar-

rangements will be discussed. For example, the limits of guarantee schemes as self-help in-

stitutions will be addressed. Actors may not be willing to provide unlimited liabilities, to 

share internal information or not be willing to cooperate with competitors.  

Similar to the already discussed concept of providing personal credit guarantees by busi-

nessmen in order to enable a profitable (long-term) business relationship, a larger company 

can institutionalise its guaranteeing activity in a guaranteeing institution. The scheme may 

support the finance of clients, suppliers or traders and be an alternative to the creation of a 

bank.  

Well known self-help institutions are credit unions or cooperative banks. These institutions 

can be regarded as guarantee schemes since members are liable for the institution. Kluge 

(1991), in his historical assessment of German credit cooperatives, provides various forms 

for membersΩ liabilities. These can be grouped by whether the liabilities of members are lim-

ited or unlimited (Kluge 1991, 167-176). Schulze-Delitzsch and Friedrich Wilhelm Raiffeisen, 

the most famous initiators of cooperativism in Germany, were advocates of unlimited liabili-

ties. Based on a belief in solidarity among the members, Schulze-Delitzsch (1897) explains 

the advantages of the unlimited liability with a ƳƻǊŜ ǊŜƭƛŀōƭŜ άŎǊŜŘƛǘ ōŀǎƛǎέ ǘƻ ŎŀǇǘǳǊŜ ŘŜǇƻs-

its (Schulze-Delitzsch 1897, 31,32). In other words, the members provide a joint liability and 

form a guarantee schemeΦ ¢ƘŜ ƳŜƳōŜǊǎΩ guarantee commitments represent the collateral 
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for the refinance of the cooperative. Hence, the similarity between banks and credit guaran-

tee systems, as stated by Schmidt and Zeitinger (1984) and discussed in section 2.1.2, be-

comes illustrative. Cooperative banks are not the focus of this research. Nevertheless, these 

arrangements constitute an alternative for borrowers instead of creating a credit guarantee 

cooperative that cooperates with lenders.   

An unlimited liability of members may be a good basis to capture finance but it is a risk for 

the members that may keep out wealthier members. Only borrowers who have no other 

opportunities may be willing to cooperate, and the unlimited liability is an incentive for 

members to leave the cooperative when they do not need a loan. In addition, it is an incen-

tive to establish only small institutions where the members know each other. Kluge (1991) 

addresses this problem in his historical analysis on German cooperative banks and reports 

that since 1889, the limited liability has slowly replaced the unlimited liability and coopera-

ǘƛǾŜ ōŀƴƪǎ ǿŜǊŜ ŀōƭŜ ǘƻ ƻŦŦǎŜǘ ǘƘŜ ǊŜŘǳŎŜŘ άŎǊŜŘƛǘ ōŀǎƛǎέ ōȅ ŀƴ ŀŎŎǳƳǳƭŀǘƛƻƴ ƻŦ Ŝǉǳƛǘȅ ŀƴŘ 

mergers among cooperatives (Kluge 1991, 167-176). 

Group lending is a well-known method in microfinance (Armendáriz and Morduch 2010). 

This arrangement is similar to a credit guarantee scheme since the members of the group 

are jointly liable for the loan. However, it is rather a method used by the microfinance insti-

tution to provide a loan. Several persons are jointly liable for the loan, i.e. similar to loans 

where personal guarantees are required from third persons. Nevertheless, explicit guaran-

tees are scarce in group lending. Usually members of the group are sanctioned when there is 

no complete repayment. For example, they might not be eligible for further loans. An even 

softer realisation of group lending is providing individual loans but obliging the members to 

meet frequently and discuss issues such as financing (Kramer and Nitsch 2009).  

Cooperative banks and group lending with explicit and even unlimited guarantees are insti-

tutional arrangements to increase the borrowerΩs willingness to pay back the loan. However, 

one should be very careful of increasing social pressure among poor people that may have 

few financing opportunities. As discussed before, a lender is hardly able to understand the 

whole structure of mutual liabilities of individuals sƛƴŎŜ ǘƘŜ ŜȄǘŜǊƴŀƭ ŦƛƴŀƴŎŜ ƛǎ ƻƴƭȅ ǘƘŜ άǘƛǇ 

ƻŦ ǘƘŜ ƛŎŜōŜǊƎέ (Krahnen and Nitsch 2002, 71-75). This difficulty can only increase if a loan is 

provided to a group.  

Alternatively to the discussed arrangements, the borrowers themselves may initiate a self-

help credit guarantee scheme in order to improve access to finance. Contrary to group lend-

ing, this arrangement is not a method of a bank but rather a self-help arrangement of bor-

rowers who, in a second step, negotiate with banks or other lenders. In his study on credit 

guarantee schemes, von Stockhausen (1988) describes self-help groups as intermediaries 



  
 

42 
 

between the banking sector and individual small entrepreneurs. Entrepreneurs are able to 

finance a risk fund which can be offered as a guarantee for the lender when, according to 

the author, two basic assumptions hold: small entrepreneurs can save, and this saving is not 

sufficient to satisfy their total financing requirements. However, the author is critical 

whether such an association is accepted by the lender and whether the association, with its 

own management, is financially self-sustainable. Hence, financial support of governmental 

institutions, non-governmental organisations and the lenders themselves may be needed 

(Stockhausen 1988, 40-51).   

Rather than few borrowers who try to establish a self-help group, there may be borrower 

associations that can initiate such a scheme. Enterprises can be organised in regional or sec-

torial associations and their umbrella organisations. In addition, especially in Europe and 

Latin America where many states were organised in the form of corporative order 

(ständisch-korporativ), there are chambers in which members of particular sectors are 

obliged by law to participate. This implies compulsory payments and these institutions still 

fulfil some public functions and, such as in Germany, are public agencies (J. H. Kaiser 1978). 

Since these institutions are frequently involved in credit guarantee associations, the Basic 

Triangular Relationship will be extended by the άBorrower Associationsέ which include both 

private associations and chambers.  

Figure 3 First Extension of the Basic Triangular Relationship 

 

 

Own elaboration, see Kramer and Nitsch (2010) 
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These chambers and associations may support the credit guarantee scheme since they have 

information that the lenders do not, and the associations can provide organisational or fi-

nancial support.  

 

The Borrower Associations can establish a credit guarantee scheme with limited liability of 

the members. For example, they can create a fund that serves as collateral for the lender. 

However, the problem of competition among the enterprises remains. Indeed, why should 

small businesses guarantee the finance of competitors and potential competitors? Conse-

quently, there can be members of the association who influence negatively the activity of 

the guarantee scheme and limit the field of operations. This conflict is reduced when there 

are regional monopolistic or oligopolistic structures of competing borrowers and, on the 

other hand, a guaranteeing institution that is organised on a supra-regional level. For exam-

ple, this may hold for small businesses in the crafts-sector that only operate in their munici-

pality or neighbourhood. 

 

Another problem is the distribution of internal information about the borrower which affects 

the attractiveness of a guarantee scheme. Contrary to a small group of borrowers who know 

and trust each other, an association usually constitutes an administrative body with a larger 

number of members. Additional actors such as Borrower Associations can thus increase 

scepticism about the scheme among the borrowers. If no confidential firewalls exist, the 

borrower may refuse to provide information (Kramer and Nitsch 2010, 1002). General scep-

ticism of borrowers to share information with the associations may be aggravated when, for 

example in transitioning economies, the associations and chambers were or still are too 

close o the old political system. 

Beyond private initiatives of borrowers, there can also be initiatives of lenders. There are 

several methods for financial institutions to share risk with third parties. For example, banks 

can jointly provide loans to a borrower or insure part of the risk with insurance companies. 

In addition, there are securitization and credit derivatives. Instead of including insurance 

companies and other actors from the capital market that can be guarantors as well, the tri-

angular relationship will thus ōŜ ŜȄǘŜƴŘŜŘ ōȅ ǘƘŜ ƭŜƴŘŜǊǎΩ ŀǎǎƻŎƛŀǘƛƻƴǎΥ 
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Figure 4 Second Extension of the Basic Triangular Relationship 

 

 

Own elaboration, see Kramer and Nitsch (2010) 

 

Lenders usually form some weak lender associations that represent their interests or provide 

internal services such as training or research. Moreover, the lenders may also form a net-

work with mutual responsibilities and strong associations. Indeed, the lender associations in 

this research also include second-tier institutions with operational business and full banking 

ǎǘŀǘǳǎΣ ǎǳŎƘ ŀǎ ǘƘŜ άŎŜƴǘǊŀƭ ōŀƴƪǎέ ǿƛǘƘƛƴ ǘƘŜ ƴŜǘǿƻǊƪ ƻŦ ŎƻƻǇŜǊŀǘƛǾŜ ōŀƴƪǎΦ With respect to 

cooperative banks, Arbak, Ayadi, De Groen, Lliwellyn and Schmidt (2010) state that a key 

factor to distinguish well integrated networks from weaker associations is the extent of mu-

tual support: an integrated support scheme makes the network resources available ensuring 

the liquidity and solvency of member institutions. This does not hold only for cooperative 

banks. Savings bank can also form such strong networks, with joint liabilities to ensure de-

posits and other obligations. Within such networks, there are usually second-tier institutions 

that can have a high level of authority to monitor the banks. Sometimes they have even the 

right to restructure ǘƘŜ ōŀƴƪΩǎ ŘŜōǘΣ or the governance structure, or to push mergers among 

the network institutions (Arbak, et al. 2010, 22,30). Although such cooperation is also possi-

ble among other non-cooperative private banks, the motive of competition among oligopo-

listic rivals usually results in a wŜŀƪŜǊ ŀǎǎƻŎƛŀǘƛƻƴΦ hƴƭȅ ǿƘŜǊŜ ǎƻƳŜ άŦǊŀǘŜǊƴƛǘȅέ ŀƳƻƴƎ 

banks exists, such as banks with statutory limitations on their respective district territories, 
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can a strong network among brothers and sisters emerge (Kramer and Nitsch 2010, 

1002,1003). The Lender Associations in the Augmented Triangular Relationship include both 

the weaker associations and the strong second-tier institution.    

The lender associations are not included because of their general importance within the 

networks or their representation and lobbying function, but they are included here since 

they can provide credit guarantees to their members directly or indirectly. A central institu-

tion can diversify risk within the network and can act as a specialised screening institution. 

Instead of providing credit guarantees and taking the risk, they can also offer a platform to 

share risk within the group or participate in other guaranteeing institutions. However, a sec-

ond-tier institution can also provide loans on its own or in consortium with a member 

bank12.  

All in all, the private initiatives may have the advantage that actors know each other and 

hence may be better informed than an individual lender. On the other hand, private initia-

tives face problems that derive from the motive of competition. Private actors may refuse to 

share risk or information. Hence, the question arises whether private initiatives can establish 

viable credit guarantee schemes. In an Inter-American Development Bank (IADB) Study, Llis-

terri (2007) concludes that it is still an open question whether the government is needed 

only for initial support or whether continuous financial support is needed (J. J. Llisterri 2007, 

10).  

 

2.3.2 Public initiatives  

 

In section 2.1.3, the interventional approach to analyse credit guarantee schemes was intro-

duced. Credit guarantee schemes can be implemented in order to overcome market failures, 

and to increase development and welfare. This section discusses how credit guarantees can 

be used as a tool of public policies. It should be clear that guarantees are only one instru-

ment of fiscal policy to improve finance next to instruments such as grants, regulation, taxa-

tion, participation in commercial banks and directed credit.  

The Basic Triangular Relationship is thus further extended by the government resulting in the 

Augmented Triangular Relationship (ATR). 

 

                                                           
12

 For a further discussion and overview of methods to transfer credit risk, see Kern (2008). 
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Figure 5 The Augmented Triangular Relationship 

 

 

 

Own elaboration, see Kramer and Nitsch (2010) 

Within Development Finance, Vogel and Adams (1997b) state that guarantee schemes are 

usually used as measures in line with the Directed Credit Paradigm (Vogel and Adams 1997b, 

1,2). However, when considering credit guarantees they do not see as negative incentives on 

lenders and on mobilisation of savings such as with directed credits (soft loans).  

Geis (1993) emphasises that a soft and indirect public intervention can be conducted via 

credit guarantees, and relatively little financial means may result in a significant impact on 

development. The author provides three promising arguments for public policy makers in 

development finance to create credit guarantee funds. First, the government and interna-

tional donors can reduce credit rationing without establishing a credit programme, by only 

providing subsidies or (counter-)guarantees to the fund. Second, it is possible to support 

self-help energies of the target group. The third argument is that learning processes among 

banks can be induced. In this sense, credit guarantee funds are seen by the author as mar-

ket-based and self-help stimulating with low expenses for the public budget (Geis 1993, 8,9). 

On the other hand, Geis (1993) is aware of the problems such as moral hazard, substitution, 

reluctance of banks and difficulties in achieving financial self-sustainability. He warns against 

a thoughtless use of this financial instrument on a large scale and against political-

ŀŘƳƛƴƛǎǘǊŀǘƛǾŜ ƛƴǘŜǊǾŜƴǘƛƻƴǎ ƛƴ ǘƘŜ ǎŎƘŜƳŜΩǎ ƻǇŜǊŀǘƛƻƴǎΦ Faced with the problem of the sub-

stitution of finance that would have been provided without the scheme, the author strongly 
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ǊŜŎƻƳƳŜƴŘǎ ŀƴŎƘƻǊƛƴƎ ǘƘŜ άǇǊƛƴŎƛǇƭŜ ƻŦ ǎǳōǎƛŘƛŀǊƛǘȅέ ǿƛǘƘƛƴ ǘƘŜ ŘŜǎƛƎƴ ƻŦ ǘƘŜ ǎŎƘŜƳŜ ƛƴ 

order to achieve additionality (Geis 1993, 10-12). This principle will be explained in section 

2.3.3.2.  

With respect to information asymmetries and the consequent market failures, the govern-

ment has usually no additional information. The tax office accumulates information on the 

borrowers. However, borrowers tend to understate their income and belongings in order to 

avoid high taxation (Kramer and Nitsch 2010, 1004). Nevertheless, government has more 

information on other public support, such as grants, or regulations which may be important 

for particular borrowers. Moreover, public agencies might have more άǇƻǿŜǊέ ǘƻ exact 

claims.  

