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Introduction

This report is part of a series of studies on enterprise finance undertaken in Sub-Saharan Africa under the
auspices of the multi-donor Regional Program for Enterprise Development (RPED) which is coordinated by the
Division on Private Sector Development and Economics in the Africa Technical Department of the World Bank.
Previous enterprise finance studies were carried out in Ghana (Cuevas et al. (1993); Fafchamps (1994)) and Kenya
(Fafchamps et al. (1994)).

Economic liberalization has opened new opportunities in Africa. Whether these opportunities translate into
faster growth rates and higher standards of living for Africans depends on the ability of African economies to take
advantage of them. Short of enlarging their export base, African economies will continue to be governed by the
vagaries of commodity prices. Many had hoped that structural adjustment would set up the stage for rapid growth in
non-traditional exports, and particularly for increased industrial competitiveness. Ten years after the first structural
adjustment programs were initiated, Africa still has to demonstrate it caesstully export manufactured products.

One of the key objectives of the present study is to ascertain whether imperéss @ credit is a major cause for
Africa's lackluster performance in manufacturing. It complements other studies on industrial technology (e.g., Teitel
and Thoumi (1994)) and manufacturing exports (e.g., Biggs €t984)) and is accompanied by in depth analysis of
panels of 200 manufacturing firms in seven Sub-Saharan African countries.

Over the month of August 1994, we conducted detailed interviews with a sample of 57 Zimbabwean firms.
Two third of these firms were selected randomly from a larger panel of 200 firms belonging to four manufacturing
sectors perceived to have high export potential: textile and garment; food processing; wood products; and metal
products. The last third is composed of wholesale and retail firms in Harare. The interviews covered many aspects
of enterprise finance and complemented the extensive information already collected during the RPED panel survey.
Qualitative aspects liaive to finance, investment, and cash flow management were discussed in detail. In addition,
conversation were also held with high level bank staff representing various categories of financial institutions. To gain
a better perspective on the difficulties encountered by black-owned firms, we also interviewed a few small to medium
size African businesses.

The information collected, properly analyzed and compared with evidence from other countries, permits an
accurate assessment of the problems various categories of firms face in accessing external finance, raising sufficient
funds for investment, and managing liquidity shocks. It also helps identify policy actions that can remedy some of the
observed imperfections and facilitate financial intermediation. We are deeply aware of the limitations involved in
doing case studies and in working with a sample of limited size. A larger panel study has uncovered a series of
empirical regularities regarding enterprise finance in Zimbabwe, but has left many of them unexplained (Bade and
Gunning (1994)). To uncover plausible explanations, an in depth analysis of specific cases was required. Only such
an approach could provide the richness of information required to understand the processes at work. The case study
approach thus can be seen as an indispensable complement to a larger data collection exercise and its result can only
be interpreted in conjunction with results from the panel data.

The report is organized as follows. In chapter 1, we provide background information on Zimbabwe, its
economic structure, and its recent history. In chapter 2 we review a large body of theoretical and &tapatiocd
in search for concepts applicable to enterprise finance in a developing country setting. We organize some of these
concepts around the theme of contract enforcement and show how it subsumes many information asymmetries and
transaction costs. The financial sector of Zimbabwe is briefly described in chapter 3. Financial instruments and legal
institutions are discussed and titdtude of financial institutions scrutinized. Chapter 4 focuses on the pattern of
enterprise finance in Zimbabwe. Differences among firms in access and cost of various forms of credit are reviewed
in detail. Firm size and ethnicity are shown to play an important rolecess to external finance. Enforcement
problems and information asymmetries are examined in chapter 5. Results indicate that credit transactions are more
flexible than often believed and that enforcement concerns are central to the credit screening process. They also
demonstrate that Zimbabwe benefits from the existence of several overlapping reputation mechanisms that sanction
contract performance. Firm growth and investment are reviewed in chapter 6. Credit constraints affect firm
performance in two ways: by restricting their capacity to expand, and by limiting their ability to survive liquidity
shocks. We synthesize our results at the end of chapter 6 by constructing a typology of firms and assessing their
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potential for growth and expansion. Policy implications are presented in chapter 7. Detailed policy prescriptions are
derived for various categories of firms. A special emphasis is put on the promotion of indigenous enterprises.



Chapter 1. The Economic Situation

Section 1. Overview of the Economy

Zimbabwe has one of the most advanced and diversified economies in sub-Saharan AfricataRgpsap
domestic product (GDP) in 1990 was nearly $2,000 (purchasing power parity equivalent), sixth highest in sub-Saharan
Africa. Zimbabwe's manufacturing sector accounted for 26% of GDP in 1990, a level comparable to that in South
Africa and substantially higher than in most other African countries. Other industrial activities, particularly mining,
also contribute a substantial share of GDP (14 percent in 1990), while agriculture accounted for only 13 percent of GDP
in 1990. The manufacturing sector is quite diversified in Zimbabwe, producing @fudifferent products (Riddell
(1988)). The main subsectors include food proceg@@gercent of manufacturing value added in 1988), metals and
metal product$20 percent), textiles and clothing (18 percent), chemicals and pharmaceuticals (16 percent), and
beverages and tobacco (10 percent) (RPED (1993)).

Trade is key to Zimbabwe's economy. Most exports are primary commodities, while manufactured goods
accounted for 32 percent of the value of merchandise exports in 1992. Metal products are the largest manufactured
export, followed by textiles and clothing, foodstuffs, and chemicals and pharmaceuticals. The structure of the economy
is highly dualistic. Most of the larger firms are owned by whites, while black entrepreneurs primarily own
microenterprises employing fewer than 10 people (Daniels (1994)). Less than one third of the labor force is employed
in the formal sector (commercial agriculture, industry, government, trade and commerce, education, health and
finance), with most of the remainder employed in agricultural activities in the Communal Areas (RPED (1993)).
Incomes are substantially higher in the urban and formal sectors than in the rural and informal sectors. Income
distribution in Zimbabwe is among the most unequal in Africa.

The population of Zimbabwe is relatively well educated and healthy compared to other sub-Saharan African
countries. Overall, 82 percent of the population is literate (Barclays (1994)) reflecting the strides that have been made
in improving education since independence. Health indicators have also risen substantially as a result of better
education, immunization, provision of safe drinking water and other measures.itionatdts industrial and human
capital base, Zimbabwe has a solid infrastructural base. It has an extensive road networdilaay aystem
connecting the major cities to ports in South Africa anddobique. Electricity and telecommunications are widely
available in the major cities, but much less in rural areas.

Section 2. Historical Background

Many of the present features of Zimbabwe's economy are rooted in its colonial past. Much of the nation's
development was driven by the agriculture and mining sectors during the early colonial period. The manufacturing
base began to develop rapidly during World War I, as foreign supplies of manufactured goods became unavailable and
external demand increased (Wield (1981)). Following the Unilateral Declaration of Independence (UDI) in 1965 and
the imposition of sanctions by Britain, the Smith government pursued a policy of impaitusisbsand direct control
of most aspects of economic activity, including trade, foreign exchange, prices, wages, interest rates, investment and
repatriation of profits. Foreign exchange, credit and investment policies sought to avoid duplication by preventing
competition with established firms. These policies contributed to the advantages of established white owned firms and
to the high degree of concentration in Zimbabwe's industry. Despite significant diversification and growth during the
early UDI period, the economic gap between blacks and whites increased and the bonds among white businesses
strengthened. Many present firm owners and managers recall the "siege mentality" of that period, when they were
forced to cooperate with their competitors in sharing raw materials or equipment because of limited availability of
imports and foreign exchange allocations. Firms learned to make do with aging equipment or by sharing scarce
imported capital equipment or inputs. Nevertheless, the scarcity of such items contributed to the decline in
manufacturing output, which fell 14 percent between 1975 and 1979 (Stoneman and Davies (1981)).

After independence in 1980, the socialist government of Prime Minister Mugabe continued many of the
economic policies of the Smith government. Though Mugabe's social objectives were very different from those of
Smith, the heavy government controls and inward orientation were seen as useful tools for achieving rapid growth with
greater equity. Zimbabwe's economic performance during the 1980s was disappointing after the strong post-war
recovery in 1980 and 1981. Gross investment peaked in 1981 raatheel at or below 20 percent@DP for the rest
of the decade. In addition, government accounted for an increasing share of the investment, crowding out private
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investment because of limited foreign investment and domestic savings. Exports also declined after 1981. Although
weather and commodity price conditions were major factors contributing to the ups and downs of the economy, they
do not explain the slow average growth or the low investment or export levels achieved after 1981.

By the end of the decade, the government recognized that the extensive system of controls it used to regulate
the economy was constraining its ability to realize its growth potential. Since most investments require imported
capital equipment, spare parts and often imported raw materials, foreign exchange controls were a severe constraint
on investment and production. Interest rate restrictions and increasing inflation led to negative real interest rates
during much of the decade, limiting the ability of the financial system to mobilize savings and allocate capital
efficiently. Wage and price controls contributed to unemployment and shortages of goods while investment regulations
inhibited firms' ability and willingness to expand into potentially profitable areas. Rapid growth in government
spending and the budget deficit contributed to growth in aggregate demand and in domestic credit, causing inflation
to increase by the end of the decade and adding to the problems of exchange rate overvaluation, negative real interest
rates and crowding out of private investment by government borrowing. In response to these problems, the government
initiated a series of policy reforms, beginnindl®88. It became clear, however, that more fundamental reforms were
needed if Zimbabwe was to put itself on a long term growth path.

Section 3. The Economic Reform Program

In January 1991, the government initiated a bold five year plan for liberalizing the economy. The goals of
the plan included reform of fiscal and monetary policies, trade and foreign exchange liberalization, and deregulation
of the domestic economy. The plan also sought to mitigate the adverse impacts of the adjustment program on
vulnerable groups. By mid-1994, substantial progress had been made toward most of these goals. Foreign exchange
and trade have been almost completely liberalized. The currency was devalued 36 percent in 1991, and depreciated
again in late 1992 and early 1993 (RPED (1993)). At the end of 1993, the currency was devalued 17 percent and a
two-tier foreign exchange system was established through which exporters could retain 60 percent of their earnings
in Foreign Currency Accounts which were freely tradable on the interbank market. This system has since been
abolished (in July 1994) and the exchange rate made fully convertible for all commercial and current account
transactions. These changes have eliminated the old system of import control via control of foreign exchange
allocation, and nearly all imports are now unrestricted. Tariffs and import taxes have been reduced, most recently by
the 1994/95 budget which cut the import surtax from 15 percent to 10 percent. Export subsidy programs have also been
eliminated, including the 9 percent Export Incentive Scheme (Standard CharteretiO@4))e At the end of 1993,
the Reserve Bank stopped offering forward cover for foreign exchange purchases, which had until then been available
at a highly subsidized rate.

Regulations also have been afitg reduced. Price control has been eliminated on almost all commodities.
Investment approval requirements have been abolished for domestic investors and reduced and simplified for foreign
investors. Restrictions on the repatriation of profits from new foreign investments have been removed. Procedures for
hiring and firing employees have been streamlined and a national code of conduct established through which industries
and firms can establish their own procedures through collective bargaining. Minimum wages have been eliminated
for industrial workers and replaced by a process of collective bargaining. Steps have been taken towards easing local
regulations that inhibit small business development. The urban transport sector has been opened up to competition.
The financial sector has been deregulated. Interest rate restrictions were removed and bank liquidity requirements
reduced in 1991. As a result, real interest rates (measured by the difference between the rate on 90 day negotiable
certificates of deposit and the inflation rate) became positive in 1991 for the first time in several years, and have been
positive (but usally under 10 percent) ever since, except during the rapid inflation in 1992 caused by the drought
(Standard Chartered (January 1994), RBZ (1994)). Commercial bank liquidity ratios fell from 44 percent in 1990 to
11 percent in 1991 after the statutory rate was reduced to 10 perceratimgdibat excessive bank conservatism was
not responsible for the high liquidity in the sector (RBZ (1993)). The stock market was opened up to foreign investors
in June 1993, which together with the reforms announced at the @883taused an urgredented boom. Average
prices of industrials rose 291 percent and mining st8@percent between May 1993 and February 1994. The total
value of shares including new issues more than quadrupled (RBZ (1994)).

