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PREFACE

As in many developing countfies, the informsel financial markets
in Bangladesh are alleged to provide the bulk of the credit needs
of the economy, particulary to the small scale sector which has
little access to the formal (institutional) sources of credit.
Despite various attempts to control and regulatc informal financial
transactions, their scale and pervésiveneSS of operations have
cxpanded unabated, In the long debate on the usefulness and the
performance of the informal financial market operations, and
associated issues like the detefminants of interest rates, inter-
linkages among transactions, etc., some have labelled the markets
as usurious, as 'fetters on growth' while others have considered
them as désirable adjuncts to the proccss of brisk growth in trade
and commercial operatioﬁs. CoerSponding to these two views, two
diametrically opposite policy frameworks are envisaged; the first
aiums at- controlling and ultimately eliminating informal financial
transactions while the sccond aimg a+ expanding the fund flows and
increasing the competetiveness in the'informal scctor. Both 1lines
c¢f arguments however agree that there are imperfecctions in informal
financial markets and that the interest rates usually, obtaining
in these markets arc on 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 Bangladesh remain
highly inadequute. Thc study on the informal financial markets
in Bangladesh, conducted by the Bangladesh Institute of Development
Studies (BIDS) and sponsored by the Asian Development Bank and the
"S-Agency for International Development (US-AID), cttempts to fill-up
this gap in information and analyse some select issucs such as the
growth and the structurec of the markets, formation of interest rates,

wobilisation and usc-efficiency of resources., 4 series of case
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studies havc been conducted under :he project; all of them are¢ now
being reproduced as working papers. A Survey to collcct some primary
level information on the markets and the characteristics of lenders
and to know more about the organizational aspects of informal finance
gathering and distribution has also been concducted. The survey
findings along with those of the case Studies arc being used to
prepare an overview paper on the informal financial markets in
Dangladcsh,

In this particular study, Dr Debapriya Bhattucharya examines
the role of IFM in the small engineering scctor in Bangladesh.
This sector has had Some growth in the past, and it is argued to
have substantial growth potential, The study, based on primary
investigation of a number of such units in Dhaka, ruveals that finance
indeced is the major constraint on the fuller utilisation the growth
potential of the secctor, The study examines the financial 1inks
of the small scalc units in their totality, from the formal sector
financing to advancces for raw material purchases. The network of
institutional finance, incidence, size and purposc is studied along
with informal financial transactiors. The demand for credit of
“he scetor is estimated,  The Stuuy also puts forward a proposal
aiming at expanding and improving the efficivicy of IFMs in o way

such that this vivrant sector can indeed realise their full potential,

Atiq Rahmon
Project Director
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CHAPIER 1

INTRODUCTON

1.1 The Problem Setting

The savings of an economy are usually assumed to find thewv
way 1into real investment either through sclf-financing (i.e. the
agent responsible for the saving also being responsible for the invest-
ment), or via one integrated financial scctor (i.e¢. bank or other
financial intermediaries)., DBut the financial sector of a typical
developing country comprises of at least two not-integrated components,
which are usually termed as “formal® and “informal® markets.—l—/ Whilst
informal credit market (ICH) happens to be an amportant integral
component of the later, it is being increasingly accepted that when
strategics for more rapid and bslanced development of the developing
countries are under consideration, financiul policies must take into
cognisance the role of the ICMs which it might play in terms of promo-
ting mobilisation of domestic resources and maximizing their allocative
cfficiency while channelling them into investment, subserving the
equity objectives. However, it is also true these aspects of this
type of financial intermediations in the developing countries (i.c.
fundamental rolc of the ICM, the factors which unite its cffectiveness
and the benefits which might accrue from improving it) have received

scant attention in the concerned literaturc.