Honohan (2010) emphasises, in line with the concept of public choice, that several features 

are seductive for politicians and administrators: 

ά¢ƘŜ ŦŀƳƛƭȅ ǊŜǎŜƳōƭŀƴŎŜ ǘƘŀǘ ǘƘŜȅ ōŜŀǊ ǘƻ ƳŀǊƪŜǘ-based institutions may confer in the eyes 
of the public an apparent legitimacy to these schemes that (given the failures of the past) is 
no longer shared by directed credit and loan subsidy schemes as devices to overcome the 
ŜǾƛŘŜƴǘ ƳŀǊƪŜǘ ŦŀƛƭǳǊŜǎ ǘƘŀǘ ŜȄƛǎǘ ƛƴ ǎƳŀƭƭ ōǳǎƛƴŜǎǎ ŦƛƴŀƴŎŜΦά (Honohan 2010, 4) 

 

A relatively small initial cash outlay can leverage large outreach by number and by volume 

for which the political system can take credit. Each of these reasons can seem to politically 

outperform direct government lending programmes; however, the author critically states 

that credit guarantee schemes can be used by politicians to conceal, dissimulate or procras-

tinate wheƴ ǘƘŜȅ ŀǊŜ ŀŎŎƻǳƴǘŜŘ άƛƴ ŀ ǘŜŎƘƴƛŎŀƭƭȅ ŘŜŦƛŎƛŜƴǘΣ ƴƻƴ-transparent or meretricious 

ǿŀȅέ (Honohan 2010, 4). The author concludes that schemes lead to a natural suspicion 

among policy analysts and there must be transparency and robust accounting for both costs 

and benefits if performance is to be appraised adequately.  

Indeed, when guarantee schemes are to be assessed, there is generally the problem of (in-

tra-portfolio and inter-lender) substitution, and hence, the benefits or positive impacts are 

not clear. Moreover, the problem of calculating all (transaction) costs and the general ques-

tion whether external debt is the best instrument to achieve the goal have to be addressed 

when impact on welfare is to be assessed. Consequently, strong assumptions must be set to 

conduct impact assessments of costs and benefits. These assessments can contribute to a 

better understanding of credit guarantee schemes, especially when the methods and as-

sumptions are clearly provided. However, a broader analysis is needed. 

A negative effect may be that publicly supported credit guarantees might ƛƴŘǳŎŜ άǉǳŜǳŜǎέ 

(Warteschlangen). This term is used by Nitsch (2002) to describe a negative effect of subsi-

dised loan programmes where borrowers wait in order to receive subsidised loans which, 
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however, are not sufficient to supply the finance of all borrowers (Nitsch 2002, 47). This ef-

fect may occur especially when credit guarantees are scarce but attractive for both the 

lender and the guarantor. The lender might provide loans only when the risk is borne by the 

guaranteeing institution. In addition, if finance were significantly cheaper with the credit 

guarantee, borrowers would demand the subsidised finance and if they do not receive it 

they ŎƻǳƭŘ άǇǳǘ ƻŦŦέ or postpone their investments. This problem, however, can be simply 

controlled by reducing the guarantees attractiveness for example, by charging high fees. 

Nitsch (2002) analyses the experiences of development banks and emphasises the double-

character of these institutions as financial intermediaries and public agencies. Since financial 

intermediary and public agency have different functions and follow a different and contra-

dicting logic, development banks can show a negative combination (Nitsch 2002, 49-53). 

Although credit guarantee schemes are not full banks and hence cannot fulfil all functions of 

banks, they share similarities with the double-character of development banks. Similar to 

insurance companies, credit guarantee schemes pool and analyse risks, and provide liquidity 

in the credit event. These functions can be overlaid with the functions of a public administra-

tion agency which ƛǎ ǳǎǳŀƭƭȅ άŜǉǳƛǇǇŜŘέ ǿƛǘƘ a fixed budget that is to be spent in a fixed pe-

riod. This internal conflict becomes illustrative when the similarity of guaranteeing institu-

tions and insurance companies is considered: a private insurance company does not only 

distribute άǊƛǎƪ ƻƴ Ƴŀƴȅ ǎƘƻǳƭŘŜǊǎέΣ ƛǘ also rations individuals that seem to be too risky. On 

the other hand, the public administration may only be willing to promote riskier borrowers 

sucƘ ŀǎ άǳƴǘŜǊƴŜƘƳŜǊέ in order to induce development by filling a financing gap.  

Consequently, when a public scheme exists to fill a financing gap for a small (riskier) target 

group, the development promotion imperative may impede/hamper the guaranteeing insti-

tution to diversify risk by achieving high numbers over a broad range like an insurance com-

pany. Or the other way round, if the scheme is supposed to be financially self-sustainability, 

the methods of the insurance companies may impede the aim of filling a gap.  

This double-character becomes particularly clear when the cash flow is analysed: since guar-

antees are contingent liabilities, fiscal planning of public guarantees differs from normal 

budget planning where cash flows can be planned, fixed in the budget, and monitored. The 

cash flow13 resulting from a credit guarantee is different because it is usually positive in the 

beginning but may become negative later. Decision makers face uncertainty in both whether 

a default will occur and, if it does, the amount that has to be paid. Consequently, the policy 

makers have to decide how to deal with this uncertainty. If a government does not ignore 

                                                           
13

 Cash flow resulting indirectly from an increase of tax income due to the investment or reduction of contribu-
tions to unemployed labour is not considered in this cash flow analysis (see section 2.14.2).  
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futures budget risks, but is willing to take precautions, it has generally two methods to set 

aside reserves for guaranteed loans. The first is to include an estimated and fixed amount for 

calls on guarantees in the future budget plans. In this case, the guarantees are unfunded. 

The second method involves funding. Government can channel (once or periodically) finan-

cial means from the budget to a special fund. Consequently, each call on a guarantee does 

not necessarily affect the future public budget. The future budget is only affected, on top of 

the already planned contributions, if the liabilities exceed the assets of the fund. Hence, the 

fund is a technical tool to convert, up to a certain degree, the uncertain cash flow into peri-

ƻŘƛŎŀƭ ƻǊ ǳƴƛǉǳŜ ǇŀȅƳŜƴǘǎΦ IƻǿŜǾŜǊΣ ǎƛƴŎŜ ǘƘŜ ŦǳƴŘΩǎ ŀǎǎŜǘǎ Ŏŀƴ always lose their value and 

calls on guarantees can always exceed the value of the pledged assets, the general uncer-

tainty cannot be totally abolished. A public guarantee fund can rather be interpreted as 

άƳŀƪƛƴƎ ƻŦ ǇǊƻǾƛǎƛƻƴǎέΦ   

 

2.3.3 Guarantees and additionality: a subsidiary use for a light intervention?  

 

As discussed in the previous sections, guaranteeing institutions do not have general advan-

tages over commercial banks that can provide finance alone. A bank can generally provide a 

full range of financial services and practise relationship banking. In addition, it can be a re-

gional or specialised bank. Banks (be they public or private) are institutions that can follow 

the ŎƻƳƳŜǊŎƛŀƭ ŀǇǇǊƻŀŎƘΣ ǇǊƻǾƛŘƛƴƎ ŦƛƴŀƴŎƛŀƭ ǎŜǊǾƛŎŜǎ ǘƻ άǿƛǊǘŜέ and άǳƴǘŜǊƴŜƘƳŜǊέ, provid-

ing access to finance for small businesses with high outreach. The question arises whether 

and when credit guarantee schemes should be established. In the following, the concept of 

subsidiarity will be discussed since it is often used in the literature and by practitioners.  

¢ƘŜ ǿƻǊŘ άǎǳōǎƛŘƛŀǊƛǘȅέ όSubsidiarität) is connected to catholic social teaching and relies on 

the development of individual abilities, self-determination and personal responsibility. Public 

agencies should only intervene when the possibilities of the individual or the smaller group 

are not sufficient. In addition, there is duty of the state to engage for the sake of the individ-

ual persons. This principle is a central element of the ordopolitical (ordnungspolitisch) un-

derstanding of the concept of social market economy (Gabler Wirtschaftslexikon 2011). Von 

Nell-Breuning14 is critical of the common interpretation that the community or the state 

should only intervene when there is no other solution to a state of emergency. In his opin-

                                                           
14

 Nell-Breuning provided groundwork for the social eƴŎȅŎƭƛŎŀƭ άvǳŀŘǊŀƎŜǎƛƳƻ !ƴƴƻέ ƛƴ мфом ōȅ tƻǇŜ tƛǳǎ ·L 
and furthermore, provided consultancy to the German federal ministries of economics, urban development 
and families (City of Trier 2011).  
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ion, it is a duty of the community to help its members and emphasises parallels to the prin-

ciple of proportionality. He states that the principle of subsidiarity means that when the pri-

vate economy is sufficient to enable existence (Daseinsgestaltung), the state is not allowed 

to crowd out this private economy, and if it is sufficient to regulate the private economy to 

enable competition, the state has no right to nationalise companies (Nell-Breuning 1990, 

349-370).  

When applied to the provision of public guarantees, this principle, in the sense of Nell-

Breuning, implies that public guarantees ǎƘƻǳƭŘ ƴƻǘ άŎǊƻǿŘ ƻǳǘέ ǘƘŜ ōǳǎƛƴŜǎǎ ƻŦ ǇǊƛǾŀǘŜ 

commercial banks or the initiative of private borrowers, if they are able to achieve financial 

solutions. However, in his interpretation, subsidiarity does not state that the public guaran-

ǘŜŜǎ ǎƘƻǳƭŘ ƻƴƭȅ ōŜ ǳǎŜŘ ŀǎ ŀƴ άŀŎǘƛƻƴ ƻŦ ƭŀǎǘ ǊŜǎƻǊǘέ, i.e. if no other (private) solution is pos-

sible. In a positive interpretation of this principle, the state might assume the duty to enable 

access to credit (finance) and can choose this financial instrument among others.  

Independently whether policy makers rely on the principle of subsidiarity or focus on addi-

tionality, the problem remains that it is uncertain what would happen if no guarantee would 

be provided, i.e. the problem of counterfactuals always exists (Balkenhol 2006, 14-16). Both 

concepts can be used by public agencies to refuse applications, to drag the decision-making 

process on and increase transaction costs ƛƴ ƻǊŘŜǊ ǘƻ άŎǊƻǿŘing ƻǳǘέ ōƻǊǊƻǿŜǊǎ ǘƘŀǘ ŎƻǳƭŘ 

receive finance without the guarantee scheme.   

Since this principle of subsidiarity is said to be a central element of the economic constitu-

tional order άhǊŘƴǳƴƎǎǇƻƭƛǘƛƪέΣ ǿƘƛŎƘ ƛǎ the theoretical base for many άƻǊŘƻ ƭƛōŜǊŀƭέ Ǉƻƭƛǘi-

cians in Germany, it is fruitful to analyse what the often-quoted Walter Eucken stated about 

public subsidies. Eucken (1964) is generally critical of public subsidies, public monopolies, 

price fixing or prohibiting imports. However, avoiding these instruments is not sufficient for 

a sound economic policy. The state should work towards perfect competition with a price 

mechanism. However, this does not emerge on its own. Consequently, in contrast to both 

laissez-fair policies and direct intervention in the market, he suggests a policy to achieve an 

economic constitutional order (Ordnungspolitik) (Eucken 1964, 160). Eucken sees in the 

State a central actor to achieve this order, and to achieve these aims, he provides two basic 

principles: public policy should be tailored to dissolve or limit the functions of economic 

groups of power; and public policy should be tailored to structure an economic order and 

not to plan processes within this the economic order (Eucken 1964, 187-190). In addition, 

Eucken is extremely critical of limitations of liability, and states that limitation of the liability 

not only reduces control over behaviour but also increases the άwasteέ of capital. Reducing 
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liabilities moreover increases the concentration of power of anonymous owners and manag-

ers (Eucken 1964, 172-174).  

What can be derived from this economic thought for the use of public guarantees? Eucken is 

generally critical of public intervention and explicitly critical of subsidies and reducing the 

liabilities of the actors. Since the public guarantee can be a direct intervention in the proc-

esses within the economy because the government decides who receives better finance, or 

finance at all, ordo-liberal policy makers should be critical of the use of public guarantees. 

However, public intervention could be justified if the two basic principles are maintained, i.e. 

reducing the power of groups and to structure an economic order. Public intervention via 

credit guarantees could be in line with these basic principles ǿƘŜƴ άǳƴǘŜǊƴŜƘƳŜǊέ ŀǊŜ ǎǳp-

ported who are new competitors that reduce the power of established groups of power 

όǎǳŎƘ ŀǎ άǿƛǊǘŜέύ. This may also hold for the financial intermediaries, i.e. new lenders can be 

supported by the credit guarantee scheme in order to increase competition and break a oli-

gopolistic power of existing banks. Consequently, the credit guarantees can reduce power of 

groups and help the government to structure the economic order with more competition.  

Since Eucken is critical of the reduction of liability, ordo-liberal policy makers would be scep-

tical of 100% guarantees and hence would prefer that at least some risk remains with both 

the lender and the borrower, i.e. partial guarantees. In addition, fees should be high in order 

to reduce the subsidy element of the guarantee. This behaviour would be in line with the 

ǇǊƛƴŎƛǇƭŜ ƻŦ ǎǳōǎƛŘƛŀǊƛǘȅ ǎƛƴŎŜ ƘƛƎƘ ŦŜŜǎ ŀƴŘ ƻƴƭȅ ǇŀǊǘƛŀƭ ƎǳŀǊŀƴǘŜŜǎ ǊŜŘǳŎŜ ǘƘŜ ƎǳŀǊŀƴǘŜŜǎΩ 

attractiveness for borrowers and lenders that could enable adequate finance without the 

public guarantee. This strategy points to a conflict with the aim to achieve a financially self-

sustainable guaranteeing institution as discussed in the previous section.  

The question whether or when government should conduct public policy and intervene into 

the market is widely discussed in the literature on development finance. The famous Brazil-

ian economist Bresser-Pereira is critical of the Washington Consensus that had replaced 

Latin American developmentalist strategies (Bresser-Pereira 2010, 99-100). Although he ad-

mits a crisis of development strategies in Latin America, he emphasises that all countries 

require a national development strategy to induce industrial revolutions and to continue 

their economic development (Bresser-Pereira 2010, 93-94); Bresser-Pereira refers explicitly 

to the British, Japanese and German use of such national development strategies (Bresser-

Pereira 2010, 80). The author discusses not only the conventional orthodoxy and old-, or 

national developmentalism but also introduces the άnew developmentalismέ which is a na-

tional development strategy for medium-income countries (Bresser-Pereira 2010, 90-94).  
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According to the new developmentalism, the state can and must invest in certain strategic 

ƛƴŘǳǎǘǊƛŜǎΦ ¢ƘŜ ǊƻƭŜ ƻŦ ǘƘŜ ǎǘŀǘŜ ƛƴ ŦƛǊƳǎΩ ƛƴǾŜǎǘƳŜƴǘǎ should be subsidiary but it is important 

(Bresser-Pereira 2010, 95). Hence, the principle of subsidiarity is anchored similar to 

9ǳŎƪŜƴΩǎ economic constitutional order άhǊŘƴǳƴƎǎǇƻƭƛǘƛƪέ. Bresser-Pereira (2010) empha-

sises export industries and industries characterised by advanced technology or knowledge 

(Bresser-Pereira 2010, 107). Industrial policy, however, should not be confused with protec-

tionism and the government should only support business enterprises that are άŜŦŦƛŎƛŜƴǘ 

ŜƴƻǳƎƘέ ǘƻ ŜȄǇƻǊǘ (Bresser-Pereira 2010, 96,97). Hence, a strategy where the government 

supports subsidiarilȅ άǳƴǘŜǊƴŜƘƳŜǊέ would be in line with the new developmentalism pro-

posed by Bresser-Pereira.  