Many tax rates have been cut since the reform program began. The maximum individual marginal tax rate
has been reduced from 60 percent in 1990/91 to 40 percent in 1994/95 and the threshold income for taxation raised,
while the corporate tax rate has been decreased from 50 percent to 37.5 percent. Taxes on dividends, capital gains on
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securities, and on imports have also been lowered. litiaddsweeping tax concessions to firms operating in Export
Processing Zones were announced in the 1994/95 budget, including a five year tax holiday followed by a flat tax of 15
percent on profits, and exemption of such firms from capital gains tax, branch profits tax, sales tax, customs duties,
and some other taxes on non-residents. Less progress has been achieved with regard to deficit reduction. According
to the 1994/95 budget, government spending and taxes have been reduced ré&@Retal the budget deficit is
projected to fall to 5.0 percent of GDP in t1@94/95 fiscal year. However, the reductions in spending and the deficit
are somewhat illusory since $2.5 hillion (over 5 percent of GDP) in losses of public enterfirisesarried forward
to future years (Standard Chartered (Audi®84)). In addition, only about half of the planned reductions in the civil
service have been achieved (Finhold (June 1994)).

The fiscal imbalance has contributed to inflationary pressures, which have also been affected by the 1992
drought, currency devadtion, wage demands, and deregulation of the financial sector. Inflationdesslect 20
percent in each of the past three years (exceeding 40 percent during the drought982) afid has beebave 20
percent for most of 1994. Growth in the money supply (M2) has ateeéed 20 percent in each of the past three
years, and in 1993 M2 grew 61 percent (RBZ (1993), IMF (1994)). Concerned about rapid monetary growth and
continued high inflation, the Reserve Bank tightened monetary policy in May 1994, increasing its rediscount rate,
reducing access to its lending window and increasing banks' required reserve ratios. As indicated by the continued
losses of public enterprises, progress in increasing the efficiency of these enterprises has been slow. The government
has announced its intention to commercialize and later privatize public enterprises, and established a Cabinet
Committee on privatization in the 1994/95 budget. The Dairy Marketing Board was commercialized in July 1994.
The Grain Marketing Board no longer has a monopoly on grain marketing, and private agents are entering into
agricultural marketing. In addition to ownership of public enterprises, the government still maintains large holdings
of private equities, including a 40 percent share of Delta, one of the three major holding companies in the country.

Some programs have been instituted or expanded to assist groups affeateelpdy the reform program,
or to promote African businesses. A Social Dimensions Fund has been established to help retrain displaced workers
and to provide assistance to others who cannot afford food and social services. The government is promoting African
owned businesses via low interest loans provided by the Small Enterprise Development Corporation (SEDCO),
Zimbank, the Zimbabwe Development Bank (ZDB), and credit guarantees provided by the Credit Guarantee Company
(CGC). New institutions have been established to pronmaddl business including the Venture Capital Company of
Zimbabwe (VCCZ) and the Business Extension and Advisory Service. Other policies to promote African businesses
include preferential purchasing policies of the Central Purchasing Agency and reducing zoning and other regulatory
barriers to small businesses. Overall, there has been significant growth in the small business sector, with employment
in small firms (those employing 50 or fewer people) growing 14 percent between 1991 and 1993, primarily in rural
areas (Daniels (1994)). However, few small businesses have benefited from the credit and other policies intended to
assist them (lbid.).

Section 4. Recent Economic Performance and Prospects for the Future

In 1991, after the economic reform program began, real GDP grew at a solid pace of 4.3 percent. Then, in
1992, Zimbabwe experienced the worst drought of the century. Agricultural output plummeted 35 percent, and real
GDP fell more than 6 percent (Barclays (1994)). Soaring food prices contributed to a surlggiam infhich reached
42 percent in 1992. Despite the difficulties of undergoing structural adjustment in such severe economic
circumstances, the government continued the program of reform and in 1993, modest economic growth resumed.
Economic growth has strengthened in 1994. Other aspects of aggregate economic performance have shown mixed
results. Exports have increased, with merchandise and gold exports growing from 29 percent of GDP in 1990 to an
estimated 32 percent ¥992 and 1993 (Finhold (June 1994)). Still, imports have grown even more rapidly, leading
to a widening trade deficit and increased foreign debt, which reached 86 percent of GDP in 1993 (RBZ (1993)).
Comprehensive data on investment are not available for the post-1990 period, but ZIC data suggests that investment
increased in 1992, fell slightly in 1993 and showed signs of a strong increase in the first quarter of 1994 (Standard
Chartered (June 1994)). Inflation has declined si®&2, though it continued in excess of 20 percent during the first
half of 1994. The exchange rate has stayed remarkably stable after thati@vaitthe beginning of 1994, with the
currency appreciating slightly against the U.S. dollar (in nominal terms) between January and August as Zimbabwe
accumulated foreign exchange reserves.
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Economic performance has varied by sector. Agriculture has recovered since the disastrous 1992 drought,
and improved prices for tobacco have restored confidence and increased area planted by tobacco farmers. Overall,
mining production declined slightly between 1990 and 1993, though gold production rose modestly (Finhold (June
1994), FMB (1994)). Manufacturing production declined 17 percent beti@hand 1993, in part due to reduced
demand resulting from thecessionary effects of the drought (Finhold (June 1994)). Substantial declines were
experienced in most manufacturing sectors, but especially in foodstuffs, metals and metal products, textiles and
clothing, chemicals and petroleum products, and transport equipment (RBZ (1993)). The manufacturing sector
recovered in early 1994, with the volume of manufacturing production up 18.7 percent in the first qu&2drafer
the first quarter of 1993 (Finhold (June 1994)). Leading the recovery were textiles, which grew by 58 percent, non-
metallic mineral products (36 percent), wood and furni(BEepercent), paper, printing, and publishing (24 percent),
beverages and tobacco products (18 percent), chemicals and petroleum products (13 percent) and clothing and footwear
(13 percent). Among the most rapidly growing segments of the economyl S®@ere horticulture and tourism,
which are becoming important sources of foreign exchange (Ibid.).

Despite the recovery in the manufacturing sector, the prospects for continued rapid growth in the near term
are questionable. Import substituting firms are suffering from increased titionpas a result of trade liberalization.

Rapidly rising interest rates in the wake of financial liberalization, aggravated by large government borrowing, have
increased the cost of borrowing and led to crowding out of private investment. Exporting firms have lost a significant
source of profits available through selling foreign exchange under the former Export Retention Scheme, as well as the
9 percent export subsidy formerly available through the Export Incentive Scheme. Although the 17 percent devaluation
of the currency at the beginning of 1994 helpelaost the compgiveness of both exporting and import competing

firms, this may not have compensated many exporters for the loss of such incentives. Also, some firms have suffered
as a result of having borrowed in foreign exchange without adequate forward cover prior to the devaluation. In
addition, the exchange rate has appreciated in real terms since the beginning of the year as a result of domestic
inflation, undermining some of the initial gain in competitiveness. Given the prospect of continued high inflation,
further devaluations are likely, and this may limit foreign investment while increasing the risks faced by domestic
investors. In the stock market, foreign interest has declined since the first quarter of 1994, and investors have shown
much greater interest in mining and tourism than in manufacturing issues (Kyriakides (1994)).

Other factors contribute to the uncertainties of the present environment. The trade deficit and foreign debt
have grown rapidly since 1990. Declines in real wages, which hler fearly one-third since 1990 and are at their
lowest point in a quarter of a century, add to the potential for social unrest and to demands for renewed government
intervention in labor markets (Standard Chartered Bank (August 1994)). High unemployment levels, by one estimate
equal to 30 percent of the labor force, also contribute to these problems. And the end of apartheid in South Africa,
which should benefit all of southern Africa in the long run as a result of increased trade and investment in the region,
may harm Zimbabwe in the short run as investors pursue opportunities in South Africa rather than Zimbabwe. These
concerns notwithstanding, the longer term prospects for growth in Zimbabwe in general and in its manufacturing sector
in particular are very good, particularly if the government continues with the reform program and is able to reduce the
budget deficit and inflation down to target levels. The fundamentals of the economy are sound. Zimbabwe benefits
from a long period of political stability and democracy, strong legal and fiaadnstitutions, a relatively well educated
work force, real wage rates that are competitive with other countries, and capable entrepreneurs. Zimbabwe's risk
premium in international financial markets is among the lowest in Africa (International Finance Corp. (1994)). The
economy is well diversified with a good infrastructural base. As a result of the Economic Reform Program, Zimbabwe
is now able to build upon these strengths and increase its competitiveness in international markets, reorienting
investment and production to those activities where it enjoys the greatest comparative advantage.

Naturally, this process requires some difficult adjustments, including retrenchment in some sectors as well
as expansion in others. Thus, some areas of manufacturing may continue to stagnate or decline as the economy
becomes more responsive to market realities, particularly those that have relied heavily on protection from imports.
Nevertheless, there are many areas in which Zimbabwe's manufacturers are already successfully competing in world
markets, and many new opportunities are likely to continue to become available as Zimbabwe makes its transition to
greater openness to the world economy. The ability of Zimbabwedessiully capitalize on the opportunities that
become available during this transition will depend upon the functioning of theihaactor. For example, the high
inflation and high interest rates that have resulted in part from heavy government borrowing are impeding the ability
of firms to raise capital for new ventures. More generally, the efficiency of the financial sector in mobilizing savings
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and in channeling those savings to the most productive uses is an important determinant of economic growth (King
and Levine (1993)). In the remainder of this study, we examine the nature and functioning of the financial sector in
Zimbabwe, and the implications this has for development of manufacturing firms.
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Chapter 2. Literature and Concepts

In this chapter we review a broad range of literatures relevant to the understanding of financial institutions
and contracts. We then present the concepts that underline our approach. In conclusion, we draw a succinct list of
theoretical predictions to be compared with realities from Zimbabwe in the chapters that follow.

Section 1. The Literature

The economic literature on financial intermediation and enterprise finance has taken a new turn. For many
years, Gurley and Shaw’s (1955) initial contribution was buried under the Modigliani-Miller (1958) paradigm: most
economists, convinced less by facts and reason than by the sheer elegance -- and convenience -- of the Modigliani-
Miller theory, asserted that all sources of finance were equivalent and abstracted froralfowarsiderations in most
of their work. Recent years, however, have witnessed a renewed interest irafimaaonediation and in its effect
on private investment and macro-economic conditions. It is indeed increasingly recognized that information
asymmetries, transaction costs and enforcement problems are prevalent in all credit transactions and that, as a result,
credit markets are imperfect: certain candidate borrowers are turned down for credit, others receive less than they need,
interest rates and other credit terms differ among borrowers and lenders. In consequence, many authors have argued,
credit allocation and investment opportunities are unlikely to be matched perfectly and inefficiency will result. The
more severe credit market imperfections are, the more distorted investment will be, and the lower growth is.
Understanding how financial markets work is thus an essential prerequisite in understanding why Africa's response
to structural adjustment has been disappointing, and in particular why the manufacturing export response has been slow
and limited (see, however, Biggs et al. (1994)).

In this first section, we briefly highlight many of the themes that run through the literature on financial
intermediation and credit markets (see also Gef1l@88)). We show how various literatures are related and we
discuss some of the predictions current theory makes regarding access to credit and its effect on investment. Next, we
introduce trade credit, a widely used but little studied form of enterprise finance, and we propose various explanations
for its existence. Finally, we propose a unifying conceptual framework that takes contract enforcement as starting
point. Most information issues and many transaction costs are shown to fit naturally within this framework. We then
discuss how contract compliance is affected by the need for risk sharing. We finish this conceptual section by debating
the importance of trust and reputation in enabling economic exchange -- and credit -- to take place.

