


The copyright of this thesis vests in the author. No
quotation from it or information derived from it is to be
published without full acknowledgement of the source.
The thesis is to be used for private study or non-
commercial research purposes only.

Published by the University of Cape Town (UCT) in terms
of the non-exclusive license granted to UCT by the author.






































































































-

9. The contents of the leather pack are not finalized. However,
it will contain leather work tools, moulds and brushes.

10. This high interest rate can be directly attributed to the
size of the credit portfolio. All of the SHFT costs must be
borne by a relatively few individuals. The TTO recognizes that
this situation is undesirable. It would be much more desirable
to have commercial institutions handle the credit. They could
spread the costs and risks of informal economy credit across a
vast portfolio, thereby 1lowering the costs. The TTO have
continually lobbied commercial financial institutions to open
their doors to informal economy entrepreneurs. To date, these
institutions are beginning to stir. However, until they offer
such a service it must be handled by interim institutions such
as the TTO, which are forced to charge higher interest rates.

“1. Level refers to the Ladder Group’s classification systen,
See Chapter 1.

12. The Ladder Group

13. This figure includes raw materials sales, finished goods
sales and equipment sales to township producers, outlets and
other TTO companies.
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CHAPTER THREE : INDUSTRIAL ORGANIZATION
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recognition of the entrepreneur as an organizer of resources lead
him to recognize the firm as a "nexus of contracts." A contract
was the tool at the entrepreneur’s disposal to ensure resources
were organized as intended. The firm became the structure
1 sponsible for organizing those contracts.

In The Economic Institutions of Capitalism, Williamson lays out
the role of the firm as an organizer of the "nexus of contracts."
He identifies two distinct contractual necessities that
precipitate the firm. These are incentive alignments and
transactions cost.!®> as a group, he labels the these concepts

as New Institutional Economics.1®

Incentive alignments are contractual tools that encourage an
individual to carry out a desired action. 1Incentive alignment
literature focuses on two methods of encouragement. The first
varies property rights assignments. "Property rights literature
emphasizes that ownership matters."!’ Ownership entails the
right to use, alter or accrue returns from an asset.l8 The
importance of property rights for the firm was the suggestion
that separation of ownership and control attenuates incentives.
Thus, firms (entrepreneurs) must offer incentives to individuals

in order to elicit desired action.

The need to elicit this action precipitates the second form of
incentive alignment, agency theory. Agency theory deals with the
type of incentive that must be folded into a contract in order
to elicit desired behavior. Williamson notes two agency
paradigms: positive theory of agency and principal agent theory.
The positive theory of agency relies on market forces to mould
the contract. Conditions in the labor market, capital market and
information cost will shape the contract. Principal Agent theory
relies on contractual mechanisms for eliciting desired responses.

Principal agent theory suggests various contracting schemes for
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package 1s commensurate with a risk neutral principal. The
second package offers an agent a nominal flat rate plus some sort
of payment contingent on output. The idea is that at a given
level of effort the second package is more remunerative. The
principal knows that under such a scheme the agent will exert a
level of effort sufficient to earn a greater remuneration than

under the first package.4!

The importance of principal agent theory to the firm is that all
contracts in the "nexus" will in some way be subject to the
preceding dynamics. All labor and capital employed, all
purchases and sales must be considered within the framework of
principal agent theory. All exchanges must contain some sort of
incentive for the "agent to preform the specified task."

Further, these incentives must be planned ex ante. In principal
agent framework it is clear that information matters and that
personal utilities will impact the firm beyond the consumer. All
of the problems addressed are basically classified as
informational. For the marginalists, it means that a combination
of information and personal utility variations will drastically

change the complexion of "the firm".

CHOOSING AN AGENT - SELECTION, SIGNALLING AND SCREENING

The whole of principal agent theory relies on the type of agent
with whom a principal contracts. Different agents will have
varying capacities, propensities for moral hazard and attitudes
toward risk (as previously stated). Spence stated that when "an
employer hires an employee he is actually buying a lottery of
potential outcomes."4? The impact of the agent on the type of
contract is a matter of record. The problems may be broadly
defined as informational. In order to address these
informational problems theorists have created an array of tools

to aid principals in selecting agents.

Rasmusen defines four types of information: perfect, certain,
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Agency theory deals with planning contractual incentives ex ante.
Principal agent theory suggests general contracting formulae for
encouraging agents to "preform specific tasks." However, agency
theory does not address the contractual problems that arise
during the execution stage. The "execution stage" is ex post.
Ex post concerns are those that arise after the contract has been
agreed upon. Transaction costs economics addresses ex post

contracting concerns.

Kenneth Arrow defined transaction costs, the costs of executing
a contract, as "the costs of running the economic system."53
These are costs that are to be expected in the everyday
functioning of an exchange economy. Williamson analogizes
transaction costs to friction in the physical system.%4
Transaction costs direct the momentum of a contract and set
parameters for a contract in cases of dispute. As such,
transaction costs economics usurps the legal system as a means
of contractual negotiation. Karl Llewellyn proposes that
"institutions of private ordering are crucial to an understanding
of contract."3® By private ordering Llewellyn means the nature
of the contract and the exchange it is meant to regulate. The
firm will arbitrate the contract efficiently. He openly
challenges the need for "court ordering". As previously ascribed
to Williamson, one of the basic tenets of transaction costs
economics is that the courts are not efficacious and that a
strong justification for the existence of a firm is to negotiate

ex post contractual disputes.>°

In "What is Transaction costs Economics" Oliver Williamson notes

five major characteristics of transaction costs.57
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Transaction costs economics is "more microanalytic than other
approaches." Meaning that it actually goes deeper than
marginalist microeconomics, it delves into the economics of
contract. Transaction costs economics is "more self conscious
about its behavioral assumptions." As with agency theory
transaction costs economics is very particular regarding
individual behavior under varying conditions. Transaction costs
economics "introduces and develops the economic importance of
asset specificity." Asset specificity plays a major role ih
transaction costs economics and will be a major focus in this
section. It "regards the firm as a governance structure rather
than a production function." A canon of transaction costs
economics is that the firm is established to negotiate ex post
contractual concerns. Finally, "the firm places greater weight
on the ex post institutions of contract, with special emphasis
on private rather than public ordering." This point relates
strongly to the previous one in that the firm is seen as a more

efficacious means of addressing contractual dispute.!

Transaction costs economics survives in the environment of
contracts. In Transaction Cost Economics Williamson identifies
the basic economic building blocks for contracts.?38 These
basic units are bounded rationality, opportunism and asset
specificity. Bounded rationality is ‘'restricted cognitive
competence", the inability to perceive all possible outcomes.
It is the existence of bounded rationality that makes ex post
concerns hecessary. Opportunism is the "propensity to self
interest seeking activity." The fact that agents will try to
maximize individual utility. Finally, asset specificity is
"trade that 1is supported by non trivial investments in
transactions specific assets." Asset specificity basically means
that a transaction is reliant upon an investment that may not be

easily redeployed.
Asset specificity is a seminal concept to transaction costs

literature. Williamson refers to asset specificity as the
"fundamental transformation"’® away from the marginalist
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approach of viewing the firm. Williamson delineates between
different types of costs. He defines highly specific costs and
non specific costs. A highly specific cost is expenditure on
some good that is not easily redeployable. An example of a
highly specific cost is the capital expenditure on a piece of
equipment specifically designed for a business. In this case,
that piece of equipment may not be easily resold, redeployed.
The extent to which a cost is highly specific is that cost’s

"asset specificity”.

The "fundamental transformation” is the fact that the buyer
matters. Not just anyone will have the need for highly specific
equipment. Thus, simple open market operations will not be
sufficient. Williamson states that without asset specificity
"spot contracting" is efficacious. A seller may go on to the
market at any time and achieve a market efficient price. 1In this
way there is no need to contract. The system works "under the
iron discipline of competition."®® However, increasing levels
of asset specificity will attenuate competition’s efficacy to
achieve an efficient solution. In the open market, "large
numbers bidding” can achieve an efficient solution. However, in
a case of "bilateral" negotiation the same does not hold true.
Thus, Williamson states that the "fundamental transformation"
away from neo - classical economic forms of contracting and
definitions of the firm "occurs in conjunction with contracts
that are supported by transaction specific investments."®l

The higher the level of asset specificity the greater will be the
incentive to find efficacious resoclution to contract disputes
outside of the courts. Williamson refers to this idea as asset
specificity encouraging ex post institutions of contract. Ex
post institutions of contract are agreed upon methods that
contracting parties use in case of execution stage dispute.

