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1 Introduction

Small businessesften 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 estdblish
credit guarantee schemes, which can provide guarantelesn 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 a®sdoe financialn-
stitutions, enterprises and even entire states. Despite the widespread use of creditnguara
tees, the related literature remains small. In particular, there is little systematic research on
the institutional design of credit guaranteersames.

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 selfistainable and work withut public financial spr

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 i
volved. In addition, it provides new complementagipproaches to categorise the different
types of credit guarantee schemes worldwide. Empirically, the core of the thesis is-an a
sessment of the longstablished German Guarantee Banks, as well as of the Brazilian Credit
Guarantee Societies, which arellstinder construction. The German schemes are analysed
from their beginning in the 1950s until today. This enables to assess whether the high expe
tations towards themhave beenfulfilled. The indepth findings for Germany and Brazil are
then crosscheckedin a broaderanalysis covering guarantee schemes in 17 countries across
Asia, Europe, and North and South America.

For years, Brazilian policy makdrave beenbuilding Credit Guarantee Societie§he basic
ideais thatthesesocietiesprovide credit guarantees that reduce the lende@ risk The gua
antees are supposed to indirectijprove the financing conditions of borrowerThegua-
anteeing institutionsshould focus onformalised small businessesand operate in their e-
gion. Theefirst-tier societies should be embeddad a national systemand be supported
by secondtier institutions (sometimes the terms first floor and second floor are used as
well). Borrowers shoulahot only be clients or beneficiaries batsomembers of the Bazilian
Credit Guarantee Societies (BCGSSs), instilling solida@ngyBrazilian financial system is well
known for high interest rates and difficult accdes businesses téinancial servicesSurveys
indicate that missing collateral is one of thergest barriersfor small businesses to obtain
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loans. Sinceyuaranteeinginstitutions can compensate fanissing collateral therés some
euphoria among policy makers that BCGS could solve the problem of missing collateral.

The aiphoria was sustained becausémostall countries ofthe world have some form of
credit guarantee schemes for small business. The largest scleamde foundin Jgan.
Japanese Credit Guarantee @anations (JCGCSs) report thatitstanding guarantees valued

0 300 bn.in 2009 andthat every year35% to 45%f Japanese small businesses had used
the guarantee scheme the period 20009. Hence, the scheme achieves impressut-
reach.In the United States of Americ@SA)the Small Business Administration (§Bi8es
credit guaraneées to improve financéor small businesss The SBA success storiesch as
Nike Shoes, Microsoft, Intel Cputers and Appleare appealing for policy makensorld-
wide.

The probably most prominent success stasf German Guarantee BankBufgschafs-

banken, GB3A & (G KS & KA R R fughellioghtachindsteyfenknekhf It received

support fromGBswhen itwasstill a small business. Now the company has grown, employing
Y2NB GKFY oXnnn LIS2LIX S ¢ W&ldwde ¥xdainples ifciudeY I OK A
road building through the Swiss Alps, construc@nminnel for the subway in Sado Paulo, and
extracing oil under the Atlantic Ocean. GBs themselves continue to focus on small business

and consider themselves as sh#lp Institutions $elbshilfeeinrichtungen der Deutschen
Wirtschaf). During the financial crises, the leading German businesspaper Handst

blatt publishedl y I NI A Of S | 0 2 dfuar@eedBanks NlieKrueipiKaSof thet (1 f S  «
German midsized compy A $Crast 2010)

Italian Confidi and Spanish ReciprocadirGuarantee Societies (SGRee said to have a
strong sekhelp characterWhereas in Germany, the borrowers are indirectly represented
via chambers and associations, the Italian and Sparostowers aredirect members of the
guaranteeing institutionsThese schemesaise the hope that credit guarantee schemes can
be selthelp agencies of borrowers withotihe intervention of the governmentA study of
the Organisation for Economic @peration and DevelopmenfOECIpencourages the repl
cation of Italian schemes in developing countries. Indeederalneighbours of Brazil ha
already introduced schemeshere borrowers are shahmlders.

On the other handihere is scepticismShemesoften sufferhigh default rates and in the
past, there are experiences with credit guarantee schemes in developing countries that
burned their equity.But alsoin Europe and NortiAmericathere are experiences that pu

port scepticismFor examplea schemein the UKhad default rates of roughly35%. More-

! Note that the term shareholder does not only apptystock companiebut to all companies where the equity
is shared among severaivners; hence, shareholders can be owners of cooperatives, too.
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over, the last finartial criss has shown that guarantees, or similar riskaring mechanisms
can be extremely dangerou3he unsustainable use ofedvatives such asredit default
swaps(CDSj)s even saido be oneof the centralcauses of the financial crisis. Indeed, things
can go badly wrongihe insurance compangmerican International GroufAlG and the US
mortgage financier§annie Mae and Freddy Magquired billion dollar bailouts from the US
govanment. AIG had sold protection via credit derivativasd the mortgage financieisold
loans with aguaranteed repayment

1.1 The research question and caseselection

Brazilian policy makers habeen tryingto build Brazilian Credit Guarant&mcietie{BCGSS)

for someyears.The driving force in this institution building process is Brazilian Service of

Support for Micro and Small Enterprisgs $ NIA 2 . NI aAf SANR RS | LI2A
EmpresasSEBRAE)owever, the schemesere not automatic successes. In 2003, the first

pilot project was builtput not until 2011 were further societies inauguratethe questiors

arise:why did theseschemedailed toflourish? Werethe problems in the institution building

process specifito Brazi) or general probéms of credit guarantee schemes?

For a long time, the Directed Credit Paradigm (DCP) was predomimalgvelopment if
nance The basic idea is that government should digbsidisedinance to a target group

in order to fill a gap anthduceinvestment.Since in many cases this strategy had failed and
had destructive effects on the financial systetine Financial Market Paradigm (FMR)-b
came the leading paradigrfVogel and Adams 19978antos 2003, 17682) Ore central
ideais that the banks should provide financial services with cost covering feemindst
rates. Despite some initial public support, the banks are required to achiieaacial sel
sustainabilityin the long €rm. In other words, banks should go the commercial approach
and cover their coston their own.Note, this does notmean maximisingprofits or the k-
turn on capital, butather to be able to provide financial serviogghout subsidie{Kramer
and Nitsch 2010, 997)

The central questiorf this researchis whether credit guarantees schemes for smallibus
nesses can go éhcommercial approach and achieve financial-seftainability in line with

the FMP, or whethegovernmental support is needed in line with the D@Eeed, there are
somevoiceswho saythat credit guarantee schemes can go the commercial approach. This
idea is backed by microeconomic models (seetion 2.1.2].anger and Schiere¢R002)and
Busetta and Zazza(@011).



To discuss tis question, the German Guarantee BankaBs)and the institution building
process of Brazilian Credit Guarantgecietiesare discussedn depth The historical asses
ment of the German schemes does not only improve the understanding of current GBs
Moreover, the initial expectations can be compared with the resuttalso provides a link
between Germany and Brabécause intie 1950sthe German policy makers had aims that
are similar tathoseof 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 competingagiee schemes and other
institutions that support the finance of small businesses. In addition, Germany was chosen in
order to conduct an in depth and lorigrm field study.

To crosscheck trsefindings schemesn other countrieswere analysed in mirdase studies
Experiences in Italy and Spaire scrutinisedsince they are the reference models for Blazi

ian policy makers. The schemes in Argentirggie built following Spanish schemesid also

serve as examples for Brazilian policy makers. Schemapan &nd South Koresre invesi-
gatedsince they are of impressive quantitative outreaelmd the Japanese scheme is said to

be influenced by the German experiende the USA, the scheme for small businesseen-
sidered sce the SBAis somewhat similato the SEBRAHN additionto credit guarantee
schemes for small businesses, the cases of Fannie Mae, Freddy Mac, aneddsGussedn

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 representatifiarge n studg with advanced quantitative at
tistical or econometrical methodghere is no representative data at hanthe approach of
this study is rather t@nalyse two countries in depthAn additional worldide analysis with
the focus on Europe and Latin America provides an overamhenables to crosscheck the
findings of the case illustrationsn addition, European and Latin American schenee
categorisednto basic modelsvhen sufficient informdion isat hand

In this research,redit guarantee schemes and systems ased assynonymsQedit gua-

antee schemes are used as umbrella terms for credit guarantee programmes, credih-guara
tee funds and credit guarantee societids.the literature, theseterms are not used corsi

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 dedicatedxplaintwo complementary approachds
differentiate and group credit guarantee schemes.



1.2 Structure of the thesis, methods and literature

The research is structured intove parts. This introduction is followed by the theoretical
discussion in pantwo. 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 studieszinally partfive draws the conclusions.

The theoretical part beginsviith section 2.1 in which theoretical considerations are di
cussed It also provides a theoretical framework thfe stocks and flows of guaranteeing i
stitutions.

Section2.2 discusses th8asic Triangular RelationsiiBTRwhich consist of the borrower,
the lender and the guarantoiThe BTR holds for all guarantee schenias concept of the
BTR can be found in literature, especiallghe German, Spanish and Portuguese langsage
Section2.3introduces theAugmented Triangular Relatiship (ATRwhich is an extensioof
the BTRThe ATR includethe mostimportant actors for credit guarantee schemdsalso
provides the structure for the thesis and to discuss iherdependeat subrelationships in
this theoretical section and in thengpirical part

In section2.4, four central issues that may lead to euphoria are discusgetlypothesis is
introduced thatstates thatfour goals cannot be achieved simultaneoyslg. there isno
magic formula for an optimal credit guarantee scheme

Section 2.5 provides atheoretical discussen of terms and models of credit guarantee
schemesTheoreticaliterature provicesmostof the distinguishing characteristi¢svhichare
redructured into two new complementaryframeworks: the ownership and decisiemaking
approach (ODM approacland therelationshipbased approachThe formeris based on two
dimensions and clearly discriminates schemes by using relatively easily observable variables.
Hence,it can be used formaanalysif many schemes. The relationsHiypsed approachsi
based orthe framework of the ATR since it discriminates between different combinations of
relationshipswithin the ATR. Since relationships are more difficult to observe, qualitative
methodsare requiredin order to usethe approachn empirical analysistThe ODM approach
groups the credit guarantee schemes into six basic models and the relaticrebao @-
proach into four basic schemes.

The theoretical discussion is based on contributibysStiglitz andWeiss(1981) Schmidt
(1981) Schumpeter(1934/1993) Nitsch(2001)and BressePereira(2010) In addition to
these fundamentalcontributions, literature also provides several studies that precisedy di
cuss credit guarantee schemes for small businesses. Schmidt and Zgiliagé)provide
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important principleswhich arepicked up and further discussed by GEi893) More theo-
retical ideas are provided by von Stockhaug#@88)and Vogl and Adamg1997b) Fu-
thermore, Honohan(2010)discusses schemes and structures the reasons of existence for
credit guarantee schemes.

Parts three and fouprovide the empirical findings.a® three gives an overview on schemes
worldwide with the focus on Europe and Lathmerica; part four includes the two case gtu
ies of schemes in Germany and Brasil.

The empirical part begins with secti@nl, whichserves as an empirical overview of schemes
worldwide. The catastrophic experiences with AIG, and the US mortgage financiers Fannie
Mae and Freddy May are briefly discussesiwell as theexperierces of credit guarantee
schemes in Japan, South Korean and the. U85 section is predominantly based on bter
ture. Worldwide overviews are provided by Herre@alvoand PomboGonzale2001) and

a World Bank study conducted by Beck, Klapper and Men@@@40) The analysis of AIG
and the mortgage financiers is based on firal report of the National Commission on the
Causes of the Financial and Economic Crisis in the United 88t The schemes ithe

USA and Asia are based corporateinformation of the schemedn addition, a study ¢e
ducted byltalian academics and practitioneasdedited by de Vinventii€2008)is used

Section3.2 providesan overviewof schemesn Europe and Latin Americh.discusses the
A0KSYSaQ 2dziNBI OK Ay 02 Y Inladdiich,2hé sedtidn can@iksS Y S &
mini case studies of schemes in Argentina, Italy and Spiais section is also predominantly
based ¢ literature and combined with shorterm field researchAn overview dschemes in
Europe is provided in several publicationsafropean Association of Mutual Guarantee S
cieties Association européenne du cautionnement neltlhECM,) andseveral case studies
that were conducted by Italian academics and practition@vacentiis 2008) The Inter-
Ameirican Development Banprovides a broad study with descriptive case studies in Latin
America(Llisterri, etal. 2006) In addition, the IbereAmeiicanAssociation ofredit Guaran-

tee Schemes Red Iberoamérica de Garantj&EGARprovides descriptie information, too

In additionto literature, several shorterm visitswere conducted to attend conference®
participate inmeetings and to realiseguided interviewslt wasonly possible to interview
representatives of the guaranteeing institutions and not other important actdrhe ATR
Thisd 6 NR& Sré&seafclt Batdenein Argentina, Italy, Portugand Spain. As an attempt to
sample a large number of schemesone interviews, communication via Email and a survey
were conducted too. With thesemethods, the analysis was enriched to include schemes in
Austria, Argentina, BrazilChile, Czech RepuhliEstonia, Germanytaly, Portugal,the UK,
Switzerland, and on the level of the European Union
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Section4.1 discusseshe German Guaraee Banks. This sectiptogether withthe analysis

of Brazilianschemesis the core of theempirical researchThe section begins with antro-

duction of other somewhat competing credit guarantee schemes in Gerntigatydetermine

the market niche of GBs. Also includs the historical assessment in which conflicts and the
institution building process are discussethe ATR of German &&nd its interdependent
sub-relationships are analysed before an intermmnclusionis drawn.GermanGBsand their
association providéots of descriptiveinformation, whichincludes financial statements that

are published online. Imddition, the association conducted a survey and a cost benefit
analysign cooperationwith the academics Elkan and Schm@006) Analysis of the presl

cessors is provided the empirical research of Fisch€t959)who analyses the institution
building process in the 1950s, and Bginkmann(1969)who analysis the institution buildg
process m several European countries. In a pulica of the Institute for BanHistorical
Researchlfistitut fir bankhistorische Forschungsiebitz(1987)analyses the predecessors

too. Moreover, researchers of the Institute for M&lzed companiedr(stitut fur Mittel-
standsforschung Bonnprovide descriptive information and discussion bath §t KS D. & Q
predecessorgKaufmann and Kokalj 1989nd the Guarantee BankkKokalj, Paffenholz and

Moog 2003) In addition toan analysis of literatureguidedinterviews were held with rep-
sentatives of participating actons the ATRThe basisof the empirical researclare field

studies carried out in Germany between the years 2007 2 NJ (1 KS | dzi K2 NR&a R
(Kramer 2008)and 2010 Hence, his period includedothtK S FAY | Yy OAl f o-ONR &S a
Y6yl ¢ TS FRndd@statementsare analysed This analysis Isased on the di-
cussionof stocks and flows in section 2.1.3Fence,a multrmethod research with quabt

tive and quantitative elements was conducted

Section4.2 discusses the Brazilian Credit Guarantee Societies (B@@Gish) provide the
other core of the empirical analysis Brazil, the focusf empirical analysikes onthe insi-

tution building process othe national system of regional and mutual guaranteeing instit
tions. This includes an analysis of the pilot projésssociacaale Garantia de CréditcAGQ.

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 @80&)n his contribution

to the OECD conferenceoliy makers, also of other credit guarantee scheppesvide de-
scriptive information and discussions REGARtudies(Cardoso, et al. 2008, Vial 2008)
addition, there isan unpublished master thesis of Zi€2007)which is the base for the (4
lished articleof Martins and Zia (2008) In additionto analysing the literaturgfield research

was conducted in the years 2008 and 2008is includeseveral interviews and visits the

pilot project AGC, the department for finance of the SEBRAE on national level and-the d
partment of the SEBRAE in a region that planned to build a society. These visits lasted se
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eral daysSmilar to the field studyn Germany, other credit guarantee schenasl exper
ences with predecessoese included in the empirical analys@nly some quantitative data
is available and included in the research. Hence, the focus lies on qualitative research.

Section4.3 providesa discus®n on differences and equivalencektbe case illustrations in
Germany and Brazil. It does not provide a full lisalbtletailed differences but focuses on
general questions and conflicts.

Party five summarises the analysis and draws tbenclusionsin 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 frameworlotgroup credit guarantee schemes into types, i.e. the
basic models (ODM approach) and basic schemes (relatichaksgd approach) areom-

bined in one table.Section 5.2 presents the lessons learne@his section discussed thg-h
pothesis that there is no ntac formula for an optimal credit guarantee schea® well as

the research questionwhether credit guarantee schemes for small businesses can go the
commercial approach in line with the FM&, can only be used as instruments to &ilFi-
nancing gap in he with the DCP

A lsts of interviews and discussiondists of conferencesyisits, Emails and survey partners
are added inthe appendix(1 to 5) If possible, the statementaere crosschecked andted
by documents in written fan.



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 bussesxl la-

sic issues of guaranteeing will be discussed. In the following sectionh BRasic Triangular
Relationship(BTR) among the borrower, lender and guarantot bé introduced In add-

tion, the interdependent subrelationships will be discusseth section 2.3,le BTR will be
extended by further actors to augmented Triangular RelationshjATR). In section 2.4 a
central hypothesis will be introducedh secton 25, credit guarantee schemes will be diffe
entiated and basic modelsand basic schemes elaborated by two complementapy a
proaches

2.1 Credit rationing and guarantee ing, especially for small businesses

In this researchfinance is analysed using amstitutional approach that will be outlined in
section 2.1.1This introduction is followed bgection 2.1.2which containsbasic ideas on
credit guarantee schemes that can be foundthe literature. The structure of stocks and
flows of a guaranteeingmstitution (Gl)will be discussedn 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 investoiis,cannot be assumed thahe market or anyinstitutionalised
financial intermediay will enable aperfect clearing of demand and suppy capital (R. H.
Schmidt 1981, Stiglitz and Weiss 198h)a study on basic forms of financing, Schmidt
(1981)defines financing instrumentgathe following:
G9F OK FTAYFIYOAY3a AyaluNdzySyd O2yadAaddzisa | aLis
of the capital investors, the object of which is to overcome undesired consequences of the

originally asymmetrical distribution of information among investors amapitatseekers
0 T A NBY H.®ehmidt 1981, 220)



Schmidt(1981) emphasises the partnership between investors and capgiakers. Both
partners have a common interest in aehing highreturns from thar investments. However,

the partners have particular interests as well. A struggle dlerdistribution ofreturns can
occur under circumstances not specified in the contract. That all possible outcomes can be
consideredis a strong assumption; a more realistic assumption is that an investment plan is
not exact but rather an outline@®nsequently vaguenessbout the future cannot be ruled

out. Moreover, the problem of information asymmetries between the usually better i
formed capitatseeker and the investor leado an uncertainty whether the capitaleeker
provides all information to the investor, before and after an agreement has been concluded.
The information asymmetries facilitate (hidden) actions of the casitglker that are not in

the interest of the investor (the problem of moral hazard). However, the investw is
aware of this problemshould be suspicious of the received information and consequently
protect himself. One option is to refuse all finance or to deohan riskpremium (R. H.
Schmidt 1981, 19091)

Theinterest ratemechanism or exceeding collateral, however, doesauwdbmaticallysolve
GKS FTAYFYyOAY3d LINRO6fSYA Fa (G§KS dnkhéir farbus { dzLILI
work, Stiglitz and Weigd981)conclude that the law is not a law buther a result of the
assumption that prices have neither sorting nor incentive effects. In their model, the authors
demonstratethat due to information asymmetries, an increasethe interest ratecan n-

duce sorting and incentive effec{soral hazard and adverse selectjamhich reduce the

0 I y prddtaFurthermore, the authors show that an increase of collateral requiresiea
NBRdzOS 1§ KS , too Théredode, tiNifteredtNdfe mechanism with a single interest
rate and requirement of collateral do not provider an efficient financial intermdiation.
Potential borrowers wuld not receive a loan even if they would iogie awillingness to pay
more or put up more collateral. Hengceredit rationing in markets with free setting tfie
interest rate and collateral requirements is no phantagptiglitz and Weiss 1981, 409he
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 bankededing on

the interest rate has two peaks. All applicants that are rejected at the lower interest ra
and who apply for the higher interest rate widceivefinance(Stiglitz and Weiss 1981, 398
399) In other words,bankshave tocharge higheinterest ratesfor borrowerswhich they
would ration if only one irgrestrate would be charged.

Schmidt(1981)F t 42 R2S&a y20 NBfte& 2y (KS idtdrestgate2 T { dzL
mechanism. Instead, the capi#alSS1{ SNB Q Ay (iSNBad aKz2dZ R 6S G2
the investors. This could be done through a commitment that makes moral hazard imposs

ble or unattractive for the capitadeeker. 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. Sqi9&it) con-
cludes with two recommendationgirst, nvestors should be informed by a bunch of actions
such thatthe total disadvantages that result from the asymmetric distribution of infotiora
reach a minimumSecondjnstitutions that often existshouldconstitute feasiblebunches of
actions Bythis, the authormeansthat market participantdhave developed reliable methods
to overcome disadvantages due to asymmetric information, scepticism or mistRisH.
Schmidt 1981, 194)

LY KAA FlY2dza 0221 a¢KS 902y 2 YA(@87)s¢ed thd G dzi A 2

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

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

as a problem of contracting, whereby contraetie not only explicibut also implicit.The

main assumpon behind thisapproach is bonded rationality, or in other words, the beta

iour is extendedly rational, but limited/oreover,there are opportunism and asset specifi

ity (Williamson 1987, 3@2). The organisational imperative under such winstances is:
GhNBFEYAT S GNXyalOtAazya a2 a G2 SO2y2¥Al S 2y
Adzk NRAY3 GKSY 3L Ayad (Vilka®sok1987)3@R & 2 F 2 LILJ2 NI dzy

It should be clear that whefinancial 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 consideredloreover, the legal contract design of such schemesis i
portant but does not explain all features. It is rather the organisational form and governance
that is important

Note thatup to here,general problems in finance have been addressed, the following is
dedicated more specifically to the discussion in developmerdnite. Vogel and Adams
(1997a)discuss two paradigmis development financethe Directed Credit Paradigm (DCP)
andthe Financial Market Paradigm (FMP).