Financial Intermediation

In development economics, the Modigliani-Miller paradigm never really took roots. The recognition of the
role of credit in facilitating the accumulation of capital persisted since the early works of Gurley and Shaw (1955),
Gerschenkron (1962), and Nurkse (1952). It was amplified by contributions by McKinnon (1973) and Shaw (1973)
on the interactions between monetary policy and credit and by the work of Cameron (1972) on the historic role of
banking in economic development. In the 1970s, development economists took a serious interest in forms that
economic exchange take at the micro level and began drawing a typology of contracts applicable to Third World
villages. As a result, they were among the first to seriously consider and model the effects of transaction costs and
information asymmetries on individual contracts (Bardhan, 1993). Concepts initially developed to understand
sharecropping (Cheung (1969); Newbery (1974); Stiglitz (1974)) were later extended to labor and credit contracts (e.g.,
Bardhan (1984); Bardhan and Rudra (1981); Feder (1985); Lipton (1981)). The works of sociologists and
anthropologists on the importance of long term relationships and multiplex interactions among Third World
communities (e.g., Gluckman (1955); Meillassoux (1971); Geertz, Geertz and(R8%8)) were modeled as repeated
games (e.g., Kimball (1988); Coate and Ravallion (1993); Fafchamps (1992, 1994)) and interlinked contracts (e.g.,
Braverman and Stiglitz (1982); Bardhan (1989), part Ill). As a result, incentive issues, contract enforcement problems,
adverse selection, and rationing have long become the bread and butter of development economists. Some of their
latest work is on micro-finance, particularly ortating savings and credit associations (Besley, Coate and Loury
(1993); van den Brink and Chavgl991); Aryeetey and Steel (1993)), group lending (Besley and Coate (1993)),
money lenders (Pender (1994) and quasi-credit (Platteau and Abraham (1987), Udry (1990), Fafchamps 1994).

For a long time, however, the application of these ideas remained confined to tropical villages which were
considered an exotic exception to the Modigliani-Miller rule. One haditdav the formalization of adverse selection
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and moral hazard arguments (e.g., Akefl®70); Stiglitz (1974)) and the triumph of information economics before
these ideas eventually migrated to other fields. Today, financial intermediaries anywhere are no longer viewed as
transparent. Even though market imperfections may be less marked in sophisticated economies than in tropical
villages, they are nevertheless perceived aslgty@and a serious threat to economic efficiencgcddt empirical
evidence has generally come to support the view that firms in developed economies have acespitd inance,

that investment is influenced by the financial structure of the firm, and that firm survival is helped by access to finance
(e.g., Fazzari, Hubard and Peter§£®88); Oliner and Rudebusch (1992); Fazzari and Petersen (1993); Holtz-Eakin,
Joulfaian and Rosen (1994)).

The major theoretical contributions of information economics and its applications to financial contracts
concern moral hazard and adverse selection. We discuss the former first lattgtisecond. When a lender cannot
observe the actions taken by the borrower, it may be in the lender's interest to modify the full information first best
contract so that the borrower has an incentive to act in the joint interest of lender and borrower (Grossman and Hart
(1983)). One way to incite borrowers to take appropriate actions is to force them to pitch in some their own money.
Moral hazard then leads to rationing in the size of the loan: only a fraction of the cost of a project is lent, a minimum
downpayment is required from the borrower. Another way of deterring bad behavior is to promise future lending at
better conditions as a reward, or to threaten to discontinue lending as a punishment (e.g., Laffont 4a888hle
Relative evaluation can be used if the actions of the borrower are only imperfectly obsxvyadd¢Radner (1985)).

If the interruption of an economic relationship between two agents is commonly observable, then it can also be used
to stigmatize bad behavior. Stigma can then be used as an additional punishment: borrowers who have been turned
down for credit by their bank may be turned down by other banks as well on this sole basis. Even if the interruption
of a relationship is itself unobservable, the fact that someone has no bank may make that person somewhat suspicious.
As Shapiro and Stiglitz (1984) have shown for employment contracts and Greif (1993) for agency contracts, the
existence of a two-tier market can then be used as a disciplining device.

When borrowers come in various types, some of which are more risky than others, and the lender cannot
observe the lender's type, then a rationing equilibrium may result in which some borrowers eitheeckivecany
credit at all, or eceive only a portion of what they demanded (Jaffee and R(53@8); Stiglitz and Weiss (1981);

Gale and Hellwig (1985), Mankiw (1986)). Alternatively, the lender may propose a menu of contractual forms in which
borrowers of various types self-select themselves. Assume, for instance, that borrowers come in two types, those with
a small safe project, and those with a big risky project. Borrowers could then be forced to reveal their type by making
available to them credit for small investments and equity for large investments. If the size of the firm is observable,
and what is risky is rapid expansion, then a certain type of finance, say an overdraft facility, may be available only to
finance small credit needs, say working capital or small equipment purchases, while rapid expansion of the firm
relative to its current base would have to be financed from other sources (e.g., project finance, equity finance, venture
capital). A smilar argument could be used to explain why financial intermediaries customarily propose menus of
relatively rigid financial instruments to their clients, instead of arranging specific contracts to fit the expressed needs
of each customer.

Another set of articles have considered how asymmetric information affects equity markets. Myers and Majluf
(1984) and Greenwald, Stiglitz and Weiss (1984) have shown that because managers have better information about
the firm than shareholders, managers may be tempted to offload bad debt onto equity holders. Recourse to equity
financing will then be interpreted with suspicion and equity rationing will result. Arguing that any form of outside
finance involves agency costs and are subject to rationing, and that different types of incentive problems plague
different sources of finance, Jensen and Meckling suggested (1976) that firms are likely to adopt a pecking order when
deciding how to finance a project. Internal finance, they argue, is likely to be the preferred source of finance because
it minimizes information, agency and transaction costs (see also Myers (1984) and Hellwig (1989)).

Because imperfect information entails an efficiency loss (contracts that depart from first best, unwanted
transactions with bad borrowers, missed transactions with good ones), economic agents may accept to spend real
resources to collect information. Information asymmetries thus explain not only the form that contracts take and the
existence of contract menus and rationing; they also account for a wide range of transaction costs having to do with
the screening and monitoring of contractual parties (Williamson (1975, 1985)). Information asymmetries may also
induce the lender to use abservable characteristics to infer the borrower's type. Signaling, that is, the costly acquisition
of an intrinsically useless characteristic is one possible outcome of this situation (Spence (1974)). Discrimination is
another whenever the lender relies, say, on the size of the borrower's firm, its sector of activity, or the borrower's sex,
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ethnicity, race, and education as indicators of riskiness. As Coate and Loury (1993) have shown in the case of
employment contracts, prejudice may be self-fulfilling: if borrowers with different observable characteristics expect
to be treated differently, they may adopt attitudes or invest in unobservabfecgtion and competence in a way that
makes discrimination optimalx post.

Another body of theory that is revelant for our purpose focuses not so much on information per se but on the
institutional mechanisms that enforce contracts. NAr®#90) has long emphasized the paramount importance of well
defined property rights for business to flourish. In his mind, property rights encompass not only the delimitation of
legal rights to modify or alienate things, but also the adjudication of disputes on who owns a particular item or sum
of money (North (1993)). Legal institutions for the resolution of comimledisputes are part of what North calls the
necessary enabling institutions. This view implicitly permeates most of the ecditeraicre on credit and financial
intermediation through the use of one common assumption: the existence of a special category of assets that have
collateral value (e.g., Slitg and Weiss (1981)). This assumption is but a reflection of the widespread use of
mortgages and other forms of legal security in commercial loans. An interesting, but not always explicitly
acknowledged advantage of collateral is that it is a substitute for information. Indeed, if the legal system is well
defined, sufficient collateral is provided, and the value of this collateral is not subject to price fluctuations, then the
lender does not need to know the borrower's type or to provide incentives for proper action: the collateral ensures that
the contract will be complied with, noatter what. It is only if collateral is insufficient that information asymmetries
become a cause of concern for the lerider.

Recourse to courts and legally sanctioned collateral, however, is not the only possible mechanism for the
enforcement of contracts. The promise of future business, the threat to one's reputation, the cultivation of honest
commercial practices, the harassment of contractual offenders are other possible ways by which parties to a contract
may be incited to comply with their obligations. Milgrom, North and Weingast (1991), for instance, show how the
Law Merchant operated like a reputation mechanism to deter breach of contract. Greif (1993) demonstrates how
reputation may have been used by Maghribi traders to ensure discipline among their agents in other cities. These ideas
have long been applied to financial contracts of a particular type: those involving a sovereign borrower. Because a
sovereign cannot be forced to part with domestic assets, the legal enforcement of contracts cannot be used to explain
the existence of sovereign lending. Two alternative explanations have been proposed in the literature. The first relies
on repeated interaction: if the withdrawal from future loans imposes a sufficiently severe penalty on the borrower,
repayment of current loan obligations may be assured (Eaton and Gersovitz (1981), Kletzer (1984), Grossman and van
Huyck (1988)). The second relies on harassment: lenders often are legally entitled to seize goods and international
money transfers originating from or going to the sovereign. In their efforts to retrieve their money, they may thus
disrupt the borrower's international trade and impose an economic cost on the borrower equal or superior to what they
recover (Gersovitz (1983), Bulow and Rogoff (1989)). Similar ideas can be applied to private contracts as well: the
incentive to repay a private debt is strengthened by the threat of ostracism or harassment beyond what can be achieved
by legal sanctions alone. A rational lender should not lend beyond the equivalent variation of the combined subjective
value of all the penalties that can be inflicted upon a delinquent debtor (seizure of assets, loss of reputation, loss of
future trade, fear of subsequent harassment, guilt). Imperfect contractual enforcement thus generates yet another form
of rationing: borrowers are unlikely to ajify for credit if they cannot credibly be convinced to repay (Fafchamps
(1994)).

In practice, enforcement issues can rarely be separated from information asymmetries and transaction costs.
The lender seldom has all the necessary information to evaluate how costly punishment would be to the borrower and
consequently how much he or she may be willing toggagostto avoid being punished. Adverse selection is thus
likely to be present. Next, the transaction costs in securing legal collateral are generally non negligible. Taking formal
legal security may prove utterly unpractical for small loans. Finally, in the presence of uncertainty, there will always
exist states of nature in which the borrower is unable to repay -- or equivalently, in which repayment would impose

In practice, to seize and sell collateral is costly and time consuming. The Law typically sets limits on the proportion of these costs that can
be passed on to a delinquent debtor (e.g., legal interest rate). Under such circumstances, the lender may prefer to be paid instead of having to realize the
collateral.
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a cost on the borrower that is deemed excessive by sbciety. Many borrowers also insulate part of their assets from
creditors by forming limited liability companies. As Zame (1993) demonstrated, the presence of risk means that raising
the penalty for default beyond a certain limit can do away with credit altogether. If the penalty for default is infinite
(or if default is never allowed, which is equivalent), work by Zeldes (1989) and Carroll (1992) has indeed shown that
no credit will take place: economic agents will be too afraid of incurring the penalty that they will cespr a
becoming net borrowers. Forbidding all default is thus not economically efficient. Allowing default if the debtor is
unable to pay, however, raises the possibility of moral hazard: a borrower may choose a risky project because he
benefits fully from the upside risk but only bears part of the downside risk (Hellwig (1977); Stiglitz and Weiss (1981)).
Financial market imperfections have adverse effects not only on the welfare of candidate borrowers but also
on the economy as a whole. Financial intermediaries emerge in an effort to mitigate credit market imperfections that
result from information problems (Diamond (1984), Bernanke and Gertler (1990)). The allocation of savings and
investment is likely to be inefficient (Gurley and Shaw (1955); Townsend (1979); Green (1987); Townsend and
Wallace (1987); Green and Oh (1991); Pender (1992)). Business cycles may be generated or amplified by financial
crises (Bernanke (1983), Scheinkman and Weiss (1986)). Economic growth may be impeded by the absence of
supportive financial institutions (Fielding (1993)). Frankel and Montgoiti®91), for instance, compare commercial
banks across countries and argues that the relative economic performance of four developed countries is in part due
to differences in the institutional characteristics of their respective banking systems (see also Mayer (1988)). In the
context of developing countries, proper monetary and credit policies (McKinnon (1973), Shaw (1973)) and proactive
banking attitudes (Gerschenkron (1962)) have been said to be prerequisites for rapid industrialization. Inadequate
access to finance has also been identified as a possible impediment to rapid structural adjustment; it may explain the
lack or timidity of a manufacturing exports response to large changes in relative prices (Steel and Webster (1991)).
Understanding how finance works in Africa is therefore essential to assess the causes of the disappointing performance
of structural adjustment programs there.

