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PREFACE
 

As in 
 many developing countries, 
the informal financial
 

marksts in Bangladesh are 
alleged to p-ovide the bulk of 
 the
 

credit needs 
 of the econom>y, particularly to 
 the small scale
 

sector 
 whicn has little access to The 
 formal (institutional)
 

sources of 
 credit. 
 Despite various attempts to control 
 and
 

regulate inforrmal financial transactions, their scale and
 

pervasiveness of operations have expanded unabated. 
 In the long
 

debate on 
 the usefulness and 
the performance of the informal
 

financial market 
 operations, 
 and associated issues 
 like the
 

determinants of 
ir,te,-est rates, interlin:ages among transactions,
 

etc., some have 
laLelred these informal 
transactions as 
usurious,
 

as 'fettors on gr-owth' 
while others have considered them as
 

desirable adjuncts to the process of brisk growth 
in trade and
 

commercial oporatiou. 
 CorrespondingQ 
to theme two views, two
 

diametrically opposite policy frameworks 
are envisaged; the first
 

aims at controlling and 
ultimately eliminating informal 
financial
 

tra~saction-is 
 wh5le the second aims at expanding the flows
fund 


and increasing the competitiveness in the informal 
sector. Both
 

lines of arguments howje0er 
agree that there are imperfections in
 

informal financial markets and 
that the interest rates 
 usually
 

obtaining ir 
these markets are co 
the higher side.
 

Despite the 
 considerable operational significance 
of the
 

issues involved, and the 
implications 
these have for developing
 

an optimal policy environment, information on 
these markets in
 

(i)
 



Bangladesh 
 remain highly inadequaLe. 
 The study on 
the info-mal
 

f*nancial 
 markets in Bangladesh, conc'ucted 
 by the Bangladesh
 

Institute 
 of Development Studies (BIDS) and sponsored 
 by the
 

Asian Development Bank and thze US-Agency 
 for International
 

Development (US-AID), attempts to 
fill up 
this gap in information
 

and analyse some select issues such as the grcwth and the 

st ruc ture of the markets, fo-;ration of i'nterest rates, 

mobilisation and use-efficiericy of resources. 

Under 
 the US-AiID Fpornsored component (for the TORs of the 

LS-AID componrt., see p.3-4;, a series of eight studies has been
 

conducted or, L'rba-n informal f:i-ancial markets. The studies along 

with the ofnrames respective -esearchers are: 

Urban IF1 and small
:; scale cotton and handloom weaving sector
in Bangladesh: Nors.i,;gcdi area 
-- Dr M Rea!ul T9iarm 

Urban 1FM a,,-d r-n sm.o I scale coLton and handloom weaving sectorin Bangladesh: Shajadpur area 
-- Mr Shamsul AIam Mia 

Urban IF' 
and tle construction sector in Bangladesh 
--- Mr Ghausu IAar,Khan 

Urban iFMN anci the leather industry sector in Bangladesh 
-- Dr Naushad Faiz and 
Dr Reazul Islam
 

Employee Credit Schemes 
in selected urban establishments in Dhaka 
-- Mr Nazvul Ehsin Fatmi 

Wage Earner Scheme and tri informal Financial transactions in
 
Bangladesh 
-- Mr Farid Bakht and Dr R.-isul (A Mahmnud
 

TFM and the goldsmiths and gold merchants in Bangladesh
 
-- Dr 2iaush Shams Huq
 

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 urban IFM 
is based on the findings of the
 

eight studies mentioned above. 
 Given complete absence 
of any
 

information 
 on 
 the urban informal financial market, 
we had to
 

depend only 
on the information collected 
Lhrough{ 
 the case studies
 

at well 
as on our personal interviews with 
a number of actors in
 

this area. Since moneylending 
is still considered 
to be a rather
 

undesirable form of activity from the religious point of view, 
it
 

was 
 rather difficult 
to 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
 

able to indicate some 
policy recommencations 
regarding the
 

working of the urban informal financial market.
 

The recommendations put forward 
at this stage however remain
 

rather incomplete as 
informal financial transactions often spread
 

across rural 
 and urban activities. 
 A comprehensive 
set of
 

recommendations 
can only be arrived at after 
 we complete an
 

overview on 
the rural informal financial 
market. The preparation
 

of the overview paper on rural IFM, based on 
another set 
 of 6
 

cases studies and 
 a detailed survey 
 in three upazilas in
 

Bangladesh, 
is in progress. 
 The final synthesis of the rural 
and
 

the urban studies will 
be done later, hopefully by the end of
 

December 19Fe8.
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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 Muzaffer
 

Ahmad of IBA, 
Dhaka University provided 
 guidance 
and support
 

during the initial phases 
 of the project. Dr 
 Tom Timberg,
 

Consultant, US-AID, 
 also provided continuous support for 
 the
 

project. 
 His prior experience with 
IFMs in India and elsewhere
 

proved to be extremely useful 
in sharpening 
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 colleagues at BIDS for 
their
 

support, help and compassion. Our 
Direztor General, 
Prof. Rehman
 

Sobhan 
 took keen interest in thi project and despite 
his very
 

busy schedule discussed many of 
the intricate issues 
involved at
 

length. 
 He also made detailed ccrinc- ts 
on some of the 
 case
 

studies.
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 thank all
 
4he persons who helped 
us in this project. We 
remain grateful
 

to all of them. Despite our best efforts 
and 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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we hope that
 
fubure studies along this 
line will be 
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Project Director
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I 
 INTRODUCTION
 

Informal 
 financial 
markets 
(IFMs) 
 constitute 

part an important
of the *inancial 
system of many Asian countries. 
 In
countries some


ICMs have become quite organized playing 
an important

role 
 in 
 financial 
intermediatioii; 

unorganized in others, they have remained
and fragmented. 


Traditionally 

IFMs 
 have
regarded been
 as exploitative 


in character, operating

wielding in se-gments,


considerable 

monopoly 
power and frequently 
 lending
,'ery at
high 
 interest rates. 
 Very often, 
 credit 
 operations


thought are
to be 
interlocked 
with 
transactions 

in other markets such
as land, 
 labour 
 and product, 
 sometimes 
 enabling 
 lenders
extract to
monopoly 
 interest 
 and sometimes leading


benign to a rather
effect 
 on 
 interest 
 rates 
 through 
 reductions

ranrsc1 tions in
 

costs 
 and risks oi 
default, 
 The IFM 
 with 
 val-ied
*ransactions, 

interlinkages 


and fragmentation 

has 
thus become
interesting an
study 
area of considerable 


operational 
significance
the significance 
deriving from the impact 
IPMs have 
in mobilizing
savings, allocating 
resources 
and affecting equity objectives.
 

IFMs 
 in Bangladesh provide the bulk of 
the credit needs
the economy. of
Although 
there 
are no 
firm estimates, 
fragmentary
evidence 
based 
on 
vario;ls micro-surveys 

conducted 


two over last
the
decades suggest that 
IlP in Bangladesh 
may be providing 
as
-ich as two-thirds of the total credit needs 
irn 
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 to
 

fall back on moneylenders, pawnbrokerF, 
traders-cum-lenders, etc.
 

This has happened despite an encouraging growth of formal
 

financial institutions 
in urban 
areas a&. these institutions cater
 

mostly to larger enterprises, leaving 
 smaller entrepreneurs,
 

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

Jespite the significance of IFMs 
in Bangladesh, there is a
 

dearth of in-depth information on various issues of 
interest -

hoth contemporary Find historical. The changing nature and 
 the
 

role of !FMs, particularly 
the role IFMs play in mediating and
 

allocating resources, 
in affectino income and asset 
 distribution
 

and in determining the efficacy 
 of monetary policies 
 are
 

important study areas 
 for developing countries 
 such as
 

?B ngladesh.
 

The urban 
 informal financial markets study has 
 been
 

undertaken 
by the Bangladesh Institute of 
 Development Studios
 

(BIDS) and USAID/Dhaka and is meant to delineate the operation of
 

the informal financial market 
in urban areas of Bangladesh. The
 

study is 
 part of a broader study 
on the IFM in Bangladesh
 

covering both urban and rural 
areas, with the study on rural 
 IFM
 

m-so conducted by BIDS and funded by 
the Asian Development Bank
 

(ADB). 
 The ADB intends to use the Bangladesh study- as the basis
 

Zor a comparative study of 
IFMs in five A.sian countries, viz. the
 

Thilippines, Indonesia, Thailandl 
India and Bangladesh. Once the
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rural 
studies 
are completed, BIDS will 
provide 
a synthesis of the
principal 
findings covering boU 
 the urban and 
thie rural 
sectors,
 
so as 
to 
provide the basis for the comparative study.
 

The broad objectives of 
the BIDS study on 
urban 
IFM are
examine: to
 

i) the role played by 
the urban 
IFM in providing
support to urban small financial
 
scale enterprises;
 

ii) the desirability of developing urban
the IFM
urban in order
informal to promote
se,:tor, 
particularly
enterprises 
 the
whict- small
have scale
little 
 access 
 to formal 
 sector
institutions; 
and
 
iii) the 
 modalities 
for promoting 
 urban 
 IF1, should 
 such
promotion be considered desirable.
 

In view 
of the heterogeneity 
oF the many segments 
of tlhe
urban 
 IFM, it 
 was decided that 
various 
sub-markets 
would 
 be
studied 
separately, 
 through 
 surveys 
as well 
 as through 
 more

participatory 
 research methods such 
as unstructured 
 interviews
with actor participants. 
With t'-is end in 
view, a 
number of 
 indepth 
 studies
case of various 

and
urban 
 semi-urban 
 based
activities 
were undertaken. 
A iisting cF 
the activities 
 studied
 

is provided below.
 

The loither and

i) 

leather products industry
 

ii) engineerirtg and metal fabrication 

The small 


sector
 
iii) 
The ccnstruction 
sector
 
iv) The 
 handloom 
and small textile sector 
in the Norsingdhi


area
 
:) The ha~idloom and small 
textile sector 
in the Shajadpur 
area
vi) 
 The goldsmiths/gold 


merchants 
 and 
 the gold jewellery

business
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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 t..,tent 
of smuggling and 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 illegal
 

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 mobilization.
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II HISTORICAL BACKGROUND OF IFMS IN BANGLADESH
 

Historically, the informal credit market 
(1CM) has always
 

been an important part of the financial system in rural
 

Bangladesh. During 
 the British period, the ICMs in 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 indigenous to Bengal, 
the other two groups 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 
lending to cultivators to
 

meet parts of their production 
cost was the only major
 

institutional challenge to the uLherwi.-e unhindered operation and
 

progress of the ICM.
 

We do not 
have enough readily available information on the
 

extent, nature and composition 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 
not make much of a dent in the
 

significant burden of indebtedness in the agricultural sector.
 

The evidence alsu suggests that 
the operation of the ICMs cculd
 

have led to a transfer of assets from the poor the
to rich,
 

worsening the rural 
income distribution. This particular aspect
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is apparent from the passing of 
two acts (Bengal Moneylenders Act
 

and Bengal Agricultural Debtors Act) towards 
tte early- part of
 

this century prohibiting transfer 
of assets through usiry. The
 

studies conducted during the British period most]y 
 concentrated
 

on the Taccavi system or 
were by-products of 
the land settlement
 

operations. These revealed very little awout 
the workings of the
 

ICMs. It was not 
 Lill the late twenties that 
 a series of
 

enquiries 
 (Royal Commission an Agriculture, 
 1926; Bengal
 

Provincial Enquiry Committee of 
1929 and Bengal Board of Economic
 

Enquiry of 1934) did try to 
 investigate the 
 extent of
 

indebtedness in 
the rural areas 
and relate those to aspects such
 

as farm and family size, 
income, expenditures, etc.
 

The partition of 
the Incian sub-cortinent and integration of
 

the area now constituting Bangladesh had 
a considerable impact 
on
 

the nature and the growth of iCMs. 
 The large scale migration of
 

banias, marwaris and kabuliwa ns 
had a consioerable dampening
 

effect 
on the ICMs. The filling-up of the vacuum in 
the informal
 

money ma'ket by 
the muslims was constrained by their generally
 

poor economic condition but more importantly by the religious and
 

social values which prohibited usur,.y. Tho economic 
 compulsions
 

took time to dispel these social and 
 religious values 
and
 

moneylending therefore 
 developeo 
in covert fashions under the
 

guise 
of advance payments for 
 commodity transactions, land
 

leasing ard hiring of 
labour. Pure form 
 of monoylending and
 

usury only developed later mostly remaining behind other forms of
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activities and therefore avoiding 
 social sanctions against
 

usurious moneylenders.
 

The changes 
in the ICMs in the fifties in the wake of the
 

abolition 
of all rent receiving rights by the 
 1950 State
 

Acquisition and Tenancy 
 Ac, and the migration of urban 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 trade-" ... "was almost comp)etly wiped
 

out in Pakistan and upto the present time (i.e. 1959) 
 no real
 

substitute has 
 emerged. Post-partition studies of 
 the c'edit
 

situation clearly reveal 
the eclipse of the moneylender; his
 

maximum contribution was placed at 
4.2 per cent in one survey as
 

against apprcximately 
 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
 

re'orms" of 1950 
(P. 13).
 

While there 
 has been a number of studies on the ICMs in
 

rural Bangladesh, there a-e none, 
as far am we are aware, on
 

urban ICMs. 
 Most of the studies were 
nased o" micro-surveys of
 

rural informal credit markets 
through enquiries into 
the sources
 

of* loans and their 
uses, borrower's profile and the interest
 

rates charged. 
 Some also considered the composition and the
 

nature of collater-l, offered as 
security for loans. 
 Only a few
 

studies investigated 
 into the alleged interlinkages among
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transactions in 
 various markets such as land, labour, product
 

2nd, of course, credit. 
 The roher narrow focus of many of the
 

studies therefore ]eft out issues which for
are also important 


the development of the finaricial 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 mobilizing 

domestic resources, efficient utilization of resources thus 

mobilized, the impact on growth and equity of the operations in 

ICMs and the effectijenesL, of monetary policy (in a repressed
 

monetary regime') in the context of 
 the presence of ICMs.
 

Moreover, 
 none of the studies Lxam i ns,d and analysed the 

determination of rural interest rates -- how much of it is 

determined by the oppor;uni ty cost or lendir.g and how much by 

other components such as the cost .F administering credits and 

transaction costs, Cisl premium (due to defaults) and monopoly 

elemen, t arising out of segmented credit markets and overall
 

capital scarcities). Lack 
 of understanding of the 
 role and
 

functioning 
of the ICMs in Bangladesh has therefore constrained
 

formulation 
 and implementation of appropriate development
 

policies and programmes, especially those invol.ving 
or affe -ting
 

ICMs.
 

The v.aried characteristics of 
ICM in the urban sector have
 

-1so remaired unexplored although casual discussions on the urbal-i
 

inforwal cector 
 indicate the existence of finance brokers and
 

traders with financial interests. The horizontal and 
 vertical
 

linkages of these financial intermediaries as well as their links 

.
 



with formal 
 financial institutions (FFI) 
 have 
 also remained
 

unexplored. 
To the extent that such 
key financial sector issues
 

remain unexplored and uninvestigated, and 
to the extent that 
 the
 
development cf the economy requires varied financial 
support from
 
both 
 FFIs and ICMs, the progress ,F the eccnomy is 
 handicapped
 

by the lack of an optimal policy regime.
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III 
 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 reaulated or
 

monitored by the banking authorities. Hwowv(,r , the formal and 

the informal markets do not for-m two discrete financial enclaves. 

"The two sectors form, rather, a continuum, with segmentation 

within each sector, and many linkages between the two.' The 

informal sector is distinguished by the fact that it is able to 

functior outside the purview of regulat ions imposed or, the formal 

sector in respect of capitalI reserve and liquidity requirements,
 

ceilings on lending and deposit rates, mandatory credit targets, 

and audit and reporting requirements. 
 The absence of regulations
 

along with smallness 
 of size (with most informal lenders 

operating i sper- i 'fi C. areas hfo the, ar let wher e personal 

knowledge of borrowers is possihle) provides a flexibiliyL to IFM 

operation not enjoyed by their formal 
counterparts. Transaction 

costs can be reduced to a very mi nimLIm. The interest rates can 

be fully adjusted to cover the opportunity cost of funds as 
well 

as any risk of default that may remain despite their close 

informational links with borrowers. As a result, informal sector 

credit is more costly than formal sector credit. However, 

informal credit is more easily available to borrowers whose
 

I Some issues for the Regional Study on Informal Credit Markets,
Discussion Paper. Asian Development Bank, Manila, Philippines, 
1986, p. 1 0 . 
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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 unit
 

administrative 


However, 
they also accept deposits
 

cost of small loans). Finally, informal lenders 

are seen to rely on their own funds to a greater extent than 

lenders in the formal sector. 

in certain cases 
and transmit such deposits to 
 more productive
 

uses. 
 In Bangladesh's urban centres, 
informal lenders 
are seen
 

to operate mostly as 
individuals 
(e.g., friends and 
 relatives,
 

businessmen, moneylenders, input dealers, end users of 
 products,
 

etc.) and a
to lesser extent also 
 as groups 
of individuals
 

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

Orly very 
tentative estimatc,; 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,
 

1981-82) and 91 (Alamgir and Rahmar 1 9 74) 
per cent .2 
 Both these
 

estimates 
 can be considered ratier 
extreme as 
the former covers
 

areas 
where the nationalized commercial banks have opened up 
 new
 

branches 
 and experimented 
 with different 
 variants 
of formal
 

Rural 
 Financial Experimental Project, 1981/82, 
 (a) Baseline
Survey 11, %b) Borrower's Financial Survey, 
 (c) Social
Anthropological Survey of Borrowers 
 GOB and USAID
 

Aiamgir, 
 M and Atiq Rahman (1974): 
 Savings in Bangladesh:
1959/60  1969/70, 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 sournes. If we include ",nother study by 

RFEP, the mean relative size of the ICM in Bangladesh comes to 

about 78 per cent. If, however, one takes all the major studies 

reporting on the relative size since 197, the mean size would be 

(Hussein 1983).
about 63 per cert 


The case studies oF urban enterprises that have bee,. 

conducted have yielded some insights into the ,workings of the 

urban informal credit mar ets with regpect to the relative size 

vis-a-vis institutional credit sources, the nature of credit 

operat ior., the terms of cred i and other aspects of iCM 

uperation. Basically, urban eoterprises, parnicularly the small

scale citerprises, are seen to depend to a large extent on th

1CM for their credit needs, especially working capital needs. 

The cas. studies have connijered in detail the financing of 

initial investment, ex.pansion c._ital and worki g capital for the
 

enterpr ises.
 

Financing of Initial Investment
 

Table 1 reveals the average nize of initial investment "for 

the various enterprises studied and the mode of financing. 

Notice the; informal credit has an insignificant role to play in 

Hussein, Md Ghulam (1983): An Analytical Review of Non-Formal
 

Rural Crerit Studies in Bangladesh, A/D/C.
 

12
 



------------------

-----------------------------------------------------------------

----------------------------------------------------------------

TABLE I
 

FINANCING OF INITIAL CAPITAL
 

Financing ( )
 

Average 
 Own Borrowed capital
 
initial capital 


investment 
 Institu-
 Infor
per enter-
 tioral 
 mal
 
prise (Tk.) 
 sources 
 sources
 

Small engineering

and metal fabrication 114,600 63.6 5.1 31.3 

Leather & leather products
Wet blue manufacturers 
Crust leather producers 
Footwear producers 

51,900 
1,310,000 

100.0 
80.0 

-
20.0 

Small 
Large 

i0,000 
225,000 

100.00 
11.1 

-
88.9 -

Other leather goods
 
Sma11 
 10,000 100.0 
 -

Medium 
 27,500 100.0 -

Large 
 1,500,000 100.0  _
 

Traders
 

Hides and skins 
 20,000 87.5 
 - 12.5 

Brickfield (ordinary) 
 1,650,000 
 100.0
 

Handlooms (Norsingdhi)
 
Pitloom 
 813 100.0 Semi-automatic loom 
 9,512 94.7  5.3
Power loom 
 44,374 95.0  5.0
 

Small jewellery shop 
 879,000 
 85.0 
 - 15.0 
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the financing of initial investment. Informal credit iu 

essentially short-term in natur-, and is not given out to finance 

what are considered 'risky' initial investments in machinery a.nd 

equi-nnt. It is clear that entrepreneurs have to rely on their 

own internal resources n financing start-up cap4 tal. 

Institutional financing is available, but only to large units 

such as to large footwear and crust leather enterprises in the 

s a ie. Some amount of institutional financing has alsc, .een 

i I :il-hI to Ole small eng ineer ing 3,d metal fabricatione 

workshops in Dha!,a -- this is on account of a special assistance 

programme unde,-taken :) 9SCIC fo;- this sector. 

Sources of own capital inr the financirg of initial 

ivestm4n t are .mainly savir,gs, sL.e of asse ts, accumulation From 

urh:v bt i nesses, money obtained frot parents, etc. Savings and 

sa1le of ;ssets account for a substantial part of own funds. Thuc. 

in tIhe c.;se of handlooms in the Norsingdhii area, it has been sE-er
 

that savigs account Fcr about 60 per ce,it of total initial
 

catrtal aid sale of assets for about 26 per cenit.
 

The ,rincipal lende- in thc iC.1 are see: to be frien7ds and
 

zca moneylenders and others. in the case of light
 

enoineerir-; workshops, of the 31.3 per- cent of initial capital
 

obtai ned "rom informal soArces, 23.e per sent came from riends
 

and rolat .ves (about 79 per cent of totil capital borrowed from
 

informal ,ourcesK, 0.2 per cent from moneylenders and 2.3 per
 

,
ucnLt fro,, ,thers. IJr general, the contribution of borruwed funds 

k.L.- .n Litutional ard informal) ir the financing of initial 

I -1
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----------------- 
------------------------------

----------------------------------------------------------------

I 

capital is 
 seen to be rather limited. Entrepreneurs rely


primarily 
on their own resources 
in setting up their enterprises.
 

Financing of Expansion Capital
 

Ex:pansion capital 
is required for financing the acquisition 

of new fixed assets and supplementary working capital. Table 


shows the average 
amount of expansion capital per enterprise for
 

a 4w selected industries and the mode 
of financing.
 

TAPLE 2
 

FINANCING OF EXPANSION CAPITAL
 

Average Financing (M)
eypar:s:wn ............. 
capital 
 Own Borrowed capital 
per 
enter- capital

prisr- Institutional Informal
 
(Tk) 
 -ou-ces sources 

Small engineering i18,462 49.1 23.1 27.9
 

Leather
 
Wet blue 1,559,000 49.9 
 49.7 0.4
 
Crust 1,976,000 44.3 
 55.7 -


Handloom (orsingdhi)
 
Pitlocm 
 4,167 62.6 
 - 37.4

Semi-automatic 
loom 17,154 82.8 
 17.2
 

15
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can be 
seen from Table 2 that own funds were principally
 

used for financing expansion o-
 the enterprises 
in the case of
 

the small handloom eni-erprises; borrowed fund5 
that weve used 

cCro 1ole1y -from informal Gources. For smal I eng 1ineer i,7g 

industries, both institutional ar'd informal sources oF L,' rrowing 

fiqured prominently; here the institutional borrowiing tas 
 made 

P -c " due to th- initiation of PSCIC's special programme for 

thc !:actor. For t-ie large wet blue and crust leather producers,
 

_-vinitutional 
 sources 
of vor-o4ng
were the principal means of
 

exPansion capital 
 finar,-ring. It 
 vou d! seem that small
 

en;!-,-prices have 
 little or no access 
to institutional 
 finance 

(unless special prog-rmmes are initiated) for expansion of their 

ent,-pr. es, and are found to bovr-.,vj f;-om info-mal sources. 

The source of owni funds are 
 principally reinvestment of
 

profits 
 nd sale of assets. For- the engireering workshops,
 

r ej nvcst r,nt .of p-ofit aczaunlkt- For 26.4 per c( -t of expansionr 

capital (U'4 per cent of u.Jq, capital), sale ,f asscs fu-r 12.1 per 

cenI. -investment of qavings from other so-ces of income for 

10.6 per cent. For the pitiloo entErpr'ses, 13. i per rent of 

expainsion capital vias financed through reinvestment of profit,
 

17.2 per _.ant From sale of assetc, and 2.3 per cent frorn other 

sourcQr_. 
 r-r the semi-automatic loom enterprises, 50.9 per cent
 

of expansi,.i capital was finan..ed through reinvestment of profit,
 

29.1 perce-nt through sale of assets, and 
2.7 per cent through
 

other scurci;s. 
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Sources of informal finance were friends and relatives,
 

landlords, businessmen and cthers. In most cas'es, local :lite
 

such as landlord-, politiians, or chairmen of local councils
 

provided security. Against this, they may have obtained some
 

intangible benefits from the entrep!-eneurs. In the case of semi

automatic loom units, about 25 per cent of the borrowed capital
 

was from fri.ends and relatives.
 

Larger units with bigger scale of operation generate more 

investible surplus and are capable of generating relatively mo,

-esources from internal sources. Even then they have to 

sipp I em:;-rt their funds w; th IF credi I n the case ofC 

engineering workoFhops, it Was oLserved that Vhatever 

institutional credit has been'di:bursed, unly relatively larger 

units have benefitted from 4t. T he handlacim enterprises In fact 

have received no i-istitutional cr-.*edit for finarcing expansion of 

their enterprises. There is ther ef-or e a large measure of 

dependenzce on i:iformal sources, w; Lh the dependence higher for 

the small pitloom units compared to the relatively larger semi

automatic loom units.
 

Financing of Working Ca'ital
 

While the IFM does not pla-iy a prominent role in financing
 

initial start-up capital and expansion capital, its role becomes
 

highly visla1e when one considers wo:b:,zg capital financing. I!:
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;s seen that a considerable 
part of 
 the working capita:
 
requirements of the smal I enterprises is firanced by borro wing 

r oM the IFM, credit purcas,.3 of rawv at rial being the 
principal means through which credit is cha -"elized. Wholesalers
 
and retai lers emerge as the principal lenders of shor t-term 

worIing capital funds in the IFM.
 

Shortage of vorking capital 
has been identified by most of 
the entrepreneurs as the principal constraint limiting capacity 
tfti-lization and profitability of the enterpr-ises. For example, 59 
Per c(unt of the small eng i nee- i ng viorkshop enterereeurs 
ident if .ed ,worki ng cap t:al sho-tace as their ma jor problem 
despite the -fact that specia1 institutional (BSCIC) funds have 
been , avaide lab' ! for h i sec tor Helice , even when 
entrL-prenars are able to gather the i,-itial Jenture capital, 
many of the firms fail to grow and IIsin their p:-oducLi o,
because .f lack of adequate f lov of credit to meet short-term 
operating 
expenses. Table 3 sh .s the mode-s of working capital 

financing for varin-.sthe industries survey d.
 

A gi ince at Table 3 shows 
 the tremendous importance 
 of 
borrowitg, particularly borr-owinj ;g from inforral sources, in the 
financirig of working cepital. Purchase of raw material
 
-w,'itutes the major elemen-It of Vorking capital. The main 
Lurdon of financinq relates, therefore, 
to the 2inancing of 

-urchases o' raw material. 
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-----------------------------------------------------------------

TABLE 3
 

WORKING CAPITAL FINANCING
 
'tk) 

Total Purchase 
working of main --
capital ra, Institu-

material 
 tional 

per sources 

month 

Small engi-
 77,076 

-

Dric1,.fieId 333,333 
 - 50,000 

Gcld jewell- 146,641 112,057 
 Nil 

cry shop 

Leatiher 
Wet blue 1,300,000 12£38,900 
 -
C,-us 13,900,000 12729,620 -
Leather goods -

Hand Iooms 
(Norsingcihi
Pitloomti -
Semi-auoomatic -
Power Io fi -

Handloom (Shajadpur)

Semi--auto-matic -

738,661 
 -

,883 2,666 

34,190 6,771 

21 ,558 6,667 


120,952. 12,451 

Per Enterprise
 

Financing
 

Informal suurces Total 

---------
Credit 

--------
Cash 

borr
ow ing 

purchases borrow

ing 

28,519
 

i05,000 45,000 200,000 

71,773 8,057 
'79,830
 

63,389
 
9249,342 
471,024 

-_ 
- _
 

4,337 
 - _ 
18,021 
 -
 -
7,658 
 - _ 

36,9! 7,559 88,935
 

Borrowing from institutional 
sources and cash borrowing from
 
'Fcrnal iources are seen to play an insigni-Ficant role in 

working c,:,pital financing. The princ-ipal mode of financing 

consists c..F arei i ; purchases of raw materials from input 

s5,pipliers. This shown i - Table z. 
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----------------------------------------------------------------------

TABLE 4
 

PROPORTION OF RAW MATERIAL BUD('-T ON CREDIT AND THE IMPORTANCE
 
OF IFM IN CREDIT SUPPILY
 

'A of1 dw % u 7 o f 
rriate r:i a I ,,roima i cred i i
bough t; 
 ho i-',c u i ng purchIa'e 

it total 
c:red t bo r ovoing boI-rowj rig 

Br ickfield 

on ill total 

38.23 
 75 
 52.5
 

Gold jewellery shop 
 44.05 100 89.9 

Leather and leather goods
Wet blue 69.69 -
Crust 72.66 -

_ 

Leather goods 63.75 -
_ 
_ 

Handloom (Norsindhi 
Pi "looIr-P 48.82 -
So.... automati(: looms 52.71 . 

_ 

Power 1ooms 35.65 - _ 

Hand 1oom, (Shajadpu
Seffi4-automatic 

) 
looms 30.52 50 41.5 

The prepcnderanre 
of credit purcl 
es points to the
 
importance 
of traders (il-lesalers and vetdih:-i) in e-ntendilg 

vital shor t-term credit to the produceors . Fov 'z,;tal ler producersi 

such trade credit form-. the lifel inc-. of the i7 i LI, I rie-.s , I-.ince 

inst i tut joa] 1oans Lannot be obtained and cash tcedit f rom 

riforma1I;ources is hard to come by. It, mv bc- hypothesized in 
fact that the growth of trad, c reclit hac Jed o the dc-ec ine of 

the conventional moneyierder who ( an 1c, I onger rcsor t to usurious 

money lend iIg practices. Tht 
 bu l of js h c. edi t fr om i -formal 
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SCUrCeS 
comes 
 from friends and relatives who 
 do not normally
 
barge 
any inter
es t but count 
 the reciprocity
on oF the
 
la tionships bichi 
 give 
them access 
to loanEs7 
When they too are
 

Ir, need. 
 In Mos
t of the cases, 
 per sons ident ifjed 
 as
 
moneylenders 
are i fac L busi nessmen whc 
 tend 
to use short-term
 
turp1 uses 
 in a profitabIe 
lrding ac.tivity, provided of 
 course,
 
that they know 
the borower per-onal Iy 
And 
can count 
 on prompt
 

repayment of 
"Funds.
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IV TRENDS IN SIZE
 

Reliable information on th. 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
 

examine how far its share in the financial system is related to
 

%i fferent var iables such as the flow of credit from formal 

:>ources, the variations in interest rates, etc. The scattered 

'idence however allows us to note the broad trends which show a 

decline in the immediate post-partitioni years (post 1947 period). 

The 1CM ha:5 since then stayed a comeback when the Muslim lenders 

grTdual y started lending operations. This trend might have 

corntinuec' til] mid-sixtees which Formalthe after the agencies 

may have increased their share. However, it was unlikely that 
the Formal credit sources could have posed a serious challenge to 

the ICM.
 

It could have been expected that wi th the launching of 

special institutional credit programmes for particular sectors 

(e.g., Handloom Credit, 
1983; BSCIC programme for engineering
 

workshops; etc.), 
there would be a decline in the 1CM operations
 

and/or a reduction ir, interest 
i-ctes. The govcrnment decided in
 

i..- 1983 extendi to a direct credit of Tk 1000 million to the 

handloom werivers, especially to meet their working capital needs. 

Loans were distributed through three commercial banks (Sonali, 
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Agrani and Janata) and the Krishi Dank. In 1982--84, about 
 Tk 955 
million was disjursed among 1039"t 
weavers. 
 A c.'pital injection
 
of such dimension to 
the sector is expected 
to have 
some impact
 
on ICM transactions. In the Noringdhi area 
alone, 
an amount 
 of
 
Tk. 151 million was disbursed. 
 About 20 per 
cent of 
the pitloom
 
units, 
 57 per cent of the semi-automatic loom units and 
 17 per
 
.ent loom uni tsof the power in the Norsingdhi area received
 
loans, the average amount of loan being Tk 13,330 for pitloom,
 
Tk 15,350 for semi-automatic loom and Tk 40,000 
 for powerloom 
units. The handloom loan was intended for all weavers but it 
Failed 
to reach a 
large sectiorn of small weavers. 

Amcng the handloom units which -eceived the institutional 
loan, none were observeo to take ash credit from informal 
sources 
 for working capital 
or other uses. The units did not 
bor-ow (cash loans) from ,ion--irsti tutin-,-nl ou -res because of the
 
high rates of 
interest. Cheaper institutio-.aI credit given 
for
 
working 
 capital purposes was 
diverted 
to 
finance expansion while
 
raw material 
 continued 
to he purchased under 
 deferved 
payment
 
basis 
 as before. 
 Hence the 
institutional 
credit injection 
did
 
have 
an effect 
on borrowing from 
informal 
sources. 
 It was seen,
 
however, 
 that for 
 pitloom weavers, 
 credit purchases 
 of raw
 
materials 
were higher for 
those who had 
taken the 
loan compared
 
iu those who did not. 
 Tt is possible that 
 the small pitloom
 
:Wavers diverted the ]ow cost loan to the purchase of machinery 

and equipment thereby moderni;ing 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 power]oom
 

units, banks loans reduced the dependency on credit purchases,
 

and hence on the IFM. 

The problem with credit schemes such as the Handloom Loan 

1983 is that much of the credit does not go to the parties for 

whhich they are intended. It ;.s well known that a significant 

portion of the credit went to touts and middlemen on the basis of 

false passbooks showing owner-ship of non-existent looms. It is 

possible that some of these loans were diverted back to the: 

weavi ng sec tor through the I 7". s ouId e,.p why aTh ai n 

sig ificant reduction in IFM oper ations was not observed despite 

the lar:ge magnitude of the credit injection. 

Another interesting casn was the introduction in I986 of the 

BSCIC programme (fc- the small ,-ngineering industries of the 

Jinjira a,',d Dhoiair-hal areas) whic allcu ated Tk. 50 million fc? 

disbursement through special c '.t schemes. Ccieragr was again 

not very widespread; only 17.7 per cent of the units received 

loans. Overall bias of the loa, opera io,n has u en ow'rds 

bigger loan sizes. Dependence on irriormal credit declined for 

the units that had borrowed under the programme; howoever, given 

the strict coliateral/hypothecdtiori requirements, the delays If, 

loa processing, the payoffs to officials, and other costs, the 

advantages of infcrmal credit continue to attract the vast 

.... jrity o entrepreneurs. 
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0 A ~IN FINTEREST 

DDEiF~iCATION1 OF LENDEZRS
 

TUR IFO CEDIT OPE EE TS 

al nr, V, decr t ei t h 

Ma 1:y, etft st udied
irra~in 


thee pTPr Is 


B'sa th -ythe c LyentdefUe 

U-~ Rav a~tor a-eid' reprhse'
mg~e ~ tur 

ndded nni to5the price. The diuration of cred-~t and thepremi'um q 

c red it-va ries, fro( transacton to,,.'transact i on ;an~dAdepends' on't ~ 

natre-oft thehi-, cwsontrac'ting par t ie5. 

Sroad ranges can however be identified and ULsed to Calculate 

1pImf icit4 rae fit~est Table 5~shows the varie trs 


the different sub- markets studL 6d
 

table reveaIs' the varietv of crd t 

purchase/sals/iaabce, purchases -ofinput/output that 'exis 

varius sub-a a nd-ketL transacti 'stages'An 

-~Ther,~ -e 

an'o ns't different 


~the5ame- sub -mar-kg es ides credit purchases1 of ipt j
 

- are~ seen prevai 1 i.ne ~c s rket~ :5 td iume of 

C1r-Le,d ucasso np u and, reamn i n output :This as 

~obseVvd in' cert'ain ~e i'n th ha'nd Ioog subsectr 4both 

i~hthe di scount~ rep. senting t h e i~p-l'ZIc I. terst ,,t, t 

2-,,. 
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-----------------------------------------------------------------------------

------------------ ----------------------------------------

TABLE 5
 

TERMS OF CREDIT ASSOCIATED WITH CREDIT PURCHASES AND SALES
 
-- -- -- ---- ---- -- -- -- -- -- -- -- ----- -- - - --------------

Duration of Premium on Implicit rate 
credit c-edit of interest 
(days) (ye) (V) 
(i) (2) (3)

Leather and Leather goods
 

i) 	Purchase of hides and
 
shins by tanner~-es 30-120 
 7.69-8.38 23-102 (78)[a]
 

ii) 	 Purchase of chemi
cas by tanne-ies. 30-120 
 2.00-5.00 6-61 (24)
 

i) 	 Sale of leather 
by tanne;-ies 30-120 8.00-10.00 24-122 
(49)
 

i,) 	Purzhase of finished
 
eethe, by leather
 

goods produc.e -s 15-90 
 9.99 41-243 (61-8!
 

Purchase of acce.sor
ies .)y leather goods
prodcer-s 30-bO 0.02 12-24
 

vi) 	Sale of foctwear by
 
small footwear
 
produ-ers 
 30-90 
 :3. 	 56-166 (83,
 

ViiPurchdse of cowhide
 
by trders 30-90 
 16.67-13.75 68-228 (101-111)
 

Hand'zm! (Norsinqdhi) 

i) 	 Purcha=:e of yarn from 
yarn "nolesaler by:
Pitloo-, unit 15.5 2.85 67
 
Semi-aitomat ic
 
loom u:-,i tj8.8 2.74 53
 

4,-- rl, om unit 17.8 2.50 91
 

i) PurchaEc of yarn from 
yarn rEtailer by: 
Pitloo. unit 10.3 2.55 90 
emi-automat ic
 
loom urit 
 1!.6 
 2.'4 75
 

Cntd. Table 5.....
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-------------------------------------- 
-------------------------------------------------

(1 ) 
 1 ).))
 

iii)Purchase of yarn
by semi-automatic 
 11.4-14 
 (- 0 .14 )-(-0.15)[bJ 
 50-58
loom, repayment
 
in output
 

iv) 	Dyeing of yarn on
 
credi

pitloomt by:unit 
 15 
 5.00 
 22Semi-automatic loom
 
unit 


15 
 4.00 
 97
 

Brick making
 

) Advance purchase of 
bricks by wholesaler
from prcduce-
 90-1' 


82-109
 

! Credit sale of
 
b!'ic-(s 
 by who'esa~lr
 
to contractor,/
 
End-1er 
 1-2 	weeks 
 3-5 
 78-261 (104)
 

Steel rer-olling mills
 

Advanze sale of steel
 
by rE-oi I ing mill to 
who le3a ie-
 60 


50-75 (63,
 
Cement trade
 

Advance sale of
 
cement by 
 importerto wholesaler 


40-60
 

Gold jewellery shop
 

PL'rchase of golj fromb'7'lion traders 15 2.94 72 
2947
 

(a) Figures in brackets depict mcdal interest rates. 
e When credit 
 is 	 repaid 
in output, 
there is a discount 
 on 	 the
output price, indicating an implied rate of interest. 
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(ii) Advance sale of uutput, as seen in 
th.4 brick and steel
 

rerolling industrie, and cement usiness. Here piyment for 
 their
 

output is made in advnce by the 
traders 6 a stipulated rate, 

.In.d thc- difference between this rate and the market price 

revai ! ing at the time of dei ivery represents the implicit 

intterest paid. 

(iji) Advance pirchase of input with a discount 
on the price of 

it;: ut at the time oF delivery. This is observed (or many 

-.holesalers in the handloom and cement trades. 

Whatever be the mechan.isc.. the flow of trade credit appears 

to bn the most i mpor ta,7t aspect: -f IFM .:perat.ion in terms o'f 

cor,trioution to crediL flo Ls. The success cf tt;h- mechanism lies 

in. the fact that the trarsact:-s are both a.ztcrs ir thie same 

s'ibsector are well connected t'-ough the bIs :ss dnd know each 

other weil. One has a product j scl; the otl-'r has a need to 

buy it. 
 The deferred payment mechanism allows for continuous 

. , ark .- t hifjrr sosts a:'e I o ands a ti oonn ct? ia tforrr.atc 

risks are .' iniinal. With numerous traders, there is an element of 

c ompetitio- wh ic h stabilizes interett rate. at reaso nable levels. 

C ie.- I y t'e profitability of the enTte'-pr i ses at the margin 

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

is in fact utilized productively. 

For ,he sma! .er anterpr ises 4h have no access to 

iistitutior, l funding, the credit put-chase miechanism is often the 
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only way to 
keep their 
business operating. That 
 institutional 

funding agencies will not lend to these enterprises at cur?-ent 

prescribed rates of 
interest 
 shows that higher interest rates 

are justified in order to compensate for the risi'.s involved. The 
IFM, by 
lending -to such enterprises, provides a 
valuable 
 social
 

contribution 
i, view of 
the fact that stimulation of small 
labour
 

intensive 
enterprises is considered socially desirable but 
 that
 

,,c t2ffective 
 i- titutiornal 
credit deiiver'y mechanism 
has been
 

d '.,ised so far.
 

Cash borro- ng from 
infor'mal sources 
i- also observed in 
alI
 
".h suL-markets 
studied, 
 though the Magnitude of such uredit 
I)rnl I ut:mpared to credit ptrchasrs. 

)> 
The prinnipal SoUres 


Lash crdit are friends &and relative,q well-ta-do 
 businessmen, 

moneylenc'ers 
 and others. Col i 
 -al
rae sejri ty 
 i.s 7ot needed for"
 

such loans. Mos'c 
of the lenders 
are rot pFr Fessional moneylerders 

but have an estab 1 ished bond of trust ,.Ji th the 
 borr;owers 
 and
 

illingly lend 
 to them. I,!te. c?;t *s asual ly 
 not charged by
 
friends arnd 
relatives; 
trut a:id goodwill serve 
as the coilateral
 

such transactions and 
an expected return flo; 
of like favours
 

in the future serve 
in l i!u of interest.
 

Cash loans do often have 
 stiplated rates 
 of interest
 

particularly when given out 
by mineylenders or 
businessmen. 
 Jr
 

many cases, loans do 
not have stipulated rates of 
interest, 
 but
 
financial benefits are seen 
to accrue 
to the creditors 
in various.
 

, , )'sin 
lieu of interest. 
 Thus cost of credit may be 
in term n- ' 
of costly presents 
to the creditor 
on various social 
 occasions.
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made by the debtor 
in view of his obligated status. 
 In the case
 

of cash debt incurred by the itrepreneurs of 
 the engineering
 

workshops, such accru;ng fi 
nancial bene 'its 
 in the case of
 

otherwise interest free 
loans may oe in the form of: 

i) free servicing facilities to the creditor,
 

ii' servicing of the creditors' orders 
at a discount rate,
 

iii) supply of machinrery by 
the creditor at a mar;:ed-up price,
 

.v) temporary profit shar 
ng arrangemnt , and
 

lump-sum return gi'eater thdgh principal.
 

Temporary profit-sharirig arrangements 
are also noted in
 

other sectors, s-uch as iri b-ic ain i q, .\,here trusted friends anj 

rolatives 
 o. ten invest mone against a sare retur, Such
 

arrangnments 
 are cf cc_rse 'rn- ined Lo parties that inow each 

other wel . Usual.y no deed o- agreemenTt r6de; the whole1:. 

business is conducted or the ba, ' of mutual trust. Th leider 

sometimes does not ever. know the modal.iP:ies of the brick-making 

.. tisines5; he o,7ly rncws that n;c -_ 11 c;rt a tzatter retj:-n on this 

investment than keeping money in a bank. Most s.ch lenders are
 

service holders wiLh sufficient savings 
to invest.
 

The traditional moneylender is virtually 
 rnon-existent in
 

the urban 2FM scenario. 
 Even Those identified by respondents as
 

~oneylenders are usually not 
so in the cuntentional sense of 
 the 

term. Thuc moneylenders referred to in the tanning industry a.e 

_.utually businessmen who lend surplus funds for short 
 durations
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a3a inst St c1cLpLI atd of iL5tor es: to cs A iY tianc es Only,
at rate-.S of interest vairyi ng Irnfm 6, to 96 per cent per annum.
in the sphere of handloom, moieylenders are real ly mahajans (yarn1-raders) who normally engage only i, credit sales of /arn but in 
certain 
cases 
respond to 
emergencies 
in their 
c ie'-ts' 
Situation

0.g. breakdown of a loom, adverse situatinr due to floods, a

market depressionr, etc.) through the provision of cash loans. i,.-I 
cases, mahajansnse 

have suff-.ie ,t trust in their clients thatk,.' oan will be repaid but must charge an interest rate equal to 
t. rc ived opportunity cost: of their furds (usually about 

per cent).
 

W 1i e catego, zini g
z.n I ro- i Fr ier'ds, re]atives,
neighbouv.s, moneylenders landlordsF -;e&i.thy persons and so on, a
knowledge of th:. 
backgro-,i-id of these enders i us;fu1, sinc it 
oould provide some clue as to the source L:.f the unds. In the 

rg. nee rir.g workshop study, it Las seen th-at friends, relatives 
ar d njeig,"ours p,:v'd about 
75 ie' c--r it nf he cash cre-dit from
.ICM sou,-cs, moneylendery ! per ' d ri:ct"ih Ps' ns (who arenot regu 1ar moneylendersn) about 0 per cent. Serviue 
holders
 

igLre *"t ro rnir Ity amo!.Cj ... lenders (2. per cent -jflende- s). Amongst them, persor. i- government or semi-government 
' rre the main contributors o informal c:-edi. Some nftheso 
 service holders are 
woriing abroad. 
 MajCrity 
 of service
 

holder s bIo:-g to the Friends and relaLives g'-oup, indicating
small bundlesthat 

of persona" E£avirgs of fixed income earne.rs 
are heing c ,nverted into industrial investments through informn' 
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sector intermed i at ion. The secc;nd nos, imprtant group oF 

lenders (25.8 per cent) is associated with diverse kincds of 

trading activitiEs. AbuuL 25.7 pizir Cicnt of the lenders are 

involved in manufactur ing activities, many of them operating 

engi neer ing L-orkhops thei!sel ,,es. Other i:;jor tar.t groups of 

;reditors are people engaged in coristructior) (6.5 per cent) and 

,ransport sector 6.5 per (:e1. Cred itrs drawn jut of 

a:gricuLture are the Ieast imnportant (3.2 per cent). It wouId 

appear that cred ito:-z; are jr awn out: of d iver se professions 

signifying a certain level of intersectoral mobility of capita]. 
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VI MAR:ET SEGMENTATION
 

As seen in Section V, 
a major pirt of urban 
 IFM operration
 
,'elates to 
credit purchases of inputs, 
in which the 
 transactors
 

, -rr actors 
 in the same business 
 or sec -.
to Close business 

relationships 
between 
lenders and borrowers are 
the key to such
 

rc-dit operations. 
 A ya-, trader, for example, has yarn 
to sell
 

r, c rodi t to a weaver, 
 but has no credit 
 to offer to a
 

Lrickmaker. 
 The extent 
of cash credit is '.imited 
and roreove,

confined to parties 
 that know each other wel A ... .fr )ends.
 

relativ_=s 
and neighbours, for 
exarnple. These 
lenders do 
not lend
 

tc just anyone who 
is willing to bor'-ow ,At a giver- interest rate, 
however high; 
 they will only 2end 
to pe-s i:s t.ey tor-jst and will 
normally not 
charge any interest. 
 The role of the 
 conventional
 

moneylenoer 
 Ls seen to be minim-.l in t:he urbw:'i 
 informal market 
setting. 
 Even those categorizrd as 
moneylenders are 
seen to be
 
businessmen who lend 
surplus Funds for 
short durations to 
 people
 

they knok- "el], 
mahajars or traders t..jho lend 
to their immediate
 

clients, cir landlords and other 
'ealthy people wih 
 lerid money to 
people in their area 
 in orde:" 
to enhance their 
 political
 

influence. 
 it would appear-, therefore, 
that the urban IFM is no,
 

an integrated market; there are instead a number of sub-markets 

segmented 
 along various tt-adi,-g 
and production interests, 
 alono
 

.arious piAtronages and lineages and alor. local 
 political
 

gro Jp i ngs. 
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in all the activities studied, 
it is ooserved that 
it is the
 

close relationship between 
 tI.- travnsactors 
 I ,a sustain the
 

credit operation. n 
the brick business, he buyers aIC bric. 

traders; clearly their lending can uIniy be t. the brick-:naking 

buSi ness as such in order to sust ain t:hai bus i ness. n 

increase in rates of interest eIsEwhere ir the ecolnomy would not, 

lead these b-Jyers to divert their fund. the-e; consequently the 

(narkec is segmented in this .sense. In the leather business 

:ikewise, the credit flow down from i,)hoIesaIer to .Ltai1er to 

producer can only be specific to that business alone. !n the 

engineering woorkshop sec t:or, it i 7 seen that 23 per -nt of the 

I -nder s are themselves engineering work shop owners, whereas '16 

per cent are associated Lei th the sec tor in ore form or nino ther. 

Out of tf, i s, 57 peI- cent al e eng ineer i ru sec to --- based u, 

:Assoc i ated lerders and 36 p er cn 1)t. ha c. dir c t production 

linkages wi th the? debtors uni . . The-se I"o e .,-cu it- operations 

hive been FoLund to be ctmernted by pes Urusof soCic-economic 

and-.l political bondag--s, if We take into :orsideration the 

lenders who are rel at. i ves of the borrowers and hose I I vi ng in
 

.1 ose prox i mi ty to the surveyed aras I the 
 1evC. of segmen tat ion 

.juld I be seen to be more prono.u,'iced. Approximately 69 per cer,:
 

:'-
'.. lenders 1have access; to information relating 
to the sec tor
 

n one form or another --- by virtue of tle ir eMper ie-ce in 

,unning similar enterprises, by being associated i n peripheral 

associated activities, by kinship relation and/or by 
 Iiving in
 

locational proximrnity.
 

3



While the various urban submarkets for jnformal finance are 
-egymented along their rlspet, ti. 1ine; in the sense that interest 
rate changes in one sub-markpt would not af Fct interest rates Jn 
the other, it is not clJear that segmentation in this sese exist 
uu-tweer, the .organized f i nanc i a I se.ti- and the urban IFM. If the 
.re,,tra] banl: is pursuing a (Lredit squeeze pol ir , thQ I arge 

1esa]1.'--, who depend on ins ti Lu tiona. funds for a I a-ge part 
,f their ffinancing , would turn to the IFM for advances -- the 

Ecess demand spj IIover would then be ,eflected in higher 
r.terest rates in the respective i frFormal sec.tor submarke . 

Moreover, 
 the larger wholeslers would begin to charge high.r 
interest 
 on their credit salc:s arid Lhese higher interest r ater. 
NoulJ be transmitted down the ]iv tn rto 'tai ers atd eventual end-

users. Consequently, the efficacy oF moretary policy, though 
tempered by the existence of an IFM, is net ,,ullified by it. 
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VII INTEREST RATE STRUCTURE AND THE EXISTENCE OF MONOPOLY PROFIT
 

The i nterest rate c, hrcj-J on cr ed it ,.,ffered h," I-he 1FM 

should reflect the opportunity cost of funds, rist, prernia and 

transactions costs; any excess 'ould point to the existence of 

monopoly profits.
 

The high intere.st rates pre'vailing in the urban IFM can be 

•,,plained by both demnand and sulpply Factors. Supply side factors 

.,e the shortage of capital and the ri skiness of loans. On the 

temand side, low levels of income and household s avings have made 

;orrower, dependent on the IFM, aond the low level of literacy and 

education has made it possible for the lenders to exploit the 

borrowers. 

To find the opportLnity cos . of the informal 1loan Fund, one 

can use as a proxy the highest rate -- r,-ed by commercial banks 

on term deposits -- about 14.S'1. for a 3 year Fi xed deposit. If 

we asume that the investment; income foregonL by the credi tors in 

twice that of the cr Ed i t rate offered b1 the banks, the 

opportunity cost of loan Fund., would be about 29 per cent. 

The possibility of default is trivial. The IFM actors know
 

each other ,ery well so that there are prart-icd]l/ no defaulters;
 

,.cwever, delays in repayments can and do occur, and impose some
 

costs on the lender. All debtors in the IFM are in general eager
 

to unburden7 themselves of their liabilities, arid moreover,
 

debtors do not believe that they would be able to get o-f without
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paiyino all 
their informal 
credit dues. 
 Also delayed 
 repayments
 
or defaults Would create 
a bad name for 
the debtor 
in 
a limited
 
3ubmarket; consequently his abitity to (Oh.ain further inputs or,

credit 
would be seriously hampered. 
 With the 
low default 
 risks
 
in the TFM, the risk premium element 
 ir 
 the interest 
 rate
 
structure would appear 
to be smaIIll.
 

The cost 
 of loan administratio,-, is 
 minimal
market in informal
transactions 
 (particularly 
 in comparison to 
 the
 

nstitutional sector). 
 Moreover, 
transactions 
costs are borne by

-h~ debtor and not by the creditor in IFM operations. 

theHence 

-ns-cLions cost is a variable of relevarce for determaining the
 

-a1 costs of bo-row.)ing and not fLr ascertaining the level and 
structure of interest rates. 

Using 
 the above 
 arguments, 
 it would appear 
 that 
 the
 
stioulated 
 interest 
 rate 
 less the opoortunity 
cost 
 of funds
 
offered 
 as 
 credit would constitute 
a monopoly 
 proFit for 
 the
 
lender. 
 In 
 the engineering workshops sector 
fo- example., 
the
 
'erage rate of 
interest 
 cash loansz
For with scipulated 
 interest
 

rates 
 is about 
 45 per cent. Sir.ce 
 the opportunity cost 
 of
 
lenders 
 funds is 
taken as 
29 per -:ent, about 
;6 per cent may be
 
considered 
 as 
the monopoly profit appropriated by 
the creditor.
 
Even 
 if 
 one makes 
:ome reasonable allowances for 
bad debts 
or
 
-i5.:iness o-F informal lending and for the costs incurred by the
 
tc7,ders for administering and collectin-g 
the loans, 
the share of
 
';nopoly prcFit 
in 'the structure of 
interest rate 
in the informal
 

Lcan cases vith 
stipulated interest 
rates would 
not 
be less than
 

:0 per cent.
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C 

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 co'u:-se
 

the preponderance 
of t-ade credit (input purrhases on deferred
 

payments basis) 
-- sujch inputs are purhased for productive uises. 

return the
Rates of for particuiar enterprises have 
 been
 

sufficient to ensure 
timely credit repayments so that 
 the next
 

consignment 
 of credit financed input can be 
 procured by the
 
.itr epreneur. 

The prevalence of cash 
 credit has been relatively
 

insignifcart 
 and has originated mostly from friends 
 and
 

relatives. While funds 
may have been borrowed for directly
 

consumption purposes, the extent 
of it has not been investigated.
 

is clear, however, that in ,n urban setting, 
funds would n0t 

be borrowed from friends 
 and relatives for non-productive
 

purposes, except under e-mergency conditions. Cash borrowing 
 -ror
 

productive 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 ra!te of 50-70 
 per cent is
 

usually charged. However, since the transactors are usually
 

close acquaintances, the risk of default 
is minimal. 


thc margin.
 

The lender 

is aware that the funds are being usec for productive purposes 

and would bear a high rate of return at 
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The stuidy on ove-.seas rer ttances has revealed that the 

r etur ned mig r ants h 've given out. about 5 por cent oF 1:ei r 

r cmi t t. aOL. _, ._IS oans m(C r'1i.y i I / t r - Ierd I,reat i vec, and 

Ei bl:)cJU'r S. Wh i I( .:Cickr o f the jaT1 s have beCI Q oIiLISCd fw' vaC3 e ty 

-f consump tion purposes, it appears that about 29 j27 r .:ert of theb 


I -irk-, have 
 uLeaisod for c nmmer ..a I. I.,i wd 'i I pei- .c Art to 

fino '1c: out -Migr-at io1. Mij ., haA 4v-., of IoUr7s, air, o bviou,s 

, p I VJmcn. Lc, !.e rec:e i vr d ab r oLid Is- of 

ho-vo'wed four.ls For pJr-p ._st ' nmi graticin is p-oductive in thu 

z' -1e tilhai; the crf , -1 rt- o' ] Id in tho future remi L funds mu(:h1 ( f 

;h Ch W-", Ll d 1tIF u,',e.-d podI uc t i vef I,, 

The goId1 udy a-,d' Ll '3 t Ldy )f hi--? hurid system reveaIs th. 

presence i ri the economy of a Ig Iye po I of b ac money wh i Ch is 

ost ] y used f r IUnp r DdUc Li Ve - ,purf '1 . rI , -. n ,-)onI i 1i of go 10 

(esLtimated at abuut , C000 to I ajs per year va I -.jd at abo t Tk 500 

111]11ion) point; tu the e;. si ri :e {uf Ior-r: F.vws o ) Iac k money. 

The smugcj led go]d i Uz ed ir I.ht. go ld je" I I,:?,- y buiness h(hich 
though privately pro-fi table, is sc i7- I y Inon-lpr-0duci. iye), Lo 

finance iVleca1 imports of varioui co nsumptiora goods, and a pa- I

is resmucg led out of Lhe count) y. rh &'re is no evi dence of 

lrocuctive 
use of the bIac1 iuidi t.y generated, though many 

smugglers 
 legi tini z their operation th-ough ownersh ip of 

.,iduEtries and 
commercial r.ompanies.
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IX ROLE OF THE IFM IN SAVINGS MOBILIZATION
 

The IFMI, by pea Formng the same .,nctior, of finlar.cjaj 

intk ,ii'edi ati on as the banrd(s col 1 -5timulat. s i'ngs hy offer itIL 

1etnder h igher lt -torl thartha ;hey would rea] i2-e
e r 

th-ough self-

fi nanc ed inve tmen t. ThFy ,o 1 , I! ': i rd ve .>'_ma 11 s.'ver E, to 

*SC tlnou7 t' that w'irWuld uth(rlj c-4 ha,/ bf" l, ,pent o tr i'vi. 

,:crompt ior. Wl",il 
I os in 1h,- 1Fanid, c.h' i t idS-'Y. I rc i t' d 

. isaris ir rdonesia r e impo r t1,t mob iI i s ,of savi ng.s in the 

FM, ther e i-, no e 'i d e-- e o F . he deve IopfIent of such 

cr a- a t io r,a For ,s in urban Pa-,j I adesh. 

s tud have
Tl~ I (ies recvea led th.L iosii t j-ari lender lend out 

of their own funds irid do not i i zec-,-.bi depo.; its. Consequent 1 , 

they act so as to channel I zi av i , ts tt.ard nor.. prodc tiv e.
 

uses.
 

Evidences of sav i ng ,trob 1 2 a Li or thr ogh info-rra I channels 

are observed in the case of )rF rma I :mp I o ye- r-Ed i t schefes that 

have cropped up in mary goverrment set--up-, ciutnr,,moui.-; bodies and 

bUSiness organi:!ations. Such schemes ar P-I. tua I I y in.r -ma I 
arrangements through wth tch or-t- bo : _,g member s 5eeI. , throug. a 

1 1 egu: I atory m n-h I y cnr,tr-i iu ion, I r -eatr- a mu tul 

c.:onso I idatEd fund for the contitued benefits uo" their eC. lusi Ve 

rember s Such savi igs and c red I " 3chh-.ms form hte -isis ollh i ch 

contributing members 
 can draw on ihe funds. for a val-i ety o f 

purposes or giver) terms ro(d conditiois. Scheies of vat Ious ,iUs 
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t 10 0 me0mbbrr's. 

eathr, tUch c emes have L -icssfU1 

1 ~~ , crsUmt'_1'r C ton'.' ~, 3per ce t o f, "t h 
dns; a re mai n t ai ned i n' bank Jccoa unts, nstdy~ in sar ng s 

accounts), 2, per ceht' 'otherfinanci a I pr ';smeternt 
"::ibn Vs r tur~es, 27 pe cent" i isusda 1 ?5tC 

mmes, 15 perce'ntYas grants to mernbe or no-mmbrs and
 
~per inmiscel Ianeous
cen activitiesi icLi~neti~ 

penses andadr~ expenses, An overt, helmirng ao U
 
0 fthememers
I 91 -per cont) have Lalken loans'<toj mep t fami Iy -"~~ 

~emernies.- About ' per 5cenlt' ofj the'& rhm[bers, have staken sh tp-. '~A 

,,h4, 

'--eA adopted-b, par.ti.cul1a eth ra1;L of 'interest 
teref ectng v~uat8nthat§ meribers. plIace(: on the use 'of 'scarce 

in
Th e-or 
 a 'credit 
 sch mes 
 o'5'"hn'eVi q as s i 

,'- -r'"LrA 
55 

ec-5~S~t i'" n h g S' Iding bu ,bus'-' SS Ve '5 S-'
o n t f e1''~~ - - -onfide 'o-gani- e m5 i lIs_ 

t Ler:-~~ o' 5< g 55'f' ' 

"5 L-. t" -0 ' A-iesg 

4,' 555 4 

n ~ ~F0 ami ~ y c nt ~ g n i~es h ~ '5 5-6 



x DEVELOPTING THE TFM1 

The 'id :,:'ad .re', I. -[e f tlhe u-ban IFM re Jates to i t-, 

.bili ty1 to se,'veL ILIi and effic iE-)tly, tIe needs of most ofPL, IV 


th_ ente,pr isc-L and traoer: oper-ating in the urban areas ard 

pa.r-t ic:rlar 1.-he, 1 (.1] a t '.,i y on,1 1 - ;cc 1e operatorS V)ho haveI 

I-- ic - ICILeE5Uly ,; to -Iurmal so,ur.;o of A, CIcos finance. 

C' LLi!ft. ri\a-y Of'F !.Fie l-!an1 m,'nsd of L)bf''r owi ng reveals 'ta thf 

'?1"re.prenetUr, are predomi naritIy iri nee2d of short-term, small s -i2e 

-o rTkr:' C 1 r... itcypIit1 O ,- G-jv 2rk Lht- i :.i i l-,r voe d sS- C h 

t'yp,' c f 1oaYr op orr ata t. a , i, ,-Iot 1:, (js i b Ie For- the 

nrc-L t. Ul lC)T 1 . f CL-t ) " to (- "I
- Fer eI'vI c t.? si; r (t.SpeL Ct 

-cor i it ,d$h.- i v of
Ci-i,-. I y ,/ htC addric. .t i ve c.ic5t:; 

pr *-/i dj r'r.) s.5 aa 1 s i ec I o ,-, to ,I 1,31 ( TF . Ccj.: sma I airc]0 r 

rot tage cntre-py i ses ,,u Id be .e Ii il,arnd nct: :iuT.tciinable u-rnd e. 

r rr r . i r5,L ..L't i,-r' i , it st, i .>t %tru .t cL-. Moi-reove . 

. s.rh are uoIa"l e to =-t isf-, tlIentrpr-eneurs L:.' requi-ements 

f cu I a Lera I, , most L? -rc intoid LI L the paperr I.. 

Invo ved. C riseque I y t1, e C-nl fr-ijr i.c, have La compiomis3e With 

Lha more 1;r1 i g er t ffer , F t.I e 1PMI. The r c ho i c e J.s not 

bet.we,-n borrowircj F,-om formal -,r infformal sources, but be eein 

*..Forr-,l r, from infoCrimal 3ources or rot at .A I Gi\,en their - un:." 

C)sstc, the fact t.h.at their enterpris~e provides their 1wi me .rurcm. 

wf livelihood, and that the productiv'ity of capital at the margr," 

is high enough to Justify borroviiny at: Lypi#-a] IFM rates (70 t'1 

100 per ceot per annum;,. their c hoice it-cra t 
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Informal f inancial mar;kets have many advantages over formal 
(-ian:il in, t i Lti tions in the m ,, ter of cred ;t c! A ivu rry to se a I 

terpr i ses. The basic advaEnftage ,i. eachi t ':1I intermediary 
Ap!C-?r at es in h i s ow,-i par ti cul ar sub-mai t, ni(rd li,_i an in ;imate
 

n owI edge of his cI i entL, th ich reduce, I nfo, mat ion costs and 
fin im i dkcefaul, rit: s. Other eidvant,.-cigE-, . tem frot, the. absemoe 
of governmeol, 
 rvI egoCst - og thei C or-. C :it i Cr. The abse r.ue cf 
f r CJ on .I-.n
d irig ,cd b(o r c)w i )cj rat on t!igove'- i rig 
in termed i a os er, e 1e.ahthen .o ad Jus t mr.r . fu I 1y t c mac kct Fr -E.,
 
than recu 
I a led inter me- i ri,rw. MNorcro!7..M tn Jbsenc, of,- c ha( g,. 