Within the DCP, the reassrior public interventionare market mperfections that result in
inefficient or unfair loan allocations. To improve allocations, public policy planers ditect su
sidised funds towards target groupshese borrowers arasually seen as beneficiariasd

not as clients This can be either dondirectly by a firsttier bank or by a secontier bank
which channels funds via commercial bafkBunding cores 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 forgiverss as wellVogel and Adamgl997a)are criticalof this paradigm and
provide six oncerns First, since the loans are subsidised and of limited volume, there may

Z¢KS GSNY 402 ss&MBasynbnym foryiried banks which includes saving banks andpzoo
erative banks as well.
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be excess demand. Consequently, lenders add conditmtise loans that raise the transa

tion costs. Second, because borrowers of larger $oaneive moretotal subsidies the sup-

port is distributed regressivelyPoorer borrowers may have more difficylreceivng the
loans due to their alreadgonstrained access to finance and added conditioRent seeking

of attractive clientsby the bank can increase regressive allocatfarther. Third, deposits

are not encouraged since DCP projects foon credit aly 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 irstenent decisionsFinallysixth, the evaluation of the
impact of DCP projects and their effect on production and investroéien remairs vague
(Vogel and Adams 1997a, 3822)

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

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

emphasise that the transaction costs of both the lenders and borrowesscentral prd-

fSya Ay TFAYFYOALFf YIN]JSGA YR NBadaShyRy DEY
financial infrastructure is importanti.e. there should be aet of sustained relationships

among financial intermediaries, creditworthy clientsdadepositors. With regard to subs

dies, or public intervention, Vogel and Ada@997a)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 sefustainable), compete with each other and be disciplined by

market forces. Consequently, markieterest rates should be chargea tthe borrowers as

Ot ASyida 2F GKS TFTAYylFIYyOALlFf Ayada (vigelragdyhdams Yy R Y 3
1997a, 373877) Vogel and Adamgl997a)are convinced tht the FMP is the better par

digm(Vogel and Adams 1997a, 378Jigher interest rates for previously rationed borrowers

go in line with the second model presented by Stiglitz and W&&&1)

Nitsch (2001)is also critical with the DCP a2 y Of dzR S &dmmiersialalILINE K OK ¢ A &
Y2NBE LINBPYAAAY3I (G2 LzaK (0KS GFNRBYUGASNE 2F GK
poor by providingvhat they really need in financial services

G¢KSaS 00KS yYySSRSR TFTAYIFYyOAlLf &aSNBAOSaL 6SNB
emergency loans and secure and worthwhile investment options for temporary financial su

pluses. Since poverty was a masgmomenon, these financial products had to be offered

with a loan technology, meaning a form of organization, that gave them a mass reach with as
YdzOK &l (dzNJ G (Nesyh2008) L2 aaAof S¢é

® For a further discussion and comparison of the paradigresSsstog2003)
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This approach to reach as many people as possible requires that the financial institutions
should belargelyfinancially seHsustainable, which is in line with thieMP Following the
commercialapproach should not be confused withbelief in perfect marlets or the ortlo-

dox thought that public support is not needed, thvat public interventiononly distorts the
market. Moreover, this commerciaghpproach does noimean that the financial institutions
should maximise the rate of returrinstead,their aim should be to covetheir costs and
achieve financial sustainability:

dn 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 insting,

but not to give grants or mmey-losing loans to s® | f beBeRciatieé® Financial instii-

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 basifiatipcially sel dza G F Ay I 6 f S
(Kramer and Nitsch 2010, 997)

2.1.2 Basic ideas and approaches to analy se credit guarantee schemes

This sectionis based ortheoretical contributions on credit guarantee schemes provided
above all bySchmidt and Zeitingg1984) Schmidt(1986) Krahnen and Schmidi994)and
Honohan(2010)

With respect to the question what kind of institution are credit guarantee scherkieso-

han (2010)O0 f £ & 3Jdzl NI y1SS&a I y R (HenShdd 2010{i a@iSvdgeld Of 2 & ¢
and Adamgq1997b)emphasisesimilarities to forms of insuranc@/ogel and Adams 1997b,

2). Krahnen and Schmid1994)alsostate that a credit guarantee scheme is a kind of rasu

ance company (Krahnen and Schmidt 1994, -7Q). In addition,the authors state that a

credit guarantee fund is much like a credit guarantee system with the sole exception that a
OSNIFAYy adzy 2F Y2ySeé Adad alLX SRetiBgeréandlSyhiidtLIdzi A
(1984)analyse thesimilarity between a credit guarantee fund and a bamki conclude that

a credit guarantee fund is an incomplete baSkhmidtand Zeitingef1984)state:

OA credit guarantee fund is a bank, although an incatglbne; and a
bank is a credit guarantee funbecause the bank usually bears the risk of
default of the loans it had provided®ne should explain in more detail:
The equity and the reserves, including possitdéout commitments by
third parties [suchas deposit guarantees or obligations to inject additional
capital], are the Wredit guarai S S  halzgdRves as collateral for the
loans whichare refinanced by outside capital (deposits and raised funds)
(Schmidt and Zenger 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 byidiversif
cation of risks Zeitinger and SchmidtL984) provide two cases whe a credit guarantee
fund might be in a better position thaabank to provide finance: i) in partially incomplete
financial marketswvhere banks ration the targeted group due to their own business policy
that might have been influenced by regulations suclnéerestrate ceilings of and ii) largely
incomplete financial markets where banks ration the targeted groups although they could
generde a profitable business in providing finan@&chmidt and Zeitinger 1984,. }evea-
theless the authors conclude that in the first case it would be more efficient to alter eegul
tions such asnterest rate ceilings (Schmidt and Zeitinger 1984,.67Iso the second atg
ment does not mean that a guarantee scheme is the best solution to solve the problem
Shmidt (1986) concludes in another study, thatinfluencing and supporting the banks-d
rectly wouldbe better and more effective thraestablishing a credit guarantee system.

In their study on the benefits and cost$ man guarantee programs, Vogel and Adams
(1997b)state that these schemes are popularbiath high- and lowincome countriegVVogel

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

be the reason of existenc&uarantee 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 Par@dioR) In

the case of phlic credit guarantee schemghe ideaistoOK I y3S GKS f SYRSNAEQ
a subsidised riskharing i.e. the government does no charge the full #skemium that

would be cost coveringConsequently the lender is subsidisedirectly and the borrower
indirectly. The authors are critical dhis instrument of public policy sina@®sts and benefits

I NB dzadzk £t €& @I 3JdzS FYR KFENR (2 YSIadzaNBw® | 246S¢
F3S GKIFIY LINPOGARAY3I fSYRSNBR 6AGK OKSIF L) FdzyRaé¢
Hondhan (2010) provides three main reasons why credit guarantee schemayg emerge

without direct public supportt RA FFSNBY GALFE AYyF2NXVIFGA2VIE & &
thiness is better known by a well capitalized guarantor thanfbpt f SY RSNE T & & LINB
RAGSNEAT AN A 1A Z HBNGHRNZDTO2NI I S €
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Following this argument, four general approaches to analyse schernfiese discussed in
the following

1. the information andncentive approach

2. the interventionapproach

w

the poolingapproach

4. the arbitrationapproach

The first approachthe information and incentive approachskswhether the financial n-
strumentbundlesa specific combination of rights and possible actiovhich enables finan

ing in the sense of Schmi@981) 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
analysedasto whether it increases available information but also whether the set ofrince
tives is adequate.

There are authors that do believe in financially smiftainable credit guarantee schemes.
Langer and Schiere¢R002)provide a microeconomic formalised analysis of the senef i
centives within credit guarantee schemé®llowing the example of German Guarantee
Bank3. The authors show a model which Guarantee Banks can provide a financial finte
mediation due to speciaation. The banksthen delegate the screening efforts to a central
screening institution, the Guarantdgank which can achieve economies of scal&e credit
guarantee schema turn can enable sustainable financing which would have been pe-
sible without the institution, and the institution can cover its cogtsanger and Schiereck
2002, 156) The three central conditions are that i) within the market niche of such unstit
tions there are sufficient borrowers withiable 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 studyBusettaand Zazzarq2011) present another formalised
microeconomicmodel In this modelhoweveZ & a dzii dBd izl N /1GySS {2 OA S/
wealth-pooling mechanisms to overcome adverse selectMfithin their model, schemes

may be characterised by assortatis@atching:with only safe borrowers when thguaran-
teeinginstitution is fundedonly by their associategnd with only risky borrowers when the

public sector contributes to the schenfBusetta and Zazzaro 2011, 10)
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In both microeconomicstudies the authors create models where creglitarantee schemes
F'NE | 6f S thé @mneFi@dliN& I OKeé dzy RSNJ OSNIFAY OA N
not need public supporindeed, he authors are criticadf public intervention.

In their World Bank studyl.evitsky and Prasaq1987)emphasise that banks can usuallyppr

vide adequate finance to well knawclientsand the authorspoint to market imperfections

and a financing gaphat 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 shouft enablethe finandng of projectsof doubtful viability. The ai-

thors moreoverconclude that schemes could be able to achieve financial autonomy &nd fu

fil their aimsin assisting small and medium enterprises if schemes are managed efficiently, if
FSSa | NB OKIFNHSR GNBFfAAGAOIf f &¢ prudentlydsNt G SR
sumerisks (Levitsky and Prasad 1987, 14)

On the other hand, there are critical voicesyond Schmidt and Zeiting€t984) Vogel and
Adams(1997b)emphasise thapro-profit lendershavebuilt relationships to enterprises and
redudng the asymmetries of informtion without the needfor subsidised external interve
tions (Vogel and Adams 1997b,, be. without the need for guarantees schemes

The second approachthe interventionapproach analy®s the intervention ofgovernment
or norrgovernmentalorganisations, their costs arzenefits and compares it to alternatives.

Honohan (2010) states thatthe welfare economics perspective suggeshree possible
sources from which a net welfare improvemedtie to credit guarantee schemesuld
come:schemes could removieformation-based market failug, andthey couldinduce pos
tive externalities In addition, there ar@listributional arguments. The market failure could be
reducedeither by informative advantages of the guarantor relative to the bank or byisubs
dising the credit which reduces adverselection. This type of credit subsidy might be i
portant in times of heightened risk or risk aversion during a credit crunch. Exploiting exte
nalities can be fruitfuland the author provides two examplethie bank acquires sufficient
skillsovertime, which enables the bank tend without the schemén the future;or positive
externalities may emerge when the scheme enalidesling inaninfant industry.Since po-

ple of lower wealth have usually less bankable collateral to offfiery could benefit from a
guarantee scheme. divever, the author emphasses that it isin general unclear whether
credit allocation is the best instrument to correct for unequal distribution of wealth
(Honohan 2010,-2).

Vogel and Adamg§1997b)state that virtually all schemes in lewvcome countries receive
subsidies, howeverthey are critical whether these subsidiesdeed increase welfareif
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small businesss might not receive credit because okdéid costs on loan processing, more
loans to small business might reduce welfare due to these costs. Hemchustinglending
procedures to reduce the costs would ben@re promising approach to increase welfare. In
the case of credit guarantee schemeswaver, the authors emphasise that an additional
institution implies higher transaction cos{¥ogel and Adams 1997b,. Ajhe authors fu
thermore emphasis¢hat benefits of such schemes dependt only onthe additionality of
lendingbut alsoon loan recovery.

The authors also address the problem of counterfactualstha.it is never known what the
lender would have done without cooperation with the schemibich is important tomeas-

ure the costs and beefits. A bank might cooperate with the scheme for loans it wobkl/e
provided anywayand then expand its lending to other borrowers (infrartfolio substiu-

tion); or alternatively, a lender that cooperates with the subsidised guarantees might draw
borrowers from other lenders (intelender 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 lendeGSaunders and Alle(2002)discuss new
proachesto credit risk measuremeniThese ew models are based on portfolio theory, and
use traditional models to measure the risk exposures of a single (®aunders and Allen
2002, 922, 135150) The following citation illustrates the thought of advocates of thetpor
folio approach:

a{2 FINE ¢S KI 3&kdeyedititkTnBsBre dv & SingEabvier 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 longerm relationships with customersgain 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
longterm borrowers, may nevertheless be inefficient from a #isturn perspetive. Suyp-
pose instead, loans were publicly traded at low transaction costs and with high liquidity in
public security markets. By separating the cragiiinting decision from the credit portfolio
management decision, a bank may be able to generate aebeitkreturn trade2 ¥ ¥+ @ P d
(Saunders and Allen 2002, 151)
Schmidt(1986)also stateghat the creditguaranteescheme can reduce risk of all partidipa
ing banks by diversifitian. On the other handthe author poins to the problem of moral
hazard which also occurs within insurance contratsce banks often have more diversified
portfolios, the authordoes not believahat credit guarantee funds in development finance
arein a better position to pool risks timbanks. In addition, there might banadverse sele-
tion where the banks attracts both the good and bad risk but the credit guarantee scheme

ends up bearing higheraverage risk.
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The forth approach,the arbitration approach detects possiblarbitration gains and their
impact. Arbitration gains caremerge for example, if an unregulated firm provides guara

iSSa GKIFd FNB | OOSLIi SR -mibgatidrkid®ls AnBtlyeReXadipl€is NI 3 dzt

that of ascheme ued to charge fees instead of interest rates that might be regulated by a
ceiling(Honohan 2010, 2)f credit rationing ishe resultof legal restrictions that impede the
use of collateral, such as mortgages, Vogel addms (1997b)emphasie that the high
transaction costf credit guarantees could be avoiddry dealing directly withthe legal
shortcoming(Vogel and Adams 1997b..4)

2.1.3 Stocks and flows of guaranteeing institutions

As stated byZeitinger and Schmidtl984) Krahnen and Schmidil994) Vogel and Adams
(1997b) and Honohar{2010)there are some similaritielsetweencredit guarantee schemes
andbanks, insurance companiasd credit derivatives. This section provides an overview of
stocks and flows of guaranteeing instituti A digression to insurance companies and credit
derivativesis providedin section 2.1.3.1 anih section 2.1.3.20 KS DLAQ a O] a
be analysed.

In the following, the cashflow of a singlecredit guaranteewill be describedand grouped in
four periods

1) The guarantor recewsinflow due to feesand the total cash flow might be positive if
flows from fees are higher than the negative flow resulting from the ¢l y (p2 NI &
erational payments

2) During thecredit period the guaantor continues to receivanflows 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, regaflows (out-
flows) continue due to operationapayments. 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 inan additional positive flow due tanterest paymentsif no credit event o-
cursthis structure of cash flow continues until the loan is repaid and the guarantee
expires.
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3) It is uncertain whetherand when thethird period occursin this periodthe guaran-
tor hasa cash outflow due tdinandal compensatiorif there is a credit event.The
credit event can differ and héor example insolvencywith legal action or a delay of
the borrowerQ a LJ- &hérd yain e eithea single payment to compensate the
losses of the lendeor, there can be a compensation scheme where the guarantor
pays for the amortisations anthterest rates as the borrower and lender ha
agreed.In addition, the operational paymenteayincreaseg too.

4) On ondition that a credit event indeed occurredhé guaantor may receive a pois
tive flow becausethe guarantor continues to have a claagainst the borrower, be
it directly or indirectly via the lender. Cash may come from the liquidation ofteolla
eral or paymentgrom the borrower after the debt was renegiated. In the extreme
case, the borrower malge able tofulfil all the obligationsOn the other hand, admi
istrative costonstitutean outflow.

All'in all, the net cash flow depends on the felaserest rates from investments in the cap
tal markets,payments due tooperationalcostsand obviously whether a call on the guara
tee occurs. If the call occurs, the existing collateral and capacity to repay thépasially)

continues to beamportant.

2.1.3.1 Digression: insurance companies and credit der ivatives

Except for € insurance; which hassimilarflows to savings products the cashflow of in-
suranceproductsis usually reverst compared withthe flow of most other investments

there is usuallya net cash inflow in the beginning from premiuntome, followed by a c¢o
tinuous cash stream through most of the life of the policy. Cash payment obligations are
concentrated in the latter part of the policy lif€opeland, Koller and Murrin 2000, 4836)
Hence the flow is similar to the cash flow of a credit guarantee.

A typical balance sheestructure is the followingon the left side, the insurance company
has its assets which aresuallyinvestments in financial asset®al assets and casfn the
other 9de of the balance sheedre reservesprovisionsand equity.Usuallythere is nosig-
nificantdebt in the form of loansThe main financial contracts, the insurance contracts, are
not directly represented within the balance sheet tothlis thereservethat is shown in the
balance sheetin other words, the balance sheet total is an indicatminthe 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)callsRS NA @I 4 A @S a | y R (HboahaNPOYQ) Drihis digs® 2 dza A Y 2
tation on valuation of portfolio credit derivatives, MoosbrucK@007) defines credit deria-
tivessuch aCredit Default Swaps (CD&hich
GFNE RSaAAIYSR F2NJ GKS GNIyaFSNI 2F LI2NBE ONBRA
in the contract are called protection buyer and protection seller. The protectigrebpays 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 refineds t
loss of the reference entigy(Moosbrucker 2007, 9)
The authoralsoa i F 1 S& GKI G GKS GLINRPGSOGUA2Y aSfttSNE |
notional amount of the contract, the payment days, maturity, definition of the credit event
FYR FAYylLfte GKS aSaiftSYSyid YSiK2R®orasgetiKl & 2
indeed only a reference since the protection buyer does not necessarily have to own the
underlying asset that is to be protecteDerivatives where no party holds the referencs-a
set aresometimesO £ £ SR ay | | @ FiRabdih @isisiimg@np Gogmission 2011,
50).

In a Total Return Swap (TRS), the Total Return Payer (for exalvgié ghat holds a loan or
bond)does not have to sell the assets but camtheticallyreplicate the cash flown favour

of the Total ReturrReceiver In return for this uncertain cash flow, the Total Return Receiver
has to provide a previously agreedsh flow to the bankindependentlyof whether a d-
fault occurs. The base of derivatives can also be a portfaiid credt derivatives carbe
used withinsecuritization Basket Default Swaps are similar teedit Default Svaps how-
ever,they are based on a portfolio. Moreovethe underlying assets of a Collaterized Debt
Obligation (CDO) do not have to be a loan or bonddaut be a Credit DefétuSwap too. In

this case, the CDOasl A R siynzhetic @/oasbrucker 2007,-943).

Without going into detailsderivatives can transfer the risks arfiasset or portfolio of asss

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

0KS a2¢6ySNE 2F GKS |aaSda FyR (GKS NBadzZ GAy:
guarantees and insurance products are all measures to transfer risk. The FinarsgsahCri

quiry Commissiorj2011)alsopoints to the similarity between CDS and insurance products

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

insurance policy whereas a C@8chaser can use the product to speculate on the default of

a loan which the CDS purchaser doesawh6 4 2 OISR R 56{yalé¢ 0 @ ¢ KS &SO:
that insurance regulators require reserves to cover lossdie protection sellers that sell

CDJThe Financial Crisis Inquiry Commission 2011 G#)sequently, the differences of risk

sharing mechanisgilie in the arrangemenof the risksharing contracts anthe regulation,

which mightT 2 ND A R priddfidts]oSoRet the accumulation of reserves.
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Within their theoretical study on credit risk modelling, Bhu, Overbeck and Wagné2003)

provide an overview of modern derivative instruments of credit risk sharing. Although the
authors provide a very formalised and algebraic description they daleatly differentiate
betweencredit default swaps, insurance products and guarantees: Orcdnérary, the a-

thors narratively explain that the major reason why banks pr@ef) credit derivatives
F3FAyald SaK$ oaadKEBRe AyadzaNIyOS YIN]SGylNB 2
ment and more liquidity{Bluhm, Overbeck and Wagner 2003, 211P)

2.1.3.2 Items of financial statements that inform about stocks and flows

SchierecK2002)models the provision of loans with guarantees of the German GBs from the
oFYR¥R FTNRBY (0 K&specvélMRhéBoNdl, GBs cannot provide guarantees

of unlimited value since the guarantees have to be funded or coumt@ranteed. This

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

restrictions of guaranteeing institutionghat do not receive counteguarantees(counter

guarantees are onljormally modelled with respect to thd Sy Rr&ghilditddy capial re-

guirementy. Since counteguarantees are important for many schesgor example, the

German governmentounterd dzk NI y 1 SS & dzLJ G2 thyeyare ikclidediiK S D. &
this researchas the central extension of the modiel order toapply to allcredit guarantee

schemes.

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

Korea and Japanerel y I f @aSR Ay (KS SYLANR OantthéiSMézRe a ¢ ¢
I 00Saa WieentsNBOR) e study wasonducted by researchs of the University

of Turin and the President of Eurofidi, one of the largest Italian credit guarantee schemes.
Using this study anfinancial statement®f analysedschemes in Germany, Spain dadrtu-

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 compani¢ke core busines the guarantees, are contingent liabil
ties that canbe found only outside the balance sheet tot8ince he business of providing
guarantees usually results in a positive cash flow (due to fees) before the gemiarcalled,
0KS 3dzZl NI yaGSSAy3a Ayaidaddzi keahindirangecoinganydna dzl NR €
deed,on the left side of the balance sheet thesmee invesimentsin 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, withi 6§ KS Ay adAlddziA2yaQ
there are claims againstientsfor example due towbrogation i.e. assignments of claims.
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hy GKS 20KSNJ aARS 2F GKS 0 dnacfumBlatienofPpm > § KA
sions and equity.