Trade credit

A special category of credit that is very important in enterprise finance has receivétileaxitention from
economists, namely, trade credit. The provision of credit by suppliers of goods and commodities to and from their
clients is discussed in all corporate finance textbooks (e.g., Weston and CdpéRé)] Johnson and Kallberg (1986))
and is indeed a widespread practice in developed countries (e.g., Schwartz and Whitcomb (1979), Dun and Bradstreet
(1970)) as well as in Zimbabwe (see infta). In its most frequent form, it works as follows: suppliers deliver goods
to clients more or less on a continuous fashion. On the 25th or at the end of the month (Dun and Bradstreet (1970)),
they invoice their clients for the total value of monthly deliveries and give them a set time to pay. Credit terms vary
across firms and industries but typically revert around 30 to 60 days from date of statement (Schwartz and Whitcomb
(1979)). In the case of exportsipplier credit may extend to longer periods, e.g., 90 or 120 days (van der Toorn
(1986)). In the U.S., the average delay between delivery and payment -- measuredtasdhreceivables over sales
-- is 26 days in the food sector, 39 days in the textile and garment sector, 32 days in the wood and furniture sector and
44 in the metal sectér. The average collection period rarely exceed 60 days. In some cases, a cash discount is offered
if payment is made within a few days of invoicihg.

Having described what trade credit looks like, we must explain why it exists. Nadiri (1969), Schwartz (1974),
Schwartz and Whitcomb (1979), Ferris (1981), and Emery (1984) suggest several possible explanations for the
existence of trade credit: a transaction motive, a pricing motive, a financial motive, a sales promotion motive, and a

2 aws in many countries protect some of the borrower's assets from seizure (e.g., certain items of furniture, minimal take-home pay). Labor
bonding and slavery are also universally prohibited.

STrade credit is usually not subject to regulations regarding financial institutions (e.g., @88&}) (but the interest rate charged on supplier
credit may be regulated.

“Computed as the average median collection time over all subsectors of the relevant SIC classification (20 for food products, 22 and 23 for
textile and apparel, 24 and 25 for wood products and furniture, and 44 for metal products) reported in Duns Analytical $@8yices (

°An additional discount may also be given if payment is made on delivery or shortly thereafter.
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verification motive. Théransaction motivés the most straightforward: in order to simplify payments, it is convenient

for both supplier and client to combine deliveries into a single periodic invoice. This economizes on mail exchanges,
transfers of funds, and paperwork in general. Trade credit then becomes part of inventory decisions (e.g., Fewings
(1992a, 1992b)). Theerification maive notes that the client may need some time to inspect the quality and quantity

of the goods delivered. This is particularly true when the volume of purchases is high and the buyer cannot inspect
each consignment on the spot. Long, Malitz and R@\#883) and Lee and Stowe (1993) provide regression evidence
that trade credit in the U.S. conforms to the quality vetifim motive. Although these two motives alone can account

for the existence of trade credit, it is difficult to argue that they explain credit for more than a short duration.

A sales promotion motiveay be present when a supplier with excess inventory downloads some of his stocks
onto his clients but tells them to pay later. So doing the seller transfers inventory costs onto the buyer. By granting
trade credit, a supplier may also gain an edge over the competition by making sure that his or her products are always
present in the client's shop or factory. According to this logic, one would expect the length of credit terms to be
commensurate to the length of time the goods remain in the client's inventory. The implicit interest rate may also be
below the market rate to induce the client to take on additional inventory. The sales promotion motive alone, however,
is insufficient to account for trade credit: in the presence of perfect credit market, the client should indeed be able to
raise from elsewhere the funds necessary to finance more inventory. All that the sales promotion motive explains is
a desire to reduce the cost of the good to the customepritiveg motiveapplies when the seller uses credit terms
to discriminate among customers. As Schwartz and Whit¢a®it0) themselves acknowledge, the price differential
achievable in this way is limited to a few percentage points. Also, trade credit is useful only if the supplier is not
legally allowed to price discriminate or incurs some menu cost when doing so. In practice, the pricing motive is most
relevant when the supplier grants credit on large purchases only, in which case trade credit operates somewhat like
a quantity discount.

The only reason that can explain the prevalence of trade credit extending beyond a few déiyaistale
motive,namely that the supplier has better access to finance than the client, or that the client is reluctant to use the
limited finance he or she hascass to in order to finance inventories. Viewed in this way, trade credit resembles
closely the interlinked transactions studied in the context of rural credit markets (e.g., Braverman and Stiglitz (1982)).
According to the financial motive, one would expect trade credit to flow mostly from cash rich to cash poor firms.
Schwartz and Whitcomb (1979) indeed show that supplier credit represent a larger proportion of total debt for small
firms which are, presumably, more likely to be subject to liquidity constraints. Nadiri (1969) provides evidence that
the liquidity position of firms influences their willingness to extend trade credit. For the financial motive to be a
convincing explanation for trade credit, however, one must indicate why supplier and client have ddéesnta
finance, and why the supplier is in a better position to grant credit thanialiggedinancial institution. The answer
to the first question can be found in the literature on financial intermediation: due to information asymmetries and
enforcement problems, candidate borrowers may be rationed out of credit. As to why suppliers should lend when banks
cannot, Schwartz and Whitcomb (1979) have suggested that information relevant for credit assessment is a joint
product of the process of sale. Suppliers are more prepared, the argument goes, to grant credit to their customers
because they get to know them through repeated business interaction. Suppliers can also threaten to stop deliveries
should clients fail to pay. To the extent that the client cannot easily and rapidly secure the same inputs from elsewhere,
the threat will be effective in inducing payment.

In other circumstances, credit flows upstream instead of downstream, that is, from the client to the supplier
in the form of advances or deposits. Client credit is seldom encountered in developed economies, except for large
construction contracts or for large orders of custom-made goods (e.g., a ship). Itis, however, frequent in the case of
African microenterprises: many of them take advances from clients before beginning to work on their order (Cuevas
et al. (1993); Fafchamps et al. (1994)). It has been argued that advances are a mean to reduce risk for the seller, in case
the client were to renege on his order (Weston and Copeland (1986)). The advance is also a way of committing the
buyer and of assessing his ability and willingness to pay for the good.

Trade credit is often combined with a cash discount for early payment. Information on cash discounts can
be used to compute the implicit cost of supplier credit. Smith (1987) argues that trade credit operates like a screening

Slronically, little evidence has been found of explicitly interlinked transactions in the places for which the theoitjaliasi@veloped, namely,
Third World villages. Interlinked transactions in the form of trade credit arenesly frequent in manufacturing and trade, however.
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mechanism: by providing high cash discounts, suppliers can induce clients with high default risk to reveal themselves
-- and thus take measure to protect nonsalvageable investments in buyers. Several authors have argued that a
relationship exists between trade credit terms -atilom, implicit interest -- and macroeconomic shocks. Gamble
(1993), for instance, argues that durimgeassions trade credit is reduced and more emphasis is put on in-house
collection. Ramey (1992), on the other hand, insists that trade credit and moneativelyaglated because shocks

to the cost of bank finance changes the price of bank transaction services relative to trade credit. Using a large firm
data set from United Kingdom, Chiplin and Wright (1985) show that the relationship between money and trade credit

is unclear. They find no evidence that tighter money leads to more generous trade credit.

Specified credit terms are not always complied with. Late payment of trade credit is indeed a frequent
practice, so much so that corporate finance manuals customarily discuss various ways of keeping track of overdue
credit, and argue about how to fine tune accounting computer programs so that they do not flag systematically all
overdue debt but only those that should be acted upon (Johnson and Kallberg (1986); Weston and Copeland (1986)).
The finance literature usually recommends a consistent and progressive approach to in-house collection (e.g., Hingston
(1987)). In their effort to avoid bad debtors, providers of trade credit in imalirgtd countries rely on relationships
to screen credit recipients (e.g., Schmidt and Berritt (1992)) and on legal guarantees like the promissory note (e.qg.,
Schmidt (1991)) and the letter of credit (e.g., Rowe (1986), van der Toorn (1986)). Reputation with banks and
suppliers is important in establishing and maintaining a credit rating (e.g., Walker (1985)). To minimize their
exposure to credit risk, most firms set credit limits for each of their clients (e.g., Besley and Ost&r986))g Chant
and Walker (1988) present evidence supporting the view that the demand for trade credit is identical for small and
large firms but the supply to small firms is smaller, indicating the presence of rationing motivated by credit risk
considerations.

Section 2. The Conceptual Framework

At the end of this brief review of the literature, we are left with a large number of contractual issues having
to do with commitment, information asymmetries, and transaction costs. We need a unified framework if we are going
to successfully look at enterprise finance at the firm level. The organizing concept we propose here is that of contract
enforcement. As it turns out, most information asymmetries and transaction cost issues that arise at the firm level can
be shown to revert around it. We begin by drawing a typology of how economic agents can be induced to comply with
contractual obligations.

Contract Enforcement

The starting point of our analysis is that contracts are not respected unless economic agents are able and
willing to comply with their obligtions’ Willingness to comply is assured only if an enforcement mechanism exists
that penalizes breach of contract. Enforcement mechanisms come in three varieties: those based on guilt, those based
on coercion, and those based on repeated interaction. Guilt is internal to each individual. One's ability to feel guilty
for failing to respect business promises varies among individuals. Honesty is largely the byproduct of upbringing, what
psychologists call 'secondary socialization' (Platteau (1994a, 1994b)). It is also influenced by cultural values and
religious beliefs. Enforcement mechanisms that rely on coercion are of two types: legitimate and illegitimate. The legal
enforcement of contracts through courts ultimately relies on the state's monopoly over legitimate force. It is the state's
backing that allows creditors to seize a debtor's assets and thus grants collateral value to unmovable property.
lllegitimate force can also be used to enforce contractuabtiolits. Parties may resort to insults and violence directly,
or hire thugs and bribe policemen to intervene. In the great majority of cases, the actual use of force is not required;
implicit or explicit threats are sufficient. Threats, however, are not always credible. Indeed, whether legitimate or
illegitimate, the use of coercion to enforce contracts is costly.rrall fransactions, legal costs are typically too high
to justify court action. Whenever the threat of coercion is not believable, it fails to induce compliance unless the
offending party can be persuaded the aggrieved party will go to court or resort to violence even at a cost -- e.g., because
she wishes to preserve a reputation of toughness (Kreps et al. (1982)) or because her moral sense compels her to do
So.

"What McKinnon (973) calls 'strategic default' and lawyers refer togsortunistic breach of contract'.
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The third type of enforcement mechanism is basegudth pro quo 'l continue to behave if you continue to
behave' (Axelrod (1984), Fudenberg and Maskin (1986)). It is the threat of retaliation that induces compliance with
contractual obligations. For such a mechanism to work, parties must interact repeatedly over time. The simplest form
of retaliation is the refusal to further transact (Eaton and Gersovitz (1981), Kletzer (1984), Grossman and van Huyck
(1988)). For this punishment to deter breach, the relationship must be something worth preserving. Retaliation may
also be inflicted by a group of people who were not party to the contract. Any group punishment requires a coordination
mechanism and the circulation of information about contract compliance within the group (Kandori (1992), Raub and
Weesie (1990)). Reputation is that coordination and information sharing device. Enforcement mechanisms based on
reputation are vulnerable to disinformation: they do not operate well unless a complementary mechanism ensures the
accuracy and veracity of the shared information.

These concepts are now illustrated formally. The less thedhgtiicclined reader may wish to skip the math
and focus on the logic of the argument. Consider a contract by which an economic agent -- called the debtor --
promises to deliver a quantityt timel to another agent -- called the creditor -- in exchange for a qukiatitiyme
0. This definition includes pure creditandf money), trade cred{k good,f money), and advance paymé&kmoney,
f good). Placing an order with a supplier fits in this general form askibkn represents the inventory cost saved
by the supplier thanks to a better organization of productionf @rttie inventory cost saved by the buyer thanks to
timely availability of raw materials. Insurance and warranty can be accommodatéthigydayment be contingent
on a commonly observable event. Parties vakdf differently so that potential gains from trade exist, i.e. the debtor
likes to receivé&k more than paying or deliverirfgand vice versa.

The set of subgame perfect contracting equilibria -- i.e., of contractual promises backed by credible threats --
is derived by backward induction. At timethe debtor decides whether or not to comply with the contract. The cost
of complying in general varies with the debtor's type and unanticipated shocks. For instance, a highly competent
craftsman (good type) will find it easier to deliver on time than an inexperienced craftsman (bad type). Similarly, a
client may not pay because of cash flow problems (bad shock). The cost to the debtor of debaerihgis be written
as n(-f, t, €) wherer denotes the debtor's type and denotes the state of naturelat Tiype t€A is any
characteristic of the debtor that is relevant to the contracting situation, like his or her professional experience,
technology, preferences, and honesty. The state of natar& is any condition exogenous to the parties that was
unknown at timé and makes contract compliance harder or easier. If compliance is totally impossible, we say that
nn(-f, t, €))=~. How severely shocks affect debtors' ability to fulfill the contract in general depends on their type:
those who are less competent or ill prepared have a high cost of compi{aiice, €) for many states of nature.
The functionz(-f, T, €) allows for these effects as well. We assume that the sets of possihfe types and states of
natureX are common knowledge, but that only the debtor knows his or har type . Some shocks are ebservable
postby both parties; others are privy to the debtor. As a result, the debtor has better informati@n about than the
creditor.