Even representatives of the World Bank, an institution that stands ς or stood ς for the Wash-

ington Consensus, are nowadays less critical of industrial policy. Within the World Bank Pol-

icy Research Working Paper, Lin and Monga (2010) note that past experiences of active eco-

ƴƻƳƛŎ ǇƻƭƛŎƛŜǎ ƻŦ ŘŜǾŜƭƻǇƛƴƎ ŎƻǳƴǘǊƛŜǎΩ ƎƻǾŜǊƴƳŜƴǘǎ ƘŀǾŜ ƻŦǘŜƴ ŦŀƛƭŜŘ ǘƻ ŀŎƘƛŜǾŜ ǘƘŜƛǊ ƻb-

jectives. However, they emphasise that in successful economies the state has played an im-

portant role in facilitating structural changes and they analyse how public intervention 

should be done. One strategy is trying to develop new industries that are too advanced, far 

beyond their latent comparative advantage, or too old, which lost comparative advantage. 

On the other hand, the government can support industries that are consistent with the 

countrȅΩǎ latent- and developing comparative advantages ς such as in South Korea. The au-

thors conclude that only the second approach is likely to succeed (Lin and Monga 2010, 

13,16, 21, 23-24). The second approach implies that the investments have to be financially 

self-sustainable in the long run. The general conclusion for the instrument of public guaran-

tees could be that the borrower and lender should remain with a significant fraction of the 

risk and hence it should be less likely to guarantee finance that is unsustainable.  

Bresser-Pereira (2010) emphasises in his άnew developmentalismέ a national development 

strategy with a moderate role of the state in investing and in industrial policy (Bresser-

Pereira 2010, 78-109,107). This industrial policy is called άƭƛƎƘǘ ƛƴǘŜǊǾŜƴǘƛƻƴέ in the following. 

άLƛƎƘǘέ ǊŜŦŜǊǎ ǘƻ ǘƘŜ ǎǘǊŀǘŜƎȅ ǘƻ ƛƴŘǳce only investments that promise to be financially sus-

tainable in the long run. Using public credit guarantee schemes, policy makers can set this 

principle of άƭƛƎƘǘ ƛƴǘŜǊǾŜƴǘƛƻƴέ ŀǎ ǘƘe general purpose of the scheme, even if the outreach 

by number and volume can be modest. Within the screening process, the guarantor can ra-

tion applications that are not promising to be financially sustainable in the long run. Instead 

of only providing guarantees to loans, equity or mezzanine-finance can be guaranteed as 

well. High fees and transaction costs within the screening process in combination with a sig-

nificant inclusion of risk taking by the lender and borrower reduce the attractiveness of the 
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credit guarantees and hence Ŏŀƴ ōŜ ŀƴ άŀƴŎƘƻǊέ of additionality (or subsidiarity) within the 

credit guarantee scheme.  

Before closing this section two statements have to be made. First, public credit guarantees 

are usually only one among several tools to conduct intervention. For example, grants can be 

used alternately or in combination with guarantees. In addition, governments can use public 

banks that take the commercial approach to enable a broad access to financial services, and 

use the credit guarantee scheme to fill a financing gap. 

Second, a national development strategy might be important. However, in a globalised 

world, and the world has always been globalised to a certain degree, the national develop-

ment strategy and use of public guarantee schemes must be conducted under international 

agreement. This is importaƴǘ ǘƻ ǇǊŜǾŜƴǘ ŀ άǊŀŎŜ ƻŦ ǎǳōǎƛŘƛŜǎέΣ ŜȄǘǊŜƳŜ ƳŀǊƪŜǘ ŘƛǎǘƻǊǘƛƻƴǎΣ 

and political conflicts. Especially, when markets are open, a supra-national institution should 

be envisaged providing a sophisticated transparent and powerful framework that regulates 

the use of all kinds of public support to enterprises.  

 

2.3.4 Cooperation between  public and private actors and the question of ownership  

 

The following analyses the cooperation between public actors that may contribute with fi-

nancial support, and private actors that may have informational advantages. Who finally 

receives which kind of support depends on who takes the initiative ŀƴŘ ǿƘƻ άǎƛǘǎ ƛƴ ǘƘŜ 

ŘǊƛǾŜǊΩǎ ǎŜŀǘέ ς ƛΦŜΦ ǿƘƻ ŀǎǎǳƳŜǎ ƭŜŀŘŜǊǎƘƛǇ ƻǊ ƻǿƴŜǊǎƘƛǇΦ hǿƴŜǊǎ Ŏŀƴ ǇǳǎƘ ǘƘŜ ǎŎƘŜƳŜΩǎ 

ŀŎǘƛǾƛǘȅ ǘƻǿŀǊŘǎ ǘƘŜƛǊ ǎǇŜŎƛŀƭ άǘŀǊƎŜǘ-ƎǊƻǳǇέΦ IƻǿŜǾŜǊΣ ǿƘŜƴ ǘƘŜǊŜ ŀǊŜ ǎŜǾŜǊŀƭ ƻǿƴŜǊǎ ǿƛǘƘ 

several, diverging or contradicting agendas, the executive management may become occu-

pied above all with balancing these interests. This impedes the kind of ownership which is 

essential for a dynamic business (Kramer and Nitsch 2010, 1005). The question which will be 

discussed in this section is: can there be a positive combination of public and private initia-

tive?  

In section 2.3.3.1 the motives and centres of conflict will be outlined. In section 2.3.3.2 the 

financial support for guaranteeing institutions will be discussed. 
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2.3.4.1 Motives to cooperate and the resulting conflicts  

 

Private self-help groups can cooperate with public agencies that are willing to work with the 

guaranteeing institution in order to support borrowers. ²ƛǘƘ ǘƘŜ ƎƻǾŜǊƴƳŜƴǘΩǎ ǇŀǊǘƛŎƛǇŀǘƛƻƴΣ 

subsidised credit guarantees may be provided with more attractive conditions, such as lower 

fees.  

Moreover, tƘŜ ƎƻǾŜǊƴƳŜƴǘΩǎ ǇŀǊǘƛŎƛǇŀǘƛƻƴ Ŏŀƴ ƛƴŘǳŎŜ those lenders to cooperate who would 

otherwise refuse cooperation because they doubt the willingness or ability of the guarantee-

ing institution to pay when guarantees are called (Stockhausen 1988, 47,48). Although coop-

eration with public agencies will usually not significantly increase information, public agen-

cies may be in a better position to liquidate collateral or proceed against borrowers that are 

unwilling to fulfil their obligations. This can be done by involving, wielding or threatening to 

involve, the tax office or embassies in foreign trade finance. 

Due to a possible informational advantage of self-help groups, the government may be will-

ing to support a private credit guarantee scheme, instead of providing guarantees in its own. 

{ƛƴŎŜ ǇǳōƭƛŎ ŀƎŜƴŎƛŜǎ ŀǊŜ ǘƘŜ έŀƎŜƴǘǎέ ƻŦ ǇƻƭƛǘƛŎƛŀƴǎΣ ǘƘŜ ǇǳōƭƛŎ ŀƎŜƴŎƛŜǎ may be instructed to 

support private initiatives, maintain the principle of subsidiarity or even, in an orthodox in-

terpretation, reduce public intervention as much as possible. As already quoted, Honohan 

(2010) emphasises that the resemblance of credit guarantee schemes to market-based insti-

tutions may confer an apparent legitimacy in the eyes of the public (Honohan 2010, 2). This 

holds especially when there are private shareholders iƴŘǳŎƛƴƎ άōǳǎƛƴŜǎǎ ǎǇƛǊƛǘέ ǘƻ ǘƘŜ 

scheme.  

If the government provides finance, the borrower associations or any representative of self-

help groups have the responsibility to push the interests of their members. A common inter-

est may be a reduction of fees or transaction costs, or to introduce the άōǳǎƛƴŜǎǎ ǎǇƛǊƛǘέ of 

ǘƘŜ ŀǎǎƻŎƛŀǘƛƻƴǎΩ ƳŜƳōŜǊǎΦ In addition, public support may also benefit the borrower asso-

ciations themself since with this support the associations can provide services to their mem-

bers. Consequently, private actors may be able to contribute with better information and 

business spirit; and on the other hand, the public agencies can bring financial support and 

stricter proceedings in the case of defaults.  

However, there are several obstacles to achieve such a positive combination. There is the 

problem of distributing internal information to third parties that may be competitors. Gen-

erally, the more actors included, the more actors can receive this information which may 



55 
 

increase scepticism among borrowers and lenders. To mitigate this problem, the guarantee-

ing institution has to provide firewallsfor confidentiality. But even with effective firewalls, 

the general scepticism may remain.   

Moreover, the borrower associations or self-help groups may have interests opposing those 

of the government. For example, the aim of public agencies may be to increase competition 

which is usually not the aim of established businesses.  

A strategy for competing institutions that have to share risk and information in order to re-

ceive public support might be to keep the institution small and cooperate only if no finance 

would be possible without the intervention. The guaranteeing institution may be seen as a 

άǎǇŜŎƛŀƭ ǇǳǊǇƻǎŜ ǾŜƘƛŎƭŜέ by the lenders to receive public support for less profitable finance. 

Consequently, the guaranteeing institution may not be able to become financially self-

sustainability because the (competing) stakeholders prefer to conduct their profitable busi-

ness on their own without the scheme. This strategy may be rational for the lenders and in 

line with the aim of the public agency, but it would be against the goals of the self-help pri-

vate initiative of the borrowers. 

This information-sharing problem and the generally different interests of stakeholders may 

result in two different outcomes of missing ownership: 

1) The actors may search for compromises or the lowest common denominator. Stake-

holders may use their veto or refuse cooperation when a guarantee (or a too large share 

of all guarantees) is provided against one of the actorΩs interests. This political- or busi-

ness strategy of stakeholders can reduce ǘƘŜ ǎŎƘŜƳŜΩǎ ƻŦŦŜǊ ƻŦ ƎǳŀǊŀƴǘŜŜs to a small 

niche of the market. As a result, the credit guarantee scheme may be of negligible or 

modest outreach.  

2) This missing ownership may on the other hand result ƛƴ ŀ άƧƻƛƴǘ-ƛǊǊŜǎǇƻƴǎƛōƛƭƛǘȅέ: there 

might be moral hazard since the private actors may believe in a public bail out (beyond 

explicit commitments like counter-guarantees) since the guaranteeing institution is al-

ready supported by the government and behaves following the aim of the governmental 

policy. On the other hand, the government may be blinded by the current benefits of 

enabling loans, and it may believe that risk sharing is sufficient to control for moral haz-

ard and may over-estimate the ability of private actors to assess the risk of loans. The re-

sult may be a credit guarantee scheme that is exposed to large volumes in a risky market, 

pushing finance (and hence debt) beyond a sustainable level ς until the bubble bursts.    

All in all, the cooperation of several actors, with fundamentally diverging interest may result 

ƛƴ ŜƛǘƘŜǊ ŀ ŎƻƳǇǊƻƳƛǎŜ ǿƛǘƘ ƭƻǿ ƻǳǘǊŜŀŎƘ ƻǊ ǘƘŜǊŜ ƳƛƎƘǘ ōŜ ǘƘŜ ǇǊƻōƭŜƳ ƻŦ άƧƻƛƴǘ-
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ƛǊǊŜǎǇƻƴǎƛōƛƭƛǘȅέΦ These problems can be reduced if onŜ ǇŀǊǘȅ ǎƛǘǎ ƛƴ ǘƘŜ ŘǊƛǾŜǊΩǎ ǎŜŀǘ ŀƴŘ 

assumes ownership and responsibility for the scheme, and the others cooperate.   

 

2.3.4.2 Financial support to guaranteeing institution s from  third parties  

 

The ATR and additional actors can ōŜ ǇǊŜǎŜƴǘŜŘ ƛƴ ǘƘŜ ŦƻǊƳ ƻŦ ά¢-ŀŎŎƻǳƴǘǎέΦ Figure 6 pro-

vides an overview of typical actors within credit guarantee schemes and their claims and 

obligations.  

Figure 6 ¢ƘŜ DǳŀǊŀƴǘŜŜƛƴƎ Lƴǎǘƛǘǳǘƛƻƴ ŀƴŘ LƳǇƻǊǘŀƴǘ !ŎǘƻǊǎ 9ȄǇǊŜǎǎŜŘ ƛƴ ά¢έ ŀŎŎƻǳƴǘǎ 

 

 

 
 

Own elaboration 
 

The fundamental relation is the finance (loans and equity) provided by a lender to the bor-

rower which is marked by a fat arrow at the ƎǊŀǇƘΩǎ bottom. In the centre of the graph there 
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is the guaranteeing institution (GI). In accordance with Table 1, where the claims and obliga-

tions are provided, the GI has outstanding guarantees (OG) on the right side that are contin-

gent liabilities and on the left side are claims against borrowers (CB) which are contingent on 

the outstanding guarantees15. For purpose of simplification, any already existing claims 

against borrower due to fees and called guarantees are not included in this graph. The guar-

anteeing institution invests long-term real (RA) and financial assets (FA) in the capital market 

(CM). The graph emphasises the financial assets and suppresses both real assets and the 

possibility of the guaranteeing institution to invest or deposit financial assets at the bank.  

Insurance companies (IC) can άǎŜƭƭ ǇǊƻǘŜŎǘƛƻƴέ to all actors in the graph. For example, the 

company can insure the actors against risk such as fire or other damages. Moreover, life in-

surances or credit insurances can reduce the borrowerΩs risk, which reduces indirectly the 

ƭŜƴŘŜǊΩǎ ǊƛǎƪΦ /ƻƴǎŜǉǳŜƴǘƭȅΣ ƛƴǎǳǊŀƴŎŜ ŎƻƳǇŀƴƛŜǎ Ŏŀƴ ǊŜŘǳŎŜ both the guarantƻǊΩǎ and the 

lenderΩǎ ǊƛǎƪΦ IŜƴŎŜΣ ƛƴǎǳǊŀƴŎŜ ŎƻƳǇŀƴƛŜǎ Ŏŀƴ ǊŜŘǳŎŜ ǘƘŜ demand for credit guarantees. In 

addition, the insurance company can insure the loan or loan portfolio of the lender and thus 

be a direct competitor of the guaranteeing institution. Moreover, insurance companies and 

other actors engaged in the capital market can sell protection for the lender and guarantor 

via derivatives. On the other hand, the insurances companies can be business partners of the 

guaranteeing institutions since the guaranteeing institution can insure its guarantees. Con-

sequently, the insurance companies (and other protection selling actors) can be either com-

petitors or business partners of guaranteeing institutions. 

Shareholders, such as the borrowers themselves, borrowers- and bank associations, lenders, 

private companies or the government (directly or indirectly via public agencies) provide the 

equity. In addition, these shareholders and other stakeholders may provide further support 

such as grants or loans. Consequently, they have a claim on the guaranteeing institution. 