1on the infor ] in eamIdirrm-irtt r:1 i,, t:hz-- of idle and I c", 
).1t;erP fst, r .C r N/F- i v _ Lh&-m mol EF I I Lbi 1 t,L t Iirn for m .11 
irtermed ar ies . 01. t i ., t h,- ad va nt; jjc, o F t e i rf .rr -i set.or 

for the bor-rr wer- I, t. - c i tr.-e i c / V i t'i h i chI i t c-:- pr.'.de orrIyo 
- the bor-rcwjer ,ibtaii s the fVurtn, tch-n the *3re most: ,needed. fly 

contrastt r a fl)M)0ta 0moj; 0hn,.MI-7t1r 11u.-o7 e1 puV that havf. 

e-"dJ I
d rik 
 fi ,i r,,g is t-hat -hc loij per ud betvjecr-, loan 
,pp I i c z tit a n arid Fi nal ,cisbur seme rt ha.7- oft,7,, tLed UIeM tc borrow 

orr'rh the IFM Icing before 
the ban!; 
loan was, di _hur.Bed 
in orde, t ( 
,eet their 
.imm clid e-.needs. As a cf
(, a th crQre . 

'f the smti, I and cottage industries, 
much 
of the wlIesaIe 
and
 

'- .r. c , . and even
r51c rany I Trgqer- industt- il I Firms o-n a spur ad ic
 
1 as i,1. tu!n to the informal 
 ,arkc t for ib iI i ty andfI ex 


accomodat ioi in f arc.ing wor'k jg capi a I that cannot be ob 
ta ined
 

om the commercial banks. 

Given the cjrrent concern for e :pandi r. the role 
 of small
 
and medium 
 labour-intensi 
ve industr 1'.i a Idi lJ:e 
 Fac L that 
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-hor tage of wor k i ng c:ap i ta 1 h a I dLO;t; Fi Od as5 il maj?.

unstraint limiting the utiti;,tiorn cf capacity and reducint., 

fruf i tab ili ty of the eriterpri s.zs, the ieed for providi nr. eas.-ir
 

(:red i t to such enterpr iie s Assunes:, ;)one me&,sure 
 cf i mpor : at,.. 

As seen earl ie , i t i E? ]i ffic lt Loo0 (. ,,st an insti tijtior.i
 

credit deli 
 very mec hanism that couId effer t t h.y (ndees 

fo such clieLs. The I FM does the job of C:c ti v. y, but des not 

have the requi si te funds to Fu 1l, sat i 51 y C.U t mr IC.d-s dS 

vi denced by the fact that most: ertr opr-neur c:um!Iai i o F ui4v A n
 

cap i ita 1 shor tages in spi te of havi ng 
ful I accc.ss to tLhe IF M in
 

t,erms o f cred i t purchases 
 and cash borrowing . The demand fo, 

edi. t may also he somewhat tempered clue to the hich interest
 

*les prevalent ir the FM .
 

A soluticr, to th& problem WOUld seen to I,inge on the
 

(Idevkelopmen t of 
 the IFM. (Oe poss ib IC way wcu 1 ( be to; ach ievr 

some form of informal sctor-i:or rnal sec tor interconnect o,, ni t h
 

the forma I sector prov di rig furids 
to iho IFH fur onI ernd i og to th,:, 

target enterprises Selec ed ir te ried ar each i- :(.i Vs Irn csubm .

(e.g. , who 1esa Iers 1,arge reta I e (,s :,(-. . ,: be ' r'ef i rriced 1.,.. 

banks upto a certain proportion (r a,, 50 p(.- cent i oi tial Jv of 

their credi t sales of inputs ,t(- eni;erp- I * , I.t '!-)' Jrwh ii- t.h 

bank would maintain aftev carefuI scrutiny. rho inte -mediaries 

would be wholly respon.i j1b1- for lori recovery .:nd IdIC,)oii ma1,e 

regular repayments to the bankt, withiP a st ipu .ated per iod 

depending 
 on the credit cycle. Loans for initial set--up ar,d 

,.-,pansion of small enterprises (with longer repayment period)
 

ould also be made in 
 thi=_ way. Alternativel/, the bank could 
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i 

L irect] y provide loans for-	 expan c:ion -f E'r:rp.- i ses that have 

demo nstrate d gooda repayment ,'ecord. The szpread between the 

iterest rate 	 charged by the i; termedaar ias 	anu !hat charged b y 
LVe 	bank would consti toLt:e the rn turn f r 	the intermediation. It 
can 	 be expected that such an i rif I .jof forr ma I sec tor funds i nto 
the I FM 	 wou Id, by i nr.reas i rg the. supp 1y Of funds , resu 1t in- lower 

in terest ra tes i n the IFM tlhan tha t observed at: 	 present. 

Mlorenver compet i t ion among di ffer-ent i ntermed i a- ies w i thin the 
'lame 	 sub-mar ket could be exper 	Ie(.1 to bid i ntei est r ates doL.n to 
,i certain extent. 
 A pilot project based on this scheme could be 

Sin ti	ated .
 

A nother a] terative would be 
to encourage the 	formation 
 of
 
sa Vings and 
Ioar, 	associations of 
the 	entrepreneurs 
within earl,
 

sec:tor. 
 Such 	associations would obtain deposits from 
the 	members
 

and 	 invef.,t 
the 	funds in f iranct ing the 
enterpr ises. 
 Bank cred i I. 
could be channel ized 
t;o estab 1ished 
 ,,sL itut ions 
fur 	on]ending 
to
 

the members.
 

Them.e and 
other alternatives must 
be t->-.pored in 
 order 
 to
 
ensure that the 
IFM 	be:-omes an 
errective partrier of 
 the 	 formal
 

sector in 
financial 
intermediation.
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XI CONCLUSION
 

Three issues of paramount interest are those concerning the 

r-: 1e of th, urbon TFM in a) prnmo t i nq domest ic r esouru 
,nobi I i zation, (b) in channel inz ng resources; into productive 

investment, i.e. in maximizing al Iocati ve efficiency, and (c) in 

)romot i ng equity. 

Regarii ng domestic resource mobilization, there is still
 
insuf ficieent information regarding 
 the savings and consumptior; 

behaviour of the . ders,Ior ho,\ Far they rely on 'form6 J 
Financial ins titut, ios to on lend to the borrojers. The study has 
not found any evidence ais to the e istence of JCMs that accept 
deposi tE arid me(iiate s-3vinqs . Ho-,.,-. number, n of i rFor'maI 
emp loyee credit schemes are enr, to ini rii:urba n off ice thai 

_r able to mop up sa s from FU:, c itd,, -, joih.rld t her" ,iS, h ave 
been spent for trivial c:onsumption 

partand divert a considerable 


,.Jf these :savinys irto 
 h(th? formal and orgar ized credit; marktci. 

The continued existence of ICMsi tends to suggest that they 

not neff i c i et a] I oc,-tors of resources. By cutting 
r ansac t i ons costs and reducing risks through personalized 

-ontracts, IFMs are seen to be reaching those activities which 

'--. ,'1ot beinu reached by' the formal financial institutions. 

Withinr eacch activity again, IFMs are seen to reach the smal e, 
enterprises, who are completely bypassed by institutional lending 

sources. *ro the ex tent that the small and cottage i ridutr i :
 
aiV -C access to IFM and to the 
extent. that they have higher 
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Productivity. 
 IFMs 
 serve 
 both 
 the growth 
 and the equi ty 
ob jer-t i ves. 

The impact 
 of the IFM on the distribution of income and 
assets is a] so at-, issue of conrisi derable i ntere t. Some vie w t he 
IFM as exploitative and leading to a transfer of assets from the 
P0 or borrowers to LhE ri ch ]r jd r4-.. Howeve r , this can on].y be rue in s .tuat.ion where thc? horrowcr s use the c edit fo
Linnproductive purposes r,d are eventiIal ] y Forc ed to iquidate
their meagre assets i i order to repay the loan. In the urban 
settirig, the IFM i i :;ee 1 prorn(i'-to Lhe equity objiec, ie. In all. 
the activities studied, it has beeri, observed that the low,
dmiin i ster ed i ter es t r a t -'s of h Fc,rma I , i ranc i a I s ti tu t i o n-,

a-e avai. 1able to on I,, t Ve arger 
es taL J i sh(Ten t,..and trade- s whT71
 
have sufficient collateral 
 tj o fer 6 rId have th necessary 
connec ti ons I-or the smal err ate,;En L:, Lhe J FM is usua II
the only 
 source 
of credi L I ,So fc s the trepreneUrs c)f

these 
smaller enterprise7 martage 
1.3 SqUL:. out profits despi te
 
the reltivel y high cost, LF borr owing , th-re iL:. ( cas fC or
rationalizati on 
 of the Jnterest rate st;ruc tur e and for the
devising of mechanisms whereby institutional ]>nding may be mad 
available to the small but efficient. erntr.epreneurs. 

Channeling 
.-,f bank credit 
 direct ly t:o smai ] enIerm-IIe groups and 
associations or indirectly to such small tnte-pr-i, ses through some 
formal-informal 


sector 
 interactionr mecharii, may provide a 

starting point.
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