In case of breach of contract, the debtor receives a payofiudfincurs punishment. We consider four types
of punishments that correspond to the three categories discussed aligwehgse utility cost to the debtor is denoted
G(t, €); various forms of coercive action including harassment, threats, and court action, whose cost to the debtor is
denotedP(t, €, C) ; and two types of punishments based on repeated interaction: the suspension of future trade with
the creditor resulting in the lo&V(e, t) ; anahthge to the debtor's reputation with other potential trading partners
leading to a losEWe, t) . ThEMe, 1) term represents the expected discounted value of future transactions with
the creditor;EWe, t) is the expected discounted value of future transactions with all those who will refuse to transact
with the debtor after a breach has occurred. Penalties inflicted by each of the possible punishments depend on the
debtor's typer and on the realized state of nature . For instance, some agents are unscrupulous and have a low
G(t,€). Others are hard to harass and coerce into paying their debts through legal (or illegal) means and have a low
P(z, €, C), either because they have insufficient assets or cannot be traced. Others yet, like fly-by-night operators or
firms on the verge of bankruptcy, have a short horizon and little interest in preserving thteitigept low EWt, €)
-- and their relationship with the creditor -- |d&¥(t, €) . All these effects are accounted for in equation (1). The
strength of harassment and threats also depends on the form of the €yrérgcbn whether formal guarantees were
provided or whether contractual obligations were put down in writing to ease the burden of proof. If the cost of legal
proceedings is high relative to the value of the transaction, the creditor cannot credibly threaten tdPétiecant)
is low. If the debtor cannot easily be sued or harassed because his address is not known or he lives far away, the threat
of harassment may not be credible, in which @®@&e €, C) is zero.
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A rational debtor fulfills the contract if the cost of complying is smaller than all penalties combined:

(2) n(-f,t,€) < G(t,€)+P(t,€,C)+EV(1,€) FEWM1,€)

Whenevern(-f, t, €/))== the debtor is unable to comply and the contract is breached. There are also situations in
which the debtor could in theory comply, that is(-f, T, €)<e but equation (1) is not satisfied. The debtor is then
said able but unwilling to pdy. By definition, debtor who is unable to pay is also unwilling to pay.

Now consider tim®. The creditor is asked to part wihin exchange for a future promisefofet II(-k)
andII(f) be the value 6indk to the creditor. By assumption, there are gains from tdd¢fe:> I1(-k) . In forming
beliefs about the likelihood of receivifiga rational creditor evaluates the chances of being paid, i.e., the probability
that equatior(1) will be satisfied. In evaluating this probability, the creditor uses all the information, déhoted
available at timé®: prior knowledge about the distribution of potential debtor types, information gathered over time
through direct interaction with the debtor, and information conveyed by others about the debtor. Formally, let
F(t, €] Q) be the joint cumulative distribution over aad that captures the creditor's beliefs given inforhation

Rank states of the world so that, for any debtor type(-f,t,€) is decreasing in : it is easier to comply in good
states. Further assume that each of the four penalties listed in equation (1) is non-decreasing in , i.e., that the debtor
has more to lose in good than in bad states. We can then define the fum(c)ion as the levekof shock  at which

equation (1) is exactly satisfied and a debtor of type s just indifferent between compliance and brééch -=i.e’
such that:

pih(t) = €* such thatn(-f,t,e")=G(t,e")+P(t,e",C)+EV(1,e") +EWMt,e")

For notational simplicity, let us ignore the possibility oft@mpayment. Then, for any shoek bowe h(t) the debtor

pays; for any shock belot(t)  no payment is made(t,et) (@nd) be the lowest and highest values that and
can take. A rational creditor agrees to a conffflad) if and only if what he or she expects to receive is greater than
what is given, i.e., if:

(2) T e
E(IL(H|©) = L) Prob(payment = 1I(H) [ [ dF(x, €| @) > 1K
1 h(r)

Equation (2) can be understood as follows. If the debtor's type were known to b2, say, , the probability of being paid

would be equal to the probability that the exogenous shock s greaten(tan ,}f.edF(e, Q) . Since the
h(z/)

creditor does not know the debtor's type, however, the probability of being paid must be computed over all possible

types, hence the double integral in equation (2).

The creditor may be able to affect the probability of repayment by affecting th€fofithe contract. For
instance, the creditor may request that the debtor mortgages real assets to service the debt in case the debtor goes
bankrupt. Arranging legal security is costly and time consuming, however. Say thirpassble forms the contract
P(z, €, C), can take, each with its own coBj(t, €, C) . The creditor then must choose a contractual form
P(t, €, C), such that the value of the transaction net of transactiore¢d$f)[2) - II(k) - B, is maximized. The
solution to this optimization problem may be to bypass formal guarantees if contract enforcement mechanisms other
thanP(t, €, C) are sufficient. Because commercial transactions can typically be enforced through repeated interaction
--i.e., throughEV(e, t) an&We, 1) -- alone, one expects them to make little or no use of formal guarantees and
of the court system. Similarly, one expects legaitunsons providing a lot of security at a high c&j(t, €, C) to
be most relevant for large anonymous transactions. There may also be situations in which, for all possible contractual

8The distinction between inability and unwillingness to repay is blurred in practice. For equity reasons, debtors often are regarded as unable
to repay when compliance would be unduly costly, i.e., V\ménf, T, e) falls below a socially unacceptaffevel
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forms P(z, €, C), the net value of the transaction is negative. In those cases, the creditor refuses to trade. Imperfect
enforcement then results in rationing. Small transactions, for instance, are difficult to enforce through courts and, if
they are anonymous, cannot rely much on expected future trade. As a result, one expects small anonymous transactions
to be self-liquidating, with immediate cash payment and no delayed obligations.

The debtor also must agree with the contexcante A rational debtor will do so if and only if he or she
expects to derive a benefit from the contract. The debtor knows his or her type, say, . békttien denote the
value of receivindk for the debtor and, for notational simplicity, ignore partial payments. In perather the debtor
pays and incurs a cos{-f, t,/, €) , or does not pay and incurs the punishments in equation (1). Given the debtor's

type, payment occurs with probabilit\f dF(t/, eepsilon T'Q) . The debtor therefore agrees to the contract if and only

h(t/)
if:

©) c hez)
(k1)) > fn(ff, v/, €)dF(elt)) + f[G(r/,e)+P(r/,e,C)+EV(r/,e)+E\/\.(r/,e)]dF(e|r/)

h(t)

Equation (3) states that the debtor's gain from the contract (first term) must be greater than the expected cost of
complying when compliance occurs (second term) plus the expected cost of punishment when compliance does not
occur (third term).

Equations (2) and (3) illustrate the tension inherent to any contract. If enforcement is too lenient, debtors will
promise anything knowing that if they breach their promise, they will not be penalized. At the limit, if enforcement
is zero, h(t) = eoverline , the creditor expects no payment at all and no contract is concluded. Similarly, if
enforcement is very harsh and even the best debtors are occasionally unable to comply, then the expected cost of
punishmentC -~ is larger than the gain from any contract. As a result, the debtor refuses to promise something he
or she is not sure to deliver. In both cases, no contract is concluded even though there may be significant gains from
trade. For trade to occur, enforcement must be sufficiently strong to deter opportunistic breaches but not so strong that
it scares away all potential debtors (see Zame (1993) for a similar argument).

Adverse Selection, Statistical Discrimination, and Moral Hazard

Equations (1), (2) and (3) raise a wide range of information and incentive issues, many of which have been
analyzed in the economic literature on contracts. We briefly discuss a few results from that literature that are most
relevant here, beginning with adverse selection. Potential debtors differ in how likely they are to comply with a
particular contract. Whenever their characteristics cannot be readily assessed, the potential for adverse selection arises:
debtors of the wrong type may assume contractual obligations knowing that they are unlikely to satisfy them but cannot
be forced to comply. As a result, creditors may refuse to contract even at terms (trade credit, delivery date, promised
quality) that appear very favorable because they fear attracting bad types. Business-like transactions will then be
rationed (Stiglitz and Weig4981)). Evidence of rationing is expected to take various forms: certain clients will get
turned down for credit, others will not be able to place orders without paying a deposit, certain people will not be
allowed to pay by check, and payment will be made to some suppliers only after the goods they delivered have been
thoroughly inspected. Rationing can occur even in the absence of asymmetric information: firms may refuse to contract
not because they do not know the other party's type, but because they know too well that the other party is not reliable.

°Readers unfamiliar with the literature on contracts may refer to Hart and Holm&88i) @nd Kreps (1990) for a survey. Moral hazard
refers to a situation in which one party to a contract, called the principal, cannot observe the action of the other party, called the agent. As a result, the agent
is tempted to cheat the principal and must be given incentives to exert proper care. Adverse selection refers to a different situation in which it is the type
of the agent that is not observable by the principal. An undifferentiated contract may then attract the wrong types of agents. A possible solution is for the
principal to offer a menu of contracts and hope that agents of different types select themselves into different contracts. Alternatively, the principal may elect
to ration supply and refuse to transact at certain terms. Si8§8) presents two simple models of shameging, one with moral hazard, the other with
adverse selection. These concepts have been extended in a variety of directions, generating an enormous literature that it would be too fastidious to
summarize here.
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Rationing is not the only possible response to the dangers of adverse selection: investigating the other party's
type is another. Here, our framework becomes particularly useful because it makes predictions as to the type of
information economic agents will collect on each other. Firms will want to know whether trade partners are competent
in their business, an indicator that they will be able to repay. Firms will wish to know whether trade partners are
committed to their business and interested in establishing a long tationghip. This can be achieved, for instance,
by observing the other firm's pattern of purchases or sales over a period of time. They may also ask around if the other
party has been in business for long and, if yes, whether other firms have encountered problems with that party. They
will want to find out if trade partners are honest, for example, Ibggesmall amounts on credit or placing small
orders to test them. Firms may wish to know if the other party has a house or a permanent workshop, if it can easily
be traced, if their spouse has a steady job, and other ways by which harassment and legal pressure can be brought to
bear. They may even socialize with each other to get to know the other party better and keep abreast of how their
business is doing.

Collecting information on potential trading partners, however, is costly. To economize on screening costs,
firms may simply infer each other's type from easily observable characteristics like sex, race, or ethnicity. Small
differences in average type across populations with different observable characteristics can then lead to statistical
discrimination (Coate and Lou($993). To see why, say, for instance, that many members of a particular group are
familiar with a cefain trade. Now suppose a member of that group is offered the choice to do business with an
unknown member of the group or with an outsider. The transaction is small, so it is not worthwhile to spend resources
investigating the other party. But because of differences in population averages, chances are the insider knows more
about the trade than the outsider. It is then safer to deal with the insider. Statistical discrimination can thus, in the
long run, induce the monopoly of a group over a particular sector of activity (Macharia (1988), Fafchamps et. al.
(1994)). In anticiption of statistical discrimination, debtors may even seek to artificially differentiate themselves by
acquiring a costly signal that is correlated with their true type . For instance, they may join a religious group simply
to persuade creditors that they have a heightened moral sense and business probity (Cohen (1969), Geertz, Geertz, and
Rosen (1979)). Although it is perilous to interpret people's religious motives, there is some evideneartliadésd
penetrated Africa in this manner (Ensminger (1992)).

Moral hazard is another type of incentive problem that is likely to occur in conafnesntracts. Sccess in
business is influenced by the diligence and care with which firms conduct their operations. A debtor's ability to pay
or deliverf typically depends on what the debtor does after hawngivedk. Moral hazard can arise even if the
creditor perfectly observes the actions of the debtor. The fact that a contract is not perfectly and costlessly enforceable
is sufficient. Moral hazard can be formally captured by making the realized state ofenature  depend onan action
taken by the debtor between tifdiand timel, and by making the debtor's payoff depend negatively. om this
situation, the debtor must be given incentives to apply proper care and effort (e.g., Stiglitz (1974)). In commercial
contracts, the most common form of incentive is the implicit promise of continued transactions as long as performance
is satisfactory and foul play is not suspected (e.g., Laffont and Tirole (1988)). From the point of view of the creditor,
it is hard to disentangle (and largely irrelevant) whether breach of contract occurs because the other party is basically
incompetent or does not apply enough care. In practice, therefore, moral hazard gets mingled with the other party's
type.