The government can be a shareholder and a stakeholder without being shareholder. In the 

graph the government ƛǎ ǊŜǇǊŜǎŜƴǘŜŘ ŀǎ άDƻǾŜǊƴƳŜƴǘέ ŀƴŘ ōȅ ǘƘŜ ŘŜǾŜƭƻǇƳŜƴǘ ōŀƴƪ ό5.ύΦ 

In order to reduce complexity, important public agencies such as the central bank, the agen-

cies which are responsible for financial regulation, the tax offices, the jurisprudence and in-

stitutions within the political process are not explicitly represented within the graph. Since 

rating agencies may play an important role in the regulation of the lender and the guarantor, 

these institutions are high-lighted in the graph.  

The government usually provides an explicit guarantee for the obligations of the public de-

velopment bank which is included in the graph. The development bank itself can refinance 

the lenders and it can also support the guaranteeing institution with equity, loans or grants. 
                                                           
15

 Like in Figure 1, broken lines represent contingent claims and liabilities.  
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On the other hand, it can compete with the guaranteeing institution when it shares risk with 

the lender.  

The government has generally four methods of directly supporting the guaranteeing institu-

tion, usually via a ministry, special agency or the development bank. The first method, as 

already stated, is to provide equity. The second method is to share the risk with the guaran-

teeing institution, for example by providing counter guarantees which are represented 

within the graph by a broken line. This risk sharing improves the solvency of the guarantee-

ing institution. In addition, if the government pays quickly or in advance, the liquidity of the 

institution is also improved.  

The third method is support via loans, for example, provided by development banks. These 

loans do not directly improve the solvency of the guaranteeing institution. They rather im-

prove liquidity. However, the development bank can charge fees below the market rate and 

hence the guaranteeing institution can achieve positive net flows of interest when liquidity is 

invested in financial assets, without high operational expenses. Over time, these gains can 

help the institution accumulate equity or reserves, and hence indirectly improve solvency. In 

contrast to the first two channels, this does not directly affect the governmental budget but 

has two drawbacks. Invested funds can always lose value which would reduce the solvency 

of the institution and its ability to repay the loan. Consequently, the risk taking of govern-

ment is high in order to enable the guaranteeing institution to achieve interest spread gains. 

Moreover, if the guaranteeing institution invests the money in relatively safe public bonds, a 

cycle can be produced: the development bank refinances the loan on the capital market, 

provides it to the guaranteeing institution which refinances public debt or even the devel-

opment banks by purchasing these bonds. Consequently, there are high transaction costs 

and many outstanding liabilities involved with this channel.  

As a forth method, the government can, instead of taking risk, provide grants or tax conces-

sions. Grants should be considered in a broad sense, including grants such as releases of 

rents or providing technical support such as consultancy which the institution otherwise 

would have to pay at market prices. These grants directly improve the liquidity of the guar-

anteeing institution and in the long run they can help the institution to accumulate reserves 

or equity.  

In addition to the four methods of direct support, there are indirect ones. The reputation of 

the guaranteeing institution may be increased by the participation of the government. There 

can be regulatory or arbitration gains for lenders when they cooperate with the guarantee-

ing institution. Tax reductions or grants can also be provided to other actors when they co-

operate with the guaranteeing institutions. For example, a lender may receive a grant to 
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compensate for its operational expenses, the government may pay fees that the borrower or 

lender would otherwise have to pay, or shareholders and other stakeholders may not be 

obliged to pay taxes on dividends or interest rates for the equity and loans provided to the 

institution. Moreover, soft loans to borrowers via lenders, provided by the development 

banks, can be made on the condition that the guaranteeing institution screens the borrower.  

 

2.4 Hypothesis: No magic formula for an optimal credit guarantee scheme 

 

In the last sections, the benefits and drawbacks of any cooperation within the Augmented 

Triangular Relationship have been discussed. As a conclusion of the discussion a central hy-

pothesis is provided in this section. The hypothesis will be taken up in the empirical analysis. 

The hypothesis states that it is not possible for any credit guarantee scheme to achieve si-

multaneously:  

1) relatively low transaction costs, 

2) a notable outreach by number and volume, 

3) and a high degree of additionality,  

4) financial self-sustainability. 

Low transaction costs and a notable outreach go together since low transaction costs in-

crease the attractiveness of the scheme for lenders and borrowers, and a high demand for 

guarantees can indeed result in a notable outreach. Both items may also go in line with fi-

nancial self-sustainability when the guaranteeing institution guarantees finance that seems 

not to be too risky and the lenders would provide finance anyhow. But this is in opposition 

to a high degree of additionality. On the other hand, if the institution guarantees loans with 

a high degree of additionality, with a lean decision-making process and consequently low 

transaction cost and a high outreach, no financial self-sustainability can be expected due to 

the moral hazard problems.  

A high degree of additionality and a financial self-sustainability may be possible. However, 

this combination implies intensive screening and close monitoring efforts of the guarantor 

within the decision-making process since leaving only a fraction of the risk with the lender 

may not be sufficient to control for moral hazard or an irresponsible provision of loans. This 

participation in the decision-making process, however, increases transaction costs which 

reduces the ǎŎƘŜƳŜΩǎ attractiveness and its outreach. 
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If one assumes that there exists a credit guarantee scheme that fulfils all four items, the 

question arises why would lenders not step into the profitable business that is financially 

self-sustainable and does not depend on public support? This could be explained by either 

regulation or arbitration gains, or it could be a temporary situation due to an extremely un-

developed banking sector.   

The hypothesis suggests that owners of the scheme may have to chose and drop one or two 

items. For example, policy makers who want to induce development may be aware of posi-

tive externalities of the finance and may be willing to drop both the requirement of financial 

self-sustainability and the aim of a notable outreach since they can use other institutions 

such as commercial banks to reach more borrowers. Another possibility may be a reduction 

ƻŦ ǘƘŜ ŘŜƎǊŜŜ ƻŦ ǊŜǉǳƛǊŜƳŜƴǘǎ ƻŦ ǘƘŜ ŦƻǳǊ ƛǘŜƳǎΣ ǎǳŎƘ ŀǎ άmoderately highέ ǘǊŀƴǎŀŎǘƛƻƴ 

costsΣ ŀ άƳƻŘŜǎǘέ ƻǳǘǊŜŀŎƘΣ άǎƻƳŜέ ŀŘŘƛǘƛƻƴŀƭƛǘȅ ŀƴŘ άŀƭƳƻǎǘέ ŦƛƴŀƴŎƛŀƭ ǎŜƭŦ-sustainability.  

 

2.5 Basic models of credit guarantee schemes  and their differentiation  

 

The question that will be discussed in this section is how schemes can be differentiated in 

order to identify workable (and unworkable) basic models. Although a lot of valuable re-

search has been done on credit guarantee schemes, there is no established consistent cate-

gorisation in the literature. There are three frequently used categories: credit guarantee 

programme, credit guarantee fund and credit guarantee society. Indeed, many titles of 

credit guarantee schemes include the words programme, fund or society. However, is the 

approach consistent, or does it lead to confusion?  

This chapter discusses these questions and, moreover, explains two approaches that will be 

used in the empirical research. First, chapter 2.5.1 provides an overview and critical assess-

ment of differentiations or categorisations used in the literature. Subsequently, a new own-

ership and decision-making based approach to differentiation will be presented in chapter 

2.5.2. In section 2.5.3, a new complementary relationship-based approach will be explained.  

 

2.5.1 Basic models and differentiation  in the literature  

 

Before analysing common categories in the literature, the main characteristics of credit 

guarantee schemes will be discussed. Pombo González, Sánchez and Sobrino (2007) provide 

43 characteristics of credit guarantee schemes in their questionnaire (Pombo González, 



61 
 

Sánchez and Sobrino 2007, 123-132). Based on this study, the contribution of Levitsky and 

Prasad (1987) and the discussion of the relationships in the ATR, the following distils five 

groups of characteristics that describe credit guarantee schemes: 

1) Schemes can vary with respect to the general objectives of the scheme. A single 

scheme may have many (even contradictory) aims. Indeed, it is important whether 

the scheme is a (public) temporary measure to stabilise the economy or a tool to ad-

dress its structural problems. The target group can vary with respect to company size, 

region and sector. The scheme might be directed towards exporting enterprises, in-

ƴƻǾŀǘƛǾŜ ŜƴǘŜǊǇǊƛǎŜǎ όάǳƴǘŜǊƴŜƘƳŜǊέύΣ ŜƴǘŜǊǇǊƛǎŜǎ ƛƴ ŦƛƴŀƴŎƛŀƭ ŘƛǎǘǊŜǎǎ, Micro, Small 

and Medium sized enterprises (MSMEs) ƻǊ ŀ ǎǳǇǇƻǊǘ ŦƻǊ άǿƛǊǘŜέΦ hƴ ǘƘŜ ƻǘƘŜǊ ƘŀƴŘΣ 

instead of being directed towards a target group (and hence be exclusive) the 

scheme can be non-exclusive and open to all enterprises. The schemes vary whether 

they should support the borrowers, their associations, the lenders or should make 

profit for its shareholders. Consequently, it is important to discriminate whether the 

scheme is supposed to be financial self-sustainable, have a high degree of additional-

ity, a high outreach and whether transactions costs for participants are to be re-

duced.  

2) Schemes can vary with respect to ownership and the participation of actors within 

the Augmented Triangular Relationship. Shareholders can be public, private or there 

can be a mix of public and private shareholders (public-private cooperation). There 

can be actors that are not shareholders of the guaranteeing institution but dominate 

ǘƘŜ ŎǊŜŘƛǘ ƎǳŀǊŀƴǘŜŜ ǎŎƘŜƳŜ ŀƴŘ Ŏŀƴ ōŜ ŎƻƴǎƛŘŜǊŜŘ ǘƘŜ ǎŎƘŜƳŜΩǎ ƻǿƴŜǊǎΦ /ƻƴǎe-

quently, there are variables that indicate the influence/power of the actors (such as 

shares, formal vƻǘƛƴƎ ǇƻǿŜǊ ƻǊ ǘƘŜ ǎŎƘŜƳŜΩǎ ŦƛƴŀƴŎƛŀƭ ŘŜǇŜƴŘŜƴŎŜύΦ 

3) Schemes can vary with respect to the decision-making process. There are variables 

that describe the screening process: who is screened by whom, when and how. For 

example, the borrower can be screened by the GI before the lending decision or only 

after the default occurs. Moreover, the available source and quality of information 

can vary significantly.  

4) Schemes can vary with respect to the juridical guarantee contract. Schemes have 

very different obligations and rights to conduct action for each party. Indeed, not all 

actors have to be formal parties of the contracts. For example, there are variables 

that describe the fees (or commissions), the percentage of risk-sharing, the debt re-

covery, the monitoring, the event of default and the procedures in the case of de-

fault. 
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5) Finally, schemes can vary with respect to the fulfilment of their aims. For example, 

there are variables that describe the outreach by number and volume, the financial 

(self)-sustainability or even profitability of the GI, the additionality, and the impact on 

the financing conditions for borrowers.  

Characteristics of the groups 1 to 3 describe the general setting of the scheme: What is the 

purpose (1) that is wanted to be achieved by whom (2) and how (3). Characteristics of group 

4 also describe how to achieve the aims, however, they focus on the formal guarantee con-

tract. Characteristics of group 5 describe the result and hence depend on the other variables.  

Within a broad study of the United Nations Industrial Development Organization (UNIDO), 

Green (2003) provides a theoretical and empirical overview of credit guarantee schemes 

worldwide. She reports that a systematic classification of the more than 2,250 schemes 

worldwide is difficult because of linguistic problems and hybrid forms of guarantee schemes. 

As an example, she explains that a guarantee fund in English speaking countries would refer 

to any guarantee agency with a fixed fund, however, the Brazilian credit guarantee fund 

άCǳƴŘƻ ŘŜ !Ǿŀƭ {9.w!9έ would be a guarantee programme according to Herrero Calvo and 

Pombo González (2001), since it is managed by a state operated development agency  

(Green 2003, v,17-18). Another study describes this same Brazilian scheme as a privately 

funded and managed partial guarantee fund (Beck, Klapper and Mendoza 2010, 13,23).  

In the following, some approaches to group credit guarantee schemes found in literature will 

be described. 

In her UNIDO study, Green (2003) concludes that the terminology used by the guaranteeing 

institution should not be the main point of the distinction and proposes five major types 

(Green 2003, 17-22): mutual guarantee associations, formed by potential borrowers with 

limited access to bank loans; publicly operated national schemes, run either by an adminis-

trative unit of the government or by a legally separated credit guarantee organisation; cor-

porate schemes, where banks, chambers and the entrepreneurs themselves are sharehold-

ers of a guaranteeing institution; schemes that arise from international co-operation, where 

a local organisation cooperates with international organisations; and schemes operated by a 

Non-Governmental Organisation (NGO). These major types can further be subdivided ac-

cording to operational mechanisms. The author differentiates between the selective ap-

proach where the decision-making process is based on a case-by-case analysis, the portfolio 

approach where lenders are accredited and entitled to attach guarantees to loans within an 

eligible category without prior consultation of the guarantor (Green 2003, 33), and the in-

termediary approach where a GI provides a guarantee for an intermediary that receives a 

loan and lends the money to a target group.  
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As already mentioned, schemes are frequently differentiated between credit guarantee pro-

grammes, funds and societies. This approach was formalised by Herrero Calvo and Pombo 

González (2001) in their often cited, almost 1,000 page broad empirical and theoretical 

study. Likewise, the authors admit that there are many hybrid forms. Nevertheless, they 

provide basic general models (Herrero Calvo and Pombo González 2001, 60-62): 

1) Credit Guarantee Programmes are usually managed by public agencies. Financial re-

sources can be limited and renewable, coming from government and public agencies. 

The decisions are delegated to the lender and normally there is no contact between 

the public agency and the borrower.  

2) Credit Guarantee Funds with (public and/or private) financial resources that are lim-

ited by amount and time. The fund can provide case-by-case guarantees or portfolio 

guarantees. 

3) Credit Guarantee Societies/Corporations provide individual (case-by-case) guaran-

tees having a direct contact with the borrower. Societies are furthermore subdivided 

into 

o Mutual Societies with the borrowers as shareholders; 

o Corporate Societies with a variety of shareholders. The public sector is usually 

dominating, however, borrowers participate indirectly via their associations.  

This approach does not strictly rely on two dimensions (such as the approach of Green 

(2003)) but rather groups the schemes into three basic models. Actors and the decision-

making process are used as features of the basic models.  