Existing literature, dealing with optimality or non-optimality
of financial markets, the possible sources of inefficiency and the
apprupriate poliCy responses, 1is assential‘ly based on- two sets of
(somewhat opposing) beliefs. Proponents of the first set basically
draw upon the traditional neoclassical model, according to which
government intcrvention in the financial market creates problems,
so if government lifts all restrictions, the market will optimally

allocate funds among different categories of borrowers.g/ On the



other hand, the institutional schou. posits that feudal market struc-
ture happens to be one of the significant characteristics of many
developing coconsmies, where exploirtatave rilationships extract surplus
through usurious interest rates. Thus, doing away with these forms
of credit institution way only correct the su:uat.lon.-:i/ However
different variations of these two sets of beliefs, including institu-
tional variatior of traditional neoclassical nodel, may be also found
in in the llte;xature.-é/ Attempts have becn alsu made to give theoret.-
cal underpinning to the introduction of transaction costs of financial
intermediustion 1n g traditional neoclassicul naodel,é/ as well gau
to provide a unified framework for analysing credit markets with
all their imperfections (which are deemed to differ fundamentally
from market for ordinary goods and scrvices and where collateral
plays a vitul role) and effect of goveiiuwnts policy on tueir effi-
ciency.-f’;/

But, till quite recently, whatover 1itsratuyc relating to develop-
ing countries were: availablc en the subject, they focusscd exclusivecly
on rural credit moikets and the determinants of thesr interest rates.
Whilst the issuc of “unorganiscd financisl markcts® were taken up
by U Tan Vai and 4. Bottomley as carly as lut. fiftics and early
sixties,-z/ and vhilst it has been suggestud by concerned researchers
through various estimates that the valuc of total loans outstanding
in the unorganiu.d money markets have gone up in most developing
countries in the fifties and sixtics,g/ serious attempts to explor:
the nature and magnitude of the UICM werc only initiated in latc
seventies and carly eighties, Thanks to the works of the T. Timberg
and C.V. Aiyar on India and J.M. Dowling on Korea, reliable estimates
exist relating to the share of informal credit in the urban arcas
cf these two c0untr1es.2/ Besides these two Asian country studics,
mention can be made of a Latin American case study on Peru.-l-q/ Thus,
1t has Lo be recognised apart from thesc honourable exceptions, syste-
matlc rigorous investigation of UICM with all its peculiarities :in
countries conéfsfng'_:d is yet to be done s¢ as to evolve a common model

of understandiny about its basic funcironal featurcs and the rolc



it is envisaged to play in the context of macro-ccononic  issues.
This linc of inquiries becomc: more pertinent when research on ICH

as whole is <mbarking upon a stage of regional synthe31zatlon.ll/

In Bangladesh also, research into ICHs is still couched at ito
initial stage‘lg/ Whilst there are some studics based on MiCIO~SUIvGys
of rural informal credit markets (though only in terms sources of
loans and their uscs, borrowers' profile and the interest ratos
charged), UICK rcmains to be & totally n<w theme of investigation.
Though the existence of finance broker and traders and financial
interest in the urban economy of the country is no secret, yet there
arc no rcliable cvidences about the Siz¢, structure and composition
of UIQMs in pangladesh, “heir trends of cvolution overtime, terme
and condition of iending including level of interest rates and colla-
teral needs, sources and uses of fund, profile of the major partic.i-
pants and the horizontal and vertical lunkages of these financial
intermediaries in the UIQMs with formal fipancial institutions.
As there arc indicctions that UIFMs arc significintly scgmented along
various putronages ard lincages and moruse along trading and produc-
tion interests, for any meaningful cconomic analysis of the working
of UICMs in Bangladcsh, particularly at the prosent state of knowledg::,
it becomes nccessary to cupture all the nauances of credit relation

through in-d.pth casc-studies of various sigmential categories.

Reasons for paying special attention to the small engineering
and metal fabrication sector in Bangladosh, while investigating the
operation of informul credit/finance transactions in the urban CConoily
of the country hardly need to be emphasiscd. The sector is linked
to other industrics not only by its products which most of them use,
but by its scrvices which all of fhem necd. Bccause of the varicty
of its products and scrvices and the universal nature of its productivc
activities, the sector is normally able to provide efficient import
substitution. But there are reasons to believe that small-gscalc
and cottage industry (SSCI) as such, and the¢ small engincering and
metal fabricating firms in particular arc starving ‘for capital ia

addition to many other external and intcrnal problems, brought about


http:activiti.es
http:segmnLI.al
http:Banglad.sh
http:worki.ng

by size related issues. Due to the high turnover of these units
and rather high capitalisation value of the units in the curreng
context of inadequate development of the formal financial sector
to cater to th: nceds of the small entuerprises, these firms have
to roesort to inforwal sector for meeting their financial requirc-
ments ,E/

The rclevance of the present study should be judged in the spirit
of the foregoing paragraphs.

