£ AR g (S

—

STUDIES ON INFORMAL FIMANCIAL MARKETS
IN BANGLADESH

BANGLADESH INSTITUTE OF DEVELOPMENT STUDIES
E-17 Agargaon, Sher-e-Bangla Nagar
Dhaka-1207, GP O Box Mo 3854, Bangladesh



P AL

Working Papcr 15
December 1988

Working Paper No. LS

URBAN INFORMAL FINANCIAL MARKETS
IN BANGLADESH

~An Ovérview—
Farouk A Chowdhury

Atiq Rahman

December 1988



CONTENTS

Preface

T Imtroduction

IT Historical Background of IFMs in Bangladesh

ITT  The Size of IFM in Urbar Areas
Finmancing of Thilial Investment
Financing of Expansion Capital
Financing of Working Capital

Iy Trends in Sire

Vv Nature of Ivformal Credit Operations,
Levels of Interest Rates and Identification
of Lenderg

VI Market Segmentation

VIT Interest Rate Structure and the Existence of
Monopoly Profit

VIIT Uses of Funds

IX Role of the IFM in Savings Mobilisation

X Developing the IFM

X1 Conclusion

10

ie

13

17

22

as

33

36

38

40

42

46



PREFACE

As in many developing rountries, tre informal financial
markets in Bangladesh are alleged to provide the bulk of the

credit needs of the econamy, particularly to the small scale

sector which has litile access to <he farmal {institutional)
sources of credit. Cespite various attempts to control and
requlate informal financial transactions, their scale and

pervasiveness of operatiors have expanded unabated. In the long
debate on the usefulness and the performance of the informal
financial market cperations, anrd associated iss;es like the
determinants of inte-est rates, interlinkages among transactions,
etc., some have labelled thesge informal transactions as usur ious,
as  'fetters on  growsth' while others have considered them as
desirable adjiuncts to the process of brisk growth in  trade and
commercial op=rations. Correspaondirg to these two views, two
diametrically oppos:ite policy frameworks are envisaged; the first
aims at controlling and ultimateiy eliminating informal finanrcial
transactions while the second aims at expanding the fund flows
and increasing the competitiveness in the informal sector., Both
lines of argumerite however agree that there are imperfections in
informal firancial markets and that the interest rates usually

obtaining in these markets are ci the higher side.

Despite the consideratle operational signifTicance of the
issues involved, and the implications these have for developing
an optimal policy environment, information on these markets in
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Bangladesh remain Fighly inadequate. The study on the irformal
financial markets in Bangladesh, concucted by the Bangladesh
Institute of PDevelopment Studies (BIDS) and sponsored by the
Asian Development Bank and the US-Agency for International
Development (US-AID), attempts to fill up this gap irm information
and analyse some celect issues such as  the grewth  and the
styucture of the markets, “ormation of interest rates,

movilisaticn ang use-efficiency of rescurces.

Under the US-AID eponcsored component (for the TORs of the
US-AID component, wee p.3-4), a series of eight studies has been
conducted o vrban inaformal f rantial markets. The studies 3long

with the names of respective researchers are:

Urban IFM and the small scale cotton and handloom weaving sector
in Bangladesh: Norsirmgdi area
== Dr M Reazul Islam

Urban IFM and the sma)l scale catton and handloom weaving sector
in Bangiadesh: Shajadpur area
== Mr Shamsul Alam Mia

Urban IFM and tre construction sector in Bangladesh
== Mr Bhausul Alam Khan

Urban IFM and the leather trdustry sector in Bangladesh
—— Dr Naushad Fair and Dr Reazul Islam

Employee Credit Schemes in seier~ted urban establishments in Dhaka
== Mr Naznul Ehsan Fatmi

Wwage Earner Scheme and the informal financial transactions in
Bangladesh
== Mr Farid Bakht end Or Raisul A Mahmud

IFM and the goldsmiths and gold merchants in Bangladesh
~-=Dr Z2iaush Shams Hug

The small scale engineering end the metal fabrication units and
Informal Financial Markets
-= Dr D Bhattacharya

(ii)



All these case studies have been revised and are being

brought out as working papers of :the project.

This overview on Qrban IFM is based on the findings of the
eight studies mentioned above. Giver: complete absence of any
information on the urban informal financial market, we had to
depend only on the information collected through the case studies
ar» well as on our personral interviews with a number of actors in
this area. Since moneylending is stil! considered to be a rather
undesirable form of activity from the religious point of view, it
was rather difficult te gather adequate information on various
aspects of moneylending and discover its various forms, Despite
these difficulties, we have been able to gather some information
and analyse them in a consistent framework. We have also been

anle to indicate some policy recommenzations regarding the

working of the urban informal firnancial market.

The recommendations put forward at this stage however remair
rather incomplete as informal fihancial transactions often spread
ACross rural and wurban activities. A comprehensive set of
recommendations can only be arrived at after we complete an
nverview or the rural informal financiel market. The preparation
of the overview paper on rural IFM, based on another set of &
tases studies and a detailed survey in three upazilas ih
Bangladesh, is in progress. The final synthesis of the rural and
the wurban studies will be done later, hopefully by the end'.of

December 19£8.
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The office of Programme Economics, USAID/Dhaka, has provided

continuous technical support and encouragements for which I am

grateful. Dr P B Ghate of ADB also provided much encouragement
and support for the study. His .ssues paper was particularly
helpful in clarifying many of the issues involved. Dr Muzaftfer

Ahmad of IBA, Dhaka University provided guidance and support

during the initial phases of the project. Dr Tom Timberg,
Consultant, US-AID, alsc provided continuous support <for the
project. His prior esxperience with IFMs in India and elsewhere

proved to be extremely useful in sharpaning the focus of the
study. We would also like to thank US-AID for sponsoring this
study.

I am grateful to a number of my colieagues at BIDS for their
Support, help and compassion. Our Direztor Gereral, Prof. Kehman
Sobhan took keen interest in the project and despite his  very
busy schedule discussed many of the intricate issues involved at
length. He also made detailed comments on some of the case

studies,

It is not possible within this limited space to thank all
“*he persons who helped us in this project. We remain grateful
to all of them. Despite our best efforts ard the help we
received from different Quarters, there are certain unavoidable
deficiencies in the data and analysis. Much of this is due to
the lack of adequate information on the topic. While we assume
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full responsibility of the o.her deficiencies, we hope that
future studies along this line will be abie to benefit = great

deal from this particular study.

Atig Rahman
Project Director
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I INTRODUCTION

Informal financial Mmarkets (IFMg) constitute an important
Part of the Tinancial system of many Asian Countries, In some
Countries ICMe have become Quite organized Playing an important
role in financial intermediation; in others, they have remained
unorganized and  fragmented. Traditionally IFMs have been
egarded as exploitative in character, Gperating in segments,
wielding Considerable mMenopoly power and frequently lending at
V'2ry  high interest rates, Very often, credit operations are
thought g be interlocked with transactions in other markets sych
as  land, labour and Product, somet imeg enabling lenders to
extract MONopoly interest and sometimesg leading to g4 rather
benign effect On  interest ratesg through reductions in

‘ransactions Costs and risks oj default, The IFM with varied

~ransactions, interlinkages and fragmentation has thus become an

savings, aliocating resources and affecting equity objectives,

IFMs in Bangladesh Pravide the bulk of the credit needs of
the economy, Al though there are no firm 2stimates, fragmentary
evidence besed on various micro—surveys conducted over the last
two decades Suggest that IFp- in Bangladesh may be Providing as

~uch as two~thirds of the tgtal credit needs i the rural sector.