In a later empirical study, conducted by Pablo Pombo González, the authors no longer differ-

entiate whether a scheme is a fund or not (Pombo González, Sánchez and Sobrino 2007). In 

ǘƘŜƛǊ ǎǘǳŘȅ ά/ƻƴŎŜǇǘǳŀƭ ŎƻƴǘǊƛōǳǘƛƻƴǎ ŀƴŘ ŎƘŀǊŀŎǘŜǊƛǎǘƛŎǎ ŦƻǊ ŎƭŀǎǎƛŦȅƛƴƎ ƎǳŀǊŀƴǘŜŜ ǎȅs-

ǘŜƳǎκǎŎƘŜƳŜǎέ ǘƘŜ ŀǳǘƘƻǊǎ ŘƛŦŦŜǊŜƴǘƛŀǘŜ betweeƴ ŀ άƳŀƧƻǊƛǘȅ ǇǳōƭƛŎκǇǳōƭƛŎ ƎǳŀǊŀƴǘŜŜ ǇǊo-

ƎǊŀƳƳŜ ƎǊƻǳǇέ ŀƴŘ ŀ άƳŀƧƻǊƛǘȅ ǇǊƛǾŀǘŜ ƎǊƻǳǇ όƎǳŀǊŀƴǘŜŜ ǎƻŎƛŜǘȅύέ ǿƛǘƘ ǘƘŜ ǘǿƻ ǎǳō ƎǊƻǳǇǎ 

άƳǳǘǳŀƭ ǎŎƘŜƳŜ όƳŀƧƻǊƛǘȅ ōǳǎƛƴŜǎǎ ǇŀǊǘƛŎƛǇŀǘƛƻƴύέ ŀƴŘ άǇǳǊŜƭȅ ŎƻƳƳŜǊŎƛŀƭ ǎƻŎƛŜǘƛŜǎ όƳŀƧƻr-

ƛǘȅ ŦƛƴŀƴŎƛŀƭ ǎŜŎǘƻǊ ǇŀǊǘƛŎƛǇŀǘƛƻƴύέ but do not explain why funds disappear as a category in 

their new approach (Pombo González, Sánchez and Sobrino 2007, 109,110)16.  

                                                           
16

 LƴŘŜŜŘΣ ǘƘŜȅ ǎǘŀǘŜ ǘƘŀǘ ƛǘ ƛǎ άŀ ŎƻƳƳƻƴ ŜǊǊƻǊέ ǘƻ ǳǎŜ ǘƘŜ άDǳŀǊŀƴǘŜŜ CǳƴŘέ ŎƻƴŎŜǇt as a generic term for the 
classification/identification of guarantee systems/schemes and ǘƘŜ ŎƭŀǎǎƛŦƛŎŀǘƛƻƴ ƻŦ ŎƻƳǇŀƴƛŜǎ ŀǎ άDǳŀǊŀƴǘŜŜ 
CǳƴŘǎέ ƻƴƭȅ ōŜŎŀǳǎŜ ǘƘŜȅ ŀǊŜ ŎŀƭƭŜŘ ŦǳƴŘǎ (Pombo González, Sánchez and Sobrino 2007, 21).   
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Within the empirical study on credit guarantee systems in Latin America, conducted by the 

Inter-American Development Bank (IADB), Llisterri, Manueco, López and Tabuenca (2006) 

point to two basic models: the credit guarantee funds (fondo de aval) and societies (so-

ciedades de garantía) (Llisterri, et al. 2006, 4). They cite Herrero Calvo and Pombo González 

(2001) and use similar definitions. However, unlike Pombo González, Sánchez and Sobrino 

(2007) who skip the funds, they skip the programmes.  

All in all, the approach to differentiate between credit guarantee programmes, societies and 

funds may be used frequently in literature, however, categories are defined differently and 

in comparing the results of different studies with the different categorisations using similar 

terms may result in confusion. As stated by Schmidt and Zeitinger (1984) and discussed in 

previous sections, a credit guarantee scheme is somewhat similar to an insurance company 

and a bank. The financial structure of institutionalised guaranteeing institutions in the form 

of an associations or societies is the same as the structure of a fund since the ƛƴǎǘƛǘǳǘƛƻƴΩǎ 

ƴŜǘ ŀǎǎŜǘǎ ǎŜǊǾŜ ŀǎ ŀ άǊŜǎŜǊǾŜ ŦǳƴŘέ. Moreover, the society or association might be sup-

ported by public agencies through a public credit guarantee programme. In this case, the 

credit guarantee scheme could be interpreted as a programme, a fund or an association. 

Consequently, the approach to differentiate credit guarantee schemes into funds, pro-

grammes or societies has fundamental problems and is inconsistent. TƘŜ ǘŜǊƳǎ άŦǳƴŘέ άǎƻŎi-

Ŝǘȅέ ŀƴŘ άǇǊƻƎǊŀƳƳŜέ ǎƘƻǳƭŘ rather be used to describe features of credit guarantee 

schemes and not be used as categories of differentiation.  

The statements of Krahnen and Schmidt (1994), Schmidt and Zeitinger (1984) are indeed 

clarifying. However, for empirical research, a less abstract approach is needed. Von Stock-

hausen (1988) provides a promising approach which is tailored to credit guarantee schemes 

for small farmers (in developing countries). As the first step von Stockhausen differentiates 

by individual guarantees, public guarantees and collective guarantees (Stockhausen 1988, 

10-14). The author states that:  

1) Individual guarantees are regarded as personal securities, and he does not focus on 

these guarantees. 

2) Public guarantees can be funded or unfunded where a specific credit guarantee fund 

is simply a promise by the government to cover the guarantee. Moreover, there can 

be public trustee credits which are public funded loans (directed credits) whereby the 

credit institutions are not liable but only channel the loans.  
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3) Collective guarantees are guarantees in which many creditworthy individuals are li-

able as a collective. These guarantees can be in the legal form of a credit guarantee 

association.  

With respect to public credit guarantee funds, the author differentiates between the preva-

lence of guarantor-lender or guarantor-borrower relationships (Stockhausen 1988, 18-25): 

within a guarantor-borrower scheme the guaranteeing institution itself investigates the bor-

ǊƻǿŜǊΩǎ ŎǊŜŘƛǘǿƻǊǘƘƛƴŜǎǎ in each case in terms of target-group as well as financial criteria 

whereas the guarantor-lender scheme is an arrangement between the guarantor and lender 

with the borrower not directly included in the decision-making process. The guarantor-

lender scheme is directed to support the lending institutions to fulfil their banking duties to 

a specific target group.  

With respect to collective guarantees, von Stockhausen does not differentiate between bor-

rower-guarantor and lender-guarantor schemes, since he refers to collectivities formed by 

borrowers only. In a second step, the author introduces άtwo-stageέ ŎǊŜŘƛǘ ƎǳŀǊŀƴǘŜŜ 

schemes of several (mutual) credit guarantee associations and a joint counter guarantee 

ŦǳƴŘΦ !ǎǎƻŎƛŀǘƛƻƴǎ Ŏŀƴ ōŜ ŦƛƴŀƴŎŜŘ ōȅ ǘƘŜ ƳŜƳōŜǊǎΩ ǇŀȅƳŜƴǘǎΣ ǿƘŜǊŜŀǎ ǘƘŜ ŎǊŜŘƛǘ ƎǳŀǊŀn-

tee fund can be financed by public agencies (Stockhausen 1988, 13,14,38-40). 

The concept of guarantor-borrower and guarantor-lender schemes will be further developed 

in the relationship-base approach which will be described in the section 2.5.3. However, an 

approach that is based on the ownership and the decision-making process will be presented 

first.   

 

2.5.2 The ownership and decision -making approach to differentiation  

 

This section presents an ownership and decision-making approach (the ODM approach) to 

differentiation which uses quantitative variables only. The purpose of this approach is to 

create a tool for empirical research that enables a relatively fast differentiation without re-

quiring a deep analysis of the credit guarantee scheme. In empirical research, this approach 

might be used in surveys of a large number of schemes or alternatively, as the first step of a 

deeper analysis. This approach contains a basic and a detailed version.  

The basic differentiation has two dimensions. The first dimension A is the ownership, and it 

differentiates into public schemes (A1), schemes with cooperation of public and private ac-

tors (A2) and private schemes (A3). A1 includes schemes where private actors consult the 

public actors and schemes with private actors as άmandatariesέ. A2 includes not only a pos-
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sible public participation in the GIΩǎ Ŝǉǳƛǘȅ ōǳǘ ŀƭǎƻ ŀƴȅ ŦƛƴŀƴŎƛŀƭ ƻǊ ǘŜŎƘƴƛŎŀƭ ƎƻǾŜǊƴƳŜƴǘŀƭ 

support. Although there is always indirect public influence such as special regulation, a 

scheme is considered to be totally private (A3) if all actors are private and there is no direct 

support from public agencies. Institutions, like some chambers, where membership and fees 

are obligatory by law are considered as public agencies due to obligatory membership and 

public duties of the agencies (see section 2.3.1).  

The second dimension B relies, similar to the approach of Green (2003) and von Stockhausen 

(1988), on the decision-making process for each guarantee. It differentiates whether the GI 

has to approve every guarantee ex ante and screens each borrower (B1, the case-by-case 

approach) or on the contrary, the lender is not required to obtain approval of the GI for 

every guarantee (B2, the portfolio-approach). Hence, in B2 the GI does not screen the indi-

vidual borrower and only the lender decides whether each loan is guaranteed and provided 

ς or not. As a result, there are six basic models of credit guarantee schemes that are pre-

sented in the following table. 

 

Table 3 The Basic ODM Approach to Differentiation and Resulting Basic Models 

 

 
 

Decision-making process for an indivi-
dual guarantee 

B1) Case-by-case  
approach  

B2) Portfolio  
approach  
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w

n
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ip

 

A1)  Public Guarantee 
Schemes 

 

Basic Model 1 

 

 

Basic Model 2 

A2)  Public- Private  
Cooperation  

 

Basic Model 3 

 

 

Basic Model 4 

A3)  Private Guarantee 
Schemes 

 

Basic Model 5 

 

 

Basic Model 6 

Own elaboration  

In the following, the basic models will be further differentiated. Using the notation of section 

2.5.1, the dimension A is based on variables of group 2, the dimension B is based on vari-

ables of group 3. Although variables of group 4 are important, the ODM approach does not 
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focus on these variables, because it is not feasible to detect the necessary details for an em-

pirical analysis of many schemes.  

The six basic models of credit guarantee schemes that are presented in table 3 are high-

lighted in the following table that illustrates the detailed ODM approach to differentiation.  
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Table 4 The detailed ODM Approach to Differentiation 

  Decision-making process for an individual guarantee 

 B1) Case-by-case approach. The lender is required 

to obtain an approval of the GI. The GI screens the 

individual borrower. 

 B2) Portfolio approach. The 
lender is not required to obtain 
individual approvals by the GI.  

 B1.1) The GI uses its 

own information beyond 

an application form. 

B1.2) The GI relies on 

ǘƘŜ ōŀƴƪΩǎ ƛƴŦƻǊƳŀǘƛƻƴΦ 

     

O
w

n
e
rs

h
ip

 

A1) Public Guarantee 

Schemes 

 Basic Model 1 

 

Basic Model 2 

A1.1) Unfunded Guaran-
tee: Individual call on a 
guarantee does affect the 
budget. 

    

A1.2) Funded Guarantee: 
Individual call on a guaran-
tee does not affect the 
budget. 

    

A1.2.1) State is explicitly 
liable for all guarantees. 

    

A1.2.2) State is not explic-
itly liable for all guaran-
tees. 

    

    
A2) Public-Private Coop-

eration 

 Basic Model 3 

 

 Basic Model 4 

A2.1) Government takes 
explicit risk. 

    

A2.1.1) - Unfunded: Indi-
vidual call on a guarantee 
affects the public budget. 

    

A2.1.1.1) State is explicitly 
liable for all guarantees. 

    

A2.1.1.2) State is not ex-
plicitly liable for all guaran-
tees. 

    

A2.1.2) - Funded: Individ-
ual call on a guarantee 
does not affect the public 
budget. 

    

A2.1.2.1) State is explicitly 
liable for all guarantees. 

    

A2.1.2.2) State is not ex-
plicitly liable for all guaran-
tees. 

    

A2.2) Government does 
not take explicit risk. 

    

     
A3) Private Guarantee 

Schemes 

 Basic Model 5 Basic Model 6 

    

Own elaboration 
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Because public budget planning significantly influences the behaviour of public actors, the 

impact of credit guarantee schemes on the public budgets is considered throughout the first 

dimension (ownership). As explained in section 2.3.2, the government has two methods to 

take precautions. The first is to only plan expenditures in future budgets which would imply 

that guarantees are unfunded since guarantees are only a promise to pay and no money was 

pledged. The second method involves funding, where the government pledges money (into a 

fund or special agency) before calls on guarantees occur.  

Consequently, public schemes (A1) are differentiated further whether the guarantee is un-

funded and each call on a guarantee necessarily affects the current public budget of the pe-

riod when the guarantee is called (A1.1), or the guarantee is funded and a call on a guaran-

tee does normally not affect the current public budget (A1.2). The approach does not differ-

entiate whether the government creates a credit guarantee fund, a public bank (that can 

provide guarantees), a public credit guarantee corporation or an insurance company that 

provides credit guarantees. The approach also does not differentiate whether the credit 

guarantee scheme is a two-level scheme or not. In addition, this approach does not account 

for the leverage-ratio (e.g. the relation between the volume of outstanding guarantees and 

funded means). This introduces a drawback: a funded scheme might have such a high lever-

ŀƎŜ Ǌŀǘƛƻ ǘƘŀǘ ƛǘ ŎƻǳƭŘ ōŜ ŎƻƴǎƛŘŜǊŜŘ ŀƴ άŀƭƳƻǎǘ ƴƻǘ ŦǳƴŘŜŘέ ƎǳŀǊŀƴǘŜŜ ǎŎƘŜƳŜΦ 

Since the pledged amount might be exceeded by the liabilities, the approach further differ-

entiates whether the government is explicitly liable for all provided funded guarantees 

(A1.2.1) or not (A1.2.2)17.  

The focus of the further differentiation of A2 is on the way the government supports the 

credit guarantee scheme. Various possible support channels were discussed in section 

2.3.4.2. The approach differentiates between schemes where the government takes some 

explicit risk (A2.1) or not (A2.2). Governments can take explicit risk in many forms. For ex-

ample, there could be public counter-guarantees or similar risk-sharing mechanisms. More-

over, beyond a risk-sharing mechanism with the GI, the government can take risk by provid-

ing soft loans to the GI. In addition, equity is another form of taking risk. Parallel to the dif-

ferentiation in A1, A2.1 is further differentiated as to whether each call on a guarantee af-

fects the public budget (A2.1.1) or not (A.2.1.2). Likewise, there is a differentiation whether 

                                                           
17

 This differentiation seems to be redundant since governments should always be liable for public guarantees 
(hence A1.2.2 should not exist). However, governments can establish and finance a limited company of civil law 
whose shares are owned completely by public agencies. This corporation can provide the guarantees that can-
not be considered private guarantees. Since it is a limited company, the government is not explicitly but maybe 
implicitly liable for all provided guarantees. This differentiation is included because an explicit guarantee might 
increase the intensity of monitoring through public auditors, parliamentarians and the media (see section 
2.3.3). 
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a government is liable for all guarantees resulting from the risk-sharing mechanism (A2.1.1.1 

and A2.1.2.1) or not (A2.1.1.2 and A2.1.2.2).  

Without explicitly taking risk (A2.2), the government can support the private guaranteeing 

institution with either technical support or financial support such as grants, tax relief, or 

payment towards fees that borrowers would have to pay. What is important is that the gov-

ernment does not take explicit risk.  