Williamson calls arbitration by ex post institutions of contract
"private ordering". The contracting parties are using internal
methods ("private!") of arbitration rather than the courts. The
more asset specific a transaction the more 1likely "private
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ordering" will render an efficient solution. The idea being
forwarded by Williamson is that in cases of asset specificity the
firm, for economic reasons, will effectively assume the role of
the courts.

From the basic building blocks of contract Williamson suggests
four types of contracting processes.62 These processes are
constructed to address the problems that arise from bounded
rationality, opportunism and asset specificity. The processes

63 These

are planning, promise, competition and governance.
processes are delineated by degree that they respond to the above
mentioned problemns. The following chart 1is taken from

Transaction Cost Economics pg. 31.

Behavioral Assumptions

Bounded Opportunism Asset Implied
Rationality Specificity Contract
: Process
0 + + Planning
+ 0 + Promise
+ + v 0 Competition
+ + + Governance
+ = behavior present to a significant degrée

0 = behavior presumed absent

Types of Contracting Processes®?

A "planning" process is effective if contracting parties have
"unrestricted cognitive competence". Opportunism and asset
specificity are present, however, since contracting parties can
. foresee all possible contingencies they may simply "plan" for
those contingencies. The planning process is tantamount to
perfect ex ante planning. The need for ex post arbitration is
nil, because all contingencies have been foreseen and negotiated.
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Under conditions where the contracting parties can be implicitly
trusted (no opportunism) a "promise" is sufficient. Despite the
existence of asset specificity and bounded rationality the
"agent’s word is as good as his bond". Thus, a promise suffices
as a contracting process. This type of process will require an
ex post institution, hoWever, it will be self enforcing because
it is simply a promise between contracting parties.

The "competition" process occurs in the absence of asset
specificity. It is the mechanism of the open market. As
indicated in Williamson’s discussion of the "fundamental
transformation", the absence of asset specificity makes open
market operation efficient. Since assets are trivial it makes
no difference who buys them. The competition process is simply
an open market auction. Aé with a promise, the competition
process needs only one type of ex post institution. In this
case, the market will effectively arbitrate execution stage

conflict, another buyer can easily be found.

Under conditions of bounded rationality, opportunism and asset
specificity the governance contracting process will be the most
efficient. In contrast to planning, the governance process must
cope with bounded rationality and thus the inevitable failure of
ex ante contractual negotiation. The governance process
specifies various types of ex post institutions. Unlike a
promise or competition contracting processes that need only one
type of ex post contractual institution, governance contracts
must provide various ex post contractual options. Further, these

options are "private". Because of asset specificity, court
ordering will not necessarily be efficacious. Clearly,
governance processes are the most complex. However, they are

also powerful, because they address all the problems éendemic to

exchange contracts.

These processes fit into three general contracting frameworks.
The framework and the process will shape the type of contract.

48



Consequently, the framework and the process will also shape the
type of ex post contractual institution.

Williamson 1labels the three general‘ contracting frameworks
classical, ‘neo - classical and relational contracting.®5
Classical contracting is tantamount to "planning". It provides
"comprehensive contracting whereby all relevant future
contingencies ... are described and discounted with respect to
both likelihood and futurity."56 As a contractual framework,
classical contracting does not acknowledge the presence of
bounded rationality. Classical contracting disregards bounded
rationality because it wutilizes a ‘"competitive ex post
contractual institution”, contingencies are left to the market
for efficient contract resolution. The type of contract that
would arise from classical contracting is a "contingent claims"

contract.

Neo - classical contracting acknowledges the presence of bounded
rationality. By acknowledging bounded rationality neo -
classical contracting acknowledges the possibility of contractual
dispute due to unforseen contingencies. As such, neo - classical
contracting utilizes a more sophisticated ex post contractual
institution in the case of dispute. Williamson offers three
possible neo - classical responses to dispute caused by bounded
rationality. One is to avoid all transactions that could hold
unforseen contingencies. The restrictive nature of this option
does not warrant comment. Secondly, one could avoid dispute by
taking the transaction out of the market - i.e. vertically
integrate. This option contains other economic trappings that
restrict its applicability.®’ Finally, neo - classical
contracting would suggesﬁ creating "a different contracting
relation which preserves trading, but provides for additional
governance structures."68 This option fully adheres to the
governance contractual process. However, it only utilizes a
limited type  of governance. It advocates establishing an
external ex post contractual institution - i.e. providing for an
external arbitrator in case of contractual dispute.
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Relational contracting sets up contracts with the expressed
purpose of building a relationship between the contracting
parties. It places emphasis on the evolution of a relationship.
As such, changes in contracting will begin with the relationship
as a reference point. Relational contracting fully acknowledges
bounded rationality, opportunism and asset specificity (this will
be seen in the following paragraph). It also adheres to using
the governance process for arbitrating contract disputes.
However, since relational contracting establishes a relationship
between contracting parties, disputes will not be arbitrated via
an external party. Ex post contractual institutions will be
incorporated into the relationship. The degree of incorporation
will depend on the nature of the transactions that exist between
the contracting. parties. An example of a "less incorporated"
relational contract is the contract that exists between a labour
union and a factory. An example of a "more incorporated"
relational contract is the contract between kiretsu companies in
Japan.

Transactions that Affect Ex Post Contractual Institutions®?

Williamson suggests using different contracts under different
transaction conditions. He states that different transaction
conditions will affect the complexity of the necessary contracts.
Simple transactions will require simple contracts and complex
transactions will require complex contracts. Classical
contracting is considered the least sophisticated, because it
relies solely on market structures as ex post contractual
institutions. Neo - classical is more sophisticated in that it
demands a specified arbitrator. Relational contracting is
considered the most sophisticated, because it requires agreed
upon internal arbitration that evolves over time.

Williamson identifies three parts of a transaction: uncertainty,
frequency and asset specificity. Uncertainty is the lack of
information in a transaction. Basically, all problems that exist
in a transaction can be attributed to lack of information.
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Frequency is the level of recurrence of the transaction. Asset
specificity is the redeployable nature of the product in
question. The nature of a transaction depends on the extent to
which these characteristics exist in the transaction.
Transaction complexity depends mostly on asset specificity. The
more asset specific the more complex a transaction is likely to
be. Asset specificity multiplies the complexity of frequent and
“uncertain transactions. However, an environment of low frequency
or certainty abates the importance of asset specificity.

The nature of the transaction is important because as it dictates
the type of- contract it dictates the ex post contractual
institution. The "simpler the contract the simpler the
governance structure, the more complex the contract the more
complex the governance structure."’? The following chart
demonstrates the connection between contract, ex post contractual

institution and transaction type.

51



Asset Specificity
Non Specific - Mixed Idiosyncratic
o} Purchasing/ Purchasing Constructing
c Standard Customized a Plant
F c equipment Equipment
r a trilateral
e s market ex post | trilateral ex post
q contractual ex post contractual
u institution contractual institution
e (Classical institution (Nedclassical
n Contracting) (Neoclassical Contracting)
o Contracting)
Y R Purchasing Purchasing Site Specific
e Standardized Customized transfer of
c Equipment Equipment intermediate
u products across
r market | bilateral successive
r ex post ex post stages
contractual contractual
institution | institution unified
(Classical (Relational ex post
Contracting) Contracting) contractual
institutions
(Relational
Contracting)

From the table it is clear that occasional non specific purchases
This
type of purchase is tantamount to buying an off the shelf

will require the least sophisticated ex post institutions.

garment. The only necessary, and indeed available, arbitration

are market ex post institutions. These arbitration methods are
the domain of classical contracting. Further, recurring non
specific purchases require only classical arbitration methods.

Standard material can and will be sold on the open market, the
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identity of the purchaser doés not matter. Non specific products
require unsophisticated contracting.

Mixed asset specificity indicates that an alternative buyer will
be costly to locate. As such the transaction will require more
sophisticated arbitration techniques. In the case of occasional
purchases of customized equipment Williamson suggests that ex
post contractual alignments will be neo - classical. Williamson
calls this a "trilateral" arrangement. One of the contractual
options perceived by neo classicists is the provision of
"additional governance structures." As such, neo classicists are
prepared to introduce an outside arbitrator to the ex post
institutional structure. The additional of another party to the
table elicits the name "tri" ~ lateral. At the greatest level
of asset specificity trilateral ex post contractual institutions
suffice. This logic is consistent with reality. If one
considers that relational contracting, the most sophisticated,
is an evolutionary process, it does not make sense to establish
such contractual institutions for an occasional purchase.