1.2 Objective of the Study

The present casc-study is a component of a2 larger study on Urban
Informal Financial arket (UIFM)A&/ in Dangladesh, taken up be the
Dangladesh Institutc of Development  Studies (BIDS), which in its
own turn is & part of a yct bigger study ou the Informal Financial

Market in Banglade.sh (comprising of both urban ond rural components),

In order tv achicve the general objuctives of the broader rescarch
programme, attaunpts have been made to trace the general characteristacs
and distingushing fcaturcs of the UTEM through various «conomic activi-
tics and the in this comnnection the prescnt study seems of capturc
the functional attributes of UIF}: wiLth its varicd coutracts and modali-
tics in the small engincering and metal fabrication sector in

Bangladesh,

Briefly, the specific points of inquirics of the study are as
follows:

1) the present status and future potential of growth of the sector;
11} the input-output characteristics of the sector;

ii1) the role, nature and magnitude of informal financial murket

in the sector;

1v) institutional credit and its interface with informal financial

market in the scctors;
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v) Working capitul demand investment, sand income distribution aspects

of financial transaction in the sector.

On the basis of the findings of the above mentioned points,
the study envisages to sketch a set of recommendations about the
development of an optimal financial rogime to scrve the specific
nceds of this sector, with emphasis on the possible modes of develop-

ment of the informal financial sector.

It should be pointed out that, in the total absence of definite
quantitative informations regarding some of the major issues mentioned
above and as wcll as intertemporal information constraints, the major
thrust of the study would be establishing and assembling facts, tracing
linkages rclating to informal credit relations in the small enginecring

and metal fabrication sector.

1.3 Some Conceptual Issus

In making provisions for clarity of understanding of the issues

investigated, some dcfinitional demarcations arc NCCESSUry.

Firstly, o przcisc, common concept of ICH is yet to emerge.
With the realisation that ICMs also exhibit significant featurcs
of orgamisation and self-regulation, thc terminological distinction
botween  'unoiganised' and  ‘organised' credit markets has largely
been abandoned. In the contemporary literaturc the ICMs are distin—
guished by the absence of regulation in terms of registration, re¢por-
ting on audit, rcstriction on lending or borrowing rates, reserve
rcquirements, ctc. For the purpose of our study, we may accept all
thesc criteria for identification of ICH opcration, although for
a different purpose it may be possible to dclincate across somcwherc
in between the different degrees of regulacion. It must be added
that herc by IFli we primarily mean informui markets of cash fiaance

(rather than credit in the form of goods).
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Secondly, tcrms ‘formal fin..ucial market' and  'institutionai
finance' have been used synonymously in this report, Though the
modalitics through which credits provided by the non-governmental
voluntary organ:satiuns (KOs} have some resumblence of the ICHM opera~
tions, they have been included in the cutegory imstitutional sources

of finance.

Thirdly, the present study concerns itscli only with the informal
credit to the cxtent it finances trade and production in the scctor,
iee. it does not take into consideration the consumption loans, if

any, taken by the cntreprencurs.

The other set of definitional problem ar.sus regarding classifica-
tion of enterpriscs under the small cngineering and metal fabrication

sector. This issue has been stparately dealth with in Chapter 2,

1.4 Study Methodology and Data

Data and informatioa usid in Lhe presunl study came from thre.
main sources: (i) published survey rcsults and studies relating to
the engineer.ny and metal working scctor; (i1) a special sample survey
of smull cngincering and metal fabrication scctor; and (iii) conversa-

tion to the knowledgeable informunts.

Amongst thc published sccondary matcricls, the main points of
reference for the study were the Survey Report on Small Industrics
of Bangladesh conducted by BSCIC in 1978-75 and published in 1932,
census of Manufacturing Indusirics conducted by BBS in 1980-81 pub-
lished in 1986 and study on Small und Medium Scalc Mctalworking Indus-
tries, Phasc fTwo, Bangladesh and Sri Lanka, conducted by Technonct
Asia and JICA in 1979-80. A number of studics of the stecl and enginc-
ering subsectors carried out under the Trade ard Industry Policy
(TIP) Reform Programne and Studies on Rurusl Industries Pevelopment