Private schemes (A3) are not further differentiated in this approach since there is only little 

empirical evidence on them. Important private guarantees for which there is plenty of evi-

dence are credit derivatives and some insurance products. However, they are not in the fo-

cus of this research.  

The second dimension (B) investigates the decision-making process of the GI and will also be 

further differentiated. This dimension is important since information asymmetries do exist. 

They are not only one of the central causes of credit-rationing, they can provoke moral haz-

ard problems within the Basic Triangular Relationship. To differentiate whether the guaran-

tee scheme can reduce the information asymmetries between borrowers and lenders, the 

category B1 is further differentiated. In B1.1, the GI screens the individual borrower directly 

and uses its own information sources. In B1.2, the GI relies mainly on the lenderΩs informa-

tion. This includes schemes where the guarantor receives an application form from the 

lender with aggregated information on the borrower. This implies that there is no direct con-

tact between the borrower and the guarantor, so that the latter cannot reduce the informa-

tion asymmetries (B1.2).  

It would be interesting to differentiate between the coverage of the guarantee contract. 

Indeed, one incentive to reduce the moral hazard problem is a contract design, wherein the 

lender continues to retain a significant fraction of the default risk. Obviously, if the guarantor 

guarantees 100%, the lender bears only the risk that the guarantor is not able or willing to 

pay. However, when the GI provides only a partial guarantee, the risk exposure of the lender 

is not clear. Although the lender demands the guarantee, the borrower might be able to 

provide collateral. If the financial results from liquidation are not equally shared (% of guar-

antee) between guarantor and lender, the lender can cover the risk (that is not covered by 

the credit ƎǳŀǊŀƴǘŜŜ ǎŎƘŜƳŜΩǎ ƎǳŀǊŀƴǘŜŜύ ǿƛǘƘ other collateral. Therefore, the percentage of 

the guarantee contract does not provide complete information of the distribution of risk 

between guarantor and lender. In addition, it is not only the coverage of the losses that mat-

ters but also the questions when the guarantor has to pay, and who takes the risk to pay the 

operational costs. Since this is difficult to discover in research, the ODM approach does not 

include the risk-sharing dimension.   
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Sometimes, a GI provides different guarantee products or receives different public support 

for its different guarantees. In these cases, the scheme has to be split into different (sub) 

guarantee schemes or to step back and apply the more vague basic ODM approach.  

 

2.5.3 The relationship -based approach to differentiation  

 

This chapter explains the basic idea of a complementary differentiation, the relationship-

based approach to differentiation, which needs a deeper qualitative analysis of the scheme. 

As already discussed in section 2.2, a long-term relationship requires repeated interactions ς 

such as in relationship banking18. This relationship-based approach is based on the ideas of 

von Stockhausen (1988) who differentiates with respect to collective guarantees19: there are 

borrower-guarantor schemes, where the borrower is screened by the GI, and lender-

guarantor schemes where the GI does not screen the borrower. Unlike the approach of von 

Stockhausen, this approach is valid for all credit guarantee schemes differentiating whether 

there is a long-term relationship between the actors or not.  

In this approach there are four basic schemes. ¢ƘŜǊŜ ŀǊŜ ƛύ ŀǊƳΩǎ ƭŜƴƎǘƘ ǎŎƘŜƳŜǎ ǿƘŜǊŜ ǘƘŜ 

guarantor has long-term relationships with neither the lender nor the borrower (Figure 7), ii) 

borrower-guarantor schemes, where the guarantor has a long-term relationship with the 

borrower (Figure 8) , iii) lender-guarantor schemes where the guarantor has a long-term 

relationship with the lender (Figure 9), and finally iv) government-guarantor schemes where 

the guarantor has a long-term relationship with the government (Figure 10). 

                                                           
18

 A lender (or a guarantor) which provides (or guarantees) a long-term loan only once without repeated inter-
actions would not establish a long-term relationship in this sense, even though both parties are somewhat 
connected for a long time. 
19

 The author differentiates by individual guarantees, public guarantees and collective guarantees (Stockhausen 
1988, 10-14)(see section 2.5.1). 
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Figure 7 Scheme 1: The !ǊƳΩǎ [ŜƴƎǘƘ {ŎƘŜƳŜ 

 

 

Own elaboration 

 

Figure 8 Scheme 2: The Borrower-Guarantor Scheme 

 

 Own elaboration 
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Figure 9 Scheme 3: The Lender-Guarantor Scheme 

 

 

Own elaboration 

 

Figure 10 Scheme 4: The Government-Guarantor Scheme 

 

 

Own elaboration 
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These four basic schemes are based on the framework of the ART. Different to the six basic 

models in the ODM approach, this approach allows combinations. For example, the govern-

ment may intend to build a lender-guarantor scheme to conduct public policy, and hence it 

is a government-guarantor scheme at the same time.     

Obviously, credit guarantee schemes can vary over time. For example, within the institution 

ōǳƛƭŘƛƴƎ ǇǊƻŎŜǎǎ άŦǊƻƳ ǎŎǊŀǘŎƘέ ŀ ǎŎƘŜƳŜ Ŏŀƴ ōŜ ōǳƛƭǘ ŘŜǊƛǾŜŘ ŦǊƻƳ ŀ Ǿƛǎƛƻƴ ƻǊ ŜȄǇŜǊƛŜƴŎŜǎ ƛƴ 

other countries. By time, however, the credit guarantee scheme might find its niche within 

the financial system being another basic scheme or basic model.  

Moreover, both approaches to differentiate the credit guarantee schemes can be merged 

resulting in a ά4x6έ matrix with two dimensions and 24 different types of credit guarantee 

schemes. The merger of the two approaches will be discussed in the conclusions only. Pri-

mary, the ODM- and the relationship-based approach will be used separately within the em-

pirical sections.   
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3 Empirical evidence  I: surveys  
 

This empirical research focuses on the two case illustrations of German Guarantee Banks, 

section 4.1, and Brazilian Credit Guarantee Societies, section 4.2. However, before analysing 

the schemes in Germany and Brazil, this part sets the international stage of credit guarantee 

schemes. Section 3.1 provides an overview of schemes worldwide. This includes mini case 

studies of guarantee schemes for small business finance in Japan, South Korea and the USA, 

and other guarantee schemes that are not specialised in guaranteeing small business fi-

nance. In section 3.2, there is an overview of schemes in Europe and Latin America.  

The ODM approach is used throughout the analysis. The relationship-based approach is used 

for the schemes in Brazil and Germany, and partially in the mini case studies. The question 

whether there is a magic formula to build credit guarantee schemes will also be discussed 

throughout the analysis. An exchange rate table is attached in the appendix. 

 

3.1 Worldwide  overview  and digression to North America and Asia  
 

A worldwide overview of credit guarantee schemes is provided in an almost 1,000 page long 

study conducted by Herrero Calvo and Pombo González (2001) who describe schemes in 

almost 70 countries. This was followed by a further study by Pombo González, Sánchez and 

Sobrino (2007). In addition, there is a study conducted by Beck, Klapper and Mendoza (2010) 

who analyse 76 schemes. In this publication, the authors provide little descriptive informa-

tion and focus on quantitative aggregated results of their survey.   

Providing an overview of schemes worldwide is beyond the scope of this section. However, 

reviewing the literature suggests two conclusions. First, credit guarantee schemes are used 

in many countries in all continents, be they developing or developed. Second, credit guaran-

tee schemes for small business finance have the highest outreach in Asia. These findings are 

shown in Figure 11 in which the ratios of outstanding guarantees to GDP are compared in 

Europe, Asia, the Middle East, Latin America, North America and Africa.  
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Figure 11 Outstanding Guarantee Value to National GDP Worldwide before 2001 (in %) 

 

Own elaboration, source: Herrero Calvo and Pombo González (2001, 

82,99,163,222,289,385,539,585 )  
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Figure 11 illustrates that guarantee schemes are relatively important in East Asia. With the 

exceptions of Japan and South Korea, however, the quantitative macroeconomic relevance 

of these analysed schemes is modest. This general picture is confirmed in the more recent 

study of Beck, Klapper and Mendoza (2010). The authors state that the ratio of total out-

standing guarantees to GDP is 0.6 worldwide and 4.7 in Asia (Beck, Klapper and Mendoza 

2010, 13). However, these figures are only a rough indicator for the use of credit guarantees 

since there can be other schemes in the respective country that are not included in the data.  

  

3.1.1 Examples where things went badly wrong   

  

This section discusses the risk-sharing schemes of the Federal National Mortgage Association 

(Fannie Mae), the Federal Home Loan Mortgage Corporation (Freddie Mac) and the Ameri-

can International Group Inc. (AIG). These schemes are not specialised in small business fi-

nance. Nevertheless, this discussion serves to highlight the potential outreach of risk-sharing 

schemes and Ƙƻǿ ǎŎƘŜƳŜǎ Ŏŀƴ Ǝƻ ōŀŘƭȅ ǿǊƻƴƎΣ ŜǾŜƴ ƛƴ άhighly ŘŜǾŜƭƻǇŜŘέ ŦƛƴŀƴŎƛŀƭ Ƴŀr-

kets. These institutions were the among the most prominent cases of bankruptcies in the 

financial crisis.  

Figure 12 ATR of Fannie Mae and Freddie Mac 

 

 

Own Elaboration   
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Fannie Mae and Freddie Mac had private shareholders and were called άgovernment-

sponsored enterprisesέ (GSE) since they were supported financially by the government and 

used to conduct economic policy (The Financial Crisis Inquiry Commission 2011, 38). Al-

though borrower associations and lender associations did not (to my knowledge) participate 

directly in the guarantee scheme, these associations are not removed from the ATR because 

public policy is always subject to lobbyism.  

The original business model was to purchase mortgages and hold them. Since the 1970s, 

these GSEs started to pool and sell these loans together with a guarantee of timely payment 

of interest and principal which effectively turned them into guarantee schemes. The institu-

tions received cheap refinance from the government and cheap finance from the capital 

markets due to an implicit government guarantee to bail them out if necessary. Indeed, this 

implicit guarantee was substantiated with a public bailout via tax relief in the 1980s. More-

over, regulators allowed a leverage ratio higher than for other financial institutions (The 

Financial Crisis Inquiry Commission 2011, 39,40).  

The outreach of the schemes was impressive. In 2007, both institutions together owned and 

guaranteed US Dollar (US$) 5,300 bn. of mortgages. In December 2007, Fannie Mae reported 

that its capital of US$ 44 bn. stood against potential losses of US$ 879 bn. of assets and US$ 

2.2 trillion of guarantees on mortgage-backed securities. Moreover, Fannie Mae reported 

that it would be insolvent if losses exceeded the rate of 1.45%. Similarly, Freddy Mac re-

ported that it would be insolvent if its losses would exceed 1.7% of the potential losses (The 

Financial Crisis Inquiry Commission 2011, 309-312). Consequently, the high leverage ratio 

resulted in a risk of insolvency for even moderate default rates. Finally, both institutions 

were taken over by the US government. Government provided finance of US$ 151 bn. by 

2010. The total direct cost of bailout cannot be quantified yet. 

The Financial Crisis Inquiry Commission (2011) concluded that the business models as pri-

vate, publicly traded and profit-making entities that received financial support and an im-

plicit guarantee by the government and that were mandated to fulfil a public mission (to 

support American homebuyers) was fundamentally flawed. In addition to the bailout in 

2007, a study, in the year 2005, estimated that more than half of the public benefits accrued 

to private shareholders and not to homebuyers (The Financial Crisis Inquiry Commission 

2011, 38-42,323). 

With respect to the hypothesis in 2.4, the case clearly shows that there was a high outreach, 

relatively low transaction costs but no financial self-ǎǳǎǘŀƛƴŀōƛƭƛǘȅΦ ¢ƘŜ άǊŜŎƛǇŜ ƻŦ ǎǳŎŎŜǎǎέ ǘƻ 

support American home buyers on a large scale was to buy, sell and guarantee loan portfo-

lios with an implicit public counter-guarantee and further public support. However, insuffi-
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cient reserves (such as equity or provision) were taken. This set-up had led ǘƻ ŀ άƧƻƛƴǘ-

ƛǊǊŜǎǇƻƴǎƛōƛƭƛǘȅέ ǘƘŀǘ inflated a bubble in the housing market that affected ŦƻǊ ǘƘŜ ǿƻǊƭŘΩǎ 

financial system.  

The next case is the risk taking (or protection selling) of the insurance company American 

International Group Inc. (AIG) in the credit default swap market. 

Figure 13 ATR of AIG Financial Products 

 

 

Own elaboration 

AIG and its subsidiary AIG Financial Products were private enterprises where AIG explicitly 

guaranteed its unit. Similar to Fannie Mae and Freddy Mac, (to my knowledge) borrowers 

associations and lender associations did not directly participate in the scheme. However, 

both actors are again not removed from the ATR because public policy (for example the 

regulation of financial products) is always subject to lobbyism.  

Since the 1980s, AIG was the largest US American insurance company and had an AAA rat-

ing. As an insurance company, it was subject to prudent regulation. However, the regulation 

for ǘƘŜ ŎƻƳǇŀƴȅΩǎ ǎǳōǎƛŘƛŀǊȅ !LD CƛƴŀƴŎƛŀƭ tǊƻŘǳŎǘǎ was weaker. The subsidiary was based in 

the USA but conducted most operations in London where it became a major over-the-

counter derivative dealer. CDSs were attractive for purchasers such as banks, because they 

reduced the amount of regulatory capital from 8% to 1.6%. On the other hand, the CDS seller 

was not required to accumulate provisions or equity. Instead, the CDS sellers could agree to 
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provide collateral if the value of underlying assets decreased, i.e. not when the risk-taking 

was agreed but later when a default was seen to be more likely. Indeed, AIG was able to ac-

cumulate half a trillion US$ position on the over-the-counter market without being required 

to post one single dollar of initial collateral or making any provision for losses. The company 

charged fees of only 0.12% (The Financial Crisis Inquiry Commission 2011, 139-142). 

In August 2008, AIG had to provide US$ 3.3 bn. to its subsidiary, and protection buyers were 

demanding US$ 24 bn. to increase the collateral due to a diminished value of the securities. 

However, AIG only had liquidity of up to US$ 4 bn. in revolving credit facilities and up to US$ 

13 bn. in cash. Since at first it seemed to be a problem of liquidity, there was hope that a 

private solution was possible (with Allianz and Flowers as investors). However, after the col-

lapse of Lehman Brothers, the negotiations with private actors failed and it was unclear 

whether AIG was άƧǳǎǘέ ƛƭƭƛǉǳƛŘ or insolvent. Indeed, AIG made a loss of US$ 99.3 bn. in the 

year 2008. Since no private solution was found and AIG was judged to be too big to fail, the 

US government rescued the company with US$ 180 bn. (The Financial Crisis Inquiry 

Commission 2011, 344-353). 