Evidence on the size of the IFM for the urban sector is not
available, but rapid urbanization is alleged to have forced a
growing segment of urban entrepreneurs, households and workers %o
fall back on moneylenders, pawnbrokers, trader s~cum-lenders, etc.
This has happened despite an encouraging growth of farmsl
financial institutions in urban areas az these institutions cater
mostly to larger enterprises, leaving smaller entrepreneurs,

traders and others to depend on the IFM for their credit needs.

vespite +the significance of IFMs in Barngladesh, there is a
dearth of in-depth information an various issues of interest ~-
Foth contemporary and hictorical. The changing rature and the
role of IFMs, particularly the role IFMs Play in mediating anrd
allocating resources, in affecting income and asset distribution
and ir determining the efficacy of monetary policies are
important study areas for developing countries such as

2=ngladesh.

The urban  informal financial markets study has been
undertaken by the Bangladesh Institute of Development Studics
(BIDS) and USAID/Dhaka and is meant to delineate the uvperation of
the informal financial market in urban areas of Bangladesh. The
study 1is part of a broader study on the IFM in Bangladesh
covering both urban and rural areas, with the study on rural IFM
10  conducted ty BIDS and funded by the Asian Development Bank
(ADB). The ADB interds to use the Bangladesh study. as the basis
7or a comparative study of IFMs in five Asian countries, viz. the

Shilippines, Indonesia, Thailand, India and Bangladesh. 0Once the



rural studies are Completed, BIDS wiil] Praovide a synthesis of the
Principal findings covering bot' the urbanm and the rural sectors,
SO0 as to provide the basis for the Comparative study.

The broad objectives of the BIDS study on urban iIFM are te
examine:

i) the role pPlayed by the urban IFM in Providing fipancial
support to urban small scale enterprises;

i1)  the desirability of developing urban IFM in order to promote
the urban informal sei:tor, Particularly the small scale
enterprises which have little access to  formal sector
institutions; and

iii) the modalities fpr Promoting urban IF1, snhould such
Promotion be considered desirable,

In view of the heterogeneity of the many segments of tl-e
urban 1IFM, it was decided that various sub-markets would be
studied Separately, through surveys as well ac through more
participatory Tesearch methods such as  unstructured interviews
with actor Participants. With t~is eng in view, a numbeor of in-
depth case studies of variocus urban and semi-urban based
activities were under taker. A tisting cf the acltivities studied

is provided below.

i) The lszather and leather Products industry
i) The small engineering and metal fabrication sector
1ii) The Censtruction sector

iv) The handloom and small textile sector in the Norsingdhi
area

7) The handloaom and small textile sector in the Shajadpur area

vi) The ;oldsmiths/gold merchants and the gold jewellery
business



vii) Overseas remittances and their uses

viii)Informal employee credit schemes.

The first five studies have yielded insights into the
workings of the IFM in supporting the respective activities. The
gold study provides an idea of the . 'tent of smuggling end of the
role of the IFM in supporting what are possibly non-productive
activities. The remittance study provides an estimate of
remittances, transmitted through legal as well as il1legal
channels, and the uses to which such remittances are put.
Finally the study on informal employee credit schemes shows the

role of such schemes in savings mobilizatiaon.



11 HISTORICAL BACKGROUND OF IFMS IN BANGLADESH

Historically, the informal credit market (ICM) has always
been an important part of the Tinancial system in rural
Bangladesh. During the British period, the ICMs ir both the
rural and the urban areas were dominated by the banias, Marwaris
and the kabuliwalas. While the banias were a particular caste of
Hindus indigencus to Bengal, the cther two graups had their
origins outside the area. The first two groups mostly linked
credit with trading operations while the kabuliwalas engaged in

usurious lending.

From time to time the British raj tried to control ICMs by
enactments limiting usury and prohibiting land transfers in case
of defaults. The Taccavi system of lernding to cultivators to
meet parts of their production cost was the only majgr
institutional challenge te the L.herwise unhindered operation and

progress of the ICM.

We do not have enough rzadily available information on the
extent, nature and ccmposition of the ICMs during the British
period. All we know from fragmentary evidence is that the
institutional challenge to usury in the form of Taccavi and co-
operative credit movements could nmot make much of a dent in the
significant burden of indebtedness in fhe agricultural sector.
The eviderce alsu suggests that the operation of the ICMs cculd
have led to a transfer of assets from the poor to the rich,

worsening the rural income distribution. This particular aspect



is apparent from the passing of two 2cts (Bengal Moneylenders Act
and Bengal Agricultural Debtors Act) towards tre early- part of
this century prohibiting transfer of assets through usury. The
studies conducted during the British period mcstly concentrazed
on the Taccavi system or were Ey-products of the land settlement
operations. These revealad very little avout the workings of the
ICMs. It wae nnt wall the late twenties that & series of
Pnquiries (Royal! Commission an Agricul ture, 19243 Bengal
Provincial Znquiry Committee of 1929 and Bengal Board of Economic
Enguiry of 1934) did try to investigate the extent of
indebtedness in the rural areas and relate those to aspezts such

as farm and family size, incone, expenditures, estc.

The partition of the Indiamn sub-cortinent ang integration cof
the area now constituting Bangladesh had a considerable impact on
the rature and the growth of ICMs. The large scale migration of
banias, marwaris and kabuliwa: s had a consicerable dampening
effect on the ICMs. The filling-up of the vacuum in the informal
money mavket by the muslims was corctrairad by their generally
paor economic condition but more importantly by the religious and
social values which prohibited usury. The economic compulsions

took time to dispel these social and religious values and

moneylending therefore deveiopeo in covert fashions under the
guise of advance payments for commodity irarsactions, land
leasing ard hiring of labour. Pure form of moneylending and

usury only developed later mostly remaining behind other forms of



activities and therefore avoiding social sanctions ageinst

Jdsurious moneylenders.

The changes in the ICMs in the fifties in the wake of the
abolition of all rent receiving rights by the 1950 GState
Acquisition and Tenancy Act and the migration of wurban and
village lenders are summarized in the Credit Enquiry Commission
Report of 1959. The report noted that the "village bania" who
was "both moneylender and trader” ... "was almost completly wiped
out 1n Pakistan and unto the present time (i.e. 1959) no real
substitute has emerged. Post-partition studies of the credit
situation clearly reveal the eclipse of the moneylender; his
maximum contribution was placed at 4.2 per cent in one survey as
against apprecximately 70 per cent in India," (P. 8). The
moneylenders have been replaced by "unorganized sources of credit
of which the largest is friends, .relatives and well-to-do
neighbours. Another source is the landlord but from this source
may not oe available to the same extent in the wake of the land

reforms" of 1950 (P. 13},

While there has been a number of studies on éhe ICMs in
rural Bangladesh, there are none, as far ao we are aware, on
urban ICMs. Most of the studies were »nased ci micro-surveys of
rural informal credit markets through enquiries into the sources
oT* loans and their uses, borrouwer's profile and the interest
rates charged. Some also corsidered %he compaosition and the

natuire of collaterels offered as security for loans. Onlvy a few

studies investigated into the alleged interlinkages among
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t?ansactions in various markets such as land, labour, product
2nd, of course, credit. The racher narrow focus of many of the
studies therefore left out issues which are also important for
the development of the financial system of the country. Most of
the studies did not, for example, raise and examine issues such
as allocative efficiency of iCMs, the role of ICMs in mcbilizing
domestic rescurces, efficient wutilization of resources thus
mobilized, the impact on growth and equity of ttie operations in

ICMs and the effectivenese of monetary policy (in a ‘repressed

monetary regime’) in the context of the presence of ICMs.
Moreover, none of the studies examined and analysed the
determination of rural interest rates -- how much of it is
determined by the oppertunity cost of lending and how much by
other components such as the cost of administering credits and
trarsaction costs, visk premium (due to defaults) and monopcly
element ‘arising ocut of segmented credit markets anmd overall
capital scarcities). Lack of understerding of the role and

functioning of the ICMs in Bangladesh has therefore caonstrained

formulation and implementation of appropriate development
policies and programmes, especially those involving ar  affecting
ICMs.