Whether or not the creditor should spend resources monitoring the debtor's actions depends on details of the
transaction that are not formally captured in equations (1) to (3). Our framework nevertheless provides insights as to
when monitoring may be useful. For instance, realizing early on that a debtor is facing difficulties often enables the
creditor to take conservative measures that increase expected repayment. This is particularly true for large loans
secured by assets that could be dilapidated should the debtor go bankrupt, or when acting early enables one creditor
to get ahead of others. Given the costs involved, however, continuous monitoring is probably not profitable for small,
repeated commercial transactioas;postmonitoring is more likely. To this issue we now turn.

Excusable Breach, Risk Sharing and Implicit Contracts
Because of moral hazard and adverse selection, the boundary betwdég amabunwillingness to comply
with contractual obligations, while somewhat pre@seoost is blurredex ante a debtor may be unable to comply
because she promised something she could not deliver or was careless in executing the contract. Using harsh
punishments can deter bad types from making empty promises and provide debtors with incentives to exert proper care
and effort. But, as we have argued earlier, punishments that are too harsh also dibcmar éigeparties who cannot
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be totally sure they can honor the contract. Extreme sanctions get rid of moral hazard and adverse selection altogether;
but they also eliminateona fidetrade.

To discourage opportunistic behavior whaliowing enough flexibility fotbona fidetrade, creditors should
assess whether breach of contract was due to unanticipated events or to carelessness and incompetence. If it appears
the debtor was at fault (insufficient effort) or incompetent (bad type) the creditor may decide to terminate the
relationship and seek reparation. On the other hand, if breach was due to events beyond the control of the parties, the
creditor may prefer to excuse the debtor, renegotiate the contract and continue the relationship. Making punishment
depend on the cause of breach improves efficiency because it deters opportunistic behavior but allows excusable default.

Businesses around the world, but particularly in Africa, are subject to shocks (Steel and Webster (1991), Little,
Mazumdar and Page (1987), Cortes, Berry and Ishaq (1987)). Cash flows vary in unpredictable ways. Firms with
insufficient access to insurance and credit from other sources often find themselves unable to honor precise deadlines
for payment and delivery (Stone, Levy, and Paredes (1992)). Too strict a stance on contract enforcement is particularly
counterproductive when dblone fidefirms have recurrent difficulties fulfilling their contractual obligations. One
would therefore expect a lot of contractual flexibility in high risk environments. Allowing excusable default is then
a way of sharing risk among firms.

From a theoretical point of view, there are several ways in which risk sharing can be incorporated in business
transactions. One way is to assume parties write explicit state-contingent contracts in which payment varies with the
state of the worl&t  (e.g., Eaton and Gersovitz (1981), Klet8&4(), Grossman and van Huyck (1988), Udry (1990)).

In practice, such contracts are too cumbersome to be practical. Furtheemore, is seldom observed perfectly by the
creditor and is rarely observable by judges. Parties are therefore likely to opt for other solutions. One is to leave the
contract deliberately 'incomplete’ in the sense of Hart and Holmstrom (1987), for instance by stating that the debtor
will pay 'when he can'. Enforcement then relies on the force of tatonship: as long as payment delays are
reasonable, parties continue their relationship; when the creditor suspects foul play, the relationship ends. Another
way to share risk is to specify fully the respective obligations of the parties, but implicitly agree that these obligations
can be renegotiated in good faith should one party find compliance unexpectedly difficult and costly. The advantage
of the third approach over the second is that contracts with clearly specified obligations are easier to argue in court.
Explicit contractual obligations can then be seen as a way to influence the bargaining power of each party during the
renegotiation process, and thus the functioning of the underlying implicit contract.

To distinguish between excusable and non-excusable default, creditors must in particular be able to infer
otherwise any recalcitrant debtor could falsely pretend to be unable to pay. Costly monitering o is aften
required for risk sharing to take place (Townsend (1979)). Relative performance can also be used to assess the
likelihood that the debtor is telling the truth and worked hard enough (Radner (198%)). Ifa asmdbserved
indirectly or with a delay, misrepresentation and carelessness can be deterred by increasing the severity of the
punishment once cheating is suspected. Finally, false claims and insufficient effort can be discouraged by limiting the
number of times the creditor is prepared to be patient. The debtor is likti¢hshepherd of the story: if he cries 'wolf'
too many times, when the wolf is really therebody will come to help.

Trust and Reputation

Not only is the promise of future transactions an important incentive for contract compliance, repeated
interaction also plays an important role in screening and monitoring. As economic agents learn about each other and
revise their prior knowledg@ |, they come to trust each other (Gambetta (1988)). Trust can thus be thought of as a form
of social capital: it accumulates through 'good' actions and dissipates through 'bad' actions (Coleman (1988)). The
importance of trust in business leads to personalized transactions. To see why, consider a risk averse firm that has
identified a few reliable business partners. The informaflon  the firm has begun accumulating on its partners is more
precise thamA , the information it has on the general population of potential trading partners. Reliable partners are
also probably better than the average population  because they are the result of a selection processQTherefore
stochastically dominatA : because the firm is risk averse, it prefers to deal with known partners than with unknown
firms (Arrow (1971)). As the firm continues to trade with the same partners, it collects monesitidor about them,
which makes it even more likely to deal with them in the future. Trust-based exchange is thus self-reinforcing and
favors the establishment of fairly rigid business networks (Meillagd@%1)). The reluctance to deal with newcomers
in the same way (trade credit, checks, orders) as old partners stifles firm entry and competition (Lorenz (1988)).
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There exist two types of contract enforcement mechanisms that eliminate the need for personalized
relationships: legal enforcement, and ttapion. Both enable firms to operate within a large group and to rapidly
establish business relations with new partners. Thanks to legal institutions, security can be found in unmovable
collateral and other fanal guarantees without prior acquaintance. Collateral-based enforcement is particularly
important for large transactions like bank loans. Even banks, however, seldom rely exclusively on collateral and often
seek to assess the trustworthiness of potential borrowers. Reputation is a form of social collateral that can guarantee
contract performance without prior acquaintance. Economic agents who belong to an information sharing group may
rely each on other's reputation when initiating business contacts. Reputable firms havE\&{(hjgd) with all the
firms in that group, irrespective of whether they have dealt with them in the past or not. Concern for one's reputation
may be sufficient to ensure compliance and to enable firms to offer credit or take large orders without knowing each
other personally (Greif (1993), Milgrom, North and Weindd$91)). Firms within an information sharing group are
at an advantage relative to firms who outside of it because they can reach further, expand faster, and spread risk more
easily (Fafchamps et. al. (1994)). The larger the group among which reputation is shared, the larger the group of
potential business partners, and the mopess firms have to a safe business environment.

Section 3. Implications for Empirical Research

We have covered a lot of ground in this chapter, drawing from literatures as varied as corporate finance,
sociology, game theory and development economics. The rich and complex picture of enterprise finance that emerges
from the exercise is one in which information and enforcement issues get irretrievably entangled, reliability and
reputation are the avenue to success, legal institutions and ethnic prejudice combine to faedizergeetain groups,
and repeated interaction enable parties to legal contracts to implicitly agree to renegotiate their olgigptiens
In spite of its complexity and richness, however, the literature enables us to make certain predictions that we can
compare to the reality of enterprise finance in Zimbabwe. At the core of these predictions lie a few key features of
financial transactions, namely:

- the presence of risk, making fulfilment of contractual obligatioradlioircumstances difficult if not impossible;
- asymmetric information about borrowers' characteristics leading to adverse selection;

- asymmetric information about borrowers' action leading to moral hazard;

- transaction costs in screening, monitoring and collecting loans;

- repeated interaction that creates the possibility of trust and reputation as enforcement devices;

- the existence of a legal system that is costly to use and relies heavily on collateral to enforce repayment.

These features lead to a number of theoretical predictions that are now briefly summarized.

Credit Rationing
The theory predicts that no credit will be offered if the maximum that the debtor can credibly be forced to
repay is smaller than the opportunity cost of money to the lender, subject to the bonweping the contract
(equations 2 and 3). Without enforcement at all, no credit is given and there is full rationing. Even when credit is
granted, lenders limit the size of their lending to what they can credibly recover from a borrower. Several factors
increase the likelihood of rationing, including:

Low ability to enforce repayment poorly functioning legal system and the lack of reputation mechanism
lower credible sanctions for breach of contract and increases the chances of credit rationing. In the absence
of other enforcement mechanism, high cost of court action leads to the rationing of small credit transactions
and of loans to small borrowers with few assets to seize -- e.g., microenterprises. Collateral may be required
to get credit.

Statistical differences across borrowers' categoriegms that belong to categories of borrowers with lower
probability of repayment are likely to be the subject of statisticalidigtation on the part of lenders and thus
more likely either to pay higher interest rate or to be turned down for credit. This process may be self-
fulfilling because lack of @cess to credit makes a borrower more likely to breach a loan contract following
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a temporary liquidity problem. Firms most likely to be negatively affected are microenterprises and groups
victim of prejudice -- e.g., blacks or women.

Greater uncertainty about borrowers' typesirms that belong to categories with higher variance in
experience, competence, and preferences are more risky and thus more likely to be turned down for credit,
unless the borrower is able and willing to assess the borrower's type more precisely. This increases the
likelihood that start-ups will be credit rationed. The same argument applies to firms who wish to expand
beyond their traditional activities.

High costs of screening loan applicants and monitoring their actidghscreening costs are more or less
constant per borrower, loans to small borrowers -- e.g., microenterprises -- are less likely to take place. Banks
are more likely to ration loans than suppliers and friends because banks are less able to screen and monitor.
Poor information networks increase screening and monitoring costs and are expected to lead to more credit
rationing. Lenders with a choice between known and unknown firms will prefer the former. Economic agents
who are costly to screen for a particular lender find it hard to borrow from that lender. Therefore, start-ups
and ill-connected firms -- e.g., most Black firms in Zimbabwe -- are more likely to be turned down for credit.
Small, anonymous transaction will typically be self-liquidating, i.e. with instantaneous payment and no credit.

Greater dependence of contractual performance on borrower's type and effdiie outcome of the
transaction depends critically on the borrower's effort, the latter may be required to share the risk of the
operation, through equity participation for instance. Loan rationing then takes the form of a debt-equity ratio
and limited loan size. Credit rationing is thus more likely for expansion projects where effort and competence
of entrepreneur are critical. Fast-growing firms are likely to be most affected by credit limits.

High opportunity cost of money~or a given set of enforcement mechanisms, tight money increases the cost
of money to the lender without necessarily increasing the strength of enforcement penalties (see equation 2).
High interest rate is therefore expected to lead to more conservative lending practice and more credit
rationing.

Controlled interest rate When interest rates are controlled, the lender may not be able to cover for lending
risk. Lender will then try to exclude risky types froateiving loans. If lenders are forcedattocate part

of their loan portfolio to risky types, and there is excess demand for loans, rationing takes the form of a lottery
or a queue. Parties may resort to corruption in a effort to affect the allocation of loans.

Contractual Flexibility and Self-Rationing

Firms may decide not to borrow if they are uncertain regarding their ability to comply with contractual
obligations and if the costs of default -- guilt, loss of reputation, loss of relationship, and legal action -- are too high.
In this case we say that there is self-rationing. Self-rationing may be present even if the expected return on borrowed
funds is high. Like direct rationing, self-rationing is thus potentially welfare reducing. Self-rationing is most likely
when:

- uncertainty is high for the debtor;

- uncertainty is largely beyond the control of debtors;

- debtors are risk averse;

- legal enforcement of contracts is inflexible and the interpretation of contracts is literal;

- the reputation of the debtor is at risk;

- the relationship with the lender is worth preserving.