The Financial Crisis Inquiry Commission (2011) ǎǘŀǘŜǎ ǘƘŀǘ !LDΩǎ ōŀƴƪǊǳǇǘŎy would have af-

fected other companies because of the US$ 2.7 trillion over-the-counter derivatives portfolio 

with an US$ one trillion exposure to 12 large counterparties (The Financial Crisis Inquiry 

Commission 2011, 348). The commission concludes that because of sweeping deregulation, 

the company was able to sell enormous amounts of CDSs without providing initial collateral 

or setting aside capital reserves. This opportunity resulted in a failure of corporate govern-

ance and its risk management practises by engaging in regulatory arbitrage:  

 

άLŦ ǘƘŜȅ όǘƘŜ /5{ǎύ ƘŀŘ ōŜŜƴ ǊŜƎǳƭŀǘŜŘ ŀǎ ƛƴǎǳǊŀƴŎŜ ŎƻƴǘǊŀŎǘǎΣ !LD ǿƻǳƭŘ ƘŀǾŜ ōŜŜƴ 
required to maintain adequate capital reserves, would not have been able to enter 
into contracts requiring the posting of collateral, and would not have been able to 
provide default protection to speculators; thus AIG would have been prevented from 
acting ƛƴ ǎǳŎƘ ŀ Ǌƛǎƪȅ ƳŀƴƴŜǊέ (The Financial Crisis Inquiry Commission 2011, 353) 

 

All in all, bƻǘƘ ŎŀǎŜǎ Ŏŀƴ ƛƴŘŜŜŘ ōŜ ƛƴǘŜǊǇǊŜǘŜŘ ŀǎ ǎŎƘŜƳŜǎ ƻŦ άƧƻƛƴǘ-ƛǊǊŜǎǇƻƴǎƛōƛƭƛǘȅέ ǿƘŜǊŜ 

regulators did not fulfil their obligation and let the private and public actors behave in a too 

risky manner by allowing high leverage ratios. With respect to the hypothesis in section 2.4, 

the schemes show a high outreach but no financial self-sustainability. The mortgage financi-

ers are examples of public intervention via public private partnerships since both institutions 

had private shareholders but were used for public policy. Hence, there is evidence for a gov-

ernment-guarantor scheme. AIG is an example of regulatory arbitrage since AIG was not re-
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quired to accumulate reserves but its guarantees reduced the capital requirements of lend-

ers. Both schemes seem to be Lender-guarantor schemes within the relationship-based ap-

proach. More research would be required to precisely discuss the information available to 

the guarantors and to conduct the ODM approach.  

 

3.1.2 Important schemes in the USA, Japan and South Korea  

 

This section provides a brief illustration, or mini case studies, of important schemes in the 

USA, Japan and South Korea. The guaranteeing institution in the USA, the Small Business 

Administration (SBA) in cooperation with the Small Business Development Centres, roughly 

equals the agency in Brazil that is the driving force to create a national system of local credit 

guarantee societies: the Brazilian Service of Support for Micro and Small Enterprises (SE-

BRAE)20. Schemes in Japan and South Korea will be analysed because of their notable out-

reach and because the predecessors of German Guarantee Banks were reference models 

when the predecessors of Japanese Credit Guarantee Corporations (JCGCs) were built. Over 

time, the banking systems and the guarantee schemes evolved differently. Hence, the analy-

sis is promising to improve the understanding of credit guarantee schemes in their current 

form and their dynamics.   

The first example is the guaranteeing activity of the US American central government to 

support small business finance. Hence, the public scheme is a government-guarantor 

scheme. A national credit guarantee system for small businesses was established with the 

creation of the SBA in 195321. In 1954, the SBA started to provide technical and financial as-

sistance (US Small Business Administration 2010a).  

 

 

 

 

 

                                                           
20

 In Portuguese: {ŜǊǾƛ ƻ .ǊŀǎƛƭŜƛǊƻ ŘŜ !Ǉƻƛƻ Łǎ aƛŎǊƻ Ŝ tŜǉǳŜƴŀǎ 9ƳǇǊŜǎŀǎ 
21

 The predecessor of this public agency was the Reconstruction Finance Corporation (founded in 1932) that 
had the aim to enable finance of large and small businesses that were hurt by the great depression (US Small 
Business Administration 2010a). In addition, one should note that the SBA is not the only guaranteeing institu-
tion in the USA. There are initiatives on state level, and federal ministries provide guarantees for finance of 
larger investments. For example, the company Choren applied for credit guarantees in the USA and Germany to 
finance biofuel plants (Wüst 2008).  
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Figure 14 ATR of the US Small Business Administration 

 

 

 

Own elaboration 

 

The credit guarantee scheme is a national scheme backed by the federal government. Local 

governments usually do not participate in the risk of the scheme but local business commu-

nity centres cooperate with the SBA by providing technical assistance and preparing applica-

tions for the guarantees. Lender associations are not excluded from the ATR because these 

actors usually influence public policy. Borrower associations indeed play a role in the scheme 

although they are not a formal party in the risk-sharing.  

The SBA sees itself as an agency of the federal government with the following mission 

statement:  

ά¢ƘŜ Ƴƛǎǎƛƻƴ ƻŦ ǘƘŜ ¦Φ{Φ {Ƴŀƭƭ .ǳǎƛƴŜǎǎ !ŘƳƛƴƛǎǘǊŀǘƛƻƴ ƛǎ ǘƻ Ƴŀƛƴǘŀƛƴ ŀƴŘ ǎǘǊŜƴƎǘƘŜƴ 
ǘƘŜ ƴŀǘƛƻƴΩǎ ŜŎƻƴƻƳȅ ōȅ ŜƴŀōƭƛƴƎ ǘƘŜ ŜǎǘŀōƭƛǎƘƳŜƴǘ ŀƴŘ Ǿƛǘŀƭƛǘȅ ƻŦ ǎƳŀƭƭ ōǳǎƛƴŜǎǎŜǎ 
and by aǎǎƛǎǘƛƴƎ ƛƴ ǘƘŜ ŜŎƻƴƻƳƛŎ ǊŜŎƻǾŜǊȅ ƻŦ ŎƻƳƳǳƴƛǘƛŜǎ ŀŦǘŜǊ ŘƛǎŀǎǘŜǊǎΦέ (US Small 
Business Administration 2010b, 8) 

To fulfil its mission, the SBA uses several methods like directed loans, credit guarantees and 

grants, and has special programmes for minorities, veterans and borrowers in regions that 



83 
 

faced disaster. The cǊŜŘƛǘ ƎǳŀǊŀƴǘŜŜ ǇǊƻƎǊŀƳƳŜ άтόŀύ [ƻŀƴ tǊƻƎǊŀƳέ22 provides partial 

guarantees for loans of up to US$ 2 m. ¢ƘŜ {.! Ŏŀƭƭǎ ǘƘƛǎ ǇǊƻƎǊŀƳƳŜ ƛǘǎ άflagship pro-

grammeέ (Ginsburg 2010, 11).  

In addition, the SBA has guaranteed the refinance of Small Business Investment Companies 

(SBIC) since 1958. SBICs are similar to venture capital, or private equity funds. SBICs are li-

censed and regulated by the SBA and provide finance to small businesses only (US Small 

Business Administration 2010c). Figure 15 describes the SBIC guarantee scheme, whereby a 

SBIC provides finance to Small and Medium sized enterprises (SMEs) with itself acting as the 

borrower within the Basic Triangular Relationship. 

Figure 15 ATR of the US SBIC Programme 

 

 

Own elaboration 

The total portfolio of outstanding guarantees was US$ 62 bn. in FY 2009 and US$ 64 bn. in FY 

2010 (US Small Business Administration 2010b, 65). The following table shows the approvals 

in the period 2006-10. 

 

                                                           
22

 ά¢ƘŜ ƴŀƳŜ ŎƻƳŜǎ ŦǊƻƳ ǎŜŎǘƛƻƴ тόŀύ ƻŦ ǘƘŜ {Ƴŀƭƭ .ǳǎƛƴŜǎǎ !ŎǘΣ ǿƘƛŎƘ ŀǳǘƘƻǊƛȊŜǎ {.! ǘƻ ǇǊƻǾƛŘŜ ōǳǎƛƴŜǎǎ 
loans to American small businesses. The SBA itself does not make loans, but rather guarantees a portion of 
ƭƻŀƴǎ ƳŀŘŜ ŀƴŘ ŀŘƳƛƴƛǎǘŜǊŜŘ ōȅ ŎƻƳƳŜǊŎƛŀƭ ƭŜƴŘƛƴƎ ƛƴǎǘƛǘǳǘƛƻƴǎΦέ (US Small Business Administration 2011). 
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Table 5 Approvals ƻŦ ǘƘŜ {.!Ωǎ ƎǳŀǊŀƴǘŜŜǎ ƛƴ ǘƘŜ teriod 2006 ς 2010 

 

Financial assistance approved in FY  
In US$ m. 

FY 2006 FY 2007 FY 2008 FY 2009 FY 2010 

7(a) Regular by volume $14,528 $14,292 $12,671 $9,191 $12,407 
7(a) Regular by number 97,291 99,606 69,434 41,289 47,000 

average volume $0.149 $0.143 $0.182 $0.223 $0.264 

SBIC by volume  
(gross financing invested in small businesses) 

$477 $759 $1,030 $788 $2,047 

SBIC by number 
(of small businesses financed) 

2,121 2,057 1,905 1,481 1,331 

average volume $0.225 $0.369 $0.541 $0.532 $1.538 

Own elaboration; source: US Small Business Administration (2010b, 7), US Small Business Administra-

tion (2009, 7) 

 

Table 5  shows that the average guarantee volume of 7(a) guarantees is well below the ceil-

ing of US$ 2 m. It also shows that ƻƴ ŀǾŜǊŀƎŜ ǘƘŜ {.L/ǎΩ ǇŀǊǘƛŎƛǇŀǘƛƻƴ is of higher volume 

than that of the ά7(a)έ guarantees.  

In December 2009, there were ϵ фол bn. outstanding commercial and industrial loans in the 

USA (Board of Governors of the Federal Reserve System 2011, 4). Hence, SBAΩǎ ƻǳǘǎǘŀƴŘƛƴƎ 

guarantees represent roughly 7% of commercial and industrial banking loans in a financial 

system where the capital market plays a large role. Hence, unlike Fannie May and Freddie 

Mac, the {.!Ωǎ quantitative importance is modest within the US financial system. The SBA 

encourages start-ups to apply for the guarantees, and the lenders have to declare that the 

loans would not have been provided without ǘƘŜ {.!Ωǎ ƎǳŀǊŀƴǘŜŜs. Hence, it can be stated 

that the principle of subsidiarity is anchored into the scheme, and that the scheme is tailored 

ǘƻǿŀǊŘǎ άǳƴǘŜǊƴŜƘƳŜǊέ to fill a financing gap. Whether the SBA indeed fulfils this aim lies 

beyond the scope of this brief section. Nevertheless, the SBA`s showpieces are famous and 

appealing άǳƴǘŜǊƴŜƘƳŜǊέ: Ginsburg (2010) states that Apple Computers, Federal Express, 

American Online and Intel Corporation are among ǘƘŜ {.L/Ωǎ ǎǳŎŎŜǎǎ ǎǘƻǊƛŜǎΦ Curthermore, 

Nike Shoes Company and Microsoft Corporation are said to have been supported by the SBA 

(Herrero Calvo and Pombo González 2001, 195). 

The question of financial self-sustainability can only be briefly discussed in this digression 

since insufficient information is at hand. Nevertheless, it is known that the SBA receives 
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grants and finance from the budget to fulfil its mission. The default rates23 of the 7(a) pro-

gramme varied between 1.5% and 2.5% in the period 2001-07 and continuously increased to 

almost 6% in 2010 (US Small Business Administration 2010b, 23). Hence, these numbers in-

ŘƛŎŀǘŜ ǘƘŀǘ ǘƘŜ {.! ŀǊŜ ƴƻǘ ǎŎƘŜƳŜǎ ƻŦ άƧƻƛƴǘ-ƛǊǊŜǎǇƻƴǎƛōƛƭƛǘȅέ ǎƛƴŎŜ ŘŜŦŀǳƭǘǎ are high but not 

extraordinarily high ŦƻǊ ǘƘŜ ŦƛƴŀƴŎŜ ƻŦ άǳƴǘŜǊƴŜƘƳŜǊέΣ and the overall outstanding guarantee 

volume is limited.  

With respect to the ODM approach, the SBA can be interpreted as a GI with pledged money 

since it receives grants and loans from the budget. Hence, each call on guarantee does not 

affect the budget and the SBA should be in row A1.2 of table 2.1. Probably A1.2.1 is true 

(Government is explicitly liable for all guarantees) since the SBA is a public agency. However, 

no documents were found that prove this assumption. With respect to the decision-making 

process, the SBA uses the case-by-case approach but relies primarily ƻƴ ǘƘŜ ōŀƴƪΩǎ ƛƴŦƻǊƳa-

tion on the individual borrower and on the application form (column B.1.2). The SBA cooper-

ates with several public and private agencies that consult small businesses in general ς be-

yond finance. There are for example, the Small Business Development Centers, the "Coun-

selors to America's Small Business" association with more than 12,000 volunteers, U.S. Ex-

port Assistance Centers and Women's Business Centers. Indeed, the interview at the SBA`s 

Illinois District Office in Chicago brought to light that this cooperation between the SBA and 

the consultants is frequently used witƘƛƴ ǘƘŜ {.!Ωǎ ŘŜŎƛǎƛƻƴ-making process (Interview 50). 

However, cooperation and consultancy is not a requirement for a guarantee. With respect to 

the risk-sharing, the SBA usually provides partial guarantees. All in all, the ά7(aύέ program of 

the SBA is of basic model one.  

²ƛǘƘ ǊŜǎǇŜŎǘ ǘƻ ǘƘŜ {.L/Σ ǘƘŜ {.! ƎǳŀǊŀƴǘŜŜǎ ŀ ǇƻǊǘŦƻƭƛƻ ƻŦ ǘƘŜ {.L/Ωǎ small business finance. 

According to Green (2003), this would be the intermediary approach (see section 2.5.1). 

Within the ODM approach, the SBIC programme is of basic model one, if the SBIC is consid-

ered the borrower within the scheme. Alternatively, it can be considered as a public-private 

partnership where the private SBICs provide finance case-by-case and the SBA guarantees 

ǘƘŜ {.L/ǎΩ ǊŜŦƛƴŀƴŎŜΦ Hence, it is of basic model three.   

A deeper analysis is required to conduct the relationship-based differentiation. Neverthe-

less, the focus on finance that would not be possible without the guarantee, start-up finance 

and temporary assistance to regions in emergencies suggest that usually there is no long-

term relationship between the SBA and the borrower. Whether the SBA and the lenders es-

tablish such a relationship could not be clarified. Hence, it is not clear whether the scheme is 

                                                           
23

 The SBA guarantees the loan in a way that the bank receives the right to sell the loan in the credit event, i.e. 
the guarantee is similar to a put option for the bank to sell the loan. In the case of a call on guarantee, the SBA 
purchases the loan. 