An environment with recurring purchases and a moderate level of
asset specificity will demand a relational contract.
Williamson’s example is the recurring purchase of customized
equipment. He suggests that the recurring nature of the
transaction and the difficulty in locating an alterative buyer
supports a "bilateral" ex post contractual institution. As the
name would suggest bilateral indicates that some sort of long
term arbitration structure will be set up between the contracting
parties. Unlike, trilateral contracting, arbitration is only
between the contracting parties. An example of bilateral
structures would be negotiation channels between factory
management and a representative union or the arbitration

arrangements between two companies in a kiretsu arrangement.
A situation with recurring transactions that are highly asset

specific would also merit relational contracting. However,
Williamson suggests that the relationship be more sophisticated
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than bilateral contracting provides. Under bilateral contracting
their is still an economic incentive to trade across the market
interface. However, Williamson feels higher 1levels of
specificity and occurrence attenuate "incentives for trading."
Thus, he suggests developing "unified" ex post contractual
institutions. As. the name indicates, unified contractual
institutions suggest that the contract be brought under one roof.
The parties are working so closely and repetitively that "a
quantity of adjustments will be implemented at whatever frequency
serves to maximize the joint gain to the transaction."’!
williamson is saying that flexibility of contract warrants
unifying the two parties. A clear example of a wunified
contractual institution is vertical integration.

Uncertainty and frequency play similar roles in determining ex
post contractual institutions. In conjunction with non specific
assets, uncertainty will play 1little role in determining
contractual safequards. The is because the buyer is "faceless,
thus the asset is easily transferred to another buyer."72
Therefore, with non specific assets classic contracting with
market ex post institutions will suffice. As with increasing
levels of frequency, greater asset specificity increases the
hazards of uncertainty. The above chart will hold, mutatis
mutandis, for high and low levels of uncertainty. One difference
does occur in the case of little uncertainty and an idiosyncratic
product. Unlike frequency, low uncertainty and idiosyncratic
assét specificity will require relational contracting. In
contrast to frequency, this transaction will benefit from
evolution. Further, Williamson suggests that the effect of
increasing uncertainty is that more sophlstlcated contractual

machinery will be required.’3

The importance of transaction costs economics is that it
justifies the existence of the firm past ex ante contractual
concerns. It extends the role of the firm to execution stage
contractual concerns. Additionally, it demonstrates that as an
organizational structure a firm can better control its
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contracting and therefore it transactions. All of these can be
achieved by recognizing more sophisticated contracting methods
than the market has to offer. '
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CHAPTER FOUR : APPLICATIONS AND RECOMMEN DATIONS

TO THE TRIPLE TRUST CREDIT SCHEME



APPLICATIONS AND RECOMMENDATIONS TO
THE TRIPLE TRUST CREDIT SCHEME

The concepts proposed in the previous chaptér are useful for
analyzing exchange. They are designed for analyzing any complex
contracting situation. New Institutional Economics literature
focuses primarily on how exchange forms the firm. Exchange
between principals and agents, between job applicants and between
different firms affect firm and contract structures. Therefore,
industrial organization is the 1leitmotif of a bulk of the
literature. Much of Agency theory and Transactions Cost
Economics directly addresses hierarchial firm structure.
However, "organization" does not only refer to industrial

structure.

Exchange encompasses all internal and external exchanges.
Williamson’s various ex post contractual institutions and
transactions characteristics indicate when a transaction should
be internalized. Principal Agent theory analyzes internal and
external ex ante transactions to advantage. The classic
sharecropping example is actually a market, rather than a firm,
relationship. Selection 1literature has focused on market
exchanges, including credit.? Further, as Williamson
demonstrated, all exchanges are complex contracting situations.

The Triple Trust (TTO) credit scheme (the scheme), described in
Chapter Two, is a complex contracting situation. It is a market
exchange, with a clear principal and agent. It has a selection
system for choosing agents. Thus, the system must address ex
ante contractual problems. Since an exchange takes place, there
are transaction characteristics and contractual structures to
consider. Fundamentally, the system must cope with bounded
rationality, opportunism and asset specificity problems. As with
all exchange, the TTO credit scheme is an appropriate candidate

for New Industrial Economics analysis.

In this section relevant system characteristics are identified
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and categorized. The most logical general categorization is ex
ante and ex post contractual concerns. Ex ante can be further
divided into principal agent concerns and selection issues. Ex
post categories are contracting process, transaction
characteristics and contract type. 1In the subsequent section a
new system 1is suggested +to address the ©problems and

inconsistencies identified.
EX ANTE CONCERNS
Principal Agent

The TTO credit scheme contracts with informal economy
entrepreneurs. The scheme sells the entrepreneurs capital
equipment on credit, the entrepreneurs must repay the principal
and interest in full. The scheme claims right to all residuals.
The relationship in this exchange is clear. Per Ricketts’ and
Shavell’s definitions?, the TT is the principal in this
contract. The scheme enters into a contract with an informal
economy entrepreneur to purchase capital equipment on credit and
make a future stream of payments to the scheme. Since the scheme
realizes a gain, it "enjoys the outcome of the (entrepreneur’s)
action." The logical corollary is that the informal economy
entrepreneur is the agent. The entrepreneur must "undertake some
activity on behalf of (the scheme)" in order to repay the credit.
Most importantly; the entrepreneur "receives some sort of fee",
in this case capital equipment, for agreeing to make a future

stream of payments.

The scheme requires that all debtors must make fixed monthly
payments, without exception. This repayment situation reflects
a risk averse attitude on the part of the scheme. The scheme is
unwilling to consider natural vagaries and the entrepreneur must
bear the full risk of the SOW. The ramification of this risk
attitude is that, theoretically, it attenuates the number of
potential agents. Ricketts uses an Edgeworth box to show risk
averse agents and principals have only one possible contracting
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point.3 Further, in "The Market for Lemons: Quality,
Uncertainty and the Market", Akerlof suggests that the TTO scheme

is inherently open to risk.

Akerlof hypothesizes that credit schemes in underdeveloped
markets are subject to greater risks if operated by
extracommunity firms due to the "lemon principle".? The "lemon
principle" is an economic phenomenon that holds the quality of
goods in a market declines quicker than the price. The crux of
the mechanism is that at the margin agents will attempt to
dispose of increasingly poorer goods. Akerlof uses the mechanism
to describe credit schemes in developing countries. He shows
that in developing countries a credit scheme operated by a
community operation would stand less chance of default than an.
extracommunity organization. The reasoning is that a group
operated by the community attaches an extra cost to default
because of the consternation it causes in the community. In this
way, a community credit scheme automatically raises debtor

standards.
Selection Concerns

The TTO credit scheme only accepts individuals who have attended
a Triple Trust training course. The purpose of this is to
attenuate problems associated with asymmetric information.
Capital equipment is sold on credit. The credit applicant must
be able to operate the equipment properly to realize a return.
Since the scheme only contracts with graduated TTO trainees, the
applicant is known to have received training in operating the

equipment.

Attending the course also serves as a signal for stability,
credit history and some business knowledge. The scheme has
access to the trainee’s attendance during the course. It uses
attendance as a signal for stability. During the course a
trainee is obliged to take "temporary credit". The trainee’s
performancé repaying temporary credit serves as a signal for a
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trainee’s willingness to repay credit. Additionally, an
applicant must have rudimentary business skills to realize a gain
and be able to repay. All TTO training courses incorporate
business training into the curriculum. Thus, having received
training also signals that the applicant has some basic business
knowledge. All of these are mutable, low cost and voluntary
options for trainees. Further, TTO lets the trainees know that
these are actual signals for credit selection.

The only index involved in the process is the "house visit".
Part of the application process is that a TTO representative
visits the home or place of business of the applicant.
Purchasing or renting a venue is a mutable attribute. However,
per Spence’s definition, a mutable high cost attribute is
actually an index. For the market considered, purchasing or
renting a venue is a considerable cost, thus constitutes an
index. As indicated in chapter two, the process has not been
utilized. In addition, this process is problematic, because it
is not standardized and holds many potential signals.?>

The Neighborhood Training Trust (NTT) manager reviews and
approves the applications. There is no set formula or scoring
system in the selection process. The manager simply reviews the
application and looks for the signals noted above. Over time,
this situation is subject to Bayes Rule. The manager will
constantly revise the probability of the signal’s ability to
indicate a particular outcome. In this case, the outcome is the
applicant’s probability of completing a future stfeam of

payments.