(SRID) were consulied to gather insight about the scctor.
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in accordance to the guideli-:.. provided in the torms of referenc
(TOR) of thc study, the respondents of the sample survey were drawn
from the urnits situated an the old Dhaka city arvas (particularly
Tipu Sultan Road and Dholai Khal). Unfortunately, only tentative
cstimates of the number of usits located in the survey areas (regis-
tered and not rogistercd with BSCIC) were wuveilable, which were also
to some cxtent dated in a situatres: when the soctor is demonsirat.ng
relatively high rute of growth,—1-5/ A tutal cnumeration of the uniiy
in the survey area was beyond the scopc of the present study. Under
the circumstences, a total number of A0 saaple units were randomly
selected: 45 from Tholaikhal and 15 from Tipu Sultan Road. To elicit
relevant  inforuwtion and data structurcd gqucstionnaire in  Bangla
was administcred to the sample units by the author himself, assisted
by two traincd r.srarch associates. However, out of the 60 adminis-
tered questionvair.s, 9 schedules could not be processed due to incom-
pletc and inconsistent answers.i/ The survey was conducted during

the period of Decuisber 1985 to January 1987,

Besides the semple survey, a significant number of conversational
intervicws were carricd out to have a closcr look into the coniplzte
chain of production and trading iu the scctor, Firstly, this group
of informants included relevant officials in the BSCIC, particuiarly
in tae Departmimt of Promotion, Extensios and Sub-contracting and
the office~bearcrs of the Thaka District Tholaikhal Small Parts Manu-
facturing & Ropairing Factory Owners’ Group and Tipu Sultan Road
Smell Parts Manufactucrers Association, the two major organisations
of the entreprencurs in the arca. The sccond category of peopl:
wele some of the major ectors in the informal credit relation process,
¢e8e 1nput supplicr creditor, output trad.: creditor, cntreprencurs’
associatinn boss creditor, engincering workshopowner creditor, «ctc.
There was a spccial drive on bechalf of the research team to traco
back to the primary sources of fund and in this pursuit identity
of only 4 creditors, having no production or trading links with the

sector, (on¢ of whom happened to be o profussional money lender)
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could be established. However, Jue total aggrusSsive non-coopcy -
~tion on their behalf not much meaningful rosporses could be gathered

rclating to lenders perspectives.

Regarding quality of the data, onec should bcar in mind, that
the respondents often could not give corrcct answers to some of the
questions as they had no accounting system and most of the answors
were given by mcmory recall, Nevertheless, one could assume that
the bias created in this way wuS uniform with zero meen and did noi
affect the sample in a significant way. Eut two other nuances had
a bearing on tl.. answers of the respondentas, Firstly, there wesr
attenpts of exaggeration brought about by cxpoctation of assistance
and sccondly, wilful hiding of facts out of fear (vege. misundcrscanding
that thc production stetistics and financial figures might find their
way to the income tax department), Howcver, utmost care has been
taken for building up of a g0od rapport with the respondents and

rnformats sc¢ as to ncutralize thear scepticion and rescrvations.



CHAPT:R 2

SMALL ENGINEERING AND METAL FABRICATION SECTOR IN BANGLADESH:
AN OVERVIEW

2,1 Historical Background of Metal Working and Engineering Sector
in Bangladesh '

Though Banglaucsh is not bestowed with bnsic natural raw muterials
needed to accelcrate the growth of the metal product sector yet the
existence of the sector may be traced back through centuries in the
country when it was composed primarily of small shops and cottage
level factories cetering tu the needs of huuseholds and agricultural
markets in specific ferrous and non-ferrous metal products., however,
the present metalworking and Ghpglneering sector originated in early
1960s within ihe irdustrial policy format of the erstwhile Goverament
of Pakistan when it was planned and contracted for some large basic
plants in the heavy engineering and electrical products fields which
were to operate as stute enterprises and av the same time estabishment:
of private units were encouraged which were, almost invariably, organi-
sed and operatcy by the VWest Pakistanis. In the beginning of the
1960s, the government also started promotiag the cottage and small
scale firms waithia the metalworking industries. Some developmencal
agencies were either setup or improved on to be able to promote and
assist the secter. But the combination of the Bonus Scheme, tariffs,
import quotas, and export taxes and subsidies policies, prevailing
at the' time, greatly distorted the relative prices, resulting in
distorted, unbalanced development of the sector. In 1969 the number
of persons employed in the engineering (metul production, nanufacturing.
machinery, electrical machinery and transport equipment) sector was
10,969, the value of output was Rupees 1,61,087 thousand and value
cdded - Rupees 67,310 thousand at the current prlces.lz/