Self-rationed firms are most likely to be found among small proprietors who fear losing the few assets they
own (e.g., family home or farm) and among firm owners who cannot shelter their private assets from creditors (e.qg.,
sole proprietors). Self-rationing is reduced if borrowers agree to enforce contracts in a flexible manner. Flexibility
is often required for exchange to take place at all. Defaults and delays in payment therefore occur. Even though not
welcome, they are anticipated to happen with some probability. The more risky the environment is, the more flexible
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enforcement should be. Flexibility is therefore likely to be more important in sectors and economies with a lot of risk.
But flexible enforcement encourages moral hazard and adverse selection. Creditors are therefore least likely to be
flexible when:

- debtors' actions and types have a large effect on the outcome of the transaction;
- screening the debtor's type is difficult;
- monitoring of debtor's actions is difficult.

As a result, self-rationing may be more important among firms who expects their creditors to show little
flexibility, like start-ups and ill-connected firms.

Interest Rate and Debt Horizon

As is evident from equation (2), lenders can, up to a point, compensate for higher default risk by raising the
interest rate. Factors that lead to credit rationing when they are strong lead to high interest rates when they are weak.
Consequently, microenterprises, black businesses and start-ups who are able to secure credit are expected to pay higher
interest rates. Differences in screening, monitoring and collateral costs are also partly reflected in variations in interest
rate by loan size, loan type, and borrower type.

Monitoring is a means of addressing concerns about moral hazard. As a substitute for costly direct
monitoring, the debt horizon can be used to monitor performance indirectly: short term credit can be used for long term
credit needs with the implicit understanding that credit is renewed as long as the borrower does not attempt to abuse
the contract. This approach is most effective if combined with credit rationing because a bad borrower can then not
escape the consequences of a damaged relationship. A dual credit market can serve a similar role of disciplining
device: debtors who have failed to honor past transactions in the primary market have to borrow at higher rates in the
secondary market.

The theory of adverse selection further predicts that when lenders cannot differentiate among borrowers, they
may, as a group, offer a menu of debt contracts to cause borrowers to self-select according to their type. Lenders then
offer not a single undifferentiated financial instrument but rather a variety of instruments with different interest rate,
repayment period, and legal securities. Least risky borrowers are predicted to select forms of finance with high
collateral and low interest rates, while high risk borrowers select low collateral, high interest finance. Another way
of inducing self-selection among borrowers is to restrict the use of each instrument to particular financial needs. For
instance, credit for expansion may be delivered in the form of medium to long term loans and credit for working capital
given in the form of flexible, short-term advances.

Screening, Monitoring and Reputation

As is well known, offering a menu of contracts generates a surplus for the types of borrowers who must self-
reveal themselves. Lenders may economize on that surplus by directly collecting information about prospective
borrowers. What lenders screen for depends on the type of enforcement mechanism they ultimately intend to rely on.
Parties that rely on courts and legal securities screen for collateral. Legal institutions are thus most useful for large
anonymous transactions. To the extent that harassment can be resorted to as a form of debt collegtjppsand
monitoring device, lenders may insist on knowing the borrower's address and whereabouts.

Repeated commercial interactions can also enforce contracts with little or no recourse to formal guarantees
and courts. Parties to commercial transactions must then assess whether the dbbta fglefirm and is committed
to maintaining a business relationship. To do so, they may test potential debtors over a period of time and visit their
shop or factory. Commercial banks may similarly collect valuablerir€tion on their clients' business by monitoring
their accounts. Suppliers collect valuation information by monitoring the pattern of their clients' purchases. In the
absence of reputation mechanism, business transactions become heavily personalized; mutual trust must be established
before contractual obligations are accepted. Groups of firms or individuals able to organize the truthfuladiesemin
of contractual information are at an advantage relative to other firms or individuals. When the cost of collecting
information on borrowers is large relative to the value of the transaction, statistical discrimination may be used instead
of direct screening. This does not mean that discrimination along ethnic or gender lines is always a rational outcome;
it may also result from ignorance and prejudice.
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Equity

To access flexible funds, i.e., to share risk with financial investors, debtors may have to grant the owner of
the funds management rights and let lenders monitor their actions closely. The theory therefore implies that firms will
typically be requested to finance from equity part of all of major expansions and investment projects. Long-term
lenders either insist on immovable collateral or take a close interest in the firm, for instance, through participation in
its capital and direct monitoring of its activities.

Shareholders monitor the firm's management to minimize moral hazard. Monitoring can be done indirectly
through the market, or directly through participation in the management of the firm. Monitoring by the market
requires institutions to publicly verify the firm's accounts. Monitoring costs reduce the attractiveness of the stock
market for small firms. To avoid the loss of control inherent to outside equity financing, most firms prefer relying on
their own resources for expansion. Retained earnings are thus expected to play a major role in firm growth.

Competition on Financial Markets

Because of the existence of increasing returns to information, competition among lenders is expected to be
imperfect. Lenders have a preference for exclusivity in lending (if they are banks) and trade credit (if they are suppliers)
in order to facilitate monitoring. Given the existence of learning costs and other sunk costs in establishing new
financial institutions, competition in financial marketsimsited by the size of the market. Consequently, one expects
different financial institutions to specialize in different categories of financial instruments. When the market for a
certain type of finaral instrument is too small to cover entry costs, financial institutions to offer it do not
spontaneously emerge and that financial instrument is nonexistent. Imperfect competition in the provision of credit
means that certain firms may be able to extract monopoly or oligopoly rents. Firms that are large enough to qualify
for credit from different banks may have access to better interest rates.

The existence of institutions that spread accurate information about borrowers' past performance makes it
easier for established firms with a good track record to access credit. It is in the joint interest of lenders to share
information about their borrowers but against their individual interest if transmitting the information is costly and they
can free ride the system. Armed with a deeper understanding of the nature of financial transactions, we are now ready
to consider the available evidence on enterprise finance in Zimbabwe.
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Chapter 3. Financial Institutions and Instruments

A proper understanding of enterprise finance cannot be achieved without first considering what financial
services are available, in what form, and from what source. In this chapter we document the range of financial
institutions and instruments currently available in Zimbabwe. We also describe the laws and adiverpsticedures
that support credit transactions. At the end of the chapter we discusgulde af Zimbabwean banks toward business
in general and manufacturing in particular. In the conclusion we compare the existing evidence with the theoretical
predictions made in the previous chapter.

Section 1. Financial Institutions

The range and number of financial institutions operating in Zimbabwe is impressive by African or even
developing countries standards. The financial sector consists of several layers of institutions: the Reserve Bank of
Zimbabwe, commercial banks, merchant banks (also catleebting houses), finance houses, discount houses,
building societies, institutional investors, development finance organizations, the Post Office Savings Bank, and the
Stock Exchange. Financial activities are also assisted by credit insurance and credit reference institutions.

The financial institutions that lend directly to the public are comprised of five commercial banks (Barclays,
Standard Chartered, Zimbank, Stanbic, and the Commercial Bank of Zimbabwe), four merchant banks (First Merchant
Bank, Merchant Bank of Central Africa, Syfrets Merchant Bank, and National Merchant Bank), five finance houses
(Stanbic Finance, Fincor, UDC, Standard Finance, and Scotfin), three building societies (Central African Building
Society, Founders Building Society, Beverly Building Society), and two development finance institutions (the Small
Enterprise Development Corporation or SEDCO, and the Zimbabwe Development Bank). The African Development
Bank and the International Finance Corporation are also active in Zimbabwe. Commercial barksptimtehouses
are part of the monetary banking sector. Finance houses and building societies raises funds through fixed term
deposits. Development finance institutions are financed by the government and external donors. The Post Office
Savings Bank takes deposits from the public but does not lend to the public. The government has a controlling interest
in Zimbank and its subsidiaries, Syfrets and Scotfin, in the Commercial Bank, and in ZDB.

The main financial institutions and their relative market shares have changed little over the years (Figures
1 and 2). Three commercial banks, Barclays, Standard Chartered and Zimbank, dominate the scene in terms of the
loans they make and the deposits they collect to and from the public. Merchant banks cater to the needs of large
corporate clients. UDC and CABS are the main actors in their respective category. ANZ Grindlays was recently bought
by Stanbic, a South African bank. The formerly Standard Chartered Merchant Bank has become the Corporate and
Institutional Banking Division of the comméatbank by the same name. The National Merchant Bank is a new
entrant geared primarily toward black businesses.

There are several investment institutions that can be used by manufacturers in raising venture capital. These
include the Venture Capital Compaby of Zimbabwe, the Zimbabwe Development Corporation, the African Enterprise
Fund, the Manna Corporation, and Hawk Ventures Ltd. In addition, there are several foreign institutions which do
not have offices in Zimbabwe but offer equity finance for small enterprises in African countries. They are listed in the
ZDB/CZI Handbook on Project Finance. Taken together, howalldhese operations are rather small.

The secondary market for financial paper (or money market) is organized around three discount houses: Bard
Discount House, Discount Company of Zimbabwe, and Intermarket Discount House, a recent entrant. The discount
houses trade in banker’s acceptances, tredgle certificates of deposit (NCDs), and government paper (Treasury bills
and bonds, AMAs and municipal bonds). They rarely handle tidgelut occasionally discount promissory notes
directly from large corporations and holding companies. Traditionally, discount houses have exuteswécathe
rediscounting window of the Reserve Bank of Zimbabwe. The market for securities is organized around the six or
so brokers who form the Zimbabwe Stock Exchange. The Stock Exchange has been in existence since 1973 but has

10According to one of the respondents, there wasant attempt by the RBZ to open its window to financiaitiniens directly, but the RBZ
could not handle the resulting flow of transactions.
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recently become more active as a result of id-18¥93 opening to foreign investors (Figures 3, 4 and 5). There is no
market for corporate bonds.

Apart from the already cited financial institutions, two other categories of actors are active participants in the
secondary market for financial paper: institutional investors and the Reserve Bank of Zimbabigiohas investors
comprise about 50 insurance companies and over 1200 pension funds mostly interested in long term investments and
naturally attracted by government bonds and, to a lesser extent, securities. Since the financial liberalization of the
economy, open market operations by the Reserve Bank of Zimbabwe have become the major instrument of monetary
policy. While we were in Harare the RBZ was quoting a discount rate on banker’'s accepté08éshot, in
accordance to its tight money policy, it was not buying any; as a result, the money market rate was around 35%.

The financial sector is assisted in performing its function by credit insurance and credit information services.
The Credit Guarantee Company (CGC), jointly owned by the RBZ and the five commercial banks, extends guarantees
of up to 50% of the amount lent by a comni@rbank for small projects. Credit Insurance Zimbabwe, a private
company, offers a little used bank guarantee policy that covers up to 70% of the working capital advanced by banks
to exporting firms. Credit reference information is collected and disseminated by Dun and Bradstreet Zimbabwe which
keeps some 75,000 enterprises afid@,000 Zimbabweans on file. Through their Financial Clearing Bureau, banks
share information about the opening and closing of accounts. Finance houses also share information about credit
performance on hire-purchase agreements.

Section 2. Financial Instruments

The range of financial instruments available to Zimbabwean manufacturers is no less impressive than the list
of financial ingitutions. Short-term finance is organized primarily around overdraft facilities and banker’s
acceptances, which taken together represent the bulk of lending by commercial banks to the manufacturing sector.
Banker's acceptances presents the advantage that banks can use them to manage their day-to-day liquidity by
discounting them on the money market. The discounting of trade bills, on the other hand, is little used. Short-term
off-shore finance can be organized by merchant banks for importers or exporters. At the time of our visit, interest rates
on off-shore financing reverted around 8% (LIBOR + 2%), versus 35% on domestic short-term finance. Borrowing
off-shore, however, implies a significant foreign exchange risk. This risk is mitigated when repayment of the loan is
covered by anticipated export proceeds. The interest rate différbrus operates as a (moderate) incentive to export.
Off-shore loans are only available in major currencies, not in South African Rands, presumably because credit is
available from South African exporters directly. Full factoring can be arranged with UDC, a finance house, or with
its smaller competitor, the Credit Finance Corporation. Several of the manufacturers we spoke to use factoring as a
source of working capital.

Medium-term finance is available in various forms. The purchase of vehicles and equipment can be financed
by finance houses through hire-purchase or financial leasing. Retailers also sell furniture on hire-purchase. SEDCO
gives out medium-term loans to small enterprises and start-ups for working capital (up to 3 years), equipment (up to
5 years) and buildings (up to 10 years). Finance houses like UDC offer medium-term loans of up to five years. The
funds for these loans come from foreign lines of credit earmarked for particular purposes. These facilities were covered
against foreign exchange risk by RBZ and thus present little risk for borrowers. Since RBZ has discontinued its foreign
exchange coverage at the end of 1993, however, future lines of credit of this type may subject borrowerstital substan
foreign exchange risk.