The scheme requires that the applicant pay a R 200 deposit on all
credit purchases. The intention was that the deposit act as a
screén. Every applicant selected had to pay R 200, a quite hefty
deposit, in order to demonstrate ability and willingness to cope
with payments. However, the process subverted itself. The
applicants actually paid R 200 with the application.® 1In this
way, the R 200 acted as a signal rather than a screen.’ The
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problem is that as a screen a hefty first payment shows a
willingness to abide by the agreed upon contract, particularly
in a governance environment. As a signal, R 200 is easily
purchased and can be very misleading. Consequently, it can serve .
to corrupt more subtle, but substantial signals. Further, as
Akerlof suggests, it may actually signal a poor credit risk.®

There is only one application that offers no choices.? The
application has no self selection device. Both of these issues
will be addressed in the following chapter.

EX POST CONCERNS
Contracting Process

The TTO credit scheme does not exist in a text book. The scheme
moves in a real world environment rife with bounded rationality,
opportunism and asset specificity. The two former concerns are
clear. TTO employees cannot foresee all contingencies and
informal economy entrepreneurs will attempt to maximize their own

utility. The level of asset specificity is stickier. The
identity of the agent matters - the agent must be an approved TTO
training graduate. However, beyond that, equipment is not

specialized. Although the equipment is standard, contractually
the identity of the agent must be known. Thus, asset specificity
is present to some degree, because the scheme will not sell to
every individual demanding the product. Per Williamson’s
definition, the combination of these three factors suggests a
governance contracting process. It is important to assert that
the contractual process is being defined. The presence of asset
specificity is necessary to define the process. The degree to
which it exists will only feature in defining transaction

characteristics.
In order for a governance process to exist the contract must

specify ex post contractual institutions. The TTO credit scheme
specifies no such institutions. Therefore, the current contract
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is a competition contract, relegates governance to the market.
It assumes away asset specificity and makes no explicit provision
for handling execution stage disputes. As indicated in chapter
two, the only governance structure is one TTO representative
charged with following up defaulters. This structure is not
folded into the contract, it is not agreed upon by both
contracting parties and, as indicated, it is not efficacious.

Transaction Characteristics and Contract Type

TTO training graduates make only one credit purchase of standard
equipment. By Williamson’s definition, this situation would
indicate a non specific occasional transaction. However, the
scheme may only contract with TTO training graduates, in this way
the customer is actually customized. Thus, by definition the
transaction type would be a mixed occasional transaction, an
occasional transaction with a moderate 1level of asset
specificity. Williamson maintains a mixed occasional transaction
warrants neo-classical contracting with a trilateral ex post
contractual institution. This contracting suggests that the TTO
credit scheme should incorporate some sort of third party to
arbitration, as opposed to utilizing simple market transactions.

As previously stated, the scheme uses competition contracting
processes. This process is consistent with classical contracting
and market ex post institutions. The scheme has no agreed upon
governance, thus, uses market governance by default. By
recognizing the customer as embodying a moderate level of asset
specificity, classical contracting is appropriate. Williamson
suggests classical contracting for non specific occasional
transactions. Thus, the scheme is currently using inappropriate
contracting for a mixed occasional transaction. This dilemma is
investigated further in the following section.

The point of this section was to demonstrate the applicability:
of New Industrial Economics to the Triple Trust Credit Scheme.
The scheme is an exchange. It is subject to ex ante and ex post

i
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contractual problens. The tools offered by New Industrial
Economics not only apply to this situation, but actually pin
point some potential problems with the scheme. The next section
dedicates itself to addressing the theoretical problems and
possible solutions illuminated by these concepts.

ADDRESSING CONCERNS

The preceding paragraphs illuminate theoretical problems with the
TTO credit scheme. The scheme has an inflexible attitude toward
risk that poses wunderlying theoretic concerns. Selection
mechanisms are misplaced and under utilized. Most striking, the
contractual process and contracting method are inappropriate for
the type of transaction. All of these concerns boil down to
information problems. Due to poor information, the Triple Trust
is unable to make efficient decisions regarding their role as
principal, who to select as an agent and how to contract with
them. The proof of the pudding and TTO’s motivation to alter the
system lies not in the theoretic concerns, but in the fact that
50% of the scheme’s portfolio is outstanding. Of that, half is

currently in arrears.

THE NEW SCHEME

The new schemel® (from here "the scheme", "the former scheme"
refers to the previous system) works within the same major
framework as the former scheme. Only TTO training graduates are
eligible for credit. All credit is given in the form of capital
equipment'relevant to a particular training course, no cash is
loaned. The Neighborhood Training Trust manager will actually
select who receives credit and the Self Help Financing Trust will
manage the scheme. All credit is expected to be repaid within
ten months at an annual interest rate of 33.6%. Beyond the basic
framework, substantial philosophical and structural changes have
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been made to the systenm.

The scheme starts by placing more emphasis on trainee selection
for training courses. Since TTO views all training applicants
as potential debtors, information gathering begins immediately.
When individuals apply for a training course they are interviewed
by TTO mentors.l! The mentors .look for signals and indices
indicating a sense of communityl?, stability and need. TTO
perceives that these criteria will signal a lower probability of
debtor default.

A logical extension of recognizing training selection as the
first step to credit selection is that more selection criteria
are drawn from the training course. TTO has changed training
systems to be more efficacious and to better contribute to the
credit selection process. The new programs introduced by TTO
have training merit as well as applications to the credit scheme.

"Only applications to the scheme are discussed here.

The "temporary credit" sYstem used during training has been
changed. Trainees receive a stream of temporary credit.rather
than a once off. This system gives TTO a better opportunity to
assess trainee attitudes toward credit. 1In addition, it gives
trainees more opportunities to signal their credit risk.
Further, it is explicitly stated that failure to repay temporary
credit will exclude the trainee from future TTO loan programs.

One of the major contributors to the default rate is the fact
that many trainees do not use their skills to start a business.
This factor may partly be attributed to inappropriate
programsi3 and to poor selection. This issue will be addressed
in depth. However, equally to blame is the fact that trainees
did not receive adequate business training with skills training.
TTO has incorporated a new "business game" into training. The
"business game" is simply a role play in which trainees must
allocate proceeds back into the business, into household expenses

and savings. After training, a trainee’s performance in the
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business game is used as an assessment of the trainee’s potential
as a businessperson. In addition, trainees are required to pay
a registration fee during the first and second weeks of
trainihg.14 This structure contributes to further weed out
individuals not truly interested in learning a skill and opening

a business.

The 1loan application process has changed substantially.
Initially, each trainee receives formal information regarding the
loan schemel®. The information spells out what a trainee
receives; how much, when and where a trainee must pay; and how
to apply. The new application proffers a self selection device.
This device forces applicants to choose whether or not they
desire a business mentor!®, and thus sends a signal regarding

their commitment to operating a business.

The assessment process has been formalized. TTO has created an
assessment package for the loan scheme. The package includes:
a house visit, the applicant’s temporary credit history, the
applicant’s application, a record of the applicant’s attendance
at courses and payment of registration fees, a business game
assessment, a post training assessment submitted by the trainer
and a consultation between the NTT manager and the trainer.

The house visit, which was under utilized and disjointed in the
old scheme, has been formalized. A TTO agent!’ visits the
applicants’s house or place of business and looks for certain
criteria thought to contribute positively to running a business.
These criteria are security, facilities, business atmosphere and
general impressions. The TTO agent submits a report included in

the assessment package.

The need for the applicant’s temporary credit history is clear.
The applicant’s performance with temporary credit will signal
possible performance with extended credit. The applicant’s
application reviews the initial impressions regarding the
applicant’s stability, community and need. As indicated above,
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TTO considers these criteria vital to a good credit risk. The
applicant’s attendance and payment of registration are used as
indicators of the applicant’s resolve for improvement and
willingness to start a business.

The post training assessment, business game assessment and
trainer assessment are vital interactive criteria in the
selection process. The post training assessment is an assessment
submitted by the trainer after training. It addresses the
trainee’s sales, quality, organization and perceived business
skills.l® The business game assessment critiques the trainee’s
progress with business concepts introduced in the business game.
The trainer’s assessment is a one on one conversation between the
trainer and the NTT manager. The conversation covers all trainee
who have applied for credit from a particular trainer’s training
center. In this conversation the trainer may cover contingencies

not provided for in the application process.