The wvaried characteristics of ICM in the urban sector have

alsc remaired unexplored although casual discussicns on the urbawn
infornal cectar indicate the existence of finance brokers and
traders with financial interests. The hkhorizontal and wvertica?l

linkages of these financial intermediaries as well as their links



with formal financial institutions (FFI) heve also remained
unexplored. To the extenrt that such key financial sector issuec
remain unexplored and uninvestigated, and tas the extent that the
development of the econaomy requires varied financial support from
both FFIs and ICMs, the progress of the eccnomy is  handicapped

by the lack of an optimal pelicy regime.



I1I THE SIZE OF THE IFM IN URBAN AREAS

At the outset, it would be useful to dwell on the
characteristics of the IFM that distinguish it from the formal
financial sector. IFMs are those that are not regulated or
monitored by the banking authorities. However, the formal and
the informal markets do not form two discrete finamcial enclaves.
‘”The two sectors form, rather, a continuum, wilh segmentation
within each SECtOF; and mary linkages between Lhe two."1 The
infarmal sector is distinguished by the fact that it is able to
function outside the purview of regulatiors 1mposed ovi the formal
sector in respect of capital, reserve and liquidity requirements,
ceilings on lending and deposit rates. mandatory credit targets,
and audit and reporting requirements., The absence of requlations
along with smallness of size (with most informal Tenders
operating in specific areas af tho market where persanal
rnuwledge of borrowers is possikle) provides a flexibility to 1FM
operation not enjoyed by their formal counterparts. Transaction
tosts can be reduced to a very minimum. The interest rales  can
be fully adjusted to cover the opportunity cost of funds as well
as  any risk of defTault that may remain despile their close
informational links with borrowers. As s result, informal sector
credit is more costly than fToirmal sector credit, However,
informal credit is more Pasily available to borrowers whose

1 Some issues for the Regional Study on Informal Credit Markets,
Discussicn Paper, Asian Development Bank, Manila, Philippines,
1986, p.10. ‘
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credit needs tend to be neglected by the formal sector (for
reasons such as risk, lack of collateral, and high per wunit
administrative cost of small loans). Finally, informal lenders
are seen to rely on their own funds to a greaeter extent than
lenders in the formal sector. However, they also accept deposits
in certain cases and transmit such deposits tc more productive
uses. In Bangladesh's urban centres, informal lenders are seen
Lo operate mostly as individuals (e.g., friends and relatives,
businessmen, moneylenders, input dealers, end users of products,
etc.) and to a lesser extent also as groups of individuals

organized mutually (e.g., informal employee credit schemes).

Orly very tentative estimates of the size of informal ~=redit
markets (ICM) are available, both in absolute terms and relative
to corresponding formal markets. Studies from about the middle
of the seventies until now show that the relative size (defined
as the percentage of credit from ~on-institutional sources) could
be anywhere between 33 (Rural Finance Experiment Project, RFEP,
1981—88)1 arnd 91 (Alamgir and Rahmar 1974) per cent.a Both these
estimates can be corsidered rather extreme as the former covers
aress where the nationalized commercial banks have opened up new
Mranches and experimented with different variants of formal

Rural Financial Experimental Project, 1981/82, <(a) Baseline
Survey I1I, {b) Borrower's Financial Survey, (c) Social
Anthropolocical Survey of Borvrowers -- GDB and USAID

HY

Alamgir, M and Atiq Rahman (1974 : Bavings in Bangladesh:
1939/60 - 196%/70, BIDS Research Monograph No.2, BIDS
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lending schemes while the latter includes areas which were under
the grip of famine in 1974 and therefore exposed to usurious
lending from informal sourzes. I¥f we include ¢nother study by
RFEP, the mean relati e size of the ICM i:, Bangladesh ccmes to
about 78 per cent. If, however, ore takes all the major studies
reporting on the relative size since 1974, the mean size would be

about 63 per cert (Hussein 2983).1

ES

The case studies of urkban enterprises that have been
conducted have vyielded scme irsights into the workings of the
urbar  informal credit markets wish recpect Lo the relative sire
vis-—a-vis institutional credit sources, the nature of credit
operationr, the terms of credit and other aspects of iCM
vperation. Basically, urban enterprises, particularly the small-
scale enterprises, are seen te depend to a large extent on  thz
ICM for their credit needs, especially working capital needs.
The cas:: studies have considered in detail the Tfinancing of
initial investment, expsnsion c.:ital ard worki g capital for the

enterprices.

Financing of Initial Investment

Table 1 reveals ths average size of initial investment “Tor
the various enterprises studied and the mocde of financing.
Motice thes informal credit has an insignrificaent role to play in

Hussein, Md Ghulam (1983): An Analytical! Review of Ncn-Formal
Rural Credit Studies in Bangladesh, A/D/C.



TABLE 1

FINANCING OF INITIAL CAPITAL

Financing (%)
Average Owr: Borrowed capital
initial capital —=—=—-ome
investment Institu- Infor-
per enter- tional mal
Prise (Tk.) SauUrces sources
Small engineering
and metal fabrication 114,600 b63.6 S.1 3:1.3
l.eather & leather Products
Wet blue manufacturers 5:,900 100.0 - -
Crust leather producers 1,310,000 80.0 20.0 -
Footwear producers
Small 10,000 100.00 - -
Large 225,000 11.1 88.9 -
Other l!eather goods
Small 10,000 100.¢ - -
Med:ium 27,500 10¢.0 - -
Large 1,500,000 100.0 - -
Traders
Hides and skins 20,000 B .5 - 12.5
Brickfield (ordinary) 1,630,000 10Cc.0 - -
Handlooms (Norsingdhi)
Pitloom 813 10G.0 - -
Semi-automatic Jloom 2,312 Q4.7 - 5.3
Power loom 44,374 98.0 - 2.0
Small Jjewellery shop 679,000 85.0 - 15.¢C

o ——— —— = — .......___-._._...___.—_—.—___—.~__-—._-..—.—_._.-..._._ T e e s e o s — s ————— — — i —
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the fimancing of initial investment. Informal credit ig
essentvially short-term in natur~ and is not given out to finance
what are considered 'risky’ initial investmente in machinery and
equipnent. It is clear that entrepreneurs have to rely cn  their
own internal resources in financing start-up capital.
institutional financing 1is available, but only to large units
suchh  as to large footwear and crust leather enterprises 1n the
Ssamplie. Some amount of institutional financing has also . gen
ararilable to the semall ergineering and metal fabrication
workshops in Dhaka ~- this is on acccunrt of a special assistance

prcgramme undertaxker by BSCIC for Lhis sector.

Sources of own capitsl in the financing of initial
sovestment are mainly savirgs, sale of assets, accumulation fram
otheyr businesses, money obtained from parents, etc. Savings and
sale af issets account for a substantial part of gwn funds. Thus
in the c:se of handlooms in the Norsingdhi area, it has been seen

that savirgs account for about 68 per ceat of total! initial

cec.tal c«1d sale of assets for ahout 26 per centb.

The (rincipal lenders in the ICYM are seen to be friends and
- ,

rolLlivo: . moneylenders and  others. in tre case of light

engineeriry workshops, of the 3!.3 per cent of initial! capital

ob%teined ‘rom informal sources, 23.8 per cent came from friends
and  relat. ves {(about 79 per cent of total! capital borrowec from
informal LOUrCes ), 0.2 per cent from moneyienders and 2.3 per

cent from rthers, Ir general, the contribution of borrewed funds

thaw anttitutional ard informal) in the financing of initial



capiteal is seen to be rather limited. Entrepreneurs rely

primarily on their own resogurces in setting up their enterprises.