  
 

86 
 

a guarantor-ƭŜƴŘŜǊ ƻǊ ŀǊƳΩǎ ƭŜƴƎǘƘ ōŀǎƛŎ scheme. For the SBIC programme, the SBA estab-

lishes a long-term relationship with the SBICs (which are regulated by the SBA). These SBICs 

provide venture capital which suggests that there are long-term relationships between the 

SBIC and the borrowers. However, further research is needed to verify this impression.  

The following discusses the Japanese system of credit guarantee schemes. In 1936, repre-

sentatives of the Industrial Bank of Japan visited credit guarantee schemes in Germany and 

decided to establish similar schemes in Japan. Indeed, the scheme is said to be inspired by 

the German experience (Herrero Calvo and Pombo González 2001, 449, Damilano 2008, 

219). Damilano (2008) reports that the first institution was built in Tokyo in cooperation with 

the metropolitan government, several financial institutions and many orrowers associations. 

After World War II, 49 public guaranteeing institutions were built at a local level on the ini-

tiative of a national public agency for small business. In the 1990s, when the Japanese econ-

omy and banks faced structural changes, including a credit crunch, the schemes received 

additional public funding and started to widen their range of operations, including guaran-

tees for bonds or collateralized loan obligations. In 2002, a special programme was intro-

duced for SMEs in difficulty (Damilano 2008, 215-218).  

Today, the scheme consists of 52 non-profit public credit guarantee corporations of public 

law that operate on the municipal level providing guarantees for small business finance. Fig-

ure 16 shows the ATR of Japanese Credit Guarantee Corporations (JCGCs). 

Figure 16 ATR of Japanese Credit Guarantee Corporations 

 

 

Own elaboration 
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The regional JCGCs usually operate only in their municipality. The local municipalities created 

a loss subsidy system that indicates an explicit liability of the municipalities for the JCGCs. 

Moreover, Damilano (2008) states that the public nature of the JCGCs has always assured 

unconditional support of the State. In addition to the support of their respective municipali-

ties, there is a national system of second-tier institutions. For example, the national Japa-

nese Finance Corporation shares the risk with the JCGCs via credit insurance that take over 

70% and 90% of the JCGCsΩ risk (Damilano 2008, 219,226). Hence, the scheme of JCGCs is a 

government-guarantor scheme (basic scheme 4). 

Although the schemes were founded in cooperation with Japanese chambers and other pri-

vate associations, the private initiative is of less importance. The only indication of private 

ƛƴƛǘƛŀǘƛǾŜ ŀǊŜ ŦƛƴŀƴŎƛŀƭ ŎƻƴǘǊƛōǳǘƛƻƴǎ ƻŦ άCƛƴŀƴŎƛŀƭ Lƴǎǘƛǘǳǘƛƻƴǎέ ŀƴŘ άLƴŘǳǎǘǊȅ hǊƎŀƴƛȊŀǘƛƻƴǎέ 

ǘƻ ǘƘŜ W/D/ǎΩ ά.ŀǎƛŎ !ǎǎŜǘǎ CǳƴŘέ which are significantly less than the contributions of local 

governments (National Federation of Credit Guarantee Corporations 2010, 12). Damilano 

(2008) concludes that the indirect mutual nature is negligible because the borrower associa-

tions are not involved in the management and their financial contribution is limited 

(Damilano 2008, 219).  

Herrero Calvo and Pombo González clarify that the JCGCs use the case-by case approach 

within the decision-making process and receive a portfolio-counter guarantee (Herrero Calvo 

and Pombo González 2001, 457). The JCGCs analyse each request ς including an interview 

and visit to the borrower. Before, 2001, all guarantees were 100%.  

The general aim of the JCGCs is to improve prosperity of enterprises and to promote strong 

regional economic development. In the annual reports of the national federation, start-up 

finance is not mentioned and there is no indication that JCGCs should only support enter-

prises that would not receive a loan without the guarantee (National Federation of Credit 

Guarantee Corporations 2010). This indicates that the scheme is not only tailored to 

άǳƴǘŜǊƴŜƘƳŜǊέ ōǳǘ ǘƻ άǿƛǊǘŜέ, too. 

With respect to the fulfilment of the aim, the outreach and financial self-sustainability will be 

analysed. The system is the largest credit guarantee scheme for small business finance by 

outreach in the world. Herrero Calvo and Pombo González calculate that these guarantees 

represent 7.86% of Japanese GDP (Herrero Calvo and Pombo González 2001, 447). In its 

2010 annual report, the National Federation of Credit Guarantee Corporations (2010) calcu-

ƭŀǘŜǎ ǘƘŀǘ ǘƘŜ άDǳŀǊŀƴǘŜŜ ǳǎŜ ǊŀǘŜέ όƛΦŜΦ ǘƘŜ Ǌŀǘƛƻ ōŜǘǿŜŜƴ ǘƘŜ ƴǳƳōŜǊ ƻŦ ŎƻƳǇŀƴƛŜǎ ǳǎƛƴƎ 

guarantees and the number of all SMEs) varied between 35.3% and 45.3% in the period 

2000-09 (National Federation of Credit Guarantee Corporations 2010, 16). Indeed, the out-
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standing numbers and volumes (calculated in Euro with the exchange rate of 0.0089) are 

impressive: 

Figure 17 Outstanding Guarantees of Japanese Credit Guarantee Corporations 

 

 

Own elaboration; source: National Federation of Credit Guarantee Corporations (2010, 16) 

 

In comparison to the European schemes, it has to be noted that the ceiling of credit guaran-

tees is Japanese Yen (¥) 400 m. (ϵ 3.6 m. in 2010) and ¥ 450 m. (ϵ 4 m. in 2010) when bonds 

are to be guaranteed. This ceiling is much higher than the ceilings for the members of the 

European Association of Mutual Guarantee Societies (AECM), however, the average value of 

guarantees is not fundamentally higher (see section 3.2.1.2). The average value of out-

standing guarantees varied between ϵ 67.000 and ϵ 94.000 in the period 1999-2009 

(National Federation of Credit Guarantee Corporations 2010, 14).  

For the years 2000 until 2009, the relation of payments to the outstanding guarantees varied 

between 2.34% and 3.80% by volume and between 2.28% and 3.17% by number of guaran-

tees. Since the credit guarantee fees (in 2009) vary between 0.5% and 2.2%, no financial self-

sustainability can be expected. Moreover, Damilano (2008) reports that defaults reached 

10% in the 1990s when the Japanese economy entered a long period of depression. To solve 

the problem, a special guarantee fund was created and funded by public agencies (Damilano 

2008, 216,217,239). 

Hence, the Japanese schemes are public-private partnerships. However, private participation 

is small, and their status as institutions of public law indicates that it is the government that 
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ǎƛǘǎ ƛƴ ǘƘŜ ŘǊƛǾŜǊΩǎ ǎŜŀǘ. Within the ODM approach, the first dimension is A2.1.2. With re-

ǎǇŜŎǘ ǘƻ ǘƘŜ ƭƻŎŀƭ ƎƻǾŜǊƴƳŜƴǘǎΩ ŜȄǇƭƛŎƛǘ ƎǳŀǊŀƴǘŜŜ ŦƻǊ ǘƘŜ W/D{Σ ǘƘŜǊŜ ǿŀǎ ƴƻ ǇǊƻƻŦ ŦƻǳƴŘΦ 

However, there are indications that municipalities are explicitly liable for all guarantees pro-

vided since there are loss compensation mechanisms and the JCGSs are public agencies 

(A2.1.2.1). The literature suggests, such as discussed by Herrero Calvo and Pombo Gonzáles 

(2001), that the second dimension is usually B1.1. With respect to risk-sharing, the JGCs pro-

vided guarantees of 100% before 2001 and later introduced a sharing of the risk with the 

lenders (National Federation of Credit Guarantee Corporations 2010, 5). Consequently, the 

Japanese Credit Guarantee Corporations are a scheme of basic model three.  

Conducting the relationship-based approach requires a deeper analysis. However, analysis of 

the literature reveals the following impression: 

The Japanese main banking ǎȅǎǘŜƳ ƛǎ ǎŜŜƴ ŀǎ ŀ άƴŜȄǳǎ ƻŦ ǊŜƭŀǘƛƻƴǎƘƛǇǎέ ǿƛǘƘ ǘƘǊŜŜ ŜƭŜƳŜƴǘǎΥ 

first, the main banks practice relationship-banking with their clients. Second, there are rela-

tionships between the main bank and other creditors and third, there is usually a relation-

ship between these parties and the government. This nexus of relationships is established 

with large and small enterprises (Nam 2004, 2-7, Aoki, Patrik and Shead 1994, 2-4). Although 

Japanese banks practice relationship-banking, the relationship is not exclusive. Indeed, there 

were no universal banks in Japan between World War II and 1993 (Cameron 1995, 17). The 

US Americans successfully introduced a separate banking system in Japan which remained 

until the 1980s. During this period, banking business was separated from the security and 

insurance businesses. There were special deposit banks and other institutions for the trust 

business. Especially important for small business finance was a separation between long-

term and short-term finance (Hall 1993, 86-171). Consequently, in the first decades after the 

JCGCsΩ foundation, there was a long-term relationship between banks and borrowers but it 

was not exclusive and banks did not have the whole range of information available like uni-

versal banks. 

Larger JCGCs have exclusive relationships with many banks, however, they concentrate their 

activities on only a few banks (Damilano 2008, 246). This indicates that there is a strong rela-

tionship between public agencies, the JCGCs and lenders, i.e. that the scheme is a lender-

guarantor, guarantor-government scheme (schemes 3 and 4 in the relationship-based ap-

proach). 

The relationship between borrowers and guarantors is less clear. Nevertheless, there are 

some indications of a long-term relationship: the JCGCs use the case-by-case approach. 

Moreover, the impressive outreach with a guarantee use rate varying between 35.3% and 

45.3% in the period 2000-09 indicates that borrowers might have repeated interactions with 
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the JCGSs. However, more research would have to be done to understand the relationship 

between the guaranteeing institutions and the borrowers.  

With respect to the hypothesis in section 2.4, the degree of additionality and transaction 

costs remains an open question in this brief analysis. However, the scheme shows a high 

outreach but without financial self-sustainability.  

There are four approaches to explain the high outreach of JCGCs which can be derived from 

the historical analysis: First, the municipalities and the central government were willing to 

use the JCGCs as a business promoting scheme from the beginning. Second, there was a 

form of relationship banking but it was less exclusive and the banks did not have the full 

range of information on the borrower like universal banks. Third, for a long time there was 

an interest rate cap for short- and long-term finance (Kerstien 1994, 154). Consequently, it 

can be assumed that JCGCs, that charged fees, were a tool to avoid credit rationing due to 

low interest rates. Fourth, once established, the JCGCs continued to be used as a public 

business support scheme after the financial market had been liberalised which enabled uni-

versal banking and higher interest rates.  

The third example in this section is the South Korean system. As one can see in Figure 11, the 

South Korean credit guarantee schemes are important in terms of outreach. Rovera (2008b) 

reports that there are 18 guaranteeing institutions. 16 municipal schemes are of rather 

modest outreach and will not be discussed. More important are the Korea Credit (KODIT) 

(previously called the Korea Credit Guarantee Fund) and the Korea Technology Credit Guar-

antee Fund (KIBO) (previously called Kotec) (Rovera 2008b, 187,188). The following relies 

largely on the study conducted by Rovera (2008b).  

Both guaranteeing institutions are public agencies of the central government, controlled 

directly by the ministries and indirectly by parliament (Rovera 2008b, 188,189).  Hence, they 

are both government-guarantor schemes (basic scheme 4). Banks are obliged by law to con-

tribute to the fund. Borrower associations sometimes voluntarily provide contributions to 

the scheme. However, this source of finance is negligible (Rovera 2008b, 196,197). Bor-

rower- and lender associations are not excluded from the ATR because there is always lobby-

ism.  

 

 

 



91 
 

Figure 18 ATR of South Korean KODIT and KIBO 

 

 

Own elaboration 

The objective of KODIT ƛǎ ǘƻ άŎƻƴǘǊƛōǳǘŜ ǘƻ ǘƘŜ {a9ǎΩ ƎǊƻǿǘƘ ǇƻǘŜƴǘƛŀƭ ŀƴŘ ǘƘŜ ŀŘǾŀƴŎŜƳŜƴt 

of the financial iƴŘǳǎǘǊȅέ (KODIT 2010, 9). On the other hand, KIBOΩǎ Ƴƛǎǎƛƻƴ ƛǎ άǘƻ ŎƻƴǘǊƛb-

ute to the national economy by providing credit guarantees to facilitate financing for new 

technology-based enterprises while promoting the growth of technologically strong Small 

ŀƴŘ aŜŘƛǳƳ 9ƴǘŜǊǇǊƛǎŜǎ ό{a9ǎύ ŀƴŘ ǾŜƴǘǳǊŜ ōǳǎƛƴŜǎǎŜǎΦέ (KIBO 2006). This apparently indi-

cates that the firsǘ ƛǎ ǘŀƛƭƻǊŜŘ ǘƻ ǎǳǇǇƻǊǘ άǿƛǊǘŜέ ǿƘŜǊŜŀǎ ǘƘŜ ǎŜŎƻƴŘ ƛǎ ƳƻǊŜ ǘŀǊƎŜǘŜŘ ǘƻ 

άǳƴǘŜǊƴŜƘƳŜǊέΦ .ƻǘƘ ǇǳōƭƛŎ ŀƎŜƴŎƛŜǎ ƻǇŜǊŀǘŜ ƴŀǘƛƻƴǿƛŘŜ ŀǎ ŦƛǊǎǘ-tier guaranteeing institu-

tions. They charge fees from borrowers and receive yearly financial contributions from the 

government. In addition, they receive compulsory contributions from banks. Next to the 

structural policy goals, the guaranteeing institutions were used as a tool of public stability 

policy during both the Asian and the current worldwide crises.  

Borrowers are screened case-by-case and have to pay subsidised fees that vary between 

0.7% and 2% of the guarantee volume. KODIT has 85 branches and 2,177 employees and 

KIBO has 50 branches with 975 employees (Rovera 2008b, 189,202-206, KODIT 2010, 31). 

KIBO focuses on new technology-based enterprises and also KODIT provided almost 26% of 

its guarantee volume to start-ǳǇ ŦƛƴŀƴŎŜ ŀƴŘ нн҈ ǘƻ ά/ŜǊǘƛŦƛŜŘ LƴƴƻǾŀǘƛǾŜ 9ƴǘŜǊǇǊƛǎŜǎέ ƛƴ 

2009 (KODIT 2010, 15). Consequently, KODIT also ǎǳǇǇƻǊǘǎ άǳƴǘŜǊƴŜƘƳŜǊέ ŀƭǘƘƻǳƎƘ ƛǘ ǎŜŜƳǎ 

ǘƻ ōŜ ǘŀƛƭƻǊŜŘ ǘƻ ǎǳǇǇƻǊǘ άǿƛǊǘŜέΦ IŜƴŎŜΣ ƛt can be assumed for both schemes that many of 






























































































































































































































































































































































































































































































































