The scheme clearly delineates between the application and the
contract. The new application is simply an application with all
of the selectioh ‘devices mentioned above. As previously
indicated, the former scheme confused the two processes. Unlike
the former program, the scheme requires a R 200 deposit after
selection. This scheme does not subvert the use of the screen.
The deposit must be paid on delivery of the capital equipment.
Further, this contract clearly spells out TTO expectations. The
contract clearly defines when, where and how the debtor is to
pay. The first payment is always due the month subsequent to the
first full month after the contract was signed. Most
importantly, this contract establishes ex post contractual

institutions.

A major change in the scheme is that trainers are responsible for
collections. All payments are made at the training center. Each
trainer has full information regarding who is to pay, how much
they owe, their balance outstanding and the trainee’s address.
The trainers are required to monitor and report on the trainee’s
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payment progress. Further, the trainer must know why a trainee
is not making payments. 1In order to provide an incentive for
carrying out their duty, the trainers are given a percentage of

the payments made at the center.®

The scheme utilizes the trainer to a much greater extent than the
former scheme. TTO places great importance on increased trainer
involvement. The trainer obviously plays a substantial role in
selection for training and actual training. 1In addition, the
trainer is actively involved in business training, temporary
credit, disseminating credit information, credit selection and
collections. Increased trainer involvement and local payments
are important because it 1locates the credit scheme in the
community. Akerlof provides compelling theorectic support for
locating a scheme in the community.2® Additional theoretic
support for a community located credit scheme are discussed later

in this section.

In case of default the scheme provides two possible arbitration
avenues. If a debtor defaults the trainer must complete a
default report. In this report the trainer gives suspected
reasons for the default. The SHFT manager reviews the report and
deems the debtor a "problem defaulter" or "not a problem
defaulter". The criteria that could indicate a "problem
defaulter" are consecutive defaults, relocation, missing
appointments with CBC’s and those who aggressively refuse to
repay. If the defaulter is deemed a "problem defaulter", a TTO
agent will attempt collection. In such a case the agent receives
the incentive payment. If the defaulter is not deemed a problem
defaulter, the default is overlooked and payment is expected the
following month. -

4A11 of the tools available to New Institutional Economics address
informational problems. In addition to employing these tools,
the TTO credit scheme has attempted to address informational
problems by developing a new data base. The former scheme used
an inflexible outdated data base. The system could only retrieve
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by one field and did not generate any reports. The new scheme
makes information readily accessible. It generates reports
regarding payment, default, outstanding balance, incentive
payments and the final credit payment.

Selection Concerns

The new Triple Trust credit scheme’s first alteration is the way
selection is approached. The former scheme isolated credit
selection. Selection for credit did not begin until the
applicant applied for credit. The revised scheme recognizes
that selection for credit begins with selection for the training
course. The attributes sought in trainees are stability,

community and need.

Community and stabiiity are important: stability, because a
stable individual is less likely to default, due to relocation
or personal crisis, community, because an individual who has been
part of a community for quite sometime has more chance of
operating a successful business. That individual will garner
more community respect and support. The individual is less
likely to move around, thus if default does occur the person may
be easily located. Further, a stronger sense of community will
contribute to an individual’s respect for a community located
credit scheme. Community and stability tests consist solely of

indices.?! Examples are how long a person has resided in a
community, affiliation to a stokvel, church group, civic
association and plans to relocate. These are indices because a
substantial time or financial investment is necessary.

Need is relative. In the case of TTO, an index of need is
whether or not a trainee will be the sole bread winner for a
household. If not, relative need is not as great. This status
is clearly an index. Encouraging another household bread winner
to leave a job costs enough to be considered an index. Another
index is the size of the family. An individual with a large
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family would be given preference over an individual with a small
one. ' |

One of the leading contributors to the default rate is the fact
the trainees do not utilize the skills they have learned. A
trainee will take credit and then not open shop. Training
selection seeks to identify those desiring to start a business.
The questions are simple, "Why do you want to do this course?"
and "What do you expect from this course?". TTO can screen
trainees who apply for credit by referring back to this question.
The screen is whether or not an individual is still planning to

carry out activities professed in training.

The preceding paragraphs have described how training course
selection has affected the scheme. As such, the selection
concepts introduced in the previous chapter are fully utilized
in actually selecting individuals for the credit scheme. The
house visit is clearly an index. Although, certain criterion are
mutable, they would be inordinately costly to do so. For
instance, getting electricity or burglar bars installed. The
-nature of the TTO credit scheme is to be accessible. Thus, few
indices are incorporated. The easiest way to increase access is
to use signals and make potential signals known. The trick of
course is to set actual signals that, .although mutable, will

accurately indicate the nature of a debtor.

Many signals are incorporated into the selection process.
Trainee performance during training, temporary credit, the
business game and the criteria on the post trainer evaluation are
all mutable. An individual chooses to attend the course and pay
the registration fee. An individual chooses to repay or not
repay temporary credit. TTO makes it very clear that all of
these potential signals of credit performance are actual signals

for credit selection.

TTO designed all its training courses to stress quality
production and selling. As such, the trainees can signal
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favorable characteristics by choosing to produce quality goods
and make an effort to sell. The quality of goods will be subject
to individual variation, but, as indicated in chapter 2, the
training process has a built - in guard against individual
variations.?? Sales has a built in market control as well.
The trainer can easily see if a market does not exist for the
goods. If all, or a substantial percentage of trainees are
having difficulty selling, an adequate market does not exist for
the goods. 1In both cases the trainees’ post training evaluation
will reflect their performance during the course and states of
the world.

Performance on the business game can be considered a signal for
" business acumen. Performance in the business game is voluntary,
one may choose to do poorly. Hdwever, in order to do well one
must embody certain characteristics. As the game progresses a
trainee may signal their business knowledge with their
performance. As previously stated, business knowledge will weigh

heavily in the applicant’s assessment.

The scheme’s application also includes a self selection device
that will help assess the applicant’s commitment to operating a
successful business. The application clearly states, "If
selected for credit I would like to have a business consultant
help me run my business." The applicants are instructed by the
trainees to write either yes or no. All trainees are introduced
to the CBC program by their trainers. They are familiar with the
services offered and particularly with the fact that the program
is free of charge. If an applicant checks no, it is seen as that
applicant not being serious about running a business. Naturally,
the gquestion is put to the trainer during the trainer
consultation. The applicant could excel at business, perhaps the
applicant previously ran a business. However, the fact that the

answer is no would raise suspicion.

As previously mentioned, the deposit after selection acts as a
screen. The fact that the former scheme placed it before actual
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selection subverted its usefulneés as a screen. Further, by
requiring the deposit before selection the former schemé actually
put pressure on itself to select individuals it may not have, or
at the very least select individuals quicker than usual. The
deposit is not a strong screen. Two hundred rand is easy to
obtain. However, the fact that the deposit is required on
delivery means that the screen is implemented immediately. This
situation is useful because it will allow governance structures
to be employed while a TTO agent is available.

All of these selection issues are subject to Bayes Rule. The
trainer, although from the community, will continue to update
beliefs on who does and does not constitute a good credit risk.
In addition, the trainers will update their perception of who has
business aéumen, sales potential and what constitutes “good
quality". The NTT manager will constantly update beliefs
regarding the make up of a good credit risk. Further, the NTT
manager will alter the probabilities attached to the choices made
by the trainers. Finally, the SHFT ménager will constantly
update who and under what conditions constitutes a "problem

defaulter".

Principal Agent

The scheme is still the principal and the debtor is still the
agent. Further, the scheme still requires agents to make fixed
monthly payments. In this way the attitude toward risk has not
changed, it is still risk averse. However, a mechanism has been
added that could change Triple Trust’s risk attitude to risk
ngutral, meaning it will share the risk of SOW vagaries, in
certain cases. If the defaulter is determined "not a problem
defaulter" TTO will not expect payment or penalize late payment.
TTO will share the risk in the case of natural disaster, a good
CBC report - yet market vacillations - and a good' trainer’s
report. In this way TTO actually changes its risk attitude to
neutral. This mechanism is an ex post contractual mechanism, as
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"such it will be expanded with ex post concerns. However, it is
included here because it affects TTO’s risk attitude.

The above description covers the TTO - trainee contract, however,
the scheme is a multi-contractual agreement. TTO also contracts
with the trainer. Under the TTO - trainer contract TTO is the
principal and the trainer is the agent. TTO receives the
payments from the debtors, via the trainers. The trainer agrees
to diligently monitor the payment progress of the debtors. 1In
return the trainer receives a portion of the payment. TTO’s risk
attitude under this contract is clearly risk averse. The trainer
is on a strict performance contingent contract. There is no
provision for varying SOWs. It must be noted that this risk
attitude between TTO and the trainer only holds for the credit
contract. Each trainer also receives a flat monthly wage for
training, which indicates a risk neutral attitude by TTO.

Ex Post Concerns

Regarding transactions cost economics, the most important change
to the scheme is making it multi-contractual. The contract
between TTO and the trainee and TTO and the trainer is clear.
TTO provides credit to the trainee in exchange for a future
stream of payments. TTO offers the trainer a percentage of the
payments in exchange for administering the loan at the local
level, tracking debtors from a particular center and encouraging
debtors to repay. A third, more subtle, contract also exists.
The implied contract between the trainer and the debtor. This
contract 1is an exchange based on community belonging and

obligation.

Triple Trust - Trainee Contract

The TTO - trainee contract is the most standard contract. It is
unchanged from the former scheme. TTO grants the trainee credit

in exchange for a future stream of payments. As illuminated in
the previous section, the exchange 1is rife with bounded
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rationality and opportunism. The trainee receives a piece of
standard capital equipment on credit. However, the trainee, now
a debtor, is specialized. The debtor’s identity matters because
the scheme will only contract with TTO training course graduates.
Thus, asset specificity also exists. As with the former scheme,
this scenario suggests a governance contracting process.

The transaction characteristics also echo the former scheme. TTO
only contracts with each trainee once. In addition, the
trainee’s identity does matter, however, there are more trainees.
Thus, the transaction is occasional with mixed asset specificity.
These transaction characteristics are compatible with neo-
classical contracting. Neo-classical contracting recommends
trilateral governance. A governance structure that relies on a
third party to arbitrate disputes.

The former scheme relied, inappropriately, on classical
contracting. In accordance with neo-classical contracting, the
new scheme establishes two trilateral governance institutions to
address default. The first line of governance is the "default
report". The trainer completes the default report and submits
it to the SHFT manager. The manager will designate the defaulter
a "problem" or "not a problem" on the strength of the report.
In this contract, the trainer acts as a third party. The second
and most stringent line of governance is repossession. If the
item is not paid off in full, the contract states that the item
will be repossessed. The parties agree that if the first line
of governance fails, they will allow an agent of TTO to repossess
the item on behalf of TTO. ‘

TTO - Trainer contract

The TTO - trainer contract for the credit scheme must be seen in
isolation from the pre-existing contract. The pre-existing
contract dictates that trainers are paid a lump weekly sum to
train trainees. The scheme’s contract provides that trainers
receive a percentage of the payments made by individuals they
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have trained. The exchange is subject to bounded rationality and
opportunism. Neither TTO or the trainer can foresee all
contingencies. Further, the trainer will optimize between effort
and the amount earned to maximize personal utility. In this
transaction, the trainer’s identity matters. Thus, the
transaction is also asset specific. The ramification is that TTO

must use a governance contracting process.

The transaction is recurrent and, as stated above, asset
specific. The recurrent nature of the contract is clear. Each
debtor must make ten payments to the trainer. The more difficult
question is the level of asset specificity. The trainers are
skilled laborers. They know and train low level manufacturing.
Williamson suggests that laborers at this level constitute a
mixed level of asset specificity.?® 1In addition, part of the
trainer’s duty is to build a relationship with the trainee. Over
an eight week training course the trainer will guide, instruct,
socialize and generally build a relationship with a trainee. 1In

this way, the trainer is quite asset specific.

The relationship fostered between the trainer and the trainee
constitutes a high level of asset specificity for the trainer.
However, the trainer and the trainee develop this high level of
asset specificity not the trainer and TTO. The importance of
this relationship will be stressed in the following section.
The transaction between TTO and the trainer 1is better
characterized by a mixed level of asset specificity.

A high level of asset specificity and a recurring transaction
suggest relational contracting with a wunified governance
structure. Williamson suggests that unified governance is
warranted only 1in situations where the transaction is
incorporated into the firm.2% The transaction between TTO and
the trainer is certainly incorporated into the firm. However,
Williamson also suggests, that in arbitration "a quantity of
adjustments will be implemented at whatever frequency serves to
maximize the joint gain to the transaction."?®> This statement
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does not describe the situation between TTO and the trainers.

As previously stated, the trainers are subject to maximizing
personal utility at the cost of TTO’s. Relational contracting
with bilateral governance better describes this situation. TTO
and the trainer have a relationship characterized by a level of
asset specificity that makes it worth maintaining. However, if
arbitration is necessary finding solutions that are suitable to
both parties can be difficult. Williamson attributes at least
part of this difficulty to the fact that bilateral adjustments
are "zero sum".2?5 Both parties will attempt to maximize
personal utility, if necessary at the cost of the other
contracting party. Williamson suggests both of these

characteristics are indicative of bilateral governance.?2?

‘These conditions characterize the relationship between TTO and
the trainers. In arbitration, the NTT manager must meet with the
trainers to hash out a solution. There is 1little threat of
dissolving the contract, that would be too costly. However, in
the framework of the credit contract, adjustments are seen as
zero sum. Whatever the trainer gives up in incentive, TTO gains

and visa versa. The negotiation reflects classic 1labor
management arbitration, in which "adjusting the contract can be
problematic."28

Trainer - Trainee Contract

The trainer and trainee have an implied contract. They do not
officially exchange resources as they do with TTO. They have a
contract that has developed over eight weeks of training if not
longer. The trainer chose the trainee for the course, instructed
the trainee, granted the trainee temporary credit, helped the
trainee through the credit application process and stood up for
the trainee to become a debtor. Some of the trainees know the
trainers from months of waiting to attend the course,29 Since
‘the trainers are from the community, many of the trainees know
the trainers as neighbors. They have a "communal contract". It
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is the same basic mechanism the Grameen Bank and the Get Ahead
harness by using loan groups.

What I am referring to as a "communal contract" has old
conceptual roots. The idea of a bond between friends and
neighbors is not new. In African society the idea is often
termed "ubuntu". Vilakazi defines "ubuntu" as humanism, a code
of conduct that exists between human beings.3? It is the force
behind the Sotho saying "motho ke motho ka botho".3! Lukhele
suggests that it 1is this code of conduct that 1lays the
foundations for such community based financial structures such
as stokvels, burial societies, gooi gooi’s, and savings
clubs.32 The "communal contract" is implied in belonging to
a community. However, the strength of the contract is also a
tangible concept that should be incorporated into

transactions.33

As stated above and in the previous section, the contract exists
because of the relationship between the trainer and the trainee.
The relationship involves bounded rationality, opportunism and
asset specificity. Bounded rationality is clear. Opportunism
is a reality. The question surronding the communal contract is

how opportunism is controlled and arbitrated. These support
mechanisms will vary from community to community. Asset
specificity is also clear. In the relationship the trading
© partners’ identity matters. The existence of these three

characteristics indicates that the communal contract process will

require governance.

The relationship is recurring and idiosyncratic. As neighbors
or colleagues the trainer and trainee will encounter one another

time and time again. This point is vital to building a
relationship. The training and contracting process goes to
lengths to make the recurrence meaningful. The trainer must

choose the trainee to attend the course, the trainer trains the
trainee in a skill, the trainer helps the trainee to receive
credit. All of these exchanges are recurring. In addition, the
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trainer and trainee have exchanges on the sidewalk, in the shops
or at church. The relationship is clearly asset specific. Both
parties’ identity matters. The relationship may not be replaced,
it is unique between the trainer and trainee. Under these
conditions the relationship is idioSyncratic.

In Williamson’s terminology, the relationship is subject to
relational contracting and unified governance. The relational
is obvious, it is a relationship. However, unified governance
suggests that two are incorporated somehow, the social equivalent
of "vertical integration". Unified governance suggests that
arbitration serves to "maximize joint gain". In this situation,
the fact that the trainer has acted to increase the trainee’s
gain is clear. The trainee received access to credit. Likewise,
the trainee may increase the trainer’s gain, by making

repayments. The 1linchpin of the contract is that the
relationship between the trainee and the trainer is equal to or
greater than the trainees’ future stream of payments. The

trainee must value the relationship more than the payments.

The question for TTO is whether or not the relationship, either
developed or pre-existing, is strong enough to be considered a
relational contract with unified governance. Unified governance
is more sophisticated and stronger than bilateral governance.
The incentive to maintain the contract is much greater under
unified governance structures. The parties are actually
integrated. However, those structures must be warranted. Under
ideal situations, the contract between the trainer and trainee
would be relational with unified governance. However, the
reality is that this contract will probably vary from trainee to
trainee. Thereby, weakening the overall contracting mechanism.

ENDNOTES

1. See Akerlof, G "The Market for Lemons" and Spence, M "Loans
and Household Credit" as examples.

2. See the previous chapter of this opus.
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3. See Ricketts pg. 124
4. pg. 497

5. However, of all the potential signals on the house visit the
TT representative has no indication of actual signals. This
situation is problematic. Baye’s Rules would suggest that the
probability and the "event" (signal in Bayesian terms) would vary
over time. In total it means that the assessment varies too much
to be useful. Changes to the assessment are suggested in the
following chapter.

6. See Chapter 5 Appendix

7. Per Rasmusen’s definition a screen is set after the contract
is signed, a signal is sent before the contract is signed.

8. See the concept of a "lemon" in Akerlof, particularly in
reference to credit in developing countries. pg. 497

9. See Chapter 5 Appendix
10. See Chapter 4 appendix for "new scheme" documentation
11. Mentors are TTO employees from the community.

12. The use of "community" is pervasive in this section. 1In
South Africa community has been a loaded term. For the purposes
of this work, community refers to a neighborhood and more widely
to a particular township. Community structures include church
groups, stokvels, other savings clubs, civic associations, sports
teams and local political organizations.

13. Previously, TT provided trainees with lunch and a travel
allowance. The feeling is that these programs encouraged
individuals with no interest in operating a business to attend
the course.

14, The registration fee is only a means of discouraging those
not interested in training. TT spends approximately R 1 200 per
trainee, the registration fee is R 40 per trainee.

15. See Chapter 4 appendix

16. See Chapter 2 regarding Community Business Consultants and
the Triple Trust Community Enterprise Services

17. TT requires that the agent be from the community. In this
way TT attenuates external biases from the assessment.

18. See Chapter 4 appendix. Also, see Chapter 2 for a

description of the NTT training process. Note: business skills
are an implied part of the training.

80



19. The incentive schedule is as follows: 10% for monthly
payments, 50% for the final payment. These percentages were
derived by Southern Life actuaries. Providing such an incentive
requires the credit scheme to reduce default to 18% in order to
break even.

20. Akerlof, "The Market for Lemons", pg. 497

21. In the selection 1lexicon an index is an immutable
characteristic. It does not refer to a vector of criteria that
is statistically manipulated to render a ranking.

22. See Chapter 2, NTT uses competency based modular training
only. This training philosophy dictates that no trainee may
progress to subsequent training topics without achieving 100%
proficiency on a current training topic.

23. Williamson, O "Transaction Cost Economics: Governance of
Contractual Relations" pg. 119

24. 1Ibid pg. 116
25. 1Ibid.
26. Ibid.
27. 1Ibid. pg. 115
28. Ibid.

29. See Chapter 2, virtually all of the NTT courses have waiting
lists.

30. Vilakazi pg. 7
31. seSotho: A person is a person because of other people.

32. This community code of conduct is a leitmotif in Stokvels
in South Africa e Stokini.

33. Rigorous coverage of "ubuntu" is outside the scope of this
opus. However, the concept is applied extensively to economic
exchange. See Albert Koopman "Transcultural Communication", Anne
Newman, Professor HW Vilakazi and Dr Oscar Dlhomo. All presented
at the seminar on the "Incorporation of Ubuntu into a uniquely
South African approach to management", October 30, 1991, Midrand,
South Africa.
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CHAPTER FOUR APPENDIX



FOPMER SCHEME DOCUMENT

APPLICATION FOR TRAINING

Sededdediodokedededefe ke dededode i i hodok ek

DSURNAME  eueeenesbeee s e e e e e
FIRST NAMES .......;......;;...............,..;...........
IDENTITY NUMBER ..;;....;.;........;......;...............;
T e
FIXED ADDRESS .;...........;.,.............. ..... Ceeeeenas
A CONTACT TELEPHONE NUMBER ..... ettt taenesteeenntunaenas
EDUCATIONAL STANDARD «vuuuaerunnnneenunneessnnnnnnsonenss
COURSE vvvevnnnn. ettt eedeeee et e, .
141311 PP
SPONSORED BY v evesvnennnencnnennenenenensnenesasnsnss ..

APPLICATION APPROVED :
® 6 & 0 0 0 0 0 0 0 o0 YES v...'..........'. NO

COMMENICIMENT DATE ...... Cesereteeneas B
COMPLETION DATE ® 6 & % 05 0 ¢ 0000 000 ® 6 0 0 ¢ 00 0 00 0O O G OO PC OO O NS OO



FORMER SCREME JOCUMENT L

IihaVe received materials on CREDIT from AFRICA TRADING
CO-OPERATIVE TRUST to the value of R

I agree to use these goods to make products for my profit

under supervision of THE NEIGHBOURHOOD TRAINING TRUST. .
I promise to pay for all these goods on or before

I also agree to pay R10-00 per week fbr administration

costs and use of equipment.

NAME:

ADDRESS:

SIGNATURE:




FORMER. SCHEME DQCUMENT

APPLICATION FOR LOAN
Feldededededeidokdokkkkdoddidok ok

I apply to THE SELF-HELP FINANCING TRUST for a loan to start
my own business.

I would like to buy on terms the following equipment:-

Loan Amount Monthly Repayment

a SEWING MACHINE @ R560 ~ R740-00 R54-00(for 10 months)
Please find with this form the first amount of R200

I promise to répay this loan as agreed so that the money can

be used again to help other people start in business also.
SURNAME: MR/MRS/MISS/MS.cceccccrcaccsccccccnceccnccnccncocee
FIRST NAME:

DATE OF BIRTH: .....................................

IDENTITY NUMBER: ' .....................l.................

ADDRESS: . ....‘.................................

/'. .....................................

SIGNATURE: B : ......................DATE....‘......

We,friends of the aﬁplicant,guarantee the repayment of this
loan: 4

NAME ADDRESS SIGNATURE

® ® 0 00 06 ¢ 00000000080 ...................l.. ® 0 99 0 ¢ 00 0 00



: LOAN AND REPAYMENT AGREEMENT
.} SCHEME DOCUMENT S dededdode itttk R dde ke doke e o kh ket ek ke

/

For equipment supplied to me, I agree to pay THE SELF-HELP
FINANCING TRUST Reveeee.... every month for ten months.

COST OF MACHINE R ......

The first payment will be made on

I promise to pay every month on time, so that the money can

be used again to help other people in business.

NAME: ® 6 0. 0000000080 0000000000000 0000800 sesseee

IDENTITY NUMBER: ® © 9 0 00 0 00 ¢ O 0 P S OO PPO OO LLO 0O OO SO LN OSSN

ADDRESS: N ....................................:....

\

SIGNATURE: ...o......o.o.ocoo...o......o..o‘..‘.o...

DATE: ® 0 00000 6000000000000 0E0000000000 00000

TRIPLE TRUST

SIGNATURE: 0.000.;..........00.....0..0..o‘....o.oo



NEW SCHEME DOCUMENT

SURNAME

FIRST NAMES
IDENTITY NIIMBER ooooooooc--.oo.oo..ooo‘o.oooooo'o.oo.oo
AGE .'.....'.....'....-............'..................

FIXED ADDRESS ® © 08 005 0 0002 0200000800000 0 00D eNeSeLIOGOGOLEES

NEXT OF KIN:

CONTACT TELEPHONE NUMBER

APPLICATION FOR TRAINTING

NAME .o...-.....:.o..o..;....o-.oo...o..

ADDRESS ® 90 0 5 0 00 0 0.0 0000009000000 a00 000000000

EDUCATIONAL STANDARD ..cccccecccccsccosstsccssanananse

INTERVIEWED BY .ccccecceceooecncncecuasscsascscssssascascencances

DATE ...

SIGNATURE OF APPLICANT «vvvevevennn.. e ttecreeeeeneaae

APPLICATION:

ACCEPTED +veveveeeeecccae RETECTED «oeececeneennn

OFFICE U

COURSE:

SE

SEWING / KNITTING / FLOWERS / LEATHER / BUTCHER

VENUE ® ® # 6 0 0 0 0 00 000000 00000 P00 L 0O 0L C0E OO0 S S0 0 S SO0 OGS L 000 LLLe e e

START DA
END DATE

SPONSOR

TE ...... © % o5 0 00005000000 o..oo....‘ ooooo ..o‘o.oooo



EW SCHEME DOCUMENT

POST TRAINING ASSESSMENT

TRAINEE :

TRAINING CENTRE

TRAINER

COURSE

DATE COMPLETED

Has trainee been
selling products?
to whom?

Would you buy
from the tralnee?
Why?

How easily did
the trainee
learn?

Do you think the
trainee needs
more training?

How organised is
the trainee?

How did the
trainee do in
business training?

How will the
trainee do in
business?




NEY SCHEME DOCUMENT

TEMPORARY CREDIT AGREEMENT -

I have received materials on CREDIT from THE TRIPLE TRUST amounting to:
’ Amount of Credit Amount Paid

Week 1
Week 2
Week 3
Week 4.
Week 5
- Week 6
Week 7
Week 8

I agree to use these materials to make products under the supervision of THE TRIPLE
TRUST. Iunderstand that I am entitled to all profits from these products.

I promise to repay the loan after I have sold my products or within a week.

I understand that failure to pay the money due or to make the weekly payments will
automatically exclude me from other TRIPLE TRUST credit programmes.

NAME
ID NO.
ADDRESS

I promise that the above information is true.

SIGNATURE DATE

I promise the above named is a trainee in my course and I have provided materials to
this person. '

l

SIGNATURE OF TRAINER DATE



NEY SCHEME COCUMENT

TRIPLE TRUST LOAN INFORMATION

After your training course has been completed you will have the necessary skills to start
your own business, but will you have the money?

The Triple Trust Organisation offers credit to individuals wishing to start their own
business.

»

»

»

»

»

»

»

»

»

WHO CAN QUALIFY

Those who successfully complete a Triple Trust training course

and receive a good evaluation from their trainer
WHAT DO YOU GET

Enough credit to buy a sewing or knitting machine
(depending on your training course)

A Triple Trust certificate of good credit for timely completion of credit payments.

this can be used to secure future credit
WHAT ARE YOUR RESPONSIBILITIES

You must pay a deposit of R 200

You must pay R 54 (sewing machines) or R 150 (knitting machines) on or before
the tenth of each month

The total loan amount is R 740 (sewing machine) or R 1700 (knitting machine)

You must pay your trainer at the training center where you were trained
HOW DO YOU APPLY

You may get applications from your trainer

Your trainer will supervise you through the application process

Should you have any questions regarding the Triple Trust loan scheme please consult
your trainer.



{ SCHEME DOCUMENT

SEWING MACHINE PURCHASE APPLICATION

NAME:

ID NO.:

ADDRESS:

TELEPHONE NO.:

I apply to the SELF HELP FINANCING TRUST to purchase a SEWING MACHINE
on credit. I want to purchase a machine so that I can start my own business.

I understand that if selected I must pay a deposit of R 200 before I can receive my
machine. I also understand that I must pay my trainer R 54 on or before the tenth of
each month at the center where I was trained until the machine is paid off.

I agree to let a SELF HELP FINANCING TRUST representative visit my place of
business as part of the application evaluation.

I have read and understand the information sheet regarding credit from the SELF
HELP FINANCING TRUST. Further, my trainer has explained the credit process to
me.

If selected for credit I would like to have a business consultant help me run my business E]

I promise that all of the information is true.

SIGNATURE DATE

I have explained the SELF HELP FINANCING TRUST credit procedure to the
applicant. I have attached the applicants temporary credit application, repayment
schedule and evaluation. I promise that I have trained the individual named above.

SIGNATURE OF TRAINER DATE CENTRE



NEW SCHEME DOL'MENT

'

HQHSE.!ISLI.QHEQKLI&Z

This checklist is to be completed on all house visits. It is one
- of the criteria for evaluating a candidate for loans.

NAME :

ADDRESS

TRAINING
CENTRE

TRAINER

TYPE OF
CREDIT

QUESTIONS

l. Where do you plan to run your business from ?
(1f not from home you must visit that location)

2. Which facllitles does your place of business have?

~electricity: yes

water : yes no
phone : yes no ,
lights : yes no

3. How many peoplg.live in the dwelling?

4. Are they 511 from the same family?

5. Will any of them work for the business?

6. Wwhat type of security do you have? h

- locks on doors ‘yes no

burglar bars : yes no
dogs : yes no
other 3

Subjective Analysis
1. Did the place of business have a éood work atmosphere?
2. Was there adequate space for work?
3. Would you give them a 19an?

I promise I have visited the above named.,

SHFT Representative



NEW SCHEME D2CUMENT

! SALE AGREEMENT

NAME:

L.D#:

ADDRESS:

TELEPHONE:

I have received from the SELF HELP FINANCING TRUST (SHFT), one Singer sewing
machine, model serial number .

I understand that until I have paid the purchase price of R 740 in full the sewing machine
is owned by SHFT. If 1 fail to make any payment by the due date SHFT will be entitled to
sue me for the full balance of the purchase price and repossess the sewing machine. If this
happens SHFT will be entitled to keep all payments made on the sewing machine, including
the deposit.

I promise to pay the purchase price in installments as follows:
Firstly, a R 200 deposit when the sewing machine is delivered to me.

Subsequently, 10 monthly installments of R 54 each or equal payment until the machine
is paid for in full. I promise to pay these instaliments by the 10th day of each month at the
training center where I was trained.

The first payment must be made by

I understand the conditions of the contract and promise that all the information is true.

Signature of Purchaser Date

I have explained the terms of the agreement in full to the purchaser.

Signature of Deliverer Date

Signature of Seller’s Agent Date



CONCT.USION

It is clear from New Industrial Economics theory that the TTO
credit scheme required critical adjustment to its selection and
monitoring mechanisms. Additionally, an analysis of the TTO
credit scheme suggests that under the conditions prevalent in the
informal economy a multi-contractual procedure for dJgranting
credit 1is advantageous. The contracts between TTO and the
trainer and the trainee are standard. They exist under the basic
conditions of a risk averse principal and utilize standard
performance contingent incentives. However, the twist is that
those contracts are supported by an implicit "communal contract"
that exists between the trainer and the trainee. The pitfall for
the Triple Trust is that an inherently strong contract between
the trainer and trainee may not exist or ever develop.

As pointed out, whether or not the TTO’s scheme can adequately
secure credit is a direct function of the trainer. This point
emphasises the importance of critical trainer selection.
However, the value of the findings is that they are applicable
beyond the TTO’s credit scheme. The general contracting
framework suggested for the TTO scheme is generally applicable
to all credit contracts where a pre-existing relationship exists.
However, the relationship must be strong and enduring. The crux
of the contract is a relationship that can support a relational
contract requiring unified governance mechanisms. Under these
conditions, financial institutions looking for more secure loan
or credit schemes for the informal economy can use the suggested
credit scheme, although they may not have a community insider,
as with the TTO.

The key for a financial institution is to link the credit to a
community institution that maintains a relational contract with
the entrepreneur. Examples of these institutions are stokvels,
burial societies, civic associations, sports clubs, churches and
professional associations. From a financial perspective
membership is a form of collateral. The same basic contracting
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framework utilized by the TTO is applicable. The financial
institution contracts with the "club" and the individual who is
a member of the "club". The "club" and the individual have an

implicit contract that supports the other contracts.

This system is quite different from the Grameen or Get Ahead
schemes. Both of these schemes form groups and contract with
those groups for the purpose of lending money. They assume a
strong relationship exists. Under a TTO contracting regime an
organization would only contract with pre-existing groups. One
knows a relationship exists, and does not have to assume or
create one. This type of relationship is much stronger. There
will be less latitude for opportunism and the "communal contract"
between the individuals is more 1likely to be truly unified.
Under this contracting scheme the governance structures will
engender less animosity than under the "peer pressure" scheme.
This condition can be surmised because the pre-existing group is
meant to survive beyond the life of the loan. In the Grameen and
Get Ahead structure the group reverts to its former relationship.

As previously indicated, the Get Ahead scheme sets itself apart
by using the "peer pressure" method in an urban area. It must
be emphasised that the Get Ahead operates in the Witwatersrand’s
more established townships. The TTO scheme is geared for dealing:
with more mobile communities. In this way, it is exigent that
there is a strong pre-existing relationship. In an ephemeral or
inchoate community, building a group on an assumed relationship
is not a strong contracting procedure.

The importance, size, structure and characteristics of the
informal economy are debatable. However, the fact that it exists .
is immutable. Efforts to develop the informal economy cannoi
ignore that access to necessary inputs, particularly capital, is
critical for informal economy growth.
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