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The Significance and Challenges of Credit
Guarantee Schemes in SME Finance:
A Comprehensive Literature Review

Rika Nakagawa

The purpose of this study is twofold: to examine how existing theoretical
literature in economics has addressed the role of credit guarantee schemes in
financing small and medium-sized enterprises (SMEs), and to discuss the
challenges inherent in such schemes.

The literature has repeatedly noted that SMEs encounter considerable diffi-
culties in securing external finance. The major obstacles are their limited
credibility, short business histories, insufficient collateral, and related con-
straints. From the perspective of financial institutions, it is difficult to obtain
reliable information on borrowers due to the limited disclosure practices of
SMEs. Consequently, financial institutions are often unable to assess whether
lending to SMEs is worthwhile. This situation exemplifies the problem of
information asymmetry between lenders and borrowers. The information gap
between financial institutions and SMEs is substantial, and as a result, financial
institutions tend to be reluctant to extend credit to SMEs.

The problem of information asymmetry in financial markets gives rise to
market failure, meaning that resources are not allocated efficiently within the
economy. To address this, economic theory acknowledges the legitimacy of
government intervention in the loan market. Existing studies identify three
principal measures to correct such market failure: credit guarantees, govern-
ment lending, and interest subsidies. Whereas government lending and interest
subsidies constitute direct intervention in the loan market, credit guarantee

schemes function by supplementing the market mechanism, thereby encourag-
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ing financial institutions to supply credit to SMEs. This study addresses
theoretical debates concerning the validity of credit guarantee systems.

Furthermore, the credit guarantee scheme has benefits to the economy.
Scholars have emphasized three principal advantages: risk transfer and diversi-
fication, cost reduction, and financial system stability. By reallocating risks
that would otherwise be borne by banks, credit guarantee institutions enable
risk sharing between the banking sector and guarantee agencies. Moreover,
they contribute to cost reduction in the collection of information on SMEs for
screening, in loan recovery, and in other related processes. Importantly, credit
guarantee institutions enhance the stability of the financial system by absorb-
ing the risks associated with SME financing.

Nevertheless, several issues remain to be resolved. While the literature
acknowledges the advantages of credit guarantees, concerns persist that such
schemes may distort the functioning of the market mechanism. First, credit
guarantees can generate moral hazard among banks, as they do not necessarily
bear the full risk of SME lending. When an SME defaults, the guarantee orga-
nization repays the loan on behalf of the borrower. Second, it is difficult for
credit guarantee institutions to anticipate and calculate all expenses ex ante,
given the inherent unpredictability of costs. In order for the credit guarantee

system to function effectively, these challenges need to be properly addressed.
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