As an Hernative to providng finance to the Glthird parties, such as borrower associations

or local authorities, can pay into a blockéek or guarantegfund, orleavecautionary e-

positswith the lender If these blocked fundare the only source ofollateral,i K S @3 dzl NI
0SS AyadAddziaAzye Aa y20 | 3dzZ N yaGSSAy3a Ayaia
blocked funds and is not necessarily subject to financial regulation.

Contrary to the typical balance sheet of insurance compaiiie€,S D L & Sheets loffeh y O
contain cebt 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 yetor this debt might come from thirdagties 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 inconf@ losses) due to financial operatiomsluding depe-
ciations Obviously, providing guarantees anthnaging the investments resutt admins-
trative expenses, including personmaists In addition, there can always be extraordinary
income or losses and the institutions might have to pay taxes.

With respect to thecalls on guarantees, there are losses on crealidmaking ofprovisions

If a guarantee is not called or compensationoiwer than expected, the institution care-
versethe 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 canguelt in further losses or incomgue to valuation adjustmentand
payments In addition, net amortisations and depreciations influence profits. If profit is not
distributed among shareholders, the institution caccumulate equity iduding reserves.

Tablel provides an overviewf the stock of contingent and mecontingent claims and obl
gations.lIt differs froma balance sheein whichthe contingentobligations and claims are
stated outside the balance sheet total
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Tablel Stocks ofsuaranteeinglnstitutions

Claims Abbreviation Obligations Abbreviation
Contingent

Counter guarantees CG Outstanding guarantees oG
Equity (not paid in), liabilities c ELG

shareholders or any guarantee

Insurance and derivative products IN&DER

Noncontingent

Financial assetsafhg term) FA(LT) Claims of lenders CL
Financial assets (liquid) FA(Li) Otherloans OL
Realassets RA Paid in guity PE
Claims against borrowers CB

Own elaboration

The main stoclof the guaranteeing institutions 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 planniaterest rate payments. On the

other hand the outstanding guarain S S & Y A Fkdiar NI S/ IBNRE g A G K 02 dzy i
6/ DUd ¢KSasS aOz2yiAay3aSyid OfFrAvYaé FINB y2i (KSE
might be equity which was not paid in, or shareholders can be liable limitedly or unlimitedly
F2NJ GKS shiopligatiohd](BLGR Mefedver, the guaranteeing institution can always

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

¢KS aFdzyReé 27F GKS (Bulyddhsigts FSgterd or Aighid finantialzi A 2 Y
assets (FA) and real ass¢®A) These assetgan befinanced from the positive cash flow

which results from the operation of providing guarantees and the paid in equity TRE).
guaranteeing institution might have obligatis such as claims of lenders (CL) due to called
guarari SSa 2 NJ a2 (. Aide)othe? loafisishould of be confused with the loans
which are guaranteed; these other loans are provided by third parties or are cautioeary d
posits to the institution ad provide liquidity to the guaranteeing institutioithey carrefi-

nance claims against borrowers (CB) regresshat emerge when guaranteehave been

calledor refinancereal assets (RAndfinancial assets (FA).

The guaranteeing institutio® non-contingent obligations(CL)and claims against borrowers
(CB) can be found in the balance sheets and are determined byufis¢éanding guarantees

*For examplereal estate ca 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 counteguarantees (CG), both contingent obligations and claims respectively: CL
[OGCG] andCB[OGCG] For examplea call on guarantee increases the institut@®robliga-
tions (against lendershut increases the claim@gainst the borrower)too.

For a Gl to remain solventhe assets should be higher than the claim$his conifion is
described in thdollowing equation

Formulal Condition for the Solvency of au@ranteeirg Institution

00 YO 660060 OO0 0OHPOOY 60O 6O U0

The equation is derived from the research discipline of insurénistness managemeutfor

an introductionseeKarten(2000) Methods from this discipline were applied in a simulation
study, tailored to Guarantee Banks, in thedz(i Kd¥pNisithesigKramer 2008, 280,109
119) No simulations study is conductead this research Nevertheless, this section is the
base for the quantitative analysis of financial statements.

Table 1 and Formula 1 alsold for the case of unfunded guarantee schenfef the gors-
ernment or creditderivativeswhere no reserves are stipulated by law). In these cases, the
values of norcontingent liabilities are negligibléncoming cash is directhannelledto the
shareholars or to the public budget. This brings us to the analysis of flows

Negative flows or outflows arise from the payodtammpensation due to called guarantees
(comp_g) and administrative expenses (opaym) that include personmehting real estate.

In addition, the institution might have to pdges for counter guarantees, insurance policies
or derivatives fees_cg. The guaranteeing institutionsanreceive loans from third parties
which implyinterest payments (i_OL). Moreover, the institution mighave to pay taxeso
the authorities(tax) and dividends to its shareholdexglivid). In the case of a public guara
tee scheme, there can be contributions to thablicbudget(contr_budge}.

I A A x

counter guarantees (comp_cg) of third parties, or protection was bought via dieggabr
from insurance companies (comp_(IN&DERIjer guarantees have been called, the gua
anteeing institution has claims against the borroygerhaps through the lender(regresses

® 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 receivasterest and dividendpayments(i(FA)) from invested
financial assets and gains from real assets (g(RA)) such as rented real estate.

Further cash inflowthat does notcomefrom the core business of providing credit guara
teesresults if the guaranteeingstitution takes out loans (incr_OL) or receives gr4gts).
Obviously, the institutiorwould always receive positive cash flafnthere is a bailout (pEh)

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

to be invested. The guaranteeing institution has the choice to maintain liquidity or invest in
longterm financial (inv_FA(LT)) or real assets (inv_RA) vaneadteoutflows. Cledly, selling
these longterm financial assets (sell_ FA(LT)) and real asseis R#9l results in a positive
cash flow and increases liquiditin the case of public unfunded guarantee schemes the
main inflow of cash comes from the public budget (payments_budget).

The following table provides an overviewthe cash flow of guaranteegninstitutions ina
periodt, whichis equal tathe variationof liquid financial assets
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Table2 Flows of aGuaranteeindnstitution in Reriodt

Cash Flow in period t Abbreviation
Positive

Compensation du& counter guarantees (net) comp_cg
Compensation due to insurance and derivatives comp_(IN&DER)
Repayments due to claims against borrowers (regresses) repaym_CB
Fees for guarantees fees_g

Fees for other services fees_oth
Interestsand dividendgrom financial assets i (FA)

Gains from real assets g (RA)
Increase of other loans incr Ol
Grants of third persons gra

Selling longerm financial assets sell_FA(LT)
Selling real assets sell RA
PaynentsRdzS G2 9[ D o6da. | Af 2dziié 0 pEIG
Increase of paid in equity payinEquity

Paymentdrom publicbudget payments_budget
Negative

Compensation due to called guarantees comp_g
Fees for counter guarantees, insurance policies or derivati' fees_cg

Payments for administrativexpenses opaym
Interestpayments for other loans i OL
Investments in longerm financial assets Inv_FA(LT)
Investments in real assets Inv._RA

Taxes tax
Payments of dividends divid,
Contribution topublicbudget contr_budget

SUM:variation of liquid financial assets NFA(Li)t

Own elaboration

2.2 The Basic Triangular Relationship

As discussed isection 2.1.1 Schmidt(1981)emphasises the asymmetrical distribution of
information among investors and capiseekersand that financing instruments constitute
a specific combination of rights and actions. A credit guaramea financial instrument
which dividesrisk between tle lender andthe guarantor Information isdistributed asyn-
metricallybetween both actors
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When a credit guarantee is providedhet provision of liquidityo the borrowerremains with

the lenderbut the credit, i.e. the trust, is sharetdetweenthe lenderand guarantor via the
guarantee. Hence, the relationship between the lender #mel borrower is extended to a
Basic fianguar Relationship(BTR). The following discusses ti&TRand the three intere-
LISY RS yNES fila @b 2 y & Kokrad@rg borfoveygraBaNtbr andlender-guarantor
Contrary to the triangular relationship in the contribution of Kramer and Ni@610)that is
tailored to the German Guarantee Banks, tB&Rincludes thedendef instead of the
obanlk€ 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 discussedhincide
tally.

Figurel The Basic Triangular Relationship Bxgra SR Ay ‘a¢é | O02dzy i &

Legend
&——+—— Claim/ liability
€--------- Contingent claim /liahility Guarantor
oottt Commmmmmo
Borrower Lender

Own elaboration

® This termis rarely used in English literaturd. similar term is used in German literature. For examgie, t
triangular relationshipA y DSNX Iy a5NBASO] a @ S(NRYi hisyjuridical Bssessimentizf SR 0 &
German guarantee scheméBlessa 1989, 29T heterm is also used bgeis(1993)in his study on credit gua
antee funds in development finance for the German Federal Ministry for Economic Cooperation andpbevelo
ment (Geis 1993, 2,3)
"ca 1 O02dzyia NB | 02YYZ2Yy F2N¥ (2 AffdzAGN} GS-OfAYa |
LINEIFOK (2 AftfdzadNIGS olfryOS aKSSiaod hy GKS STl KI YR
side, there are its liabilitieS.he 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 Figurnlaccordancevith the concept of horizo-

Grf FO0O02dzy Ay I GKS ac¢é NBLINBIEKSS, (a0 Gi2kKNXQ aa G Nab;
OfFAYa OFy 0SS F2dzyR 2y GKS §SF¥id KFyR 2F (KS
right side. The loan contraatonstitutes aliability for the borrower anda claim for the

lender. The guarantee is a contingent liability o€ tguarantor 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 contingrese lines are broken.

Alternativelyi 2 G KS  dsgasimplefliDLrakighiof the BTRcan be usedis shown in
the followingfigure.

Figure2 The Basic Triangular Relationship

Guarantor

Borrower @ ® Lender

Own elaborationsee Kramer and Nits¢R010)

TheBTRis generally applicabl® accessory guarantsesince the relationshipsan varybe-

tween very close and very distaohes. For examplean extremdy close relationship &-

tween borrower and guarantor igivenwhen the borrower is a limited companyand its

26y SN Idzt NI yiSSa (GKS OReygudrayitée Qauld to donsidered g G K A
personal guaranteeAt the other extreme, the borrower might not know the guarantmr
evenaboutits involvement in the finaring. In this casghe guarantee is solgarisk sharing
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contract between the lender anthe guarantor. Although the borrower might not be-i
formed, theBTRdoesstill SEA &G 06 SOl dzaS GKS 3IdzZ N} yiz2NDRa O2y
0 2 NN2 ¢ S M&Entiof theBoait. I& additiorthe guarantee might indirectly affect the bbo
NEgSNRa | 00Saa (2 FAYlIyOS 2N FAYlILyOAy3 O2yRA

In the following sections, the three interdependent stddationshipsin the BTRwill be ds-
cussedin more detail Section 2.2.discusseghe relationship betwea the borrower and
the lender, section 2.2.2onsidersbetween therelationship between théorrower andthe
guarantor, and section 2.2.3 is dedicated to tleéationship between the guarantor arttie
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 financ@iquidity and creditwithout the guarantor and credit guarantee
schemes are often built in order to fill a financing gap.

External financing, such asbank loan or finance via bond, is usually characterisda a
fixed claim on payment (repayments and interest ratbg)investorsand hence investors
only participate asymmetrically in the profit of the financed enterprise.

Schmidt(1981)provides four basic forms of financing as combinatiohsghts and possible
actions equity-finance in a partnership, equifynance inpublicly tradedjoint-stock can-
pany, shoriterm external financeind longterm external financeEquity financémpliesthat

the risk and profitare moresymmetrically distributed among investors and capital seekers.
Information asymmetries can be reducbkg personal contadn the case of a partnershipr

the need fa information isreduced in the case of a publicly tradedmpany(R. H. Schmidt
1981, 195213)

In the case of longerm borrowing, the cash flow of the investment project is comingen b
fore the loan has to & repaid and the lender typically requires liens (or other collateral). The
lender might only provide lonterm finance if the expected gaifntom liquidation is suff

cient to compensatdor the borrower@ default. Hence, the lender might only evaluate the
expected value of liens anil K S { Beed¥@ Nréation on the borrower is reducéd
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 dispafsthe financed asset.

® As discussed in section 2.1.1, there might be sorting effects as described by Stiglitz and 984jss
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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 pr

vided, the problem of moral hazard is reduceédoreover,the lender might be able toer

duce its costs when it is easier totiesate the value of the lien than to monitdsoth the
FAYLFYOSR Ay@SaidyYSyid | (RRH. Schknddt ®ZINREBY SND& 06 SKI @

Williamson(1988)applies the transaction cost approach to corporate finance anmgpha-
sisesthe importance ofasset specifyThe author argues thahe f Sy RVald&XbEa pre-
emptive claim declines the higher the asspecificity is(Williamson 1988, 580)in other
words, the liquidationor any other use otollateral is less promising for the lender when
assets are only of high value for the borrow€onsequentlya high assespecificity cann-
ONB I &S ( defantif@ guRr&nieEXEom third parties

Shortterm borrowing, as aforth alternative, increas¢he dependency of the borrower, can
reduce information asymmetries through repeated interactions and hence, can retiece
risk of moral hazar¢R. H. Schmidt 1981, 1249 0)

The idea of shorterm borrowing without liens is to provide finance with a lower maturity
than the maturity of the investment. In other words, thieorrower has to repay the loaneb

fore the cash flow of its investment is coming in. This implies that the borrower needls a
tinuous prolongationor a substitutionof debt. The lender is in a position to refuse thepr
longation which might imply the end 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 fals€onsequentlythis method can force the borrower tm

form the lender tuthfully, and the lender can collect information throughlangterm rela-
tionship via repeated interactionn the caseof asubstitution with finance bother lenders

the changing lenders cannot gather as much information as one lender that prolongs the
f2lyed .dzi GKS SEA&GSYyO0OS 2F ItGSNYylLGAGS O2YLl
YR Y2NB2 @SN NB R dzOtBadiprolodg&tions 2adBEHovEWE) the réyék A |
tion of the prolongationor impossibility of substitutiorcan occur also beatise of reasons

that cannot becontrolled by the borrower nsequently, sceptical borrowers will seek
longer maturitiegR. H. Schmidt 1981, 2@1.0)

None of thefour methodsreduces the technical riskor wrong expectations of both actors.

Beyond the basic forms of finance, Schn{it®81)reports that both methods of providing

external finance can be mixed. Shegtm finance is often secured by liens, and within long

term finance both parties might agree that the borrower has to pagrestand repayment

of the principal starts during the perio@R. H. Schmidt 1981, 2P49) Consequently, this
agreement increases the lendd & NA IKG (2 FNBljdsSydfte Y2yadaz2!
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borrower is not repaying as agreedll in all a longterm relationship with repeated inteia
tion between a lender and borrowey which may include short and loftgrm financeg can
reduce the mformation asymmetries.

Elsas and Krahnef2004)provide a theoretical analysis oélationship bankingand state
that the Germamd husbank® can beseen as an example bfinks that practiseelationship
banking. Thee banks are regarded as the primdiyancierwith more intensive and timely
information ona¥ ANY GKIy | O2YLI NIofS N¥Qa tSy3aidk
exists due tothe accumulation of informatiorthrough repeated interaction with the be
rower over time(Elsas and Krahnen 2004, 208yllowingBoot (2000) the authorsprovide
three potential benefits of relationship lending: information, renegotiation and intertemp
ral interaction. Whereas the informational advantages have already lhkstussed the
other benefits need some explanatioRelationship lending is an implicit contraloetween
both parties which implies thats terms can be renegotiated flexibly. Sirtbe longterm
relationship introduces a lontgrm perspective, there can be an intemporal transfer of
earnings. In other wordshe bank that practises relationship banking can provide a financial
service which standinglonewould not be profitable (Elsas and Krahnen 2004, 22@9)

With respect to renegotiation, Elsas and Krahr{2A04)emphasise that credit availability

matters, especiallywhen the borrower facefinancialdistress. With regard to the latter, the

bank has a insurance functionwith better information and a longerm perspective, the

bank can assess the borrower and provide finance ifaf@ NN 6 SNR A& FAY | yOA L §
seento be a temporary crisis. Howev, the authors admit that this insurance function does

not automatically imply efficient lender behavioudut, better informed lenders are more

likely to make efficient decisions more oft@Blsas and Krahnen 20@09-211)

Therelationshipbetween borrowers and bankdepends orseveralfactorssuch aghe size

of the firm since larger enterprises have better access to capital markets and consequently
are ina better bargaining position; competition among bankank regulation; whether the
regulators allow universal bankisat can provide most financial servicesd whether fina-

cial stability allows banks to have such a lb&gn perspective.

Moreover, relationship banking includes not only the owner obmpany who applies for a
loan but might include the whole familin their study on loan programmes within devpio
ment finance, Krahnen and Nits¢@002)emphasise the role of the family. Starting a bus
ness ora household, building or purchasing real estgtand many other investmentsre
usually financed by an advanfrem family membersFor the borrower, his finance implies

¢ KS GSNXY ol I dzarGeivhan: lysignals that iivd S0& O f o K| dzisallméberl& & | GA 2y a
FlLYAf@ FINB OtASydGa 2F (KS aK2dzaSolyléod
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outflow of cash in the futuréike a loan however, unlikdor a loan, the outflow is usuglinot
preciselyfixed. Indeed,for the family,the micro or small business is not only the family
business but also fulfils functiossich asaving and insurander the extended family. Ge
sequently,the financing structureand relationship between the bank and the cliesttould

0S 4SSy la GKS aUAL) 2F GKS AOSO0SNH: @ 0KAY
tions, godfathers and iet-family relationgKrahnen and Nitsch 20021-75).

Borrowers can come in many formis his theory of economic development, Schumpeter
(1912/1951)differentiates0 SG 6 SSy (G KS a Ay y 2 Driteinah@& anfl yhé NB LINS
G Yl y | IvBtN@Ehlechtwel (Schumpeter 1912/1951, 83, Schumpeter 1934/1993, 122)

| 26 SOSNE aAyOS aYlFylF3aISNE A& y24 Iy | RSldz2 aS
F2dzy R Ay GKS TFT2¢f AdAYy IS4 f di denyMiKIaRoSHgNEE NE

and plural)will be used.

¢ KS & g AtedbusinebstimyaZircular floand receives finance by the sales of what was

produced before. Schumpeter concludes tieK 'S FA Yl yOS 2F G oA NI SE A&
tance for economic development(Schumpeter 1912/1951, 9%15) It is more the

G dzy G S Ny S Koorglneks theifOF NNEAYy 3 2dzi 2F ySg O2ZYOoAYy!l (
GA2y¢é G6KAOK A& &aSSy |a (KS vabpmyeitNhifcan®e y (i NR 0
(Schumpeter 1912/1951, 66)

I.  the introduction of a new good,
[I.  the introduction of a new method of production,
[ll.  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 ofd dzy @fYMINE A& y20 NBRAdzZOSR (2 AyRSLISYy!
employed, wio I NB dz&dzl t £ & OF £ f SR & dzy I°dinGudes 8ieE Ay O
tors and managers within copanies that are responsible for these innovations (this is why

the translation in English is confusing). On the other hand, not all individuals and self
SYLX 28 SR | Nhnteehn@EAdR SINSRE ol NIEK Y RE 6 828§ S NIKS &
operate n an estalikhed business without carrying out new combinations. Schumpeter e

phagsesii K I (i & dzy (idSetkigiScKarastdids soon as their new combinations ane ca

YC2NJ SEFYLX ST (GKS DSNXNIY OSNEAZ2Y 2 T-emplojedpaSddbrt RSFAYy Sa
owner of a company who manages the compdiyikipedia 2011)
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NASR 2dzi FyR G(KS LISNHE® gerbusin&gtHuSpeter RPLH Y051, (2  NJ
74-94).

For Schumpetef1912/1951y y 20 2y f & (KS & dzybitssdfte Kai@eNE A &
¢2 O2yRdzOG yS¢ O2YoAyl GA2yas GKS adzy (b&ENY SKY
borrowed if i KS & dzy (i 8¢y rKpesedst(Schumpeter 1912/1951, 102Lons-
jdzSydtes GKS LINRPRdAzOOA DS FAYI|(FchubpeeF1912/K9S1, ¢ dzy § S
95-115)". Thereby the banker is seen Bghumpetey' 2 G I & + GNF RSNI-2F (G KS
OKIFaAy3 LIRgSNE odzi NI GKSNI A F LINPRdzOSNJ 27
this purchasing powemout of nothing (Schunpeter 1912/1951, 7&4). Consequently, both

0KS Gdzy i SNYSKYSNE I YR iivésSof econgniicSibheldpmdsihel KS OS
Gdzy  SNYSKYSNE OFNNAS& 2dzi GKS ySg O2Y0AYLl GAZ
do so. Hence, innovations amew combinations do not depend solely @nA y @ Sho 2 N& £
already have purchasing power and might not be interested in the new combinations, i.e.
competition.

Whiled dzy § SNY SKYSNE +yR ol y] SNE cracklr egohofic-O0S & dzy
velopmentthS A YL NI YOS 2F GoANLSE YR GKS&N FAYL
timated. Not onlycanand dod dzy’ 0 S NYGEKYYBEINEL (12 a6 ANISE FFGEG§SN
their new combinations, but the opposite is possible as wiled G 6t S FTAY Il yOS 2
mA3KG SyFrotS GKS SYSNHSYyOS 2F aGdzy i SNYyBKYSNE

portunity, or is forced by competitionj 2 & OF NNEB 2dzi yS¢é O2YSGAY Ll (A2
GA2YE O

This research uses the differentiation provided by Schumpé€i€&x34/1993) between

dzy i S NJ S K Y S NE The posRibility ahiathohieSpérdon might convert froéwirté to
cunternehmek @r vice versais an advantage of the terminologyhis is more useful for this
research than the common differentiation into starps and establishethusinessesThe
differentiation betweend dzy i S NI/ S K Y S N& somegiRat similatoNtie Sréquently
used differentiation ito innovative and no-innovative busnesses. Bwever, inliterature,

the definition of innovation varies and using that term might result in confusion. Moreover,
the concept of{f OK dzY LJS (i S NXX&dzydigS\NN/isokideSyidink to the financing
needs.

Yal yR GKA& LIZNOKEFA&AAY3 L2 6 SN R2& o thg praducarinzhé cirdurdlowNR & KA Y
by the sale of what he produced in preceding periods. If he does not happen tesgassand if he did then it
would simply be the consequence of former developmet S Y dza (i  (SehdyBter 1942i1851, 102)
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client. This holds especially, when a universal baalisesprofits viacross sellingln add-

GA2YyZ GKS Ga6ANIé YR (KS 0hegqlonge2nNikldtighshyp, 2 F T A C
i.e. relationship banking. On the other hand, thedzy G S NJ/f&cés M@ eNiihancial con-

straints since the borrower cannathowthe lenderin advancehat the innovation is indeed

profitable.

2.2.2 Mutual relations between borrower and guarantor

TKSNE A& Ffglrea | FdzyRIFEYSydlt NBEF G AROF® KA LIZ
between the guarantor and borrowgiFlessal989, 29) Both actors areeither directly or
indirectly connected via the guarantee contract, and the guarantor does not take the risk
without any intentionsof his or herown. These intentions might béhe business motive to

receive thefinancial canpensation for taking the risk similar to an insurance compay
Alternatively, the intention is not receiving fees bather motivesthat depend on theover-

all relationship between the borrower and guarantor.

The most usual guarantors in small businésance are family memberdVithin a family
structure, there can be a lorgrm interest inhelpingfamily memberso receiwe finance.
¢CKS 02NNERgSNRA 7T I Wwealthié thar S:aborWei isavidbé ablé 6 po-

vide collateral Moreover, theymight know the borrower better than the lendeand viaa
guaranteethey canprovide ancommitment that the borrower will repayMoreover, the
guarantee reduceshe morakthazardproblem since the guarantee reduced the attraetiv
ness toreshuffle the portfolio of assets. Other typical guarantors are business partners who
provide guarantees in order to tie tirgpartners to them. In this casethe 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)he guarantor might prefeio provide the guarantee
instead ofan informal loan because the loan includes the provision of liquidity which the
guarantor might not have. Moreover, thguarantor might prefer guaranteeing the loae-b
cause there is the possibility of not payiegenif the guarantee is called

Thefollowing will focus on institutional guarantee schemet®wever, it has to be emah
sisal that the social integration of thedsrowers within their family is importantn the case
of bankruptcy personal guaranteg can affect thewvhole family and can result in poverty
social disgrace, exclusion and psychological presduspecially whem credit guarantee
substitutesfor a pesonal guarantegthe guaranteeing institution careduce dependency of
borrowerson their family andtherewith reduce the riskheld bythe family whichoften also
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serves as social protection networkOn the other hand fithe guaranteéng institution po-
videsthe guaranteebut continues torequire personal family guarantegsresponsibly po-
vided credit guarantees may lead to higieptness.

In addition to risksharing, screening and monitoring, a lalegm arrangement between an
institutional guarantorand the borrowercan be establishedimilarto relationshipbanking,
the guarantor can accumulate information on the borrower over time via repeated ittera
tion which could inalde other products such as advioe lobbyism However, as already
stated, Levitskyand Prasad1987)and Vogel and Adan{4997b)emphasise that the guam

tor can only prowe finance in cooperation witla lender andhence guarantee schemes
cannotprovide the full range of financial services. This is an indication that the lendsi-is
allyin a better position to establish a lorigrm relationship with repeated interaction to the
clients tran a guarantor.

As shown in section 2.1, the guarantee gaiat has a life cycle and thietensity of the rel-
tion varies within the four periodsAlthough there might be a close cooptoa betweenall
actors in theBasic Triangular Relationshipthe periods I, Ill and 1V, in period I, which is the
longest perod when longterm finance is guaranteedhe screening can be completely del
gated to the lender who also manages the business account and retesregpayments or
provides the liquidity of overdraft and hence is closer to the provided cash flows. Mereo
if the guarantoronly guarantees a lontgrm loanand does not provide additional services,
there is only little interaction. Also in providing shoerm financerepeatedly there are only

a fewpoints in time when a new loan has to be guaranteeavben the guarantee is called.
On the other hand, @Hausbank can monitor the daily businedseyond external financing.
Consequently, the relationship between the guarantor and borrower is hardly as intensive as
the relationship between a borrower (and hiamily) and a universal bankvhich practises
relationship banking.

/ 2y 0NI NEB {23 da NSty ineeaeyifnftip cdmlsodo S | IBdGtR Goopera-

tion with an institutional guarantor, hich implies higher transaction costsjay be used
only n cases where finance of the lender alone is not sufficient or inadequate. In other
words, the borrower receives financial servicesnfi the lender and the guarantor isnk
cludedonly in some casas the relationship between the borrower aride lender.

2 KSy (KS 02 NNEgSNI Aisoftdn luakaéive which aiso hbldsSogdavany | Y OA Y :

G§SSAYy 3 TAYL Ko&er, higherdransabtibrScosts a guarantee schemmight

NERdzOS G KS I G0 Nlto(péariciged yngha schemeant fuitdS\NII2SNB = ¢ 6 A N,

might obtain adequate financedm lenders without the guarantee. When the borrower is

Ly GdHYISONEY 6 K2 Kl & Y2 NB,thd doyowsf dight bie willrg yoo4 NI A y
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operate,despite thehigh transaction costs because otherwis&th & dzy § SN SKYSNE Y.
receive any formal finance at all. However, finanangt dzy’ 4§ SN SKYSNE A& Y2 NB
guarantee activity might be expensive due to high defaults.

2.2.3 Mutual relations between guarantor and lender

This section focusesn the relationship between lenders and guarantaasd the general
guestion why lenders cooperate withguaranteeinghird party.

Credit guarantee schemeare usuallybuilt to improve directly the finance of borrowers,

however, theydo that indirectly, since cedit guaranteesare to reduce the lende® risk.

Thus, the guaranteeanmake the loan more attractive for thiender, whichmay be ann-

centive to provide the loan at afprovide 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 guaranteelndeed,Vogel and Adamgl997b)emphasise the problem of bu

stitution: it may be the lendeswho mainlybenefit from the guarantesl f § K2 dzZ3 K ( KS @& i
INER dzLJ | NB s(Wdged and RJAME D BN, 12)

In fact the explicitpurpose ofa credit guaranteescheme can be to support the lendérhis

does not onlyhold for schemes where it is the refinang of the lenders which is guana

teed. A credit guarantee scheme can be used like.al R . I y1é Ay BaNlRSNJ (2
from its risks This is obvious in the case when the guarantor guarantees a loan (oolfmortf

of loans) which was already provideghrlier. Another wayl 2 NB RdzOS GtKS f Sy
standing risks the prolongation orsubstitutA 2 Yy  DI#i¢ ungyaramteed loas A 0 K | ay S & ¢
guaranteedone. In addition the guaranteemayA Yy ONB | 4 S lig#dBy, dspgeefalRy3fNI &

the guaranteeing institution provides payment on first demabeéfore the collateral ha

been liquidated omll claims hae been satisfiedunder another repaymenplan. Moreover,

the guarantor can conduct the decisiomaking proces and liquidation of collateral, an

henceNE RdzOS GKS f SYyRSNNRa O2adao

Hononan (2010) provides four reasons why credit guarantee schemes emeage why
banks cooperate witlan institutionalised guarantor: If the guantor isbetter informed the
lender@ informational risk and risk of moral hazard can be reduced since the guarantee is a
commitment of the better informed guarantor. If there aagbitration gains the guarantee
becomes attractive for the lender togat least in the shorterm. Sharingrisk with an inst

tution that is in abetter positionto diversify tlat risk is attractive for exampldor regional
banksor lenders that specialisen financing companies in one or few sectdeablic inte-
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ventionin the form of subsidised riskharing isoften welcomed by banks. However, public
support is usually provided under restrictions and can increase transaction costs

When there is no public intervention (k€ regulatory arbitration or public support), aly
two of the four reasons stated by Honoh§2010)remain: riskpooling advantages anah-
formational advantages. What are the implications for the relationship between the guara
tor andthe lender inthesecases?

Bath actors could reduce their transaction costs and concentrate on their advantages. In the
extreme case, there could be complete divismfnabour: if the advantage of thguarantor

is riskpooling the guarantor does not screen the borrower at all &niés to control against

high lossewia risk sharing or stop loss mechanisms. If on the other hand, the goaitzas
informational advantags, the opposite might be tru€lhe guarantorscreens the borrower

and provides thecredit in the sense ofrust, leaving only the liquidity provision to the
lender.

The division of labour, howevemduces transaction costs due to the existence of infam
tional asymmetries between the lender and guarantBor example, in an introduction to
credit risk modellingfuture credit risk managers learn:

G! dadzYS I YIFI22N) 6dzAf RAy3 O2YLI ye A& | &1Ay
Man Y® {2YSGKSNBE Ay (G(KS oly1Qa ONBRAUG RSI
job to decide if the loan will be given to the ¢oier or if the credit request will be
NE2SOGSR® [ S dza FdzZNIIKSNJ I aadzyS GKK-G GKS
ficer has kown the chief executive officer of the building company for many years,

and to make thinks even worse, the credit arsalignows from recent default studies

that the building industry is under pressure and that the bartkernal 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®ell, 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 potgally arising from the engagement by means of

some credit risk management instruments (e.g.; aCsbt ft SR ONBRAG RS
(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 pralide
information he or shehas Hence the 3 dzI NJ grdbRmI¥ &otreceiving all availablén-
F2NXYIFGAZ2Y Aa y20 2yteé O2YAy3 fNhelendeR®Hn 60 2 NNEP ¢
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 possil@fensequeny, in this relationship a general
mutual information and moral hazard problecan be noted; like in a loan contract.

Within this relationship both parties must agree to the r&aring, fees, process of prdvi
ing guarantees and handling ofaims Amongthe set of possible contract desigtisree
tradeoffs can be founchianalysing the study dfevitskyand Prasad1987)

1 Anautomatic provision of guaranteegould reduce transaction costbut can result

in moral hazard since the bank can transfer all loans they perceive as risky to the

guamntee scheme. Alternatively, the lender can transfer loaltsough collaterals
sufficient, which however, is not the purpose of the scheme. On the other hand, i

dependentA Yy @SAGAIL GA2Y aYlF1Sa GKS adaidsSy Y2NI

YR NI A &l®vtskyOahdi Prasad 1987, 4ence, transaction costs may- i
crease, and attractiveness of the guarantees decrease

1 Leawng asignificant fraction of the risk with the lender may control for the moral
hazard problemie.l NBRdzOGA2Y 2F GKS f SyRSiNQAa
transaction cost to obtain the guarantee might not justiyv risk mitigation that e-
ducesthe g NI y (i S S Q ess(Léviishdar@ Prasdd19876)

1 Schemes must deal quickly with claims since excessive red tape and delayg in pa
ment act as major deterrents to lenders participag 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 ca#ethere are indications o&n inconsistent
behaviour of the lende(Levitsky and Prasad 1987, 7,8)

With respect to the tradeoff between high transaction costs due to screening and keigh d
faults, portfolio management provides argle solution. Astop-loss mechanismor cap,at
portfolio-level can bemplementedin amalogywith portfolio credit derivativesdescribed in
section2.1.4.1. It can be agreed that only a limited number of loans or a share of tdtal vo
ume will be compensated. Consequently, the losseaswell asadministrative and transa

tion coss can be rediced. Howeverat what level doeghis mechanisnbecomeattractive
enough for the lenders that they provide better finance than they would without thisimec
anism?

Levitsky(1997)suggess that the guarantor should always share the risk sitlus induces

the lender to screen the borrower and as a consequence there might bex f S+ Ny A y 3
for the lender(J. Levitsky 1997, .Krahnen and Schmidi994) however, conclude that if
banks lack experience and kndww, direct support of the relevant banks would be easier

and more effectivehen the use of guarantee schem@é&ahnen ad Schmidt 1994, 72)
38
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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
AYF2NXYIFGAZ2Y 6AGK (KS SaaindNpositiorenight indréase add2heNE 6 S |
relationship between bank and borrower becomes less exclusive. The lender might even fear
competition in the sens¢hat the borrower andd KA & ¢ 2 de) MIKVBINENI Ol y a Gl ]
lender for the next finance. Thisatters since the prospectf@ lucrative business relate

ship in the future is essential in relationskipnking.The willingness to cooperate depends

2y GKS tSyRSNDa SELISOGFGA2ya 27F (K Sbe f dzii dzNB
G ¢ A Bdicdzy G S Ny S K Yé&chning bigiibssand it dependson whether the lender

fears a competition with the guarantoConsequently, it can be rational for the bank to

avoid cooperation with a guaranteeing institution that accumulavesrower information

even thougha guarantee would make the loan itself more attractive.

Thisproblem of competition is of less importance when the lender provides lagasan
FNYQa fSy3adK NBflFGA2YAaKAL 2NJ LINPGARSAE FAYLlyO

All in all, i becanes clearthat trust between guarantor and lendeis essentiain credit
guarantee schemesiowever, how can trust emerge? Analogous to the previously discussed
relationshipbanking, the information asymmetries, problems of moral hazard and high
transaction costs can be reducedhen a longterm relationship with repeated interaction is
establishedbetween the guarantor andhe lender (Kramer and Nitsch 2010, 100@ver
time, the lender maytrust that the guarantorwill indeed fulfilhis or herpromises when the
guarantees are called and moreover tlemder does not lose clients due to tloeedit gua-
antee schemeOn the other hand, the guarantor may trust that the information provided by
the lender is correctThis longterm relationship can be fruitful especially on the loan officer
level: when a guarantor is well informed, tiéllingness of the guarantor to share the risk

not only a risksharing but also a signal of creditworthiness. A lo#iter might be in a bé-
GSNJ 0o NBFAYAY 3 LI &A G Amaking prdcésKifayuain sighdllg| Qa RS
or hercommitment.This holds not only when the guarantor and loan officer ar@awour of
financing the borrowerbut in addition, vhen both want torefuse finance.

To summarisepossibleadvantagesof the guarantorover the lenderlike risk-pooling and
accumulation of informationcan be offset by muual information and moral hazard pie
lems within the Basic Triangular Relationshig/hereas alongterm relationship béveen
lender and guarantor caresult in a stable business relatibuilt on trust
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2.3 Extension of the Basic Triangular Relationship

In this section, theBasic Triangular Relationshigll be extendedoy private andpublicactors
that initiate or directly influence the credit guantee schemeDominance, ownership and
influencewithin this Augmented Triangular RelationsHigfTR)can vary significantjyand nd
all elements of the extension are always required to be preg&mnamer and Nitsch 2010,
1004,1005)

2.3.1 Private initiatives

As discussed in section 2.1.2, there are microeconomic modelgptbaéent financially self
sustainable credit guarantee schemes. Hence, these stugiggsencourage private actors to
build credit guarantee schemes. Since information asymmetries are one cause of aredit r
tioning, such as discussed by Stiglitz and W@@81) one can argue that a private initiative

of borrowers may be able to reduce information asymmetriEisis section analgs private
initiatives of borrowers and lenders. Thereby credit guarantee schemes and similar a
rangements will be discusseBor example, thdimits of guarantee schemes asfskeélp n-
stitutions will be addressed. Actors may not be willing to provide unlimited liabilities, to
share internal informatioror not be willing to cooperate with competitors.

Similar to the already discussed concept of providing personal cgeditantees by bus
nessmen in order to enable a profitable (leteym) business relationship, a larger company
can institutionalise its guaranteeing activity a guaranteeing institutionThe scheme may
supportthe finance of clientssuppliers ortradersand be aralternative tothe creaton of a
bank

Well known sehhelp institutions are kedit unions or cooperative bank3 hese institutions
can be regarded as guarantee schexsencemembers are liable for the institutiorkKluge
(1991) in his historical assessment of German credit cooperatipesvides vaious forms
for membergliabilities These can bgroupedby whether the liabilities of members arenk
ited or unlimited(Kluge 1991, 167176) SchulzeDelitzsch and Friedrich Wilhelm Raiffeisen,
the most famous initiators of cooperativism in Germawgre advocates of unlimited liabil
ties. Based on a beliegh solidarity among the member§chulzeDelitzsch(1897)explains
the advantages athe unlimited liabilitywithaY2 NB NBf Al 0f S G ONBRA {
its (SchulzeDelitzsch 1897, 31,32n other words, themembersprovide a joit liability and
form a guarantee schente ¢ KS  YdbaramtSeNchngitmers represent the collateral
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for the refinance ofthe cooperative Hence, he similarity between banks and credit guara

tee systems as stated by Schmidt and Zeitind@é©84)and discussed in section 2.1%-
comes illustrativeCooperative 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 liabilityof membersmay be a god basis to capture finamcbutit is a risk for

the members thatmay keep out wealthier member®Orly borrowers who have no other
opportunities may be willing to coopate, andthe unlimited liabilityis an incentive for
membersto leave the cooperatie when they do not need a loatn addition, it is an inae

tive to establish only small institutions where the members know each otieige(1991)
addresses this problem in his historical analysis on German cooperakes land reports

that since 1889, the limited liability has slowly replaced the unlimited liability and caeper
GA@S olyla ¢SNB FofS (2 2FFasSté GKS NBRAzOSR
mergers among cooperativékluge 1991, 16176)

Group lending is awell-known method in microfinance(Armendariz and Morduch 2010)
This arrangement is similar ta credit guarantee schemsincethe members of the group
arejointly liable for the loanHowever, it is rather a methodsed by themicrofinance inst
tution to provide a loanSeveral persons are jointly liabler the loan i.e. similar to loans
where personal guarantees are required from third persddsvertheess explicit guara-
tees are scarce group lendingUsuallymembers of the group are sanctioned when there is
no complete repayment. For example, they might not be eligible for further loangven
softer realisation of group lending is providing indival loans but obliging the members to
meet frequently and discuss issues such as finan&rgmer and Nitsch 2009)

Cooperative bankand goup lendingwith explicit and even unlimitedguaranteesare insti-

tutional arrangementgo increase the borrowe willingness to py back the loarnHowever,

one shouldbe very careful of increasng social pressure amongoor people that may have

few financing opportunitiesAs discussetiefore, alender is hardly ableot understand the

whole structure of mutual liabilities of individuads y OS G KS SEGSNY It FAYI )
2T (0KS (Krabrfeo shdBHtsch 2002, -756). This difficulty can only increase if a loan is

provided to a group.

Alternatively tothe discussd arrangements the borrowers themselves may initiate a self
help credit guarantee scheme in order to improve access to findboetrary to group led-
ing, this arrangement is not a method of a bank but rather a-selp arrangement of be
rowers who, in a second step, negotiate with banks or other lendarkis study on credit
guarantee schemes, von Stockhauqd®88) describes sethelp groups as intermediaries
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between the banking sector and individual small entreprenebidgtepreneurs are able to
financea risk fund which can be offered as a guaemfor the lender whenaccording to
the author, two basic assumptiorm®ld: small entrepreneurs can save, and this saving is not
sufficient to satisfy their total financing requirementslowever, the author is critical
whether suchan association is accepted by the lender and whetherassociationwith its
own managementjs financially sel§ustainable. Hence, financial support gdvernmental
institutions, nongovernmental organisations and the lenderemselves may be needed
(Stockhausen 1988, 41).

Rather thanfew borrowers vho try to establish a selielp group, there may be borrower
associations that caimitiate such a schemdnterprises can be organised in regional ocse
torial associations and their umbrella organisations. In addition, especially in Europe and
Latin Ameica where many states were organised ihe form of corporative order
(standischkorporativ), there are chamberan which members of particular sectorsare
obligedby lawto participate.This impliescompulsory paymentsand these institutions still

fulfil some public functions and, such as in Germany, are public agddcids Kaiser 197.8)
Sincethese institutions are frequently involved in credit guarantee associatitmsBasic
Triangular Relationshiwill be extended byhe éBorrower Asociations which include both
private associations anchanbers

Figure3 First Extension of the Basic Triangular Relationship

Borrower
Associations G I

Borrower @ ® Lender

Own elaboration, see Kramer and Nit¢20610)
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Thesechambers and associatiomsay support the credit guarantee scheme since thewe
information that the lenders do netand the associationsan provide organisational of-f
nancial support.

The Borrower Associatiorean establish a credit guarantee scheme with limited liability of
the members.For example, thg can create a fund that serves as collateral for the lender.
However, the problem of competition among the enterprisesmains Indeed why should
small businesseguarantee the finance ofompetitors andpotential competitors?Con®-
guently, there can bemembers of the associatiowho influence negatively the activity of
the guarantee scheme and limit the field of operatiofitis conflict isreduced when there
are regional monopolistic or oligopolist structuresof competing borrowersand, on the
other hand, a guaranteeing institution that is organised on a suegonallevel For exan-

ple, thismay hold forsmall businesses in th&afts-sector that only operateni their munia-
pality or neighbourhood

Anotherproblemis thedistribution of internal informatioraboutthe borrowerwhich affects

the attractiveness o guaranteescheme Contrary to a small group of borrowers who know
and trusteach other,an associatiorusuallyconstitutes an administrative bodyith a larger
number of members. dditional actors such as Borrower Associations daurs increase
scepticismabout the schemeamong the borrowerslf no confidential firewalls exist, the
borrower mayrefuseto provide information (Kramer and Nitsch 2010, 100%eneral scp-
ticism of borrowers to share information with the associations may be aggravated when, for
example in transitioning economies, the assdoias and chambers werer still aretoo
close o the old political system.