During the War of Independence (1971), many of the West Pakistani
entrepreneurs left the country &and their plants were taken over by

the Government of Bangladesh and the eagineering sector followad
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the pattern of collapse and recove:, whach accounted in the Bangladesh
economy, generally, between 1969 and 1976,

2.2 Composition of the Metalworking and Engineering Industry in
Bangladesh

The metalworking industry in Bangladesh includes production/servi-
cing of agriculcural implements, small power engines, transport equip-
ments/components, machine tools/elements, elecirical machineries/spare:s
and various other types of household products. Presently the engine-
ering and metal fabricating industries are defined under the Inter-
national Standard Industrial Classification (ISIC) or Bangladesh
Standard Industrial Classification (BSIC) of 1980 3in the following

four sectirns:

1) Fabricatcd metal products (361), making products such as cutlery,
handtools, general hardware, furniture eand fixtures primarily
of metal, scructural wetal products, @.g. window frames, other
fabricated metal products, such as nails, nuts; bolts, cooking

utensils; Lin containers, metal stamping

ii) Machinery (other than electy.cal) (362), making products such
as: engines and turbines, agricultural machinery and ¢quipments,
metal and woodworking machinery, specicl industrial machinery
(e.g. mining and textiles), office computing and accountiug
machine, other mechanical equipment such as pumps, compressors,

the repair of all kinds of machinery,

iii) Electracal machinery, apparatus, appliance and supplies (383),
making products such as electrical industrial machinery ang
apparatus, radio television and communication equipment, electri-
cal appliances such ag dry batteries, clectrical appliance acces-
sories, electric lamps.

iv) Transport equipsient (384), making products such as ship building
and repairing activities, railroad equipment, motor vehicles,
motorcycles and bicycles, aircraft, transport equipment not



11

classified cluewhere (e.g. whe 1 barrows, baby ccrriages, invalid

carriages, and paris).

According tv the last Census of licnufacturing Indusctries of
1580-81, the number of establishment in the engineering and metal
fabrication secior (as described above) was 423, where 27,367 persons
were engaged, and the value of gross output and value added at factor
cost were Tk. 3,064 million (7.5 per cent of gross outpuc of thu
manufacturing scctor) and Tk, 754 million (7.9 per cent) of the total
added in the manufacturing sector) respectively.ig/.lg/

According to the CMI of 1981-82, the number of metalworking
and engineering enterprises in the couniry was 473 and the number
of persons cngaged in the scctor was 29,420, whereas the valuc ot
the gross output nd value added at factuy cost were correspondingly
Tk. 3,227 millios (6.6 per cent of the gross output of the manufac-
turing sector) cad Tk. 648 millien (8.3 pex cent of the total valu:
added in the manufecturing sector);lg/ thus d-noting a trend of expan-

sion of the scctor in absolute terms,

But, whatever growth trend the abovementioned figures relating
to the period 1680-81 and 1981-82 may express, they grossly understaic
the status of the sector and under represcnts its contribution in
the national economy when considered in totality. The metalworking
and engineering industry in Bangladesh today is composed of cottage,
small and large-scale establishments. The figures mentioned abovc
relate primarily to the large scale enterprises and to the small-scale
firms, to the extent that they are registered under the Factories
Acts. Cn the other hand, cottage industry type enterprises of the
metalworking and engineering sector, which are essentially rturel

based, have remained beyond the purview of the CHI.gg/

Within the context of the country, & cottage industry firm

represents the non-mechanised units performing the metalworking
proccesses basically by hand or simple tools. Generally they‘ ar:

classified as non-electrical power consualng umits relying solely
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on traditional production technijues. A survey in 1906 revealed
that there were 24,000 such units in existiace, employing nearly
50,000 workers. Whilst majority of the units in this component of
the sector are engaged basically in the manufacture of agricultural
tools and implemcnts, some uunits concentrate ot household ornameits
(e.g. table wares) and goldsmithy. Tinsmith firms engaged in produc-
tion of tin containers, tranks, lanterns. etc. also figure signifi-

cantly.

Small-scalc industries, on Lin: other hand, are characteriscd

by the low-lcvel technologies, some clectrical power inputs and @
maximun  fixed capital investment. in wechinaries/equipment of not
more than Tk. 2.5 million. In 1874, according the Department of
Inustries, ther. were 2,000 registcred swall firms and alout 1,000
more non-registcred upits, Mejority of the cstimated 3,000 units
were deployed in Dhuka and around other major urban ceaties, obviously
predicated by exiziznce of infiastructural facilities,

The large-scale industries are charactevised by relatively higher

- —

lovel of technologies, employing large work-force size, consuming
electrical/thermal power and havi. ; & fixed asset investment abeove
Tke 2.5 million level. Thesc large-scale wnterprises, although viry
small in number, arc public sector enterprascs, which capture a major
portion of the busincss volume of the scctor, ilowever, many of those
large enterpriscs, e€.g. Machin¢ Tools Factery (with an investment
of Tk. 1,200 million); Gencral Electric Lenufacturing (Tk. 1,100
million investmcnt) and some shipyards are oparating in underutiliscd
capacity condition due to limited market size, whereas the small
and cottage industrics sectors remain deprives of basic produciiun

inputs and had to resort to importation of basic mnachinery items,

Unfortunately, besides some fragmentary evidences there are
no reliable currwnt statistics which can aptly describe the engineering

and metalworking sector of the country,
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2,3 Contribution and Performance of the Metalworking and Engineering

Sector

According to the study on small and medium metal working indus-
tries in Bangledish and Sri Lanka, carried out jointly by the TECHNOHNET
ASIA and JICA foi the BSCIC and Industr:ul Diovelopmsnt FEoard, Sr:
Lanka, the scctor as a4 whole has contributed about Tk. 10,697 million
at 1972-73 constant price to the country's GNP. Out of this 38.4
percent (Tk. 4105 million) and 34,7 percent (Tk. 3719 million)
represent the contribution of the small and large scale industrics
respectively, whercas the ccttage industrics accounted for the remain-
ing 26.9 percent (Tk. 2873 mallion). These figures probably refer
to the year 1979—80.2}/

Vithin the metelworking and engineering zector, when the relatuve
cfficiency of ths large, medium and smoll subsectors is analysed
in terms of input utalization, it appeared rhat scarce input, i.e.
capital, 1s more sfficiently used by small farmc vis-a-vis the large
counterparts. Thiu better performance by the small metal firms are
substantiated by their high wage cer unit capital vuelue and higher

anvestible surplus.

it is wusually reckoned that the BBS figurces relating to the
manufacturing industries underestinate the contribution of the sector
to the natioral eccnomy as it fails tu caplure a significant portion
of the units operating in the unorganised and/or rural sector. Not-
withstanding this fact the estimate provided by the JIC/TECHNCHENT
study (Tk. 10,597 million) seems to be grossly on the high side as.
the contribution of the totel industry sector to the GNP in 1979-8C

(in 1972-73 constunt price) was Tk, 7,210 million.

It has alrecady been mentioned that the Clil data do not allow
us to make a comprehensive assessment of the sector. In that case
we may suppicmcat the Cll figurcs.with the Small Industries Survey
(1977-78) and Cottage Industries Survey (1980-81) of BSCIC. However,
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TABLE 2.1

PERFORMANCE OF THE SUB-SECTORS OF THE ENGINEERING
INDUSTRIES IN SELECTED ECONOMIC MEASURES

- —— va——

Sub-sectors of “ngincering Industrics

Economic Mcasurus - -
Large Small Cottage

1.  Value added per .

worker 5706 2330 270
2. Capital Labour ratio 6892 - 1557 149
3.  Capital value added

ratio 1.734 C. 583 0.532
4o VWorker pe.r unit 191 I ) 3.3
5. Annual wagc per )

workor 1265 761 -
6. VWagi por unit a6 \ s
7.  Surplus pir unit of

capital 0.449 1.156 -

Source: JICA/IECHNCHENT Report p. 13.
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clearly there is room for overlap between Clil coverage and BSCIC
coverage, becausc if any registered factory with 10 or more employecs
has fixed asscts wou exceeding Tk. 2.5 million in value, 1t is likely

to be covered by both.

Accordin t¢ the Cottage Industries Survey of BSCIC, there wci.
23,191 uvnits (7.2 percent) in the manufacturing of fabricated metal
products, machinury and equipments sector in 1977-76, where the size
of employment was 60,148 persons (66 percent). The annual sales
value of the products of the sector was Tk. 9,303 mallion (9.3 percan)
and value added Tk. 443.4 million (9.1 percent).

On the other hand, the Smnall Industries Survey stated thax
there were 2,389 units (10 percent) in the basic metal and fabricatcd
metal industries sector in 1980-81 where 3¢ , 0456 persons (12,3 peu
ccnt) were engeged. The value of goods produced annually was Tk,
395.6 milliou (10.4 percent) and value added Tk. 64 million (7.0

percent),

As the reference period of the two survzys are different, it
becomes hazardous to add up the / nding of the surveys and relate
it to the large-scele sectur through CMI data (as residual) to derive
national estimute of the sector. Under these circumstances it becomes
necessary to fall back to other secondary materials and adapt sonme

recalculation techniques.

A study on the small and cottage industries of Bangladesh, carried
out as a part of the Third Five Year Plan Study Report series, estab-
lished that in 1980-81 the value of output and value added in the
metal product sector (including transport =quipments, gold and black-
smithy) in 1960-861 was Tk. 1494.2 million and Tk. 733 million respec-

tlvely.22/

f we¢ assume that the percent.le shares of the three
components of the sector stated by the JICA/TECHNONET Study are fairly
reasonable, then the contribution of the large-scale metalworking
industries would have been Tk. 392 milliou. Thus , the contribution

cf the total scctor to the national income was around Tk, 1.130 mallion


http:surve.ys

16

in 1980-81. 1If the rates of gro..h of the unetalworking sector and
the national economy as a whole over the period 1981-86 are assum=d
to be similar then the amount of GLF produced in the sector in 1965-86
is estumated to be around Tk. 2,313 millicn (0.48 percent of the
GLP),

However, it has always to be borne zn mind, that this is quit:
an off-hand estimate and onec of the main limitation of this estimup:
is that it has to draw upon three different sources of information,
where the activities classified under the metalworking or metal fabri-

cation sector werc not totally identical,

This situation once agaln points out the necessity of precisely
defining the small engineering and mecal fabrication sector for th=

purpose of our study,

2.4 Defining the Small Engineering und Metal Fabrication Sector

Lespite scme limitations the BSCIC Survcy Report on Small indus-
tries of Bangladesh (1$78), appears to us ruclatively comprehensive,
upto date and relizble for the purpose of our study. For the benchmari:
informetion we con draw upon the 2 of the Y broaa sectors, (viz.
Basic Metal Industries and Manufacture of Fabricated Netal Products)
into which the small industries sector has been divided in the
Report.zg/ Under tliese two sub-sectors a total number of 39 typas
of industries hzve been classified. The types of units operating
in these 39 types of industries and falling under the Census Survey

had the following features:
i} the unit was & manufacturing unit;
ii) the unit was privately owned;

i1i) the unit was be within the investment ceiling of fixed investment
of Tk. 2,5 million;

iv) The unit used some type of power for any production process

or for rendcring any industrial scrvices employing 10 or morec
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but less than 20 workers, or v . unit employed 20 or more workers

but not usiiy any mechanical motive pownr.

However, taking into cognisdnce the objectives and scope of
the present study, it was felt that so as to minimise the ambiguity
inydefining thz sector under study it is uscebSary to more precisely
identify the activities, ‘Thus, throughout the present study, small
enginecring and metal fabrication sector has been defined as theosc
having the features mentioned above, performing one or more of tha
following operations: casting, forginyg, moulding, plate work/welding,

plating, machining, machine assembly and prcss work,

Since out of the 2389 units liasted uander the basic metal and
fabricated metal industries in BSCIC survey 1,120 upits were light
cngineering works (being fourth wust major type of small industriac,
4.7 per cent of the sector), special cmphasis his been given vo thess
types of entorpriscs, which was in totcl coanscnance with the terms
of reference of the study.gﬁ/ Morcover, during the study on thoe
fabricated metul sector, basically the units preducing ferrous products

have bee¢n consideted,

2.5 Potential and Prospect of the Small Engineering and Metal
Fabrication Sector

The potential of the small engineering and metal fabricatios
sector obviously lies in the realisation of the considerable backwaid
and forward linkage effects, which the suctur exhibits. It is parti-
cularly true if the linkages cxisting with the agricultural sector
can be strengthened through developing indigenious production capa-
cities for agricultural machineries by dinstituting proper policies.
Efforts, arc likewise, necessary to establish durable linkage of
the sector with their large-scale counterparts through sub-countrac-

ting programmes.
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By exploiting the unutilised ‘dapacilize in the sector for produ-
cing agricultural mechineries, spares and other basic production
1uputs, the country can save substantially its scurce foreign exchange
resource, as the country is heavily dependant on the importaticn
schcme of these itens, There are even limited export possibilitius
of some products of the sector, where 1t exhibats comparatyvi

advantages.

The scctor is ideally suited as a vehicle for the transfer of improwved
technologies and moreso for production of technology appropriuii:

to the need of the country.

Cpportunitics exist for labour intensive m:tal fabrication shopy
like ship ropeiring and dockyard facilitics, conducive to the nead
of riverine couutry like Bangladesh, Throug!: :hesc Ltypes of activitiesn
and others, the sector as a wholec may &lsc go for diversificatios.
The assembly industries (i.e. mechanised r: chshows, SCULLEXS, mMoLCL
cycles, wotor vehicles, etc.,) althecugh at ivs infancy stage, arc

demenstrating siguificant promisc.

It is a scctor that furthers employncint, locational and skili

acquisition objcctives,

But the sutctor hus some instrinsic problems as well, It is
alwost totally dependent on imported raw matcrials. A small amount
of m:ld scteel billets are locally available but not in scufficien:
quantity. The only steel mill of the country is not even in a positiou
to utilise more rhan helf of its rated capacity (3 willinn tons).
The deficit ir local production of steel billets are met through
import and scaip rucycling, vesultang in chroric escalation and ins-
tability of the prices of basic rav-materials, which is passed on
downstream.géj Thus, although an ample and growing demand exists
for o wide variecty of enginecring goods, these high costs make it
difficult for the présent and potential domestic producers to compete
cffectively with imported engincering goods, some of which are laghtly
taxed whilst other come 1n under a varicty of trade and donor
agreement,
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Lack of adcquate finance is anothor overriding constraint o
the growth and expansion of small engincerirg znd metal fabrication
scctor.  General paucity of capital, defoctive institutional lending
policies and duzlistic features of the capital markct are believed
to be the main ruusuvns for the finencial problims of the enterprisce

of the sector.

Vhatsocvey, it is reckoncd, if proper policies can be initiaicd
and adequate institutional support can be lent, the metalworking
and cnpineering industrivs in Bangladesh held good prospects for
tuther development and the economy as a whole stand to gain from
it. The remurkable growth which the sector has attained over a shori
perrod of time, cven in a not so conducive'environment, bears testimony

to it,
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CHAPTER 3

ORGANISATION, PRODUCTION AND PRODUCTIVITY IN
SMALL METALWORKING ENTERPRISES

This chaptcr describes the major tindings of the study on charac—
teristics of the small engincering and metalworking enterprises with
regard to background of the entreprencurs; types of preduction proc:ss
used and product mix; technology and capital, labour and employment;

inputs, value added and productivity,

3.1 Socio-economic Corelates of the Entreprencurs

In studying tle cconomics of a particular industrial sector
in the context of devilopment wceds of an cconomy it is dimportant
to assess the cnrreprencurial supply sstuation. Keeping in vicw
that the eatrcprencurial supply situation is & function not wnly
of economic inducements but alsy of a uumber of sociological,
psychological and other non-cconomic variables, the present study
gathered somu rclevant  information rclating to the background of

v

the cntGCrcncurs.ﬁg-

3.1.1 Distribution of the entrepreneurs by ape: proup

As Table 3.1 reveals that while 59 per cent of the respondents
belong to the age group 30-40 yecars, the proprictors of the small
:ngineering and metalfabricating units ai cverwhelmingly (84 per
cent , if we tak: 40 years as the cut off poirt) young. Only 4 per
cent of the proprictors are of the age group 50 years and abovie:.
Obviously it is a reflection of the encoureging catrepreneur supply
Sltuation as it scums more new entrants are coming into the sector.
On the other hand, a young stock of entrcproneurs denote they are:

handicapped by abscnce of long standing expericnce.
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TABLL 3.1

DISTRIBUTION OF THE ENