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Annotation
This paper evaluates the effectiveness of various financial support mechanisms 

available  to  small  businesses  and  startups,  including  government  grants,  credit 
guarantee  schemes,  microfinance,  venture  capital,  and  crowdfunding.  Drawing  on 
empirical evidence from a range of developing and advanced economies, the study 
examines how these instruments affect firm survival, growth, and job creation. The 
analysis  highlights  that  while  targeted  and  well-designed  support  programs  can 
significantly  improve  access  to  finance  and  firm  outcomes,  weaknesses  in 
implementation, information asymmetries, and misaligned incentives often undermine 
their potential. Policy recommendations emphasize better targeting, complementary 
non-financial support, and robust monitoring and evaluation frameworks.
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 Introduction
Small and medium-sized enterprises (SMEs) and startups play a central role in 

economic development, employment creation, and innovation. Nonetheless, limited 
access to appropriate finance remains a pervasive barrier to their growth and survival, 
particularly in low-income and emerging economies. Financial support mechanisms—
ranging from public credit guarantees to private venture capital—seek to bridge this 
financing gap. The central question addressed in this paper is: How effective are these 
mechanisms in improving SME and startup outcomes?

This  paper  assesses  the  effectiveness  of  five  commonly  used  support 
mechanisms: (1) government grants and subsidized loans; (2) credit guarantee schemes; 
(3) microfinance institutions (MFIs); (4) venture capital (VC) and angel investment; 
and (5) crowdfunding. For each mechanism, the paper reviews theoretical rationale, 
summarizes  empirical  evidence  on impact,  and identifies  key design features  that 
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enhance or weaken effectiveness. Where possible, the analysis cites rigorous impact 
evaluations and cross-country studies to provide evidence-based conclusions.

Main Body
Government Grants and Subsidized Loans
Government grants and subsidized loan programs are intended to lower the cost 

of capital  for  nascent  firms and promote sectors deemed socially or  economically 
important. Theoretically, grants can alleviate financing constraints without increasing 
leverage, while subsidized loans reduce borrowing costs. Empirical evaluations show 
mixed results. A randomized evaluation of a grant program in Tunisia (Bruhn & Love, 
2014) found that targeted grants led to increased investment and firm growth among 
beneficiaries, but effects on long-term survival were modest. Similarly, evidence from 
OECD  countries  indicates  that  grants  work  best  when  combined  with  business 
development services and clear performance metrics.

However, poorly targeted subsidies can produce market distortions by keeping 
non-viable firms afloat and creating fiscal burdens. Selection bias—whereby more 
capable firms are likelier  to receive grants—also complicates causal  inference.  To 
maximize  effectiveness,  governments  should  use  transparent  selection  criteria, 
time-bound support, and link subsidies to measurable outcomes.

Credit Guarantee Schemes (CGS)
 Credit guarantee schemes aim to mitigate lender risk by partially covering 

default  losses,  thereby encouraging banks to extend loans to SMEs. CGS are 
popular in many countries, with varying designs: partial guarantees, portfolio 
guarantees, and layered guarantees involving multilateral actors. Meta-analyses 
(e.g., Beck, Klapper, & Mendoza, 2010) show that CGS increase loan approval 
rates and loan sizes for SMEs, with stronger effects where guarantee coverage is 
substantial and complemented by bank capacity building.

Yet,  CGS  effectiveness  depends  on  prudent  pricing,  risk  management,  and 
governance.  Moral  hazard—where  banks  lower  due  diligence  knowing  losses  are 
shared—can  lead  to  increased  default  rates.  Well-designed  CGS  incorporate 
co-financing, performance-based fees, and periodic reviews to mitigate moral hazard. 
Case studies from Korea and Japan demonstrate that CGS significantly expanded SME 
lending during periods of credit tightening, but also required strong oversight to avoid 
fiscal strain.
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 Microfinance Institutions (MFIs)
Microfinance  targets  very  small  enterprises  and  entrepreneurs  who  lack 

collateral. Early enthusiasm was based on high repayment rates and empowerment 
effects, particularly among women. However, rigorous impact evaluations present a 
nuanced picture. Randomized controlled trials in India and Morocco (Banerjee et al., 
2015; Crépon et al., 2015) found that microcredit increased business investment and 
entrepreneurship activity,  yet  effects  on household income and long-term business 
growth were limited and heterogeneous.

Key success factors include flexibility in loan terms, integration with savings 
products, and the provision of financial literacy. Additionally, linking microfinance with 
market  access  initiatives  and  value  chain  integration  improves  outcomes. 
Overindebtedness  risks  and  predatory  lending  practices  underscore  the  need  for 
consumer protection and transparent pricing in microfinance sectors.

Venture Capital, Angel Investment, and Equity Financing
Equity  financing  through  venture  capital  and  angel  investors  is  critical  for 

high-growth startups with scalable business models. Beyond capital, VC often provides 
managerial  expertise,  networks,  and  follow-on  funding.  Empirical  studies  show 
positive effects of VC on firm innovation, employment growth, and export performance 
(Kortum & Lerner, 2000; Davila, Foster, & Gupta, 2003). Countries with active VC 
ecosystems—such as the United States, Israel, and increasingly some Asian economies
—benefit from dynamic startup sectors.

Barriers to VC effectiveness in many emerging markets include shallow exit 
markets,  weak  corporate  governance,  and  limited  deal  flow.  Policy  measures  that 
catalyze  VC include  matching  funds,  tax  incentives  for  investors,  and  regulatory 
reforms to strengthen capital  markets.  Publicly sponsored VC funds can crowd in 
private investment if structured with clear governance, limited state intervention, and 
performance-based incentives.

Crowdfunding and Fintech-based Alternatives
Crowdfunding  has  emerged  as  a  democratized  source  of  finance,  enabling 

entrepreneurs to raise equity or debt directly from a broad pool of individuals. Equity 
crowdfunding,  reward-based  platforms,  and  peer-to-peer  (P2P)  lending  offer 
alternatives where traditional finance is unavailable. Studies indicate that crowdfunding 
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can  be  particularly  effective  for  creative  industries,  social  enterprises,  and  niche 
consumer products (Agrawal, Catalini, & Goldfarb, 2015).

However,  crowdfunding platforms vary in  regulatory oversight  and investor 
protection. Success often depends on campaign design, social networks, and marketing. 
Fintech innovations also include digital credit scoring and supply chain finance, which 
expand access for SMEs but raise concerns over data privacy and algorithmic bias. 
Effective  policy  frameworks  should  balance  innovation  promotion  with  consumer 
safeguards.

Complementary Measures: Non-financial Support and Market Access
Financial support alone is seldom sufficient. Non-financial assistance—such as 

business training, mentorship, legal advisory, and market linkage services—amplifies 
the impact of funding. A randomized evaluation in Mexico (Bruhn et al., 2016) found 
that  when  grants  were  paired  with  managerial  training,  firms  exhibited  higher 
productivity and survival rates compared to grants alone.

Access to markets, procurement opportunities, and integration into value chains 
are also pivotal. Policies that improve the business environment, reduce regulatory 
burdens, and enhance infrastructure indirectly increase the returns to financial support 
programs.

Monitoring, Evaluation, and Evidence-based Design
Sustainable impact requires robust monitoring and evaluation (M&E) systems. 

Many programs lack rigorous impact assessment, leading to persistence of ineffective 
schemes.  Governments  and  donors  should  prioritize  randomized  controlled  trials 
(RCTs), difference-in-differences, and regression discontinuity designs where feasible 
to ascertain causal impacts. Evidence from rigorous evaluations has reshaped policy: 
for example, targeted grants with performance metrics have been scaled up where 
proven effective. 

Conclusion and Policy Recommendations
The evidence reviewed indicates that financial support mechanisms can be 

effective in improving access to finance and enhancing SMEs' and startups' outcomes, 
but success hinges on design, targeting, and complementary services. Key policy 
recommendations include:
1. Target support to firms with growth potential and use transparent selection criteria 
to avoid rent-seeking.
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2. Combine financial assistance with non-financial services such as training and 
market linkage.
3. Design credit guarantee schemes with risk-sharing and strong governance to limit 
moral hazard.
4. Encourage private sector participation in VC and crowdfunding through incentives 
and clear regulation.
5. Invest in financial infrastructure, credit reporting, and digital platforms to lower 
transaction costs and improve information symmetry.
6. Implement rigorous M&E frameworks to guide scaling and reorientation of 
programs based on evidence.

Ultimately, policymakers must view financial support mechanisms as part of a 
broader  ecosystem  that  includes  institutions,  markets,  and  skills.  Well-designed 
interventions  that  address  both  financing  and  capacity  constraints  can  catalyze 
entrepreneurship, foster innovation, and contribute to inclusive economic growth.
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