Beyond private initiatives of borrowerghere canalso be initiatives of lenders.There are

several methoddgor financial institutions to share risk with third parties. For exampbmks

can jointly provide loans to a borrower or insure part of the risk Wwidurance companies

In addition, there aresecuritizationand credit derivativesinstead of including insurance
companies and other &aors from the capital markethat can beguarantors as welkhe tri-

angular relationshipwithus6 S SEGSYRSR o6& GKS tSyRSNEQ | 44z
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Figure4 Second Extension of the Basic Triangular Relationship

B Lend
Assoorcr:ioe\intfiggs G I Assgcniaﬁgns
Borrower @ ® Lender

Own elaboration, see Kramer and Nit$20610)

Lenderausuallyform some weakkenderassociations that represent their interessbr provide

internal services such asatning or researchMoreover, the lendersmay also form a ne

work with mutual responsilities and strong associationdeed, the lender associations in

this research also include secehdr institutions with operational business and full banking
adlFddzax adzOK Fa GKS aOSyidNIt ol yitkréspegtrol KAy
cooperative banks, Arbak, Ayadi, De Groen, Lliwellyn and Scl{gtidD)state that a key

factor to distinguish well integrated networks from weaker associations is the extentiof m

tual support: an integrated supposcheme makgthe network resourcesvailableensuring

the liquidity and solvencyf member institutions. This does not hold only for cooperative

banks Savings bank caalsoform such strong networkswith joint liabilities b ensure @-

posits and other oligations. Within suclmetworks,there are usually secontier institutions

that can have dighlevel of authority to monitor the banksSometimes they have even the

rightto restructue 0 KS 0 | y §r D& gover@ande Btructureor to push mergers aman

the network institutions(Arbak, et al. 2010, 22,30Although such cooperation is also pess

ble among other noftooperative private banks, the motive of competition among olmop

listic rivals usually results in aSat { SNJ F 342 0A1F GA2y ® hytfté gKSNS
banks exists, such as banks with statutory limitationgheir respective district territories,
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can a strong network among brothers and sisters emeig@amer and Nitsch 2010,
1002,1003) ThelLender Associations in théugmented Triangular Relationshipclude both
the weaker associations and the strong secaied institution.

The lender associations are not included because of their general importance within the
networks or theirrepresentationand lobbyingfunction, but they are includedhere since

they can provide crdit guarantees to their membermdirectly or indirectly A central institu-

tion can diversify risk within the network ar@hnact as aspecialised screening institution.
Instead ofproviding credit guaranteeand taking the riskthey canalsooffer a platform to
share riskwithin the groupor participate in other garanteeing institutionsHowever,a sec-
ond-tier institution can ato provide loans on its own or in consortium with a member
bank'?.

All in all, the private initiatives may have the advantage that actors know each other and
hence may be better informethan an individuallender. On the other hand, private irati
tivesface problems that derive from the motive of competition. Private actors may refuse
shate risk or information. Hence, the question arises whether private initiatives can establish
viablecredit guarantee schemes. In &mter-American Development BankADB Study,Llis-

terri (2007)concludesthat it is still an open question whether the government is needed
only for initial support or whether continuoughfincial support is needed. J. Llisterri 2007,

10).

2.3.2 Public initiatives

In section 2.1.3, the interventional approach to analyse credit guarantee scheasstro-
duced. Credit guarantee schemes can be implemented in dodevercome market failurg
andto increase deglopment and welfareThis section discusses how credit guarantees can
be used as a tool of public paés. It should be clear that guarantees apaly one instu-
ment of fiscal policy to improve finance next to instruments such as grants, regulati@n, tax
tion, participation in commercial banks and directed credit.

TheBasic Triangular Relationshgpthusfurther extended by the governmenesulting in the
Augmented Triangular RelationsHpTR)

2For a further discussion and overview of methods to transfer creditsesern(2008)
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Figure5 TheAugmented Triangular Relationship

Government

Borrower G | Lender
Associations Associations

Borrower

Own elaboration, see Kramer and Nit$20610)

Within Development Finangd/ogel and Adamgl997b)state that guarantee schemeare
usually used ameasuresn linewith the Directed Credit Paradig (Vogel and Adams 1997b,
1,2). Howeverwhen consideringredit guarariees they do not seasnegative incentives on
lenders andon mobilisation of savings such agth directed creditgsoft loans)

Geis(1993) emphasises that a soft and indirepublic intervention can be conducted/ia
credit guarantees, andefatively little financial means may result in a significant impact on
development. The author provides three promising arguments for public policy makers in
development finance tareate credit guarantee fund$irst,the governmentand nterna-
tional donoss can redice creditrationing without establishing a credit programmby only
providing subsidies or(counter)guarantees tothe fund. Second it is possible to support
selthelp energies of the target grouphe third argument is thaearning processeamong
banks can be inducedn this sense, credit guarantee funds are seen by the author &s ma
ket-based and selfielp stimulatingwith low expenses for the public budgé®eis 1993, 8,9)

On the other handGeis(1993)is awareof the problems such as moral hazard, substitution,
reluctanceof banks and dif€ulties in achieving financial salfistainability He warnsagainst

a thoughtless use of this financial instrument on a large seald against political
FRYAYAAUNT GABS Ay i SNWSY (Factdywththe pfoblénkoSthessid K SY S QA
stitution of finance that would have been provided without the schenme &uthor strongly
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NEO2YYSYRA | YyOK2NAY3 (KS GLINARYOALX S 2F &dza
order to achieve additionalityGeis 1993, 1:02). This principle will be explained in section
2.3.3.2

With respect to information asymmetriesnd the consequentmarket failures the goven-
ment has usually no additional informatiomhe tax office accumulates information on the
borrowers However, borrowers tend to understate their income and belongimgsrder to
avoid high taxationNKramer and Nitsch 2010, 100Hevertheless, government kanore
information onother public supporfsuch as grantr regulatiors which may be important

for particular borrowers Moreover, public agencies might haveore & LJ2 ¢ S N#act ( 2
claims.

Honohan(2010)emphasisesin linewith the concept of public choig¢hat several features
are seductive for politicians and administrators:
G¢KS FrLYAf@ NBASYOf | ybased idsiutians niaf Sifer io hdehds G2 Y I D
of the public an apparent legitimacy to these schemes that (given the failures of the past) is
no ,IongverAshar,ed by directeg qredit and loan subAsidy sc,hemes, as gleagioeercpme the
SOARSYU YINJSU TIAfdz2NBa UKdnahan2®Q, &)U Ay avYl ff ¢
A relatively small initial cash outlay can leverage large outreach by number and by volume
for which the political sstem 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 orsprocra
tinate whey G KS& I NBX | 002dzy i SR &thaysparent ar nérétn€ivpud | £ f &
¢ | &onohan 2010, 4)The author concludes thatchemes lead to a natural suspicion
among policy analystand there must be transparen@nd robust accounting for both costs
and benefits if performance is to be appraised adequately.

Indeed, when guaranteeschemes are to be assessed, there is generally the problem-of (
tra-portfolio and interlender) substitution,and hence the benefitsor positive impacts are

not clear. Moreover, the problem of calculating all (transaction) costs and the generad que
tion whether external debt is the best instrument to achieve the goal have to be addressed
when impact on welfare is to be assessed. Coneaty, strongassumptions must be séb
conduct impact assessments of costs and benefiteese assessmentsn contribute to a
better understanding of credit guarantee schemes, especially when the methodssand a
sumptions are clearly provided. Howevehm@aderanalysids needed

A negative effectmay be thatpublicly supported credit guaranteesight A y RdzOS & |j dzS dzS
(Warteschlangeh This term is used by Nits€p002)to describe a negative effect of subs
dised loanprogrammes where borrowers wait in order to receive subsidised loans which,
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however, are nosufficientto supplythe financeof all borrowers(Nitsch 2002, 47)This &
fect may occur especially when credjtiarantees are scarce butattractive for both the
lender and the guarantorThe lender might provide loansnly whenthe risk is lorne by the
guaranteeinginstitution. In addition, if financevere significantly cheaper with the credit
guarantee, borrowersvould demand the subsidised finance and if yha#o not receiveit
they O 2 dzf R oL jumsiporetiel investments. This problem, however, can be simply
controlledby reducing the guarantees attractiveness for examipjecharging high fees.

Nitsch (2002)analyses the experiences of development banks and emphasises the double
character of these institutions as financial intermedaiand public ageries Sincefinancial
intermediary and public agendyave different functions and follow aifterent and conta-
dicting logic development banks cashow anegative combinationNitsch 2002, 4%3).
Although credit guarantee schemes aret fall banks and hence caohfulfil all functions of
banks,they sharesimilaritieswith the doublecharacterof development banksSimilar to
insurance companies, credit guarantee schemes pool and analyse risks, and ooty

in the credit event These functions can lmverlaid with the functions ofa public administa-

tion agency whicth & dza dzl  f & & féid deidgSthi& R o besspeitin a fixedep

riod. This internal conflict becomes illustrative when the similarity of guaranteeing unstit
tions and insuranceompanies is considered: a private insurance company does not only
distribute d NA &1 2Yy Y yasordiengindivifusldtdatéseem fo be too risky. On
the other hand,the publicadministrationmay only be willing topromote riskier borrowes

sukK | & & dzy (indidéf ® ihduSeNigvelopmery filling a financing gap

Consequentlywhen a public scheme exists to fill a financing gap for a small (riskier) target
group, the developmentpromotion imperativemay impede/hamperthe guaranteeingnsti-
tution to diversify riskoy achieving high numbewver a broad rangéke an insurance c¢o-
pany. Or the other way roundf the scheme is supposed to be finanlyiagkel-sustainability,

the methods of the insurance companies manpedethe aimof fillinga gap.

This doublecharacterbecomesparticularlyclear when the cash flow is analysethce gua-
antees are contingent liabilities, fiscal planning of public guarantees differs from normal
budget planning Were cash flows can be planned, fixed in thelget and monitored.The

cash flow? resulting from a credit guarantee is differebecause iis usuallypositive in the
beginning but may become negative lateedsion makers face uncertainty in baotthether

a default will occur andf it does the anount that has to be paid. Consequently, the policy
makershave to decide how to deal with this uncertainty.aljovernmentdoes not ignore

'3 Cash flow resulting indirectly from an increase of tax income due to the investment or reduction of gentrib
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 iwilling to take precautions, it has generally two methods to set
aside reserves for gmanteed loans. The first is to include an estimated and fixed amount for
calls on guaranteem the future budget plansin this case, the guarantees are unfunded.
The second method involves funding. Government can channel (once or periodicaly) fina
cial means from the budget to a special fund. Consequently, each call on a guarantee does
not necessarily affect th&uture public budget. Théuture budget is only affected, on top of

the already planned contributions, if the liabilities exceed the asseteeofund. Hence, the

fund is a technical tool to convenip to a certain degreghe uncertain cash flow into per
2RAOFE 2NJ dzyAljdzS LI @YSyiaod dwayws&etaiRaludany OS
calls on guarantees can always exceed the vafuthe pledged assets, the general unce
tainty cannot betotally abolished. A public guarantee fund can rather be interpreted as
GYF1AYy3 2F LINPQOAAAZ2YAED

2.3.3 Guarantees and additionality: a subsidiary use for a light intervention?

As discussed in ther@vious sectionsguaranteeing institutions do not have general adva
tages overcommercial bangthat canprovide financealone A bankcangenerallyprovide a

full range of financial services and practise relationship bankingddition, it can be aer
gional or specialised banBanks(be they public or private)are institutiors that canfollow
theO2 YYSNOALFf | LILINRBF OKX LINE Gdn®ondyyal SINUSMIGOIOSANE
ing access to financér small businesses with high outreadthe queton ariseswhether

and when credit guarantee schemes should éstablished. In the followinghe concept of
subsidiaritywill be discussedince it is often used itine literature and by practitioners

¢KS ¢2NR 4 Busidiat®} s EoNdediektc cathivlic social teaching and relies on
the developmentof individual abilities, selfletermination andpersonalresponsibility. Public
agencies should oniyntervene when the possibilities of the individual or the smaller group
are not sufficient In addition, there is duty of the state tengage for the sake adfie indivd-

ual persons Thisprinciple is a centragélement of the ordopoliticaldrdnungspolitisch un-
derstandingof the concept of social market econor@ablerWirtschaftslexikon 2011)Von
NellBreunindg* is criticalof the common interpretation that the community or the state
should only intervene whethere is no other solution t@ state of emergency. In higin-

 NellBreuning provided groundwork for the socigf @& Of A OF f davdzZt RN} 38aAY2 | yy2¢

and furthermore, provided consultancy to the German federal ministries of econonniban development
andfamilies(City of Trier 2011)
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ion, it is a duty of the community to help iteembers and emphasises parallels to thenpri
ciple of proportionality. He statethat the principle of subsidiarity means that when the-pr
vate economy is sufficient to enable existenBmgeinsgestaltung the state is not allowed
to crowd out this privae economy, and if it is sufficient to regulate the private economy to
enable competition, the state haso right to nationalise companie@NellBreuning 1990,
349-370)

When appliedto the provision of public guardees, this principle, in the sense of Nell

Breuning, inplies that public guaranteest K2 dzf R y 20 AGONRGR 2dzié GKSE
commercial banks or the initiative of private borrowgifsthey are able to achieve financial

solutions However, in his terpretation, subsidiarity does not state that the public guara

61SSa akKzdzZ R 2yfeé 0S dz& SeRf nd ather(pyivaté) soldilon iggs 2 F |
sible. In a positive interpretation of this principle, the state mighsumethe duty to enalte

access to credit (finance) and can choose this financial instrument among others.

Independently whether policy makers rely on the principle of subsidiarity or focus oR add
tionality, the problem remains that it is uncertain what would happen if no gasse would

be provided i.e.the problem of counterfactualalwaysexists(Balkenhol 2006, +46). Both

concepts can be used by public agencies to refuse applicatmasag the decisiormaking

processon and increase transaction costs Y 2 NR S Nihg2 2z0 ¢ ORR 8IR2 ¢ SNBE (0 K
receive finance without the guarantee scheme

Since this principle of subsidiarity is said to be a central element oé¢baomicconstiu-
tional order @ h NR Y dzy 3 & LJ2 f thelthedretical bas& for Oning 2 AtRR20 S NJ-f ¢  LJ2 f
cians in Germany, it is fruitful to analyse wila¢ oftenrquoted Walter Euckestated about
public subsidiesEucken(1964)is generally criticabf public subsidiespublic monopolies,
price fixing or prohibiting importsHowever,avoiding these instruments is not sufficient for

a sound economic policy. The state should work towards perfect competitionanpttice
mechanism However, thisloes not emerge onits own. Consequently, in contrast tboth
laisse#fair poligesand direct intervention in the market, he suggests a policy to achieve an
economic constitutional order (©Ordnungspolik) (Eucken 1964, 160Euckensees in the
Sate a central actor to achieve this order, andaohieve thesaims 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 tailoredstoucture an economic order and
not to plan processes withithis the econonic order (Eucken 1964, 18790) In addition,
Euckens extremely criticabf limitations of liabiliyy, and states that limitation offte liability

not only reduces contrabver behaviour but also increases tligiastet of capital. Reducing
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liabilities moreover increases the concentratiohpower of anonymous owners and maga
ers(Eucken 1964, 17274).

What can be derived from this economic thought for the use of public guarantees? Eucken is
generally criticabf public intervention and explicitly criticaif subsidies and reducing the
liabilities of the actorsSincethe public guarantee caneba direct intervention in the pi@

esses within the economlyecausethe government decidewho receives better finance, or
finance at all ordoliberal policy makers should be criticafl the use of public guarantees
However, public intervention could Qastified if the two basic principles are maintainecs.
reducing the power of groups ano structure an economic ordeiPublic intervention via
credit guarantees could be in line with thebasic principless K Sy & dzy i S NYpS K Y S NE
ported who are new competitors that reduce the power of established groups of power

60 a4 dzOK I arhisingag aikh Kokd or the financial intermediaries,riew lenderscan be
supported by the credit guarantee scheme in order to increase competition and break a ol
gopolstic powerof existing banksConsequently, the credit guarantees can reduce power of
groups and help the government to structure the economic order with more competition.

Since Eucken is critiaail the reduction of liability,ordo-liberal policy makersvould be scp-

tical of 100% guarantees angence wouldprefer that at least someisk remains with both

the lender and the borroweri.e. partial guaranteedn addition, fees should be high in order

to reduce the subsidy element of the guarantee. This lveha would be in line with the
LINAYOALX S 2F &ddzoaARAIFINRGE aAyOS KAIK FSSa |
attractiveness for borrowers and lenders that could enable adequate finance without the
public guaranteeThis strategy points to eonflict 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 iswidely discused in the literature on development financélhe famous Bralzi

ian economist Bressd?Pereira is criticabf the Washington Consensubat had replaced
Latin American developmealist strategies(BresseiPereira 2010, 9900) 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 developmen{BresseiPereira 2010, 994), BressetPereirarefers explicitly

to the British, Japanese and German use of such national development ss{Bresser
Pereira 2010, 80)The author discusses not only the centional orthodoxy and olg or
national developmentalism bulsointroduces thednew devebpmentalisng whichis a ra-
tional development strategy for mediwncome countriegBresseiPereira 2010, 994).
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Accordingto the new developmentalismhe state can and must invest in certain strategic
AYRAZZGNASAD ¢KS NRBf S 2dhouldl KeSubaidiary b is ilnpbrtafitA NJY & Q
(BresseiPereira 2010, 95)Hence the principle of subsidiarity is anchored similar to

9 dzO 1 &cyn@naicconstitutional order & h NR y dzy” 3 BresgeiParéira (2040) empha-

sisesexport industries and industries characterised dgvancedtechnolog or knowledge
(BresseiPereira 2010, 107)ndustrial policy, however, should not be confused with peete

tionism andthe government should only support business enterprises that@® ¥ F A OA Sy
Sy2dzaAKé (BeesseéPEreila ROL0, 96,97Hence,a strategy where the government
supportssubsidiailé & dzy (i S Mpull Beris IME with the new developmentalismapr

posed by BressdPereira

Even epresentatives of the World Bank, arstitution that stands; or stood¢ for the Wa$-
ington Consensus, armowadaydess criticabf industrial policy. Within the World Bank Po

icy Research Working Paper, Lin and Mof&§d.0)note that past experiencesfactive eo-
Y2YAO LREAOASE 2F RS@OSt2LIAYy3I O2dzy UNASHQ 3I20¢
jectives. However, they emphasise that in successful economies the state has played an i
portant role in facilitating structural changes and thesnalysehow public intervention
should be doneOne strategys trying to develop new industries that are too advanct
beyond their latent comparative advantagey, too old, which lost comparative advantage.
On the other handthe government can support indusés that are consistent with the
countre Qadent- and developing comparative advantagesuch asn SouthKorea The al-
thors conclude that only the second approach is likely tocead (Lin and Monga 2010,
13,16, 21, 2224). The second approach implies thide investments have to be financially
selfsustainable in the long run. The general conclusion for the instrument of publicrguara
tees could be that the borrower and lendshouldremain with a sigificant fraction of the
riskand hence it should be less likely to guarantee finance thassistainable

BressefPereira(2010)emphasises in hiénew developmentalistha nationaldevelopment
strategy with a moderate role of the state in investing and in industrial pol{Byesser
Pereira 2010, 7809,107) Thisindustrial policyis calledd f A 3K (i A yhihE NIAENG.0 A 2 v €
AA IKG¢ NBTFSNE ( 2e onlKiBvestménkslthatpmresoibe findnglalydss-
tainable in the long runUsingpublic credit guarantee schemes, policy makers can set this
principle ofd £ A 3K G Ay (i & ydISaf iudpeSe of thd s@henieKeverthié outreach

by number and vaime can be modeswVithin the screening process, the guarantor can r
tion applications that are not promising to be financially sustainable in the longmstead

of only providing guarantees to loansquity or mezzanindinance can be guaranteed as
well. High fees and transaction costs within the screening process in combination with a si
nificant inclusion of risk takingy the lender and borrowereduce the attractiveness of the
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credit guarantees and hend@l y 0 S | yf additiofialiti(8r Ndbsiliarity) within the
credit guarantee scheme.

Before closing this sectiomvo statementshave to be made. First, public credit guataes
are usually only one among several tools to conduct intervent@n.examplegrants can be
used alternatelyor in combination with guarantee$n addition, governmerstcan use public
banks thattake the commercial approach to enable a broad access to financial seraiaks
use the credit guarantee scheme to fill a financing gap.

Second, a national developmentrategy might be important. However, in a globalised

world, and the world has always been globalised to a certain degree, the national pevelo

ment strategy and use of public guarantee schemes must be conducted under international
agreement.This is importg & G2 LINBSBSYyd | aNI OS 2F &dzoaAiARA
and political conflictsEspecially, when markets are opersupranational institution should

be envisagegroviding 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

Thefollowing analyss the cooperation betweepublic actors that may contribute with-f

nancial supportand privateactors that may have informational advantage$Vho finally

receives which kind of support depends on who takes the initidtiwé R ¢ K2 daAiAda .
RNA GSNDREOPSAS Fdik2 | adadzySa fSFRSNBKALI 2N 24y SN
FOGAGAGE (26 NREANRKAXE N A RSCVISNE ¢ BIKSHES il KSNE |
several, diverging or contradicting agendas, the exeeuthanagement mapecomeocau-

pied above all withbalancing these interests. This impedes the kind of ownership which is
essential for a dynamic busine@&amer and Nitsch 2010, 1003he question which will be

discussed in this section is: can there be a positive combination of @rdigrivateinitia-

tive?

In section 2.3.3.1 the motives amentres ofconflict will be outlined. In section 2.3.3.2 the
financial supportor guaranteeing institutions will be disssed.
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2.3.4.1 Motives to cooperate andthe resulting conflicts

Private selhelp groupscan cooperate with public agencies that are willing to work with the

guaranteeing institution in order to support borrowetsA 1 K G KS 3I2@BSNYYSy (i Qa

subsidised credit guarantees may be provideith more attractive conditionssuch as lower
fees

Moreover, KS 3J2FSNYYSy i Qa Llthdskléndekslidlcoopetaivhadvouyd A y R dzO

otherwiserefusecooperationbecause they doubt the willingness ahility of the guarante-
ing institutionto paywhen guarantees are callé&tockhausen 1988, 47,4&)lthough cop-
eration with public agenciewill usuallynot significantly increase information, public age
cies may be in a better positido liquidate collateral or proceed against borrowers that are
unwilling to fulfil their obligations. This can be done by involvimg]dingor threatening to
involve, the tax office or embagsin foreign trade finance.

Due to a possiblanformational advantag®f selfhelp groups the government may be Al

ing to support a private credit guarantee scheme, instead of providing guarantees in its own.
{AYyOS Lzt AO 3aSyOASa | NB GKS néybs @sfrictedto 2 F
support private initiative, maintain the principle of subsidiarity or evdan an orthodox n-
terpretation, reduce public intervention as much as possible. As already quoted, Honohan
(2010)emphasses that the resemblance of credit guarantee schemes to matieted inst
tutions may confer an apparent legitimacy in the eyes of the pyblanohan 2010, 2)This
holds especially when there are private shareholdefsRidzOAy 3 &G odzaAy Saa
scheme.

If the government provides finance, the borrowessociations or any representative of self
help grougs have theresponsibilityto push the interest of their members. A common inte

LJ2

al

est may be a reduction of fees transaction costsor to introduce thed © dza A y S &a & LJA N

GKS I aaz2OAl GdadtianQpudiSsdipp@thidaydalso benefit the borrowerass
ciationsthemselfsince with ths support the associations can provide services to theinme
bers. Consegently, private actors may be able to contribute with better information and
business spirit; and on the othdrand, the public agencies can bring financial support and
stricter proceedings in the case of defaults.

However, there are several obstaclesaohieve sucta positivecombination There is the
problem of distributihg internal information to third parties that may be competitors. ise
erally, the more actors included, the more actors can receive this informatioch may
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increase scepticism amongtiowers and lendersTo mitigate this problem, the guararge
ing institution has to provide firewafigr confidentiality But even with effective firewalls,
the general scepticism may remain.

Moreover, the borrower associationsor selthelp groupsmay have interests g@posingthose
of the goverment. For examplethe aim of public agencies may be to increase competition
which is usually not the aim eftablished businesses.

A strategyfor competing institutions that have to share risk and informatiororder to re-
ceive public support mght be to keep the institution small and cooperate oiflyo finance
would be possible without the interventionh& guaranteeing institution may be seen as a
GaLISOALF f LideMiniglenders@Bogive Piibl suport 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 bus
ness on their own without the scheme&hisstrategymay be rational for the lenders and in
line with the aim of the public agenchut it would be against the goals of theelfhelp pii-

vate initiativeof the borrowers.

This informatiorsharing problem and the generally different interests of stakdad may
result intwo different outcomes omissing ownership:

1) The actors may search for compromises or the lowest common denomin&take-
holders may use their veto or refuse cooperatiwwhen a guarantee (or a too large share
of all guarantees) is proded againsbne ofthe actoiQ interests. This politicabr bus-
ness strategy of stakeholdemnreducetl KS A O0OKSYSQa ZTofaSshall2 T
niche of the market As a result, the credit guarantee scheme may be of negligible or
modest outreach

3 dz

2) This missing ownership may on the other hand reguff | -A NSNBRVIP: yhérd 0 A € A G

might be moral hazard since the private actors may believepnldic bail out (beyond
explicit commitments like counteguarantees)since the guaranteeing institutiois d-
ready supported by the government and behavelowing the aim othe governmenal
policy. On the other hand, the government may be blinded by the current benefits of
enabling loansand it may believe that risk sharing is sufficient to control fooral haz-

ard and may oveestimate the ability of private actors to assess the risk of loans. &he r
sult may bea credit guarantee schentiat is exposed tdarge volumes in a risky market,
pushing finance (and hence debt) beyond a sustainable &uwetil the bubble bursts.

All in all, the cooperation of several actors, with fundamentally diverging interest may result

AY SAGKSNI I O2YLINRBYAAS 6AGK t2¢ 2dziNBI OK
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A NNB & LJ2 Thesk prablethgiad beteducedif onS LI NIié aAda Ay GKS |
assumes ownership and responsibility for the schearel the others cooperate

2.3.4.2Financial support to guaranteeing institution sfrom third parties

The ATRand additional actorcan6 S LINSASY (1SR -k 9O &éB8hirdedpdY 2 F
vides an overview of typical actors within credit guarantee schemes and d¢lams and
obligatons.

Figure6¢ KS DdzZ N} VviSSAY 3 LyadAiddziazzy yR LYLRZ2NII
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is the guaranteeing institution (Gl). In accordamath Tablel, wherethe claims and oblar
tions are provided, the Gl has outstanding guarantees (OG) on the right side that are conti
gent liabilities and on théeft side are claims against borrowers (CB) which are contingent
the outstanding guaranteéd For purpose of siplification, any already existing claims
against borrower due tdees andcalled guarantees are not included in this graph. Thegua
anteeing institution invests lonterm real (RA) and financial assets (FA) in the capital market
(CM).The graph emphasisabe financial assets anduppresses bothieal assetsand the
possibility ofthe guaranteeing institutiorto investor depositfinancial assets at the bank.

Insurance companiefC) cand & St f  LINIIlaStars ik the/graphFor example, the

compary can insurehe actors against risk such as fire or other damages. Moreovernfife i
surances or credit insurances can reduce boerowerQ risk, which reduces indirectly the

f SYRSND&a NRa{|1® / 2y aSldzSy i tbétitheigyatad2NNEpEaGE O2 Y LJ
lendeQd NR &1 P | Sy OS> Ay a dzNIdghmarsl foOzeditduayahté&ed. InO Yy N
addition, the insurance company can insure the loan or loan portfolio of the lendetharsd

be a direct competitor ofthe guaranteeing institutionMoreover, insurance companies and

other actorsengaged in the capital markean sell protection for the lender and guarantor

via derivativesOn theother hand, the insurances companies can be business partners of the
guaranteeing institutions since thguaranteeing institution can insure its guarante€sn-

sequently, the insurance companies (and othertpobion selling actors) cabe either con-

petitors or business partners of guaranteeing institutions.

Shareholders, such as the borrowers themselvestdwers and bank associations, lenders,
private companies or the government (directly or indirectly via public agencies) provide the
equity. In addition theseshareholders and other stakeholders may provide further support
such as grants or loans. Conseqtly, they have a claim on the guaranteeing institution.

The governmentan bea shareholder andh stakeholderwithout being shareholderin the

graph the governmenk & NB LINE 28SINYRSWdi ¢abDyR o6& GUKS RSGS
In order to reduce compkity, important public agencies such as the central bank, th@-age

cies which are responsible for financial regulation, the tax offices, the jurisprudence-and i
stitutions within the political process are nekplicitly representedvithin the graph.Since

rating agencies may play an important rolehe regulationof the lender and the guarapot,

these institutions are higlighted in the graph.

The governmentsuallyprovides an explicit guarantee for the obligations of the pubge d
velopment bank whichs included in the graphlhe development banktself canrefinance
the lendersandit can also support the guaranteeing institution withuety, loans or grants.

'*Like inFigurel, broken lines represent contingent claims and liabilities.
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On the other hand it cancompete with theguaranteeingnstitution when it shares risk with
the lender.

The government has generally four methodsdogctly supporting the guaranteeing instit
tion, usually viaa ministry special agencgr the development bank. The first method, as
already stated, is to provide equityfhe second method is t&hare the risk with the guam
teeing institution, for example by providing counter guarantees which ra@mresented
within the graphby a broken line. This risk sharing improwike solvency of the guarange
ing institution. In addition, if the governmenitags quickly or in advance, the liquidity of the
institution isalsoimproved

Thethird methodis supportvia loansfor example provided by development banks. These
loans do not directly improve the solvency of the guaranteeing institution. They rather
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. @ver these gains can
help the institution accumulatequity or reservesand henceindirectly improve solvencyn
contrast to the first two channels, this does not directly affect the governmental budget but
has two drawbackdnvested funds camalwayslose value which would reduce the solvency

of the institution and its ability to repay the loanConsequently, the risk taking of gower
ment is high in order to enable the guaranteeing institution to achieve intespstadgains.
Moreover,if the guaranteing institution invests the money in relativelyfegublic 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 theldeve
opment banks by purchasing these bondSonsequently, there are higinansaction cost
andmanyoutstanding liabilitiesnvolved with this channel

As a forth methodthe government can, instead of taking rigkpvide grants or tax conse
siors. Grants should beonsidered 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 gratitectly improve the liquidity of the gua
anteeing irstitution and in the long run they can help the institution to accumulate reserve
or equity.

In addition to the four methods of direct suppothere are indirect ones.The reputation of
the guaranteeing institution malye increasel by the participation of the governmenthere
can beregulatory orarbitration gains for lenders when they cooperate with the guaramnte
ing institution. Tax reductions or grants can also be provided to other acidren they -
operate with the guaranteeingnstitutions. For example, a lender may receive a grant to
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compensate forts operational expenses, the government may pay fees that the borrower or
lender wouldotherwise have to pay, or shareholders and other stakeholders may not be
obliged to pay taxesn dividends ointerest rates for the equity and loangrovidedto the
institution. Moreover, soft loans to borrowers via lenders, provided by the development
banks, can be made on the condition thhe guaranteeing institution screertise borrower.

2.4 Hypothesis: No magic formula for an optimal credit guarantee scheme

In the last sections, the benefiend drawbacks of any cooperation within thsugmented
Triangular Relationshibave been discusseds a conclusion of the discussiarcentral ly-
pothesisis provided in this sectiomhe hypothesis will baken upin the empirical analysis.
The hypothesis states that it is not possible for any credit guarantee scheme to achieve s
multaneously:

1) relatively low transaction costs,

2) a notabk outreachby number and volume,
3) and a high degree of additionaljty

4) financial selsustainability

Low transaction costs and a notable outreach go together since low transaction gests i
creasethe attractiveness of the schenfer lenders and borrowers, and a higlerdand for
guarantees can indeerksult in a notable outreaclBoth items mayalsogo in line with ¥
nancial seksustainability when the guaranteeing institution guarantees finance that seems
not to be too risky and the lenders would provifleanceanyhow But this is inopposition

to a high degree of additionality. On the other hand, if the institution guarantees loans with
a high degree of additionality, with a lean decisioaking process and consequently low
transaction cost and a high outreach, nodintial seHsustainability can be expected due to
the moral hazard problems.

A high degree of additionality and a financial salistainability may be possible. However,
this combination impés intensive screeningnd closemonitoring efforts of the guantor
within the decisioAmaking process since leavingly a fraction of the riskvith the lender

may not be sufficient to control for moral hazard or an irresponsible provision of loans. This
participation in the decisioimaking processhowever, increass transaction costs which
reduces thed O K S ¥ttBaGisienessand ts outreach.
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If one assumeshat there exists a credit guarantee scheme that fulfils all four items, the
guestion arises whyvould lendersnot step into theprofitable businessthat is financially
seltsustainable and does not depend on public suppdrtis could be explained ®ither
regulation orarbitration gains, or it could be a temporary situation due to an extremely u
developed banking sector.

The hypothesis suggestsat 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 awareiof pos

tive externalities of the finance and may be willing to dimyih the requirement of financial
selfsustaindility 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

2T GKS RS3AINBS 27F NXI dzA NB YiBoddradely Bige (kNS Y82 dNJA |
costsy | GY2RSalé¢ 2dziNBFOKXZI Ga2YScée-sustitialilitys 2y € A

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 i
order to identify workable(and unworkablepasicmodels Although a lot of valuableer
search has been done on credit guarantee schemes, there is no established consistent cat
gorisation in the literature. There are three frequently used categories:itigghrantee
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 clapter discisses these questiorend, moreover, explains two approaches that will be
used in the empirical research. First, chapter 2.5.1 provides an overview and critica-asses
ment of differentiations or categorisationgsedin the literature. Subsequently, a neawn-
ership and decisiomakingbased approacho differentiation will be presented in chapter
2.5.2. In section 2.8, a newcomplementary relationshipased approach will be explained.

2.5.1 Basic models and differentiation in the literature

Before analysing common categories in the literatuitee main characteristics of credit
guarantee schemes will be discussBombo Gonzalez, Sanchezd Sobrino(2007)provide
43 characteristics of credit guartee schemesn their questionnaire(Pombo Gonzalez,
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Sanchez and Sobrino 2007, 1P®) Based on this studythe contribution ofLevitsky and
Prasad(1987)and the discussionfahe relationshig in the ATR the followingdistils five
groups of characteristics that describe credit guarantee schemes:

1) Schemes can vary with respect to the genesbjectives of the schemeA single
scheme may have mar(gven contadictory) aims. Indeed, it is important whether
the scheme is a (public) temporary measure to stabilise the econamaytaol to al-
dressits structural problemsThe target group can vary with respect to company size,
region and sector. The scheme migha bdirected towards exporting enterprises- i
Y20 0ADS SYGSNLINRASAE 0dadzy i SNY IHcOSEID = Sy
and Medium sized enterpriséMSME$2 NJ I & dzLJLI2 NI F2NJ G 6 A NI Sé
instead of being directed towards a targetogp (and hence be exclusive) the
scheme can be neaxclusive and open to all enterprisée schemes vary whether
they should support the borrowers, their associations, the lendershmuld make
profit for its shareholders. Consequently, it is importamtdiscriminate whether the
scheme is supposed to be financial siftainable, have a high degree of additibna
ity, a high outreach and whether transactions costs for participants are toebe r
duced.

2) Shemes can vary with respect to ownership and the participation of actors within
the Augmented Triangular Relationshighareholders can be public, private or there
can be a mix of public and private shareholders (pylicate cooperation).There
can beactors that are not shareholders of the guaranteeing institution but dominate
0§KS ONBRAG 3Fdzr N yidSS aOKSYS |yR Oley 0SS C
guently, there are variables that indicate the influence/power of the actors (such as
sharesformalv2 G Ay 3 L2 GSNJ 2NJ 6KS a0OKSYSQa FTAYIl yO

3) Schemes can vary with respect to the decisiaking process. There are variables
that describe thescreening processvho is screened by whom, when and how. For
example, the borrower can be screened b {61 before the lending decision only
after the default occus. 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 obligation@nd rights to conduct action for each party. Indeed, not all
actors have to be formal partiesf the contracts For example, there are variables
that describe the fees (or commissions), the percentage ofstisking, the debte-
covery, the monitoring, te event of default and the procedures in the case ef d
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
(selfysustainability or gen profitability of the Gl, the additionality, and the impact on
the financing conditions for borrowers.

Characteristics of the groudsto 3 describe the general setting of the scheme: What is the
purpose (1) that is wanted to be achieved by whom (2) haw (3).Characteristicef group

4 also @scribe how to achieve the aimsowever, they focus on the formal guaranteeneo
tract. Characteristicef group5 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 systemati@ssification 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 wita fixed fund, however, the Brazilian credit guarantee fund
6Cdzy R2 RS | Wbulfl befa guararte® programme according to Herr€alvoand

Pombo Gonzale£2001) since it is managed by a state operated developtnagency
(Green 2003, v,118). Another study describes this same Brazilian scheme as a privately
funded and managed partial guarantee fugigeck, Klapper and Mendoza 2010, 13,23)

In the following, some approachés group credit guarantee schemésund in literaturewill
be described.

In her UNIDO study, Gre¢R003)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, 1-22). mutual guarantee associations, formed by patial borrowers with
limited access to bank loans; publicly operated national schemes, run either by an sdmini
trative unit of the government or by a legally separated credit guarantee organisation; co
porate schemes, where banks, chambers and the entnegues themselves are sharekel

ers of a guaranteeing institutiorschemes that arise from international -operation, where

a local organisation cooperates with international organisati@msl schemes operated by
Non-Governmental OrganisatioNGQ. Theg major types can further be subdivided-a
cording to operational mechanisms. The author differentiates between the selecfive a
proach where the decisiemaking process is based on a chyecase analysis, the portfolio
approach where lenders are accreditadd entitled to attach guarantees to loans within an
eligible category without prior consultation of the guaran{@reen 2003, 33)and the in-
termediary approach where a Gl provides a guarantee for an intermethatyreceives a
loan and lends the money to a target group.
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As already mentioned, schemeredrequently differentiated between credit guaranteegr
grammes funds and societies. This approach was formalisetHégrero Calvoand Pombo
Gonzélez(2001) in their often cited, almost 1,000 page broad empirical and theoretical
study. Likewise, the authors admit that there are many hybrid foriNgvertheless they
provide basic general modglslerrero Calvo and Pombo Gonzéalez 2001630

1) Credit Guarantee Programmes are usually managed by public agencies. Firencial r
sources can be limited and renewable, coming from government and public agencies.
The decisions are delegat to the lender andchormallythere is no contact between
the public agency and the borrower.

2) Credit Guarantee Funds with (public and/or private) financial resources thatnare li
ited by amount and time. The fund can provide chyecase guarantees or pddiio
guarantees.

3) Credit Guarantee Societies/Corporations provide individual (bgssase) guana-
tees having a direct contact with the borrower. Societies are furthermore subdivided
into

o Mutual Societies with the borrowers as shareholders;

o Corporate Sociges 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 PorGlmmzalezthe authorsno longer diffe-

entiate whether a scheme is a fund or nfRombo Gonzalez, Sdnchez and Sobrino 2007)
GKSANI aiddzReé G/ 2y OSLJidzlt O2yiNAROGdziA2Y & | YR
0SYakaOKSYSaé¢ (KSbewdsyK2 NE YRERNE NBY dLJdioai 3 Ok LIdz
ANI YYS 3ANRdzLXE FYyR | aYl 22NRAXNS0 &INK O X1 BK IINER SzLI
GYdzidzZh f aOKSYS O6YIFI22NARGE o0dzaAySaa LI NILAOALIN
AGe FAYLFIYOALFT BuSdding bipldid wiyifin@sAdisitppiedr 23/ a)category in

their new approaci{Pombo Gonzalez, Sanchez and Sobrino 2007, 108°110)

YLyRSSR: (KSeée adGlrdsS GKFEG AG A& al OtayauengricemiNRiNg (2 dza
classification/identification bguarantee systems/schemes adldK S Of  AaAFAOlI GA 2y 2F O2YLJ
Cdzy Raé¢ 2yf e 0SSOl dz{PmhbiGenalet, Sdchdl larfd SEEO7F2d)y R a

63



Within the empirical study on credit guarantee systems in Latin America, conducted by the
Inter-American Development Bank (IADB), Llisterri, Manueco, Lopez and Tal{@e06x
point to two basic models: the credit guamtee funds fondo de avgl and societiessp-
ciedades de garantjdLlisterri, et al. 2006, 4)They cite Herrer€alvoand PomboGonzalez
(2001)and use similar definitionddowever,unlike Pombo Gonzalez, Sanchaad Sobrino
(2007)who skip the funds, they skip the programmes.

All'in all, he approach to differentiate between credit guarantee programmes, societies and

funds may be usettequently in literature however categories are defined differently and

in comparing the results of different studiegth the different categorisationsisingsimilar

terms may resulin confusion As stated by Schmidt and Zeitindé©84)and discussed in
previoussectiors, a credit guarantee scheme is somewhat similaatansurance compay

and a bank. The financial structure of institutionalised guaranteeing institutions in the form

of an associations or societiés the same as the structure of a fund since thg/ & G A (1 dzil A 2 v
ySi aasSida &sSNISMoredverlthe godiyads AsRoSiatioh dmygiR bepsu

ported by public agencies through a public credit guarantee programme. In this case, the
credit guaranteescheme could be interpreted as a programme, a fund or an association.
Consequently, the approach to differentiate credit guarantee schemes into funds, pr
grammes or societies has fundamental problems and is inconsislérs G SNX & i< F dzy Ré
Sheé¢ RARI ¥ YISE ratheK I dzéeR to describe features of credit guarantee
schemes and not be used as categories of differentiation.

The statements of Krahnen and Schmi@994) Schmidt and Zeitingg1984) are indeed
clarifying.However, for empirical research, a less abstrggpraach is needed. dn Sto&-
hausen(1988)provides a promising approach which is tailoteccredit guarantee schemes
for small famers (in developing countrieshs the first stepron Stockhausedifferentiates
by individual guarantees, public guarantees and collective guarar{téeskhausen 1988,
10-14). The autlor states that:

1) Individual guarantees are regarded as personal secuyigied he does not focus on
these guarantees.

2) Public guarantees can be funded or unfunded where a specific credit guarantee fund
is simplya promiseby the government to cover the guentee. Moreover, there can
be public trustee cred#which are public funded loans (directed credits) whereby the
credit institutions are not liable butnly channel the loans.
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3) Collective guarantees are guarantees in whehny creditworthy individuals arel-
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 thegprev
lence of guarantotender or guarator-borrower relationshipgStockhausen 1988, 13b).
within a guarantotborrower scheme the guaranteeing institution itself investigates the bo
NE 6 SNDa O NBrReach casddliekns wfSaiigaigroup as wells financial criteria
whereas the guarantelender scheme is an arrangement between the guarantor and lender
with the borrower not directly included in the decisionaking process. The guarantor
lender scheme is directed to support the lending institutiemdulfil their banking duties to

a specific target group.

With respect to collective guaranteegpn Stockhausedoes not differentiate between ke
rower-guarantor and lendeguarantor schemes, since he refers to collectivities formed by
borrowers only.In a second step, the authdntroduces dwo-stagg ONB RA G 3 dzF NJ
schemesof several (mutual) credit guarantee associations and a joint counter guarantee
FdzyR® ! 3a20AFGA2ya OFy ©0S FTAYlIYOSR oén- 1KS Y.
tee fund carbe financed by public agenciéStockhausen 1988, 13,14;38).

The concept of guarantdsorrower and guarantetender schemes will be further developed

in the relationshipbase approach which will be described in the section 2.5.3. However, an
approach that is based on thmvnership and tle decisioamaking proceswvill be presented
first.

2.5.2 The ownership and decision -making approach to differentiation

This sectionpresentsan ownership and decisiemaking approach (the ODM approadb)
differentiation whichusesquantitative variablesonly. The purpose of thispproach is to
create a tool for empirical research that enables a relatively fast differentiation withesut r
quiring a deep analysis of treedit guaranteescheme. In empirical research, this approach
might be used in surveys of a large number of scheanedternatively asthe first step of a
deeper analysisThis approach contains a basic and a detailed version.

Thebasicdifferentiation hastwo dimensions. Therst dimension A is the ownershipnd it
differentiates intopublic schemeg$Al), schemeswith cooperation of public and privateca
tors (A2) and private schemes (A3). iAtludes shemes where private actors consult the

public actors and schemes with private actossimandataries. A2 includes not only a ge
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sible public participationinthe Q& SljdzA G & odzi Ff a2 lye& FAYlIyO)
support. Although there is always indirect public influence such as special regulation, a
scheme is considered to be totally private (A3l actors are private and there is no direct

support fom public agenciegnstitutions, like some chambersyhere membership and fees

are obligatory by lavare considered apublic agencieslue to obligatory membership and
publicduties of the agencies (seection 2.3.1)

The second dimension B reljesmilar to the approach of Gre€B003)and von Stockhausen
(1988) on the decisiommaking process for each guarantdedifferentiateswhether the Gl

has to approve every guamtee ex anteand screens each borrowdB1, the casdy-case
approach)or on the contrary,the lender is not required to obtain approval of the Gl for
every guarange (B2the portfolio-approach). Hence,in B2the Gl does not screethe indi-
vidual borrowerand only the lender decides whether each loan is guaranteed and provided
¢ or not. As a result, there are six basic models of credit guarantee schemes thateare pr
sented inthe following table.

Table3 The Basic ODMp@roach toDifferentiation and RsultingBasicModels

Decisionmaking process foan indiu-

dual guarantee

B1) Casdy-case B2) Portfolio
approach approach

Al) Public Guarantee
Schemes

A2) Public Private
Cooperation Basic ModeB Basic Modek

Ownership

A3 Private Guarantee
Schemes Basic Modeb Basic Modeb

Own elaboration

In thefollowing, the basic models will be further differentiatedsing the notation of section
2.5.1, he dimension A i§ased onvariables ofgroup 2, the dimensionB isbased onvari-
ables ofgroup 3. Although variables offroup4 are importantithe ODM approach does ho
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focus on these variablebecause it is not feasible to detettte necessaryletails for an en-
piricalanalysis of many schemes.

The six basic models of credit guarantee schemes that are presentéabla 3 are high-
lighted in the following table that illustrates the detailed ODM approach to differentiation.
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Table4 The detailed ODM Approach to Differentiation

Decisionmaking process for an individual guarantee
B1) Caséyy-case approachThe lender is required B2) Portfolio approachThe
to obtain an approval of the GI. The Gl screens tff | lender is not required to obtain
S individualapprovat bythe GI.
individual borrower.
B1.1)The Gl uses its B1.2)The Gl relies on
own information beyond| it KS o6 y1 Qa
an application form.
Al) Public Guarantee
Schemes
Al.1)Unfunded Guara-
tee: Individual calbn a
guarantee does affect the
budget.
A12) Funded Guarantee:
Individualcall on a guana
tee does not affect the
budget.
Al.2.) State is explicitly
liable for all guarantees.
Al12.2) State is not expd
itly liable for all guara-
tees.
A2) PublicPrivate Cop-
eration
o | A2.1) Government takes
5 | explicit risk
g A2.1.1)- Unfunded:Indi-
= | vidualcall on a guarantee
O | affects the public budget.
A2.1.1.) State is explicitly
liable for all guarantees.
A21.1.2) State is not g-
plicitly liable for all guana
tees.
A2.1.2 - Funded:ndivid-
ual call on a guarantee
does not affect the public
budget.
A2.1.2.) State is explicitly
liable for all guarantees.
A2.1.2.2 State is not g-
plicitly liable for all guana
tees.
A2.2) Government does
not take explicit risk.
A3) Private Guarantee Basic Model 5 Basic Model 6
Schemes

Own elaboration
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Because public budget plannisggnificantlyinfluences the behaviour of public actors, the
impact of credit guarantee schemes on the public budgets is considered througtefitsth
dimension (ownership)As explained in section 223.the government has two methods to
take precautions. The first is tnly plan expenditures in future budgets which would imply
that guarantees are unfundesince guarantees are only a promise to pay aadnoney was
pledged The second method involves fundjivghere the government pledges money (into a
fund or special agency) before calls on guarantees occur

Consequently, pblic schemes (Al) are differentiated further whether the guaranteenis u
fundedandeach call on a guarantee necessarily affects theeturpublic budget of the @

riod when the guarantee is callegh1.1) or the guarantee is fundednd a call ona guaran-

tee deesnormallynot affect the current public budgdil1.2. The approach does not diife
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 whethecrtuit
guaranteescheme is a twdevel scheme or not. In addition, this approach does not account
for the leverageratio (e.g. the relation between the volume of outstanding guarantees and
funded means). This introduces a drawback: a funded scheme migkt$uch a high leve
F3S NYadAz2z GKFG AG O2dzZ R 0S O2YyaAARSNBR |y alf

Snce the pledged amount might be exceeded by the liabilities,approach furthediffer-
entiates whether the government is explicitly liable for all prded funded guarantees
(A1.2.9 or not (A1.2.2Y".

The focus ofthe further differentiation of A2is on the way the government supports the
credit guarantee scheme. Various possilsiepport channels were discussed in section
2.3.4.2. The approach differeates between schemes whetbe government takes some
explicit risk(A2.1)or not (A2.2). Governmestcan take explicit risk in many forms. For e
ample, there could be public countguarantees or similar risgharing mechanismsMore-
over, beyond a riskhaing mechanism with the Gihe government can take risky provd-

ing soft loans to the GI. In addition, equity is another form of taking risk. Parallel to the di
ferentiation in Al, A2.1 is further differentiated as to whether each calaguarantee &
fects the public budget (A2.1.1) or not (A.2.1.2). Likewitsere is a differentiation whether

Y This differentiation seems to be redundant since governmeshibuld alwaysbe liable for public guarantees
(hence A1.2.2 should not exist). However, governmeah establish and finance a limited company of civil law
whose shares are owned completely by public agencies. Ttpemtion can provide the guarantees thatrea
not be considered private guarantees. Since it is a limited compghayovernment is not eplicitly 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 medeséction
2.3.3).
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a government is liable for all guarantees resulting from the-stskring mechanism (A2.1.1.1
and A2.1.2.1) or not (A2.1.1.2 and A2.1.2.2).

Without explicitlytakingrisk (A2.2), the government can support the private guaranteeing
institution with either technical support or financial support such as grants, tax relef,
paymenttowardsfees that borrowers would have to pay. What is important is that the-go
ernment does not take explicit risk.

Private schemegA3) are not further differentiated in this approach since there is only little
empirical evidencen them Important private guaranteedor which there is plentyf ev-
dence are credit derivatives and some insurance products. However, they are thatfo-
cus of this research.

The second dimension (Bivestigateghe decisionmaking process of the Gl and velsobe
further differentiated This dimension is importarsince information asymmetries do exist
They are not only one of theentral causes of creditationing, they can provoke moral lza
ard problems within theBasic Triangular Relationshifo differentiate whether the guara-
tee scheme can reduce the informam asymmetriedetween borrowers and lendey the
category B1 is further differentiatedn B1.1the GI screens the individual borrower directly
and uses its own formation sourcesin B1.2the Glreliesmainly on the lende® informa-
tion. This include schemes where the guarantor receives an application form from the
lender with aggregated information on the borrowdthisimplies that there is no direct o
tact between the borrowernd the guarantorso that the lattercannot reducethe informa-
tion agymmetries(B1.2)

It would be interesting to differentiate between the coverage of tfpgarantee contract
Indeed,one incentive to reduce the moral hazard problem is a contract desigerein the
lender continues to rein a significant fraction of theefaultrisk.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 providesly a partial guarantee, the risk exposure of the lender

is not clear. Although theehder demandsthe guarantee, the borrowemight be able to
provide ollateral. If the financial results frohiquidation are not equally shared (% of gua
antee) between guarantor and lender, the lender can cover the risk (that is not covered by
the credita dzF NI y 1SS & OK S Y $tkeé colBtdrhl. Nheyeiors, $hé peentade of
the guaranteecontract does not providecomplete information of the distribution of risk
between guarantor and lendeln addition, it is not only the coverage of the lossest mat-

ters but also the questionwhen the guarantor has to pay, ameho takes the risk tgpay the
operational costs. Since this is difficult to discover in research, the ODM approach does not
include the risksharing dimension.
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Sometimesa Gl provide different guarantee products or receives different public support
for its different guaranteesin these cases, the scheme has to be split infeedint (sub)
guarantee schemes @o 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 ot@mplementarydifferentiation, the relationship
based approach to differentiationyhich needsa deeperqualitative analysis of the scheme.
As already discussed in section 2.2, a @1 relationshiprequiresrepeated interactios ¢
suchas inrelationship bankintf. Thisrelationshipbasedapproachis based on thédeas of
von Stockhause(.988)who differentiateswith respect to collective guaranteEsthere are
borrower-guarantor schemes, where the borrower is screened by the a@d lender
guarantor schemgwhere the Gl does not screen the borrower. Unlike the approach of von
Stockhausen, this appach isvalid for all credit guarantee schemdsferentiating whether
there is a longerm relationshipbetween the actors or not.

In thisapproachthere arefour basicschemes¢ KSNBE ' NB A0 | Ny Qa € Sy3il
guarantor has longerm relationships with neither the lender nor the borrowéFigure?), ii)
borrower-guarantor schemes, where thguaranta has a longerm relationship with the

borrower (Figure8) , iii) lenderguarantor schemes wherghe guarantor has a lontgrm

relationship with thelender (Figure9), and finallyiv) governmentguarantorschemes where

the guarantor has a longerm relationship withthe government(Figurel0).

8 A lender (or a guarantoryvhich provides (or guarantees) a loigrm loan only once without repeated inte
actions would not establish a lonterm relationshipin this sense, evenhbugh both parties are somewhat
connectedfor a long time
' The authordifferentiates by individual guarantees, public guarantees and collective guarafBéeskhausen
1988, 1014)(see section 2.5.1).
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These four basischemesare based on the framework of the ART. Different to the six basic
models in the ODM approachhis approach allows combinations. For examfie, goven-
ment mayintend to build alenderguarantor scheméo conduct public policy, and hende

iIs agovernment-guarantor schemat the same time.

Obviously, credit guarantee schemes can vary over time. For example, within the institution
0dzAf RAY3 LINRPOSaad aFNRY aONI O0KE | aOKSYS Oly
other countries. By time, heever, 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 atdx6¢ matrix with two dimensionsand 24 different types of credit guarantee
schemes. The merger of the two approaches willdiszussed irthe conclusionnly. Pr-
mary, the ODMandthe relationshipbased approach will be usexparatelywithin the em-
pirical €ctions.
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3 Empirical evidence I surveys

Thisempirical researctiocuses on the two case illustratiomd GermanGuarantee Banks
section4.1, and Braziln Credit Guarantee Societjesection4.2. However, lefore analysing

the schemes in Germarand Brazijlthis part sets the international stage of credit guarantee
schemes. &ction 3.1 provides an overviewf schemes worldwide. This includes mini case
studies of guarantee schemes for small business finandapan, South Korea and the USA,
and other guarantee schemes that are not specialised in guaranteeing small business f
nance. In section 3.2, there is an overviekschemes in Europe and Latin America.

The ODM approach is useldroughout the analysisTre relationshipbased approacls used
for the schemes in Brazil and Germany, and partially in the mini case stlldesguestion
whether there is a magic formula to buitdedit guarantee schemes will also Hescussed
throughout the analysisAn exchangeaate table is attached in the appendix.

3.1 Worldwide overview and digression to North America and Asia

A worldwideoverview ofcredit guarantee schemes is provided in an almost 1,000 page long
study conducted byHerrero Calvo and Pombo Gonzal@901)who describe schemes in
almost 70 countriesThiswasfollowed by a further study bifombo Gonzélez, Sanchezd
Sobrino(2007) In addition there is a study conduet byBeck, Klapper and Mendoz2010)

who analyse 76 schemeBn this publication the authors provide little descriptive infora

tion and focus on quantitative aggregated results ofitiseirvey.

Providing aroverview d schemes worldwide is beyond the scope of this section. However,
reviewingthe literature suggestdwo conclusions. First, credit guarantee schemes are used
in many countries in all continents, be thdeveloping or developed. Second, credit came

tee schemes for small business finance have the higbestachin Asia.Thesefindings are
shownin Figurell in whichthe ratios of outstandingyuarantees to GDP are compareith
Europe, Asia, the Middle Eakgtin AmericaNorth Americaand Africa
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Figurell OutstandingGuaranteeValue to National GDP Worldwitbefore 2001 ih %9
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Figurell illustrates that guaranteeschemes are relatively important in East ASMth the
exceptions of Japaand SouthKoreg however,the quantitative macroeconomic relevance

of these analysed seimes is modestThis general picture is confirmed in the more recent
study of Beck, Klapper and Mendo£3010) The authors state that the ratio of total ou
standing guarantees to GDP is @&6rldwide and 4.7 in AsiéBeck, Klapper and Mendoza
2010, 13)However, thesdigures are only a rough indicator for tlhuse 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 sectiordiscusseshe risksharing schemes of theederal National Mortgage Association

(Fannie Mae)the Federal Home Loan Mortgage Corporation (Freddie Mad}the Amei-

can Internaional Group Inc. (K5) These schemesare not specialisedn small businessi+f

nance Nevertheless, this discussiearvesto highlightthe potential outreach ofisk-sharing
schemesandK2 ¢ & 0KSYSa Oly 32 highhREBSHARFREr- BOBYY G
kets. These institutions were thamong themost prominent cases of bankruptcies in the

financial crisis.

Figurel2 ATR of Fannie Mae and Freddie Mac
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Borrower Fannie Mae Lender
Associations || Freddie Mac [ | Associations
Borrower Lender

Own Elaboration
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Fannie Mae and Freddie Mac charivate shareholders and werealled dgovernment
sponsored enterprisés(GSE}pince they weresupportedfinanciallyby the governmentand
used to conduct economic poligffhe Financial Crisis Inquiry Commission 2011, A8)
thoughborrower associatims andlenderassociations did not (to my knowledge) participate
directly in the guarantee schemthese associationare not removed from théATRbecause
public policy is always subject to lobbyism.

The original business model was to purchase mortgageshold them. Snce the 1970s
these GSEs started to pool and sellghans together with a guarantee of timely payment
of interest and principalvhich effectively turned them into guarantee schesn&he institi-
tions received cheap refinance from thevgonment and cheap finance from the capital
markets due to an implicit government guarantee bail them out if necessaryndeed, tls
implicit guarantee was substantiategiith a public bailout via tax reliefin the 1980s. Moe-
over, reguldors allowed a leverage ratio higher than for other financial institutio(Bhe
Financial Crisis Inquiry Commission 2011, 39,40)

The outreach of the schersavasimpressve. In 2007 both institutionstogetherowned and
guaranteedUsS DollarlyS$ 5,300bn. of mortgagesin December 2007, Fannie Mae reported
that its capital of US$4 bn. stood against potential losses 0S$ 87%n. of assets and US$
2.2 trillion of guarantees on mortgageacked securities. Moreover, Fannie Mae repd
that it would be insolvent if losses exceedt#t rate of 1.45%. Similarly, Freddy Mae-r
ported that it would be insolvent if its losses would excdet% of the potential loss€3he
Financial Crisis Inquiry Comsian 2011, 30812) Consequently, the high leverage ratio
resulted in a risk ofnsolvencyfor even moderate default ratesAnally, both institutions
were taken over by the US governmer@overnment provided finance a§S$ 151bn. by
2010.The totaldirect cost of bailout cannot be quafigd yet.

The Financial Crisis Inquiry Commisgiadl1)concluded that the business models as- pr
vate, publicly taded and profimaking entitiesthat received financial suppond an in-
plicit guarantee by the governmerand that were mandated tdulfil a public mission (to
support American homebuyers) was fundamentally flawbd.addition to the bailout in
2007,a study in the year 2005estimated that more than half of the flic benefits accrued

to private shareholders and not to homebuyegfBhe Financial Crisis Inquiry Commission
2011, 3842,323)

With respect to the hypothesis in 2.4, the case clearly showsthwe was a high dveach,
relatively low transaction costsut no financial se dza G Ay 0 Af AG&@d ¢KS
support American home buyers on a large scale wasutg sell andguarantee loan port-
lios with an implicit public counteguarantee andurther public support However,insuffi-
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cient reservesguch as equity or provision) wetaken Thissetup had le@dl 12 | - G 22 A Y i
A NNE & LJ2 v Aikflatédta bublle in theknbuding markehat affected¥ 2 NJ 0 KS & 2 NI
financial system

The next case is theaisk taking (or protection selling)f the insurance company\merican
International Group Inc. (Al®) the credit default swap market

Figurel3 ATR of AIG Financial Products

Government
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acsaumtons 1 Financial —  assonamons
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Borrower Lender

Own elaboration

AIG and its subsidiary AIG Finan&laducts were private enterpriseshere AlGexplicity
guaranted its unit. Similarto Fannie Mae and Freddy Mac, (to my knowledgejrowers
associations andender associations did not directly participate in the scheme. However,
both actors areagainnot removed from theATRbecause public policy (for example the
regulation of financial products) is always subject to lobbyism.

Since the 1980s, AIG was the largest US American insurance compalngdaad AAA Ita

ing. As an insuranceompany,it wassubject toprudentregulation However, the regulation

fori KS O2YLJ y& Qa &dzoa A Rwas WaakerTheBubsidiarny ag Bekddin  t NP |
the USA butconducted most operations in Londonvhere it became a major ovethe-

counter derivative dealer. @S were attractive forpurchasers such as banks, because they
reduced the amount of regulatory capital from 8% to 1.6%.the other hand, the CDS seller

was not required taaccumulate provisioner equity. Insteadthe CDS sellers could agree to
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provide collateral if the value of underlying assets decreasesl not when the riskaking

was agreed but later when a default was seen to be more liketleed, AIG was able tc-a
cumulate half a trilliolJS$position on the ovethe-counter market without beig required
to post onesingledollar of initial collateral or making any provision for less'he company
charged fees obnly 0.12%(The Financial Crisis Inquiry Commission 20111429

In August 2008, AIG had provide US$ 3.8n. to its subsidiary, and protection buyers were
demanding US$ 2@n. to increase the collateral due to a diminished value of the securities.
However, Al@nly had liquidity of up to 3% 4bn. in revolving credit facilities and up to US$

13 bn. in cash. Sincat 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, aftel-the co
lapse of Lehman Brotherdhe negotiations with private actors failed and it was unclear
whether AIG wasgt 2 dza ( ¢ or iksbiert.ljndBed? AIG made a loss of US$ 88.3n the

year 2008. Since no private solution was found and AIG was judged to be too big to fail, the
US geernment rescued the company with US$ 188. (The Financial Crisis Inquiry
Commission 2011, 34353)

The Financial Crisis Inquiry Commisg@®11)a ¢ I § Sa G Kl & y wdulD tese &0 | v | NIz
fected other companies because of the US$ 2.7 trillion -¢lescounter derivatives portfolio

with an US$ onetrillion exposire to 12 large counterpartiegThe Financial Crisis Inquiry
Commission 2011, 348yhecommission concludes that because of sweeping deregulation,

the company was able to sell enormous amounts of CDSs witlroutdinginitial collateral

or setting aside capital reserves. This opportunity resulted in a failure of corporatergover
anceand its risk management practises by engaging in regulatory arbitrage:

GLF GKSe& o0GKS /5{a0 KIR 0SSy NB3IdzZ I SR | :
required to maintain adequate capital reserves, would not have been able to enter

into contractsrequiring the posting of collateral, and would not have been able to
providedefault protection to speculators; thus AIG would have been prevented from

actingA y & dzOK | (Wife &ihadcial\Ckisis yhGuiECommisgionl, 353)

Allinal,B G K OFasSa OFy AYRSSR 085S -MNNFSANLINGSIHASRA AL ¢
regulators did not fulfil their obligation and let th@ivate and publi@ctors behave in a too

risky mamer by allowing high leverage ratsoWith respect to the hypothesis in section 2.4,

the scheme show a high outreach but no financial sslfstainability.The mortgage financ

ersare examplesof public interventionvia public private partnerships since both institutions

had private shareholderbut were used for public policilence, there is evidence for avgo
ernmentguarantor schemeAlG is an examplef regulatory arbitragesince AlG was notf
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quired to accumulate reserves but its guarantees reduced the capital requirementsdsf len
ers. Both schemes seem to beenderguarantorschemes within theelationshipbasedap-
proach More researchwould be requiredto precisely discuss the informaticvailable to
the guarantorsandto conduct the ODM approach.

3.1.2 Important schemes in the USA, Japa and South Korea

This section provides a brief illustratioar mini case studiegf important schemes irthe
USAJapanand South KoreaThe guaranteeing institution in the USte Small Business
Administration(SBA)n cooperation with the Small Business Development Centoesghly
equalsthe agency irBrazilthat isthe driving force to create a national system of local credit
guarariee societiesthe Brazilian Service of Support for Micro and Small Enterp(iSes
BRAEY. Schemes iapan and South Korea will be analysed because of their notable ou
reach and becausdhe predecessors of German Guarantee Banks were reference models
when the predecessors dapanese CredBuarantee Corporations (JCG@s)ye built. Qrer
time, the banking systems and the guaranteghemes evolved differentlyHencethe anay-
sisis promisingto improve the understanding of credit guarantee schemesheir current
form and their dynamics

The firstexample is the guaranteeing activiof the US American central governmetat
support small business financeHence, the public scheme is a governmguoarantor
scheme.A national credit guarantee systefior small businessewas established with the
creation of the SBA in 1953In 1954 the SBA started to provide technical and financisd a
sistanceg(US Small Business Administration 2010a)

©ln Portuguesef SNIBA 2 . Nl aAf SANRB RS ! Ll2A2 ta aAONR S tSljdsSyl
% The predecessor of this public agency was the Reconstruction Fi@orperation (foundedn 1932) that
had the aim to enable finance of large and snaiinesseshat were hurt by the great depressiqiS Small
Business Adminisition 2010a)In addition, one should note that the SBA is not the only guaranteeingunstit
tion in the USA. There are initiatives arate level and federal ministries provide guarantees for finance of
larger investments. For example, the companyeh applied for credit guarantees in the USA and Germany to
finance biofueplants(Wust 2008)
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Figurel4 ATR of the US Small Business Administration
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Borrower Lender
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Borrower Lender

Own elaboration

The credit guaranteecheme is a national scheme backed by the federal government. Local
governments usually do not participate in the risk of the scheme but local businesstcomm
nity centres cooperate with the SBA pgovidingtechnical assistance and preparing apglic
tions for the guarantees. Lender associations are not excluded fronAfifiebecausethese
actors usually influence public polidgorrower associations indeed play a role in the scheme
although they are noaformal party in the risksharing.

The SBA sees itseds an agency of the federal government with tf@lowing mission
statement:

G¢CKS YAaarzy 2F (KS o{o {Y .dzaAySaa |
GKS ylIidA2yQa SO2y2Ye o6& Syl Aya GKS Sail
andby@ aAadAy3da Ay (KS SO2y2Y AO NE QsBealE 27

Business Administration 2010b, 8)

To fulfil its mission, the SBAes several methods likdirected loans,credit guarantees and
grants, andhas special programmdsr minorities, veterans and borrowers in reg®that

82



faced disaster. TheNBS RA G 3Idzt NI yiSS LINR I NF provies gantiad | 0 [ 2
guaranteesfor loans of up to US$ . ¢ KS { . ! OF f t & {flagahip pd-ONP I NI
gramme (Ginsburg 2010, 11)

In addition, the SBAas guaranteed theefinance of Small Business Investment Companies
(SBIC) since 1958. SB#Ds similar to venture capitabr private equityfunds SBICare |-
censed and redated by the SBA and provide finance to small busieessly (US Small
Business Administration 2010&)igurel5 describeghe SBIC guarantee scheme, whereby
BIC provides finance ®mall and Medium sized enterprises (SMEH) itself acting as the
borrower within the BsicTriangularRelationship

Figurel5 ATR of the US SBIC Programme
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SME Lender
Associations S BA Associations

SMEs SBIC Lender

Own elaboration

The total portfolio of outstanding guarante@sasUS$ 62on. in FY 2009 and US$ bd. in FY
2010(US Small Business Administration 20X35), The following table shows the approvals
in the period 2006L0.

ZEgeKS ylrYS 02vyS8Sa FTNBY aS8S00GAz2y To6b0o 2F GKS {YIlff . dza’

loans to American smallusinesses. The SBA itself does not make loans, but rather guarantees a portion of

f2Fyad YIRS YR | RYAYAA&(SNBR (UsSBmalBusiveSsMtniristration 3fIR A y 3 A y &
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TableSApproval2 ¥ G KS { . ! Q& @iod2006c2@ESa Ay (GKS t

Financiabssistancepprovedin FY FY 2006 FY 2007 FY 2008 FY 2009 FY 2010
In US$ m

7(a) Regular by volume $14,528 $14,292 $12,671 $9,191 $12,407
7(a) Regulaby number 97,291 99,606 69,434 41,289 47,000
averagevolume $0.149 $0.143 $0.182 $0.223 $0.264
SBIC by volume $477 $759 $1,030 $788 $2,047
(gross financing invested in small busiresss

SBIC by number 2,121 2,057 1,905 1,481 1,331
(of small businessfinanced)

average volume $0.225 $0.369 $0.541 $0.532 $1.538

Ownelaboration;source US Small Business Administrat{@10b, 7) US Small Business Admirastr
tion (2009, 7)

Table5 shows thatthe average guarantee volumaf 7(a) guaranteess well below the céi

ing of US$ 2 mit also showshat2y | @SNI S G KS igof highet dlurhd NIi A OA

than that of the &7 (a¥ guarantees

In December 200%here weree  dba. outstandingcommercial and industrial loans the

USA(Board of Governors of the Federal Reserve System 201#e#fre, SBAZ 2 dzi a Gl Y RA

guarantees representroughly ®6 of commercial and industrial banking loans in a financial

system wherethe capital market plays a large rolelence,unlike Fannie May and Freddie
Mac, the { . ! gQadtitative importanceis modestwithin the USfinancial systemThe SBA
encourages startips to apply for the guaranteeand the lendes have to declare thatthe
loans would not have been provided without KS { . ! Q &. Héhdel itNchnybé Saffed
that the principle of subsidiarity is anchorédo the scheme, andhat the scheme is tailored
G261 NRa a dzolilSaifaddiny Gadhetherthe SBA indeed fulfilthis aim lies
beyond the scope of this briefection Neverthelessthe SBA's showpieces damousand
appealingd dzy G S NJ/ Gisshugy(R2B810) states that Apple Computers, Fkeral Express,
American Online anthtel Corporationareamongti KS { . L/ Q& &adberod@e a
Nike Shoes Company and Microsoft Corporatiom said tchave beersupportedby the SBA
(Herrero Calvo and Pombo Gonzalez 2001,.195)

The question of financial sedustainability can only bériefly discussed in this digression
since insufficient information is at handNeverthelessjt is known that the SBA receives
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grants and finance from the budget to fulfil its mission. The default fawfsthe 7(a) po-

gramme varied between 1.5% and 2.5% in the period ZD0&nd continuously increased to

almost 6% in 201QUS Small Business Administration 2010b, B@nce, these numbera-i
RAOFGS GKIFG GKS { . !-A NWSa Ly2yia AMOOKE SR ilgebue @itk yo@ES2 AR/
extraordinarily higiF 2 NJ G4 KS T A y | y O 8nd thdoveraltipyitstshdiddSakam&eNE =
volume idimited.

With respect to the ODM approach, the SBA can be interpreted as a Gl with pledged money
since itreceives grants and loans from the budget. Hence, each call on guarantee does not
affect the budget and the SBA should be in row Al.2 of table 2.1. Probably A1.2.1 is true
(Government is explicitly liable for all guarantees) since the SBA is a publiy agenever,

no documents were found thatrove this assumptior\Vith respect to the decisiomaking
processthe SBAuses the casdy-case approachut reliesprimarily2 y G KS o6 lay 1 Qa A
tion on the individual borrower and on thepplication form (colum B.1.3. The SBA coope

ates with several public and private agencies that consult small businesses in geheral
yond finance. There are for example, the Small Business Development Centers, the "Cou
selors to America's Small Business" association witrertftan 12,000 volunteers, U.Sx-E

port Assistance Centeend Women's Business Centers. Indeed, the interview at the SBA's
lllinoisDistrict Office in Chicago brought to light that this cooperation between the SBA and
the consultants is frequently used WitA y G KS  { -miakihg prdReSghiedian25p)
However, cooperation and consultancy is not a requirement for a guarawéé.respect to

the risk-sharing the SBA usuallyrovides partial guarantees. Al all, thed7(ad program of

the SBA is dbasic model one.

2 A0K NBaLISOG G2 GKS {. L/ {KSmdlbusinessdiatanek y i SS a
According toGreen (2003) this would be theintermediary approach(see section 2.5.1)

Within the ODM aproach the SBIC programmie of basic model onef the SBIC is combi

ered the borrower within the scheme. Alternatively, it can be considered aublieprivate

partnership where the private SBICs provide finance tgsease and the SBA guarantees

0KS { . L/ aHenc&Bi3 df yasiomdetipee.

A deeper analysiss required to conducthe relationshipbased differentiation.Nevertre-
less,the focus on finance that would not be possible without the guarantee, siprfinance
and temporary assistance to regions in emergencies suggestuthallythere is no long
term relationship between the SBA and the borrower. \Wez the SBA and the lenderse
tablish such a relationshipould not be clarified Hence, it is not cleawhetherthe scheme is

*The SBA guarantees the loana waythat the bank receivedie right to sell the loan in the credit evente.
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.
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aguarantoff SY RS NJ 2 NJ | N3cteeme.For $hg SBIGKprogramimg, Ghe SBA bsta
lishes a longerm relationshipwith the SBICs (which are regulated b tSBA). These SBICs
provide venture capital which suggests that there are logmgn relationshifs between the
SBIC and the borrowers. However, further research is needed to verify this impression

The following discussafie Japanessystem ofcredit guaantee schemesin 1936 repre-
sentatives of the Industrial Bank of Japasited credit guarantee schemes in Germaayd
decided to establislsimilar schemes Japan Indeed, the scheme is said to be inspired by
the German experiencéHerrero Calvo and Pombo Gonzéalez 2001, 449, Damilano 2008,
219) Damilang2008)reports that the first institution was built in Tokyo in cooperation with
the metropolitan government, several financial institutions and many orrowers atEnts.
After World War 11, 49 public guaranteeing institutions were baiilalocal levé on the ini-
tiative of a national public agency femall businessin the 1990s, Wwenthe Japanese ecn
omy and banks faced structural changegluding a credit crunch, the schemes received
additional public funding and started to widen their range of operatioimcluding guam
tees for bonds or collateralized loan obligations. In 2002, a special programme was intr
duced for SMEs in difficulfpamilano 2008, 21218)

Today, the scheme consists of 52 qanofit public credit guarantee corporationsf public
law that operate onthe municipal level providing guarantséor small business financég-
ure 16 showsthe ATRof Japanese Credit Guarantee Corporatiof8GQs

Figurel6 ATR of Japanese Credit Guarantee Corporations

National
and Local
Governments

Borrower Lender

Associations J CGCS Associations

Borrower Lender

Own elaboration
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The regional JCGCs usualhgrate only in their municipalitylhe local municipalities created

a losssubsidy system that indicasean explicit liability of the municipalities for the JCGCs.
Moreover, Damilanq2008)states that the public nature of the JCGCs has always assured
unconditional support of the Statén addition tothe supportof their respective municipal

ties, there isa national system of secorer institutions. For examplethe national Jap-

nese Finance Corporatighares the risk with the JCGCs via credit insuranattake over

70% and 90% dhe JCGC3isk (Damilano 2008, 219,226 ence, the scheme of JCGCs is a
governmentguarantor schemébasicscheme 4)

Althoughthe schemes weréounded in cooperation with Japanese chambers and other pr
vate associagons, the private initiative is of less imgance. Te only indication of private
AYAGALFOGADGS INBE FAYLFYOALE O2yiNRodziAzya 27
G2 GKS W/ D/ &aQ hich @dsignifidartiyi|&s$§ than elntutions of local
governments(National Federation of Credit Guarantee Corporations 2010, D&jnilano
(2008)concludes that the indirect mutual nature is negligible because the borrower associ
tions are not involved in the management anbeir financial contribution is limited
(Damilano 2008, 219)

Herrero Calvo and Pombo Gértez clarify that the JCGCs use the chgecase approach
within the decisioAmaking process and receive a portfetiounter guarante¢Herrero Calvo
and Pombo Gonzalez 2001, 45The JCGCs analyse each requeshcluding an interview
and visit to the borrowerBefore, 2001, all guarantees were 100%.

The general ainof the JCGds to improve prosperity of enterprises and to promote strong
regional economic development. In the annual reports of the national fdaerastartup
finance is not mentioned and there is no indication that JCGCs should only suppa# ente
prises that would not receive a loan without the guarani{@ational Federation of Credit
Guarantee Corporations 2010)Yhis indicates that the scheme is not only tailored to
Gdzy § SNYSKYSNEtood dzli (12 G éANLSE

With respect to the fulfilment of the aim, the outreach and financial-saBtainability will be
analysed. The systems the largest credit guarantee scheme femall business finance by
outreachin the world Herrero Calvoand PomboGonzéalezalculate that these guarantees
represent 7.86% of Japanese G@ferrero Calvo and Pombo Gonzéalez 2001, .4HKi)ts
2010annual report, the National Federation of Credit Guarantee Corporai{i@d$0)calai-

flriSa GKIG G4KS aDdzZ NI yiSS dzasS NI GSé¢ o0AdSo

guarantees and the number of all S§)Evaried between 35.3% and 45.3% in the period
200009 (National Federation of Credit Guarantee Corporations 201Q, Ihfged, the ot
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standing numbers and volumes (calculated in Euro with the exchange rat®@89) are
impressive:

Figurel7 Outstanding Guarantees of Japanese Credit Guarantee Corporations
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Ownelaboration; sourcelNational Federation of Credit Guarantee Corporati@®0, 16)

In comparisorto the European schemes, it has to be noted that the ceilingredit guaran-

tees isJapanese Yer¥) 400m. (€ 3.6 m. in 2010) and¢ 450m. (€ 4 m. in 2010)when bonds
are to be guaranteedThis ceiling is much higher théme ceilingsfor the members of the
European Association of Mutual Guarantee Societies (AECM), howleweverage &lue of

guarantees is not fundamentally highefsee section 3.2.1.2)The average alue of out-

standing guaranteg varied between € 67.000 ad € 94.000 in the period 1999009

(National Federation of Credit Guarantee Corporations 2010, 14)

For the years 2000 until 2009, the relation of payments to the outstanding guaranteed varie
between 2.34% anB8.80% by volume and between 2.28% and 3.17% by number ofrguara
tees. Since the credit guarantee fees (in 2009) vary between 0.5% andnd.&¥ancial sel
sustainability can be expectedlloreover, Damilang2008) reports that defaults reached
10% inthe 1990s when the Japanese economy entered a long period of depresiiosolve

the problem, a special guarantee fund was created and funded by public agébam@dano
2008,216,217,239)

Hence the Japanesschemes are public-private partnershig. However private participation
is smallandtheir status as institutions of public law indicates that it is the government that
88



arida Ay (K WithiR M aDMBfpraacha ti Ifingt dimension is A2.1.2. Witle+
aLISOG G2 GKS t20Ft 328SNYYSyidaQ SELX AOAD
However there are indications that municipalities are explicitly liable for all guarantees pr
vided since there are lossompensation mechanisms and the JCGSs are public agencies
(A2.1.2.1) The iterature suggestssuch as discussed by Herr&€alvoand PombaGonzales
(2001) that the second dimension issually B1.1. With respect tosk-sharing the JGCpro-

vided guarantees of 100%efore 2001 and later introduced a sharingtbe risk with the
lenders(National Federation of Credit Guarantee Corporations 2010C&)sequentlythe
Japanes CGedit Guarantee Corporations are a scheme of bamdelthree.

Conductng the relationshipbased approach requires a deeper analysis. Howarelysis of
the literature reveas the followingimpression

The Japanese mainbangd 8 4 i SY A& S S¥T | MBI GNVBEEKA LA E
first, the main banks praate relationshipbanking with thér clients Secondthere are rea-
tionships between the main bank and other creditors ahuid, there is usually a relatie
ship between these partieand the government. Tis nexus of elationshigs is established
with large and small enterpriséblam 2004, 2, Aoki, Patrik and Shead 19944 Although
Japanese banks praaticelationshipbanking, the relationship isot exclusive Indeed there
were no universal banks in Japan betwadiorld War lland 1993(Cameron 1995, 17The
USAmericans successfuligtroduced aseparate banking sysin in Japan which remained
until the 1980s.Duringthis period banking business was separated fréhe security and
insurance businegs. There were specialeposit bank and other institutions for thérust
business Especially important for small busiee financewas a separationbetween long-
term and shoriterm finance(Hall 1993, 8a.71) Consequentlyin the first decades after the
JCGQ3oundation, there was alongterm relationshipbetween banks and borrowetsut it
was notexclusive and banks did not vethe whole range of informatiomvailablelike uni-
versal banks

Larger JCGCs have exclusive relationshiggs many banks, howevetheyconcentrate their
activities ononly afew banks(Damilano 2008, 2467 his indicates thathere is a strong rek-
tionship between public agencies, the JCGCs and lenderthat the scheme is a lender
guarantor, guarantogovernment schemdgschemes 3 and 4 in the relationsthpsed @-
proad).

The relationship between borrowers and guarantors is less cldevertheless, lere are
some indicationsof a longterm relationship:the JCGE£ use the casbky-case approach.
Moreover, the impressive outreach with a guarantee use rate varying between 35.3% and
45.3% in the period ZID-09 indicates that borrowers might have repeatederactions with
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the JCGSs. However, more reseandduld haveto 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 remais anopen questionin this brief analysis. However, the scheme shamsigh
outreachbut without financial sellsustainability

There arefour approaches to explain the high outreach of JC@Ksh can be derived from
the historical analysisFirst,the municipalities andhe central government were willing to
usethe JCGCas a business promotinglseme from the beginningSecond, there was a
form of relationship banking but it was less exclusive #ralbanksdid not havethe full
range of information on the borrower like universal bankkird, for a long time there was
an interest rate cap for girt- and longterm finance(Kerstien 1994, 154 Consequently, it
can be assumed that JCG@mt charged feeswere a tool to avoid credit rationing due to
low interest rates.Fourth, once established, the JCGGantinued to beused as a public
business support scheme after the financial market had been liberaléch enableduni-
versalbanking and higher interest rates.

Thethird examplein this sectionis the South Korean system. ése can seein Figurell, the
South Korean credit guarantee schenags importantin terms ofoutreach. Rover£2008b)
reports tha there are 18 guaranteeing institutions. 16 municipal schemes are of rather
modest outreach and will not be discussed. More important are the Korea CHODIJ
(previously called the Korea Credit Guate®e Fund and the Korea Technology Credit Gua
antee Fund KIBQ (previously called Kote¢Rovera 2008b, 187,188 he followingrelies
largely on the study conducted by Rovéza08b)

Both guaranteeing institutionsra public agencies of the central governmgenontrolled
directly by the ministries and indirectly by parliaméRovera 2008b, 188,189Hence, they
are both governmenguarantor schemegbasicscheme 4)Banks are obligedy lawto con-
tribute to the fund. Borrower associations sometimes voluntarily provide contributions to
the scheme However,this source of finance is negligib{Rovera 2008b, 196,197Bor-
rower- and lender associations are not excluded from AERbecause there is always lopb
ism.
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Figurel8 ATR of South KoreaODITandKIBO

Central
Government

Borrower | | Kodit | Lender
Associations Kibo Associations
Borrower Lender

Own elaboration

The objective oKODITA & (G2 aO2y (NRO6dziS G2 GKS {a9&88Q 3INR
of the financialiy’ R dz& (KOETE2010, 9PN the other handKIBA & YA &dadA 2% A& ad
ute to the national economy by providing credit guaranteesfdcilitate financing for new
technologybased enterprises while promoting the growth of technologically strong Small

FYR aSRAdzY 9y (SNLINAA&Sa o (KBO 2006)This/aBparg@nflyyirid dzZNBE 0 ©
cates that the fird A& GFAf 2NBR (2 &dzZLlILR NI dG6ANISE GKE
Gdzy G SNYSKYSNED® . 20K Llzot A O 4ied Qugrdntedrd inikJS NI (0 S
tions. They charge fees from borroweand receive yearly financial contributions from the
govenment. In addition, they receive compulsory contributions from bari¥ext to the

structural policy goalsthe guaranteeing institutions were used as a tool of pubtability

policyduring both the Asian and the current worldwide ess

Borrowers arescreened cas®y-case and have to pay subsidised fees that vary between

0.7% and 2%fahe guarantee volumeKODIThas 85 branches and 2,177 employees and
KIBOhas50 branches with 975 employe€Bovera 2008b, 189,20206, KODIT 2010, 31)
KIBOfocuseson new technologypased enteprises andalso KODITprovided almost 26% of

its guarantee volume to stadzL) FAYF YOS YR Hw: (02 &/ SNIATFA
2009(KODIT 2010, 15¢onsequently)KODITalsod dzLJLJ2 NI1 & & dzy 0 SNY SKYSNE |
G2 0SS GFAf2NBR (2 tcanidgdiaidiied for bathddh&rieshthat nsagfy®@S > A
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