Medium-term off-shore finance can also be organized via merchant banks. For large amounts, Zimbabwe
banks seek the support of export credit guarantee schemes from European and U.S. government. With the guarantee
in hand they then approach commercial banks in the country from which supplies and equipment are originating. For
small amounts, merchant banks negotiate directly with off-shore banks. The payment of loan installments is organized
by letter of credit. Zimbabwe commercial banks occasionally extend medium-term finance in the form of banker’s
acceptances for 360 days, loan facilities, of individual loans. At the time of our visit, however, commercial banks
appeared retrenching from any lending beyond 90 days. It is, however, customary for firms to finance small purchases
of equipment and machinery with short-term finance. Although commercial banks are in principle opposed to the use
of short-term facilities to finance anything else than working capital, in practice they seldom often complain as long
as equipment purchases do not reduce the range of fluctuations on the overdraft. Whenever a situation develops in
which the overdraft no longer falls below a given level, commercial banks reduce the overdraft and convert the hard-
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core into a two to five year loan to be repaid by. Several of the manufacturing firms we interviewed had, at some time
or another, a portion of their overdraft turned into a loan.

The range of instruments for long-term finance is more limited. Thirty year loans guaranteed by mortgages
can be organized with building societies or pension funds but primarily for the purchase of land or the construction
of buildings. Project financing is available through merchant banks for large corporate clients, and through
development banks like SEDCO, ZDB, ADB or IFC. Loans from the two latter sources often are denominated in
foreign exchange. This imposes a significant foreign exchange risk on investors, as the recent histairy lafrger
Zimbabwe manufacturers has amply demonstrated. Other types of long term loans are rare if not nonexistent.
Commercial banks are not involved in long term lending at all. Corporate bonds are not used.

Equity finance is increasingly perceived as a viable alternative to loans and is rapidly becoming a popular
source of long term funds for the largest of the Zimbabwean companies. Since the early 1990s, and particularly since
the opening of the Stock Market to foreign investors in mid-1993, rights issues have been used for financing expansion
projects or cleaning balance sheets. Underwriting services are provided by merchant banks. The absorption capacity
of the market is small compared with firms’ desire to float new stock. To prevent a collapse of share values, the Stock
Exchange currently holds a one year waiting list for new flotations. For those firms too small to go public, venture
capital is available from various sources. Securing funds from a venture capitalist, however, limits one’s freedom of
movement: equity investors typically insists on monitoring closely all the activities of the firm. Another possible source
of equity finance is development banks, but it usually comes packaged with long term loans. Commercial banks in
Zimbabwe are not involved in equity financing. The only time they may hold equity is when a client defaults on a loan
and they accept to swap debt for equity. Daiises are currently not used and thus not traded in Zimbabwe, but they
are being actively investigated.

Credit insurance is available to private firms through the Credit Insurance of Zimbabwe. Two types of risks
are covered: commercial risk of non-payment by domestic clients; and political and commercial risk of non-payment
by offshore buyers. CIZ also assists its customers with debt collection. Credit guarantees for bankers are available
through the Credit Guarantee Company and, to a much smaller extent, through CIZ as well. Dun and Bradstreet
disseminates credit reference information about Zimbabwean firms and individuals. Its publications include new
registrations of firms with the Registrar of Companies, court judgements passed against firms and individuals, and
credit ratings based partly on publiclyadable information and partly on information collected and held in
confidentiality by D&B. Debt collection services areadable through D&B and various lawyers officAssistance
in drawing loan applications is available through SEDCO and the Small Business Units egendg by thenain
Commercial banks.

Section 3. Legal Issues

Commercial contracts in Zimbabwe are ruled by Dutch Roman Law. Jurisprudence is shared with South
Africa. We briefly describe the forms of direct and indirect security available in Zimbabwe as well as existing debt
collection procedures and practices.

Forms of Security

The principal forms of direct security include deed of hypothecation, notarial bond, negative pledge, ownership
of movables, frozen deposits, assignment or cession of receivables, drghtityrguarantee. The most common and
preferred form of collateral on bank loans and overdrafts is the deed of hypothecation, a form of floating mortgage.
The deed is registered to prevent conflicting claims. It can only be taken on immovable property. The opening of a
deed of hypothecation implies the transfer of the land title to the lender. Many Zimbabweans, mostly in communal
areas and townships, do no possess a title on their land, either because they live in areas wheréitreaatiite
is discouraged (if not illegal), or because they have not paid the relatively large fees required to obtain a title. The
absence of land titles is perceived as an acute constraint to expansion in growth poiiattyespee reason for the
current state of affairs seems to reside in thalsnumber of qualified surveyors available. A significant land
surveying effort is indeed before titles can be granted in the many parts of the ceaairyyrchosen by the
government as growth poles.

On movable assets, the most frequent form of security is the notarial bond. A general covering notarial bond
encompasses all items belonging to a particular category, e.g., stocks or equipment. A notarial bond can also be taken
on a particular item, in which case the item must be precisely identified in the contract. Unlike a chattel mortgage,
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a notarial bond does not allow its holder to recover items from the hands of someone who has bought them from the
borrower. If a delinquent borrower liquidates his or her assets, it only constitutes a breach of contract with the lender.
All what a notarial bond does is to grant seniority over other creditors. Zimbabwean banks and finance houses are
currently seeking to prevent borrowers from granting competing general coverage bonds by instituting a registrar of
notarial bonds. Related to the notarial bond is the negative pledge. In this case, the borrower pledges not to give a
senior claim on its assets to any other creditor. Failure to do so, however, only constitutes a breach of contract. Upon
catching a debtor reneging on a negative pledge in bad faith, banks may call all his debt.

Movable items provide a more effective security when the lender retains ownership until payment is
completed. This is the form of security on which hire-purchase and financial lease contracts are based. As we have
seen, hire-purchase is a major source of medium-term credit for the purchase of vehicles and equipment. Hire-purchase
agreements fall under the Hire-Purchase Act and, as such, as subject to a number of restrictions regarding down
payment (40%) and duration (3 years). These restrictions were instituted primarily to protect final consumers; they
are less relevant for commercial borrowers. To circumvent these restrictions, lenders have begun experimenting with
financial lease agreements. At ttime we visited Zimbabwe, the cost effectiveness of such arrangements was
constrained by tax laws whiake factoimply the double imposition of the residual value of the item at the end of the
lease. Repossessed vehicles and equipment are publicly auctioned in an active secondary market. The existence of an
auction market raises the expected value of repossessed items and enhances their collateral value.

Financial deposits in other institutions can be used to secure a loan. The institution in which the deposit is
held is then required to request the lender’s approval before releasing funds to the borrower. Financial institutions in
Zimbabwe cooperate in ensuring the respect of such obligations. A borrower can also assign its own debtors (i.e.
pledge its receivables) as guarantee for a bank loan. Ceding one’s debtors (i.e. thecgikabfeas) is the legal basis
on which factoring contracts are organized. As we mentioned earlier, third-party guarantees by CGC or CIZ can be
arranged as collateral substitute. Banks themselves are occasionally asked to guarantee the contractual obligations of
their customers. A firm may, for instance, use a bank guarantee to secure credit from one of its suppliers. Bank
guarantees are often required of applicants to public tenders.

Trade bills and checks offer some limited security. Bills of exchange guarantee limited seniority claims on
the transacted goods. Checks offer no security but the bouncing of a check makes it easier to argue a case in court
because it provides undisputable evidence of the existence of a legal claim. Trade bills, although little used, can in
principle be discounted with commercial banks. Post-dated checks can be discounted at a high premium outside of the
formal financial sector.

Beside the various forms of direct security that we just discussed, there exist several no less important
institutionally supported indirect sedties: business registration, credit reference, independent auditors, and criminal
penalties for falsifying financial statements. In order to register their business, firms are required to provide important
financial information, including the name and full address of the owners, the equity of the firm, a balance sheet, and
other financial statements. This information is entered into the Registrar of Companies and made publicly available.
The Registrar of Companies constitutes one of the major sources of information for credit reference bureaus like Dun
and Bradstreet. Combining this information with court records and confidential information passed on by clients, D&B
plays a crucial role in helping firms establish a highly visible and widely publicized track record. The wide use of D&B
services in Zimbabwe ensures that debtors are incited to seek accommodation with their creditors. Indeed they know
(or should know) that failing to do so could tarnish their reputation and seriously restrict their dots®ta credit
from all sources. In addition to D&B, finance houses, banks, daifiers who sell on hire-purchase also share credit
performance information among themselves.

The independent auditing of accounts by registered accountants is an important indirect form of security as
well. It is sought by merchant banks, when in doubt, before extending project financing, and it is a crucial requirement
before a firm is allowed to float securities. The Stock Market could probably not operate if firms’ accounts were not
independently verified by reliable auditors. Making it a criminal offense to falsify financial statements like historical
balance sheets and management accounts also confers more value to these documents and enhances their use in
screening and monitoring debtors. Group lending is a form of indirect security that is very little used in Zimbabwe.
To our knowledge, only SEDCO has begun experimenting with group loans to selected microenterprises.

Debt Collection Procedures
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The legal procedure for debt collection in Zimbabwe is quite straightforward. After a final demand by the
creditor’s lawyer, a summons is send to the debtor. Filing the summons with the court opens the case. The great bulk
of non-payment commercial cases are uncontested, in which circumstance the judge immediately renders a judgement
by default. With this judgement in hand, the messengers of the court are instructed by the sheriff to confiscate the
debtor’s assets. If the assets are not sufficient, the debtor may in principle be asked to go to prison, but such cases are
rare. More likely, the threat of imprisonment may be waived in the hope of inciting the debtor to pay the remainder
of the debt by installments. A bankrupt company can either be liquidated or put under judicial management. One
person we spoke to lamented that Zimbabwe only has a small humber of highly qualified judicial managers and
deplored the absence of Chapter 11 type legislation. This person argued that these legal shortcomings force creditors
to seek liquidation instead of attempting to rehabilitate the firm. Others were of the opinion that the current situation
is satisfactory. Unlike during our visits to Ghana and Kenya, we heard no complaints that courts were corrupt or
lenient. No one we spoke to said that judges have a tendency to side with debtors and make it easy for defendants to
use delaying tactics, as was the case in Ghana. Delays, however, occur as a result of bureaucratic backlog.

Alternative debt collection procedures exist as well. They all ultimately rely on the threat of court action.
Many lawyers and debt collection agencies offer themselves to mediate and arbitrate disputes. All judgements
regarding the non-payment of commercial or consumer debt are immediately published in Dun’s Gazette. Having one’s
name in the Gazette often trigger a withdrawal of all credit. As a result, a firm whose name has appeared in the
Gazette may have to downside or even close down. The threat of a tarnished commercial reputation is a major incentive
to come to terms with creditors, often even more so than the distant fear of confiscated assets.

Section 4. The Attitude of Financial Institutions

An introduction to financial institutions in Zimbabwe would not be complete without a sense of how they
practice their business. As we have seen, financial institutions have set up and are benefiting from well established
procedures for the sharing of credit performance information. The existence of such information sharing agreements
have led some to accuse banks of forming a cartel. However frustrating it may be for someone in financial difficulty
to discover that its conflict with one bank is immediately known to all the others, the sharing of credit performance
information per s&oes not qualify as cartel behavior. In fact, according to some respondents, banks occasionally omit
to reveal information about problematic customers in the hope that they will take their unwanted business elsewhere.

Formal channels of infanation sharing are complemented by the old boy (whites) and new boy (blacks)
networks. Golf club tournaments and other sporting events offer an opportunity for business gossip to circulate among
the happy few, the well connected. The top of the business hierarchy is but a little village where there are no secrets
and everyone knows everyone else. This is the other track record, the race track. The existence of networks helps
information about established businesses circulate, but it makes it difficult for new entrants. Getting known becomes
yet another hurdle to get over. Furthermore, not all management and owners of small and medium firms are prominent
figures on the golf course or the rugby club. The information on them conveyed by gossip alone is probably more
tenuous, less reliable, less useful. As a result they may find it harder to qualify for credit. Banks, however, remain
formally quite distinct from other business interests, in particular from the three main holding companies present in
Zimbabwe. Zimbabwean banks do not in any way resemble keiretsus or German universal banks.

Another, more convincing way of looking at competition among financiatutisns is to consider the quality
and price of the service they offer and the available limited evidence on concentration.