Financing of Expansion Capital

Expansion capital is required for financing the acquisition
of new fixed assets and supplementary working capital. Table 2
shows the average amount of Bxpansion capital per enterprise for

@ fow selected industries and the mode of Tinancing.

TAPLE 2

FINANCING OF EXPANSION CAPITAL

..—.—-—.———_—.—.—._——_———.—..-..—..._-...._._— T T T e e e e e e e e e s e e o e e oe

Average Financing (%)
EXDARS . ON e e
capital Own Borrowed capital
per enter— capital —————emmm
prise Institutional Infarmal
(Tk adUTrCes souitces
Small engineering 118,462 49,1 23.1 27.8
Leather
Wet biue 1,559,000 49.9 49.7 0.4
Crust 1,974,000 44,3 55.7 -
Handloom (hNorsingdhi)
Pitloem 4,147 &2. b - 37.4
Semi-automatic loaom 17,154 82.8 - 17.2

-.—....——....—.__...__.__._.._._._—__—._._-..-—-—._-....__.._.__..._.__._._._.._.__...._—-_.-_...—.__.._.-.__....—._
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it can te seen from Table 2 that own funds were principally
used Tor financing expansion ot the enterprises in the case of
the small handloaom enterprises; borrowed funds Lhat were used
came  celely from informal sources. For small engineering
industries, both irmctitutional and infcrmal sources of burrowing
figured prominently; here the institutional borrowing was made
potTitia due te the imstiation of BSCIC's special programme for
Tho coctor., Far the large wet blue and crust leather producers,
nstitetional  saurces of Borrawing were the principal means of
EXDansion capital finarcing. It would seem that small
enterprises have little or »ne acceex to institutional finance
(unless gspecial prog-ammes are initiated) for expansion of their

ent2r-pr.res, and are fecund to Lorrow From informal sources.

The source of own funds are principally reinvestment of
profits Mmd sale of assstg. For the engivieering waorkshops,
reinvestmant  of profit accourtc For £6.4 per ct a9t of ewxpansion
capital (%4 per cenrt of own capital), sale .f assa's for (2.1 per
cenv oo rinvestment of cavings from other sources of inccome fer
10.6 per cent. For the pitloom enterpgrises, 43.: per cent aof
expansion capital was financed through reinrnvestment of profit,
17.2 per Cz2nt from sale of assets, and £.3 per cent from other
B0uUrces.  rar the semi-automatic loom enterprises, 50.9 per cent
of expansica capital was finanied through reinvestiment aof profit,
29.1 perceat through sale of assets, and 2.7 per cent through

other scurceg.

16



Sources af informal finance were friende and relatives,
landlords, businessmen and cthers. In most cases, local =lite
zuch as landlords, politi:ians, or chairmen of local councils
provided security. Against this, they may have obtained some
intangible benefits frem the entrepreneurs. In the case of semi-
automatic loom units, about 25 per cent cof the borrowed capital

vas from friends and relatives.

Larger units with bigger scale of operatien generate mare

investible surplus and avre capable of generating relatively wmore

~esources from internal sources. Even then they have ta
supplemz2nt their funds with [t credi. In the case ot
engineering workerops, it Was akser verd that whatevear

irstitutional credit has heen disbursed, unly relatively larger
units have benefitted from .t. The tandicam enterprises in fact
have received no imstitutional credit for firancing expansion of
their enterprises. There is therefovre a8 large measure of
dependence  on informal sources, with the deperndence higher for
the small pitloam units cvompared to the relstively larger semi-

actomatic loom units.

Financing of Working Canital

While the IFM deces not play a prominent role in financing
initial start-up capital and expansion capital, its role becomes

highly visiole when one considers worling capital fimancing. It

17



‘e seen that a considerable part of the working capi

ct

[

a
requirements of the small enterprises ig firarced by borrowing
from the IFM, credit purchas.s  aof  vaw  wmat rial being the
principal means through which credit is cha mnelized. Wholesalers
and retailers emerge as the principal lendars of short-term

warling capital funds in the IFM,

Shertage of working capital has been identified by most of
the entrepreneurs as the principal constraint limiting capacity
atilizaticn and Profitability of the enterprises. For example, 59
Ler cent  of the small engines«ing workshap  entrepreneurs
identifed working cagpital shortane as theilr majcyr  problem
despite the fact trat special institutional (BSCIC) funds have
Leen wde avariable  for Sk sector., Hence, even when
entreprenaurs  are ahble to gather tte iaitial /enture  capital,
many  of th2 firms faii: to grow ard  sustain  their production
because of lack of adequate fTlow of credit ta meet short-term
Sperating expenses. Tahle 3 sh s the modes of working capital

financing for the varin.s industries survey 4.

A glance at Tahle 3 shows the tremerndous impoartance of

borrowing, particulariy Bor-owing frem informal sources, in  the

financing of working canital. Purchase of raw material
-wnwiltutes the major element of woerking capital. The main

aurden of Tirancing relates, therefore, toc the Yinancing of

“urchases o7 raw material.
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TABLE 3

WORKING CAPITAL FINANC ING

“tl) Per Enterprise
Total Purchase Financing
wecrking 0Ff main e
cepital aly Imstitu- Informal sources Total
material ticnal  —w————ee borr-
ney saurces Credix Cash owing
month purcheses borrow-
ing
Small engi- 77,074 - - £8,518 -~ -
CEovrisg
rickfield 333,333 - 30,000 105,000 45,000 200,000
Gecld jewell- lab, 641 112,057 Nil 71,773 8,057 79,830
ery shop
Leather
Wet blue 1,300,000 1238,500 - 843,289 - -
Crust 13,900,000 12729,620 ~ 249,342 - -
Leather goods - 738,661 - 471,024 - -
Handlooms
(Norsingahi)
Pitlooms - 8,883 2,666 4,337 - -
Semi-autamatic - 34,190 68,771 18,021 -~ -
Power {oum - 21,558 b,667 7,638 - -
Handloom (Shajadpur)
Semi-automatic - 120,952 12,451 36,917 7,559 B8,935

Borrowing ftvom

*Aiermal
working cepital

consists ¢ f

suppliers,

Hources

are

credit

This shown

seen to play
Tinancing.
purchases

i Table

12

The principal

of  raw

4.

an

insignifticant

materials

mode

institutional sources and cash borrowing from

role 1in

of financing

from

input



TABLE 4

PROPORTION OF RAW MATERIAL BUDL™T ON CREDIT AND THE IMPORTANCE
OF IFM IN CREDIT SUPPLY

Aol raw Sourl %o0r
material informal credii
N bhought Larrowing purchace
on iy Llotal in total
credi b bary owing borrowing
Brickfield 38.23 75 2.5
Gold jewellery shop &4.,05 100 82.9
Leather and leather goods
Wet blue 69 .469 - -
) Crust 72 .46 - -
lLeather goods 63.75 - -
Handloom (Morsingdhi)
Pitloowm- ‘ 48.82 - -
Sen. automatic loome Dne2.71 - -
Power looms 39.65 - -
Handloom: (Shajadpur) .
Sem.-automatic loams 30.52 30 41.5
The prependerance of credit purcl ases points to thes

importance of traders twholesalers and retailers) in extending
vital short-term credilt to Lhe producers.  For wmal ler producers,

uch  trace credit forme the lifeline of their business, ence

Ui

inetitutional loans cannot be obtained and cash credit Trom
/

nformal sources is hard to come by. Tt may be hypothesized in

fact that the growth of trade credil has led to the decline of

the conventional moneylender who Can no longer vyesort to usurious

moneylendirg practices. Thoe bBulk of cash credit  from informal
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zources  comes  from friends and relatives who do not  normally
‘harge  any  interest but count on  the reciprocity of the
elationships  which give them access o loans when they too are
LT need. In must of the cases, persons identified as
moneylenders are in fact businessmen who tend to use short-term
surpluses  in 5 profitable lending activity, provided of caurse,
that they know the borrower personally and can count on prompt

repayment of funds.,
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i TRENDS IN SIZE

Reliable information on thi size of the ICMs at different
points in time is not available. It is therefore not possible to
accurately present the time trend in the size of the ICM or to
=xamine  how far its share in the financial system is related to
Jifferent variebles such as the flow of credit from formal
sources, the variations in interest rates, etc. The scattered
zvidence however allows us to note the broad trends which show a
decline in the immediate post-partition years (post 1947 period).
The ICM has since then staged s comeback when the Muslim lenders
gradually started lending operations. This trend might have
continued til)l the mid-sixtees after which the formal agencies
may have increased their share. However, 1t was unlikely that

* i ~ rave posed a serious challenge Lo

the ICM.
It could have been expected that wilth the launching of
special institutional credit programmes for particular sectors

(e.g., Handloom Credit, 1983; BSCiC programme for engineering
wortshops; etc.), there would be a decline in the ICM operations
and/or a reduction in interest rotes. The govoernment decided in
Zoly 1983 to extend a direct credit of Tk 1000 million to the
handlcom weavers, especially to meet their working capital needs.

l.nans were distributed through three commercial barks (Sonali,
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Agrani and Janata) and the Krishi Bank. In 1982-84, about Tk 955
million was disvursed among 103971 weavers. A capital injection
of such dimension to the sector is expected to have some impact
vn ICM transactions. In the Norzingdhi area alone, an amount of
Tk. 151 million was disbursed. About 20 pey cent of the pitloom
units, 57 per cent of the semi-automatic loom units and 17  per
~ent  of  the power loom unils in the Norsingdhi area received
taans, the average amount of loan being Tk 13,330 for pitloom,
T 15,3%0 for semi-automatic loom and Tk 0,000 for power loom
units, The handloom loan was intended for all weavers byt it

Tailed to reach a large section of small weavers.,

Amcng the handloom unitsg which received the institutional
loan, none were observeg to take cash  credit  from informal
sources  for \working capital or other uses. The units did not
bor-ow (cash Toans) from non=irshitutionagl “RUIrCEs hecause of the
high rates of interest, Cheaper instituticral credit given for
working capitail PUrposes was diverted Lo finance expansion while
Faw  material continued to be purchased under deferied payment
basis as before. Hence the institutional credit injection did
have an effect on borrowing from informal scurces. It was seen,
however, that for pitloom Weavers, credit purchases of raw
materials were higher for those who had taken the loan compared
te  those who did not. Tt is possible that the small pitloom
‘Favers  diverted the Jow cost loan to the purchase of machinery
and  equipment thereby modernizing their units. This in  turn

raised raw material requirements which were then met through
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larger credit purchases. For semi-automatic loom and powerloom
units, banks lcans reduced the dependency on credit purchases,

and hence on the IFM.

The problem with credit schemes such as the Handlocom Loan
1983 is that much of the credit does not go tu the parties for
which they are intended. It is well known that a significant
portion of the credit went to touts and middlemen on the basis of
false passbooks showing ownership of non-existent looms. It is
possible that some of these loans were diverted back to the
weaving sector througk the IF™, This wouid explain why a
significant reduction ir IFM operations was nct observed despite

the large magnitude cTf Lhe credit injection.

Another interesting casec was the introductiorn in 1986 of the
BSCIC programme {(fur the small engineering industries of the
Jinjira and Dholaikhal avreas) whicn alleccated Tk, 90 millian feor
disbursement through special crr 'it schemes. Coverage was again
not very widespread; oniy 17.7 per cent of the units received
loans, Overall bilas of the loan operaticon has reen towards
bigger loanr sizes. Dependence cn informal credit declined for
the units that had borrowed under the programme; however, given
the strict collateral/hypothecation requicements, the delays in
loany processing, the payoffs to officials, and other costs, the
advantages of informal credit continue to attract the vast

wrjority of entrepreneurs.
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TABLE 5

TERMS OF CREDIT ASSOCTATED WITH CREDIT PURCHASES AND SALES

Duration of Premium an Implic.t rate
credit c.edit of interest
(days) (4D (%)

1) (2) , (3

Leather and Leather goods

i) Purchase of hides and

ghins by tanneries 3%-120 7.69-8.38 23~-1028 (78)[al
11) Purchase of chemi-
Zals by tanneriec 30-120 ' 2.06-5.00 b-61 (24)
1ii) Bale of leather
by tanneries 30~-120¢ 8.0C~-10.00C 24—-122 (49)

iv) Purzhese of finished

leather by lsather /
goods producers 15-90 ?.99 41-243 (H1-81

v’) Purchiase of accessor-
ies oy leather goods
producers J0-60 0.02 12-24

vi) Sale of foctwear by

small footwsar

produ~ers 30-90 13.74 S56-166 (83
vii)Purchase of cowhide

Sy troders 20-90 165.£7-13.75 68-228 (101-114)

Hand'eome (Norsingdhi)

i Purchaze of varn from
yarn wnolesaler by:

Pitioow unit 19.9 2.83 &7
Semi-adtcmatic

loom uniy 18.8 2.74% 53
Cowerleom unit 17.8 2.5 91

i1) Purchase of varp from
yarn retailer by:

Pitloon unit 16.3 2.95 0
Semi-automatic
lcom urit 11.8 2.44 75 ~

.- .~ e — _.-__—..._..._...._.__...—_.______—_—__.—_-._._-._.—._.____.____..._....._.___._—_._——.-——

Zentd. Table 5 ...
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(i)

iii)Purchase of yarn

by semi-automatic 1. 4-14 (-0.1

loom, repayment

in output
iv) Dyeing of yarn on

credit by:

pitloom unit 135

Semi-automatic loom

unit 15
Brick making
1) Advance purchase of

bricks by wholesaler

fror preducer- ?0-121

Credit sale of
bricks by who'l!esuler
to cantractor s
end~-user 1-2 weeks
Steel rerolling mills

Advanze sale of steel
by reroiling mil] +tg
wholesaler 690
Cement trade

Advance sale of
cement by importer
to wholesaler

Gold jewellery shop

Purchase of gold from
bullion traders

i s i e e e . ....__._—.——.———__—._..._._.._.___._...._._._...__-.

Figures in bracketsgs depict mcdal 1nte

When credit
output price,

is repaid in output, ¢t
indicating an implied r
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4)-(-0.19)[bh1] 30-58
35.00 122
4 .00 97
- B82-109
3-3 7B8-261 (104)
- 50-75 (83
- 40-50
Q.94 72
rest rateg,
here is a discount on the

ate of interest.



(ii) Advance saie of output, as seen in ths brick and steel
rerolling industries and cement usiness. Here Fayment for their
output  is made 1n advance by the traders ac a stipulated rate,
ant  the difference between this rate and the market price
Mevailing at  the time of delivery represents the implicit

interest paid.

{iii) Advance purchase of input with a discount on the grice of
+

imout  at the time aof delivery. This is observed for many

wnolesalers in the handloom and rement Lrades.

Whatever be Lhe mechanisem, the flow of trace credit appears
to be the most important aspect =T I[FM cperation in  terms  af
contribution to credit flows. The success of the mechanism lies
1n  the facl that the trarsactcors are both zotors ir the same
subsector . are well connected t--oughn the busi~ess and know each
other we:l. One has a product o se¢lly the otk or has a need te
buy it, The deferved payment rechanism allows for continuous
Goiita inoa markst siisation where informatics costs are low  and
risks are sinimal. With rnumercus traders, there is an element of

h] h]

competition which stabilires interest rates at reasonable levels.

Cleariy t'e profitability of the ermiterprises at the margin

justifies the payment of the premium charged, so that the credit

is in fact utilized productively.

]

For the smaller enterprises who have ac access to

N

institutiorasl funding, the credil purchase mechanrism is often the
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only way to keep their business operating. That institutional
Tunding agencies will not lend to these enterprises at current
Prescribed rates of interest shcws that higher interest rates
are justified in order to compensate for the risity invelved. The
IFM, by lending to such enterprises, provides a valuahle social
“ontribution iv view of the fact that stimulation of small labour
intensive enterprices is considered socially desiralsle but that
ne effective institutioral credit delivery mechanism has been

sevised so far.,

Cash borrowing fram infoimal BoUrces iq alse cbhserved in ail;

Whz sub-mar kets studied, though the magnitude of suchk tredit g

Hr

zmall  cumpared to credit purchascs. The principal  sources o7
cash cr=dit are friends and relatives, well-to-do businessmen,
moneylencers and others, Coliateral secarity is no* needed for
such loars. Most of the lenders are rot prefessional moreylenders
but have an established bord of trust with the borrowers and
willingly lend {0  +them. inte, est ig usuaily not charged by
friends and relatives; trust and goodwill eerve as the ccilatera:
ir such trarzactions and an expected return flow of like favours

ir the future serve in lisu of interest.,

Cash  loans do often have stipulated rates of interest
particularly when given out by moreylenders or businessmen. Ir
many cases, lvans do not have stipulated rates of interest, but
financial benefits are seen to accrue to the creditors in various
oms in lieu of interest. Thus cost of credit may be in termec

of costly presents to the crediter on various social sCccasicons.
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made by the debtor in view of his obligated status. In the case
of cash debt incurred by the wtrepreneurs of the engineer ing
workshops, such accruing financial beneits in the case of

otherwise interest free loans may be in the form of:

i) free servicing facilities to the creditor,

11V serwvicing of the creditors' orders at a discount rate,
iii) supply of machinary by the creditor at a mdarihed-up price,
iv) temporary profit shar ing arrangement, and

) lump-sum returr greater thsn principal.

Temporary profit-sharing arrangements are alss noted in
other sectors, such as in bricrmaiing where trusted friends and
relatives often invest money against a safe return, Such

arrangements  are of ccurse ~enfined Lo parties that know each

other well. dsually no geed of agreement ic mede; the whole
business is conducted or the bacie of mutual trust. The lender
sometimes does not ever know the modatities of the brick-making

{n

susiness; he only brncws that e el G0t a tmatter return on thig
investment than keeping money in & bark. Most such lenders are

service heiders with sufficient Sawvings to invest.

The traditional moneylendsr is virtually run-existent in
the urban IFM scenario. Even ithose identified by respondents as
moneylenders are usually not so in the conventicnal sense ¢f the
term. Thue mconeylenders referred to in the tamming industry are

-ttually tusinessmen who lend surplus funds for short durations
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against stipulated vates of interest to clage ACHtaintances anly,
at rates of interest varying Srnm &4 to ?6 per cent per annum.
In the sphere af handloam, moreylenders are really mahajans (yarn
traders) who narmally enrgage only in credit sales of ,arnm but in
certein cases respond to emergencies in their clients’ situationr
‘2.9. breakdown of a lwom, adverse srtuation due Lo floods, a
rarket depression, etc.) through the Provision of cash loans, HE
tnese Cases, mahajans have sufficient Ltrust in their clients that
he 1oan will pe repsid but must charge an interest rate equal to
the  nerceived SPportunity cogt of their funrds (usualiy abgut /-

cer cent).

Whiie tategorizing lenders e riends, relatives,
naighbours, moneylenders, landlorde wesalthy nersons and s0 an, &
knowledge of tfo- background of these lenders g JyeeTul, since it
would provide some clue as to the saurce of the Tunds, In the
Engineerirg workshop study, it was seen vhat friends, reiatives

ard neightourg Frovide akout TE per ozt oV the cash credit from

KOt S0urcas, moneylender 12 per Zost acd rich persgng (who are
not  requiar moneylenders) absut ‘0 per cent. Service tholders

Tigure most Prominently amorg these lenders (ap FeEr  cenl of
lenders). Amcngst them, persore jn government or sem:-government
S vLLEE  Lre the main contributors o7 informal credil. Supe of
thesco Service holderc are worlking abroad. Majcrity 0of service
holders bzlonrg to the rierds and reliatives group, indicating
that smail bundles of Personal savings of fied income earners

are heing ¢ mver ted into industrial Investments throught  informe:
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sector intermediaticn. The secend wmost important group of
lenders (23.8 per cent) is associated «with diverse kinds of
trading activities, Abuvut 22.7 per cent of  the lenders are
involved in mawufacturing activities, many of them aperating
engineering workshops themselves. Gther importart groupe of

~reditors are peeple engaged in construction (&£.5 per cent) and

transport sector {46.5 per  cent). Creditors  crewn out of
agriculture are the leaat important (3.2 per cent). It waouild
appear that creditors are drawn osut of diverse professions

signifying a certain level of intersectoral mobility of capital.
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Vi MARKET SEGMENTATION

As seen in Section V, a major part of urban IFM oceration
relates to credit purchases of inputs, in which the transactors
v actors  in the same business Jr sectoi. Cloese business
relationships between lenders and borrowers are the key toc such

wredit aneraticns. A yarr trader, for example, has varn to sell

Srocredit to  a weaver, but has no credit to offer te a
Drickmaker, The extent of cash credit is limited anrd roreover
confined to parties that krnow each other well =—- friends.

ra2lativas and neighbours, for exampie. These lenders do not leng
to just anyone who is willing to bharrow 2y a giver interest rate,

4

however high; they will only lens ¢o pers.ins they trust and will
normally not charge any interest. The rcle of the conventional
moneylender iS5 seen to be minimal in the urban  infermal market
setting. Ever: thnse categorizrd as moneylenders are seern to be
businessmen who lend Surplus funds for short durations to pecple
they  know well, mahajans or treders who lend to their immediate
tlients, or landglords and other wealthy pecple who lend money to
people in their area in  arder to enbance their political
influence. It would eppear, therefore, that the urban IFM is noc
an  integrated markat; there are instead a number of  sub-markete
segmented along various trading and production interests, along
various patronages and lineages and alony loca? politicail

Jroapings.
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In all the activities studied, it is observed that it is the
tlose relationship between th trarsactors 1 .ak sustain the
credit operation. In the brick business, 'he buyers are brich
traders; clearly their lending can only be to the brick-making
business as such in order to sustain btheir business. An
increase in rates of interest elsewhere ir the eccihomy would not
iead these buyers to divert their fundw there; consequently Lhe
market is segmented in this sence. In  the leather business
ilkewise, the «credit flow down from wholesaler to :retailer to
producer can only be specific to that business alone. In the
engineering workshop sector, it 15 seen that 23 per rent of the
lenders  are themselves engineering workshop owners, whereas 36
per  cent are associated with the sector in ore Torm or  another.
Out  of this, 57 per cert are engineering  sector—-based o
1ssociated  lenders and 36 per  cent  hevo  direct production
linkages with the debtors units. These olose circutt operations
rfrave been laund to be cemented by various Lypes of soclio-economic
and political bondages. if we  ltake into zonsideration  the
lenders  who are relatives of the borrowers and thooe livivng in
vlose proximity to the surveyed arweas, the level of segmentation
would  be seen to be more pronounced. Approximately 49 per cent
7 lhe lenders have access to informatiorn relating to the sectlor
snone form  or anuther —-- by virtue of the:ir gxperience  in
~unning  similar enterprises, by being associated in  peripheral
assotiated activities, by kinship relation and/or by living in

locational proximity.
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While the various urban submar kets for informel finmance are
segmented along their respective lines in the scnse that interest
rate changes in one sub-market would not affect interest rates in
the other, it is not clear that segmentation in this sense exisls
vetween the orqganized financial sector and the urbarn IFM, If the
-#ntral  bank  ig Pursuing a credit squeeze pelicy, the large
olesalevs,  who depend on institutional funds for a lavrge pavt
> their financing, would lurn to the IFM for advances -— the
excess demand spillaver would Lthern be veflected in higher
interest rates in the respective  informal sectar cubmarketbs.
Moreover, the larger wholesalere would begin to charge higher
interest or their credit sales and these higher interest rates
would be transmitted down the line to retailers and eventual end-
users, Consequently, the efTicacy of monetary policy, tLhough

tempered by the existence of an IFM, is not wullified by it.
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VII INTEREST RATE STRUCTURE AND THE EXISTENCE DF MONOPOLY PROFIT

The interest rate charged on credit offered by  the 1FM
should reflect the opportunity cost of funds, vishk premia  and
transactions costs; any excess would point to the existence of

monopoly profits.

The high interest rates prevailing in the urban IFM can be
«plained by both demand and supply factors. Supply side Tactors
wre  the shortage of capital and the riskiness of locans. On the
temand side, low levels of income and household savings have made
norrowers dependent on the IFM, and the low level of literacy and
rducation has made it possible for the lenders to exploit the
porrowers.,

To find the opportunity cosié of the informal loan fund, one
Can use &s a proxy the highest rate oifered by commercial  banks
an  term deposits —- about 14.5% for a 3 year lixed deposit. If
we asume that the investment income foregorne by the creditors is
twice that of the credit rate offered b, the banke, the

opportunity cost of loan funds would be about 29 per cent.

The possibility of default is trivial. The 1FM actors know
each other very well so that there are practically no defaulters;
L.owever, delays in repayments con and do occur, and impose some
costs on the lender. All debtors in the IFM are in general eager
to unburden themselves of their liabilities, and moreaver,

debtors do not believe trat they would be able to get off without
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Paying all their informal credit dues. Also delayed repayments
or  defaults would create a bad name for the debtor in a limited
Submarket; consequently hisg abitity to obhtain further inputs or
credit would bhe sericusly hampered. With the low default riskeg
in the IFM, the risk Premium element ir the interes’ rate

structure would appear to be small,

The cost of loan administration ig minimal in  informal
market transactions (particularly in comparisan to the
nstitutional sector), Moreover, transactions costs are borne.by
b2 debtor and not by the creditor in IFM operations, Hence the
-nsactions cost is g4 varieble of relevarce for determining the
mal  costs ofF borrowinrg and not four ascertaining the level and

structure of interest rates,

Usiny the  above arguments, it would appear that the
stioulated interest rate less the opuortunity cost of funds
offered as credit would constitute a monapoiy profit  for the
lender. In  the engineering workshops secter for example, the
everage rate of interest for cach loans with stipulated interest
rates is  about 435 per cent. Sirce the bpportunity cost of
lenders funds is taken as 29 Rer ment, about & per cent may bhe
considered as the monopoly profit appropriated by the creditor.
Even  if one makes Lome reasonable allowances for bag debts or
~iskiness of informal lending arz for the costs incurred by the
;enders for administering and collectirg the loans, the share of
~snopely prefit in the structure of interest rate in the informal
iCan cases vith stipulated interest rates would not be legs than

0 per cent.
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VIII USES OF FUNDS

The study of urban informal financial markets broadly shows
that borrowed funds have been used for directly productive
purposes by the borrowing enterprises. The reason is of cour-se
the preporderance of trade credit (input purchases on deferred
payments basis) -- such inputs are purchased for craductive uses.
Rates of return for the particuiar enterprises have been
sufficient to ensure timely credit repavments so that the next
consignment of credit financed input car be procured by the

cntrepreneur.

The prevalerce af cash credit has been relatively
insignificant and has originated mostly fraom friends and
relativesy, While funds may have been borrowed for directly

consumption purposes, the extent of it has not been investigated.
it is clear, nowever, that in on urban setlting, funds would nutl
be borrowed from friends and relatives for nen-productive
purposes, except under emergency conditiorns. Zash borrowing for
pProductive purposes, i.e. directly for use in the enterprise to
meet short-term contingency needs, has however been resorted to.
When such borrowing has been acquired from businessmen, mahajans,
or other moneylenders, an interest rate of S50-70 per cent isg
usually charged. However, since the transactors are usually
close acquaintances, the risk of default is minimal. The lender
is aware that the funds are being usec for productive DUrposes

and would bear a high rate of return at the margin.
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The study on oversess rer ttances has  cevealed that the
returned migrants have given cut about 5 per cent  of their
remittance money a8 loans meivly, Lo friends, relatives and
seighboure.  While some of the laoans have beoen used Tur 3 variety
of comsumption purposes, it appears that about 29 per vent of the
toans  have Leen used foar commer ira) forposes and 41 per cenl  to
Tinance cut-maigration. Migranle have, of  course, arn obvious
vepaymenl capacity, from Lhle wayes Lo be received abrood.  ilse of
borrowed funds  for Pparpeses of migration 15 productive in Lhe
sense that the migrants would i the Tuture vemit funds much of

Ahiich wauld be uced produciivel .

The gold study sad the study of lhe tundy system reveals the
presence  in the economy of 4 large pool of blsch money which is
mostly used fer unproductive purposes.  The wauaalisrg i of  gold
(estimated at about YE,000 tolas per year valued at about Tk 50U
millions poirnts to the exaisterncre of large (lows of black money .
The smuggled qold 13 uned in bLhe gold jewellery business (which
though privately profitable, ig Sucially non-productive), to
finance iilegal imports of various consumplion goods, and a part
15 resmuggled out of the countr v, There is no evidence of
Frocuctive wuse of the black Itauiditly genersted, though many
smugglers legitimize their operation through ownership of

.nductries and commercial rompanies,
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ix ROLE OF THE IFM IN SAVINGS MOBILIZATION

The IFM, by pei forming the . same  function aof fimarcial
intermediation as the bankes, could stimulate savings by  offTering
lenders o higher eturn bthan they would realize ihrough celf-
financed investment. They coeuld alao 1rdace very mall savera to
Aveamounts  that would stherwise have beeds wpent o trivial
concumpliorn. Wliile Roscas in Thei Yand, chit funds in India and
w1sans  in Yndonesia are tapor tact mobilivers of 539vings in  lhe
TEr, there s no  evidence of the developument aof sueh

crganizational Forms in urban Bargladecth,

The studics have revealed Hhal mast wrban lenders lernd  oul
uf their own funds and do nat aelrtiirze deposite. Consequently,
they act so as to channeli:e savings  towards  more productive

uses,

Evidences of savings mobilizatbion through informal  channels
are observed in the case of irnformal employee tredit ochemes that
have cropped up in Mmary goverrmment set-—-ups,; autoromous Lodies ang
business organizations. Such  scheres  are  actually  informal
arrangements through whigh contribub:ng member seab, through  a
wwail  regulatory monthly  contrioution, to create a3 mutual
consolidated fund fov the continued Lenefile of their enclusjve
members. Such savings and rcredit schemes foirm the basis on which
contributirg members canm  draw on the funds for a variety of

purposes or given terms and conditions. Schemes of vari1ous «ires
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X DEVELOPING THE 1FM

The widespread prevalence of the urban 1FM relates to  its

sbility  to serve, quickly and efficiently, e needs of most  of

the enter prises and traagers coperating in the urban areas, and
pasticularly  the relatively wmall -ecale operators who have
Bracticelly o access Lo vormal sources of  finance. A Close

Coubiny of the pattern aond Lerms of harrowing reveals that thesc
eribrepreneurs are predominantly i nesd of short-term, small siza

durkavie capital loars. Civizrn the ntricacies involvead n such

typoes ohd loan operationa, tl 1a oot pussible for the
institut tonal sector Lo ol lMer DTV O G i thia respect
ecoriomically  and  efficiont]y, The admicist ative cousts af
prasiding small  siced  loens to a large aumber  of  wmall  and

rettage enterprises would te very Biigh and not sustainable under
IR UL o SRRV T inslitotinnel int =26l sate  stcu Lure. Moreaver,
sach entrepreneurs are unable to salialy, - Loaniko! requirements
nfocollateral, and most  are acimido Led Ly  the paperworl
involved. Consequently those enterprises have to compromise with
the more strirgent o ffers of the TFEM, Their choice i1s not
betwesn borrowing Trom Tormal or informal sources, but be ween
Ravrowind from informal sources or noc at all. Given their sunb
castz, the fact that their enterprise provides their prime cource
of livelihood, and that the productivity of capital at the margio
e bhigh erough to justify borrowing at typical 1FM rates (70 to

100 per ceat per annum!. their choice is «leac.
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Imnformal financial markets have mary advantages sver formal
Trmancial in titotiong in the melter of cred.t delivery to swmall
Enterprises, The basic adventage e th 4 each intermediary
Jperates 10 hio gwn particular sub-=market, and has  an Inbimate
nowledge of his “lients, which reduces Information costs and
minimizes defaull rieles. Other advantages zlem from the absence
af  government vegulations on their opEration, The absenrnce of
control 0N Yending and  borraowing rates governing tin
Intermediar ies erable then to adjust more fully to market forces
tharm  regujated intermediaries, Moreove: the absence of char gio

nn the toformead Volermedy arlvs 1., the “orm of idle and Taiw

interest TEServes  gives them more Flesobii 1y thioar formal
mtermediaries, AL timoys the advantege of the nforagal sec tor

for the borrower 1% bhe Calrdily witiv which it cun Provide  muney
o the borrower obtains Ehe funds when they are most needed. Ry
centrast, & common compiaint of thuce entrepreceucs thal  Rave

“elved  bLank Fiviaczing i thal the Leng  period  Letwsen  loan
“pplication  and fimal disbursement has often led Lhem to borrow
from Lthe IFM long before the Lbant loan was disbursed in order to
et thelr immedigte needs .  Ag tansequence o7 all those, most

2T the smal!l and cottage Industries, much of the wholesale and

Dot obrade, and even many larger industrial firma on a gporadic
Lhasisg, turm to the informal aarket  for flexibility arud
accomodation in Tinancing warking capilal that cannot be obtained

1 om the commercial banks,

Given the current concern for expanding the role of small

and medium labour—intensive industriag, anrl the fact that



shortage of working Capital has Leen sdevtified as a major-
cunstraint  limiting the utili: tion of capacity and reducinu
profitability of the enterprises, the reed for providing easies
credit  to such enterprises assumes some measure of importanco.
f5  seen earlier, it ic tifficult Lo device  an inslitutional
credit delivery mechanicm that vould effectively secrve the needs
of such clienls. The IFM does the job efrfectively, bul does not

have the requisitie funds o Tully

n

atisty customsr needs  as 1a
evidenced by the Tact that most entrepreneurs complain of workiag
capital  shortages in spilte of having full access to the IFM  in
terms  of credit purchases and cash borrowing. The demand fo
redit may also be somewhat tempered due to the high interest

ALBe prevalent ia the [FM.

A soluticrn Lo the problem wovld seen to hinge on  the
develaopment of  the IFM. One possible way would be to  achieve
some form of 1nformal sector-tormal sector 1nterconmection, with
the formal sector providing Tunds to ithe LFM for onlending to the
target enterprises. Selected irteraediaries in each  submar ke,
te.y., wholesalers, large retatlers) could Le 'vefinanced:' .
banke upto a certain Propovtion (cay 99 pe- cent  initiallv)  of
their credit sales of tnputs to enterprices, o list of which  Lhe
barik would maintain afTier careful scrutiny. The intermediaries
would be wholly respansible for toan recovery and  would make
regular  repayments  to  the banks within a stipulstied period
depending on the credit cycle. Loans far initial set--up  and
apansion of  small enterprises (with longer repayment  period)

could  also be made in this way. Aliternatively, the bank could
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directly provide loans for expansion of tricevpiises that  have
demonstrated a good repayment record. The SPTEa between the
interest rate charged by the ivltermed:ar ies and that charged by
Lve bank would constitute the ceturn for the intermediation. Tt
can be espected that such an inflow of formal seclor funds 1nto
the IFM would, by incvreasirg the supply of funds, result in lower
titerest  rales  in the IFM  than  thal observed all  present.
Moreover, competition amony different intermediaries within the
L2ame sub-markel could be 2xpected to bid  interest rates down Lo
1 certain extent. A pilot prouject Lased on this scheme could be

inttiated.

Another alterrative would be to encourage the formation of
savings and loan associations of the entrepreneurs  within each
sector. Such associations would obtain deposits from the memberé
and  invest the funds in financing the enterprises. Bank credil
Could be channelized to established ivnwlitutions for onlending Lo

the members,

Thece and other alternatives must be explored in  order to
ensure  that the IFM becomes an effective partrner of  the formal

sector in financial intermediation.
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X1 CONCLUSION

Three issues of paramount interecet are those concerning the
role  of  the urban  TFM in (&) promoting domestic resource
mobilization, (b)Y in channellzing rescurces into productive
investment, 1.e. in maximizing allocative efficiency, and (c) in

mremoting equity.

Regarding domestic resource mobilization, there is still
insufficient information regarding the savings and conzumptltian
bebaviour of the lenders, or hos far they rely on forma)
Minancial institutions to onlend to the borvowers. The study has
not found any evidence a5 1o the existence of ICMs that accapt
deposite  and mediate Savings. Howeven o number  of  informal
employee credit schemes are seen to exist ivn urban offices that
Are able to mop up savings from Tunds that would otherwise have
been spent for trivial consumption and divert a considerable part

of these savings into Lhe furmal and organized credit market.

The continued existence of ICMs tends to suggest that they

e s pob dnefficient allocators of resources. By cutting
ransactions  costs  and reducing risks through personalized

-ontracts, IFMs are seen to be reaching those activities which
ave not  beinyg reached by the formal financial institutions.
Within each activity again, IFMs are seen to reach the smaller
enterprises who are completely bypassed by institutional lending
SOUrces., To the extent that the small and  cottage industries

have access to IFM and to the extent that they have higher
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Productivity, IFMs  serve both the growth and the 2qQuity

objectives,

The impact of the IFM on the distribution of income and
assets is also an lssue of cansiderable interest. Some view the
IFM as exploitative and leading Lo a transfer of assets trom the
Boor  borrowers tg the rich Ternderg, . However, this can only be
Srue in situation where the borrowers goe the c¢iedit fo-
Unproductive Purposes and are eventually  forced to ligquidate
their meagre assets i arder to repay the loan, In the urhan
setting, the IFM ;e “een lo promotz the equity objective. In all
the aCtivitipsg studied, it has heern observed that the low,
admini stere interegt rates of the formal Tirmancial institutiogne
“re availlable to only tte larger establivhmente ang traders whao
have sufficient Collatera! to offer  arg have the necessary
comections. For the smaller eatdblighmantm, the 1FM ig usually
the only source of credit, I so fav as Lhe Mirepreneurs  of
these smaller enterpriges Manage Lo squeers cut profits despite
the relatively Nigh  Costs of Lovrowing, there je S case for
rationalization of  the interest rate structure and for the
devising of mechanismg whereby institutional Tending may be made
ivailable to the small but efficient entreprensurs ., Channeling
af bank credit directly to small  enlerprige groups and
4550Clationg or indirectly to such small enterorises through some
formal-informal sector interaction mechani sm may provide a

starting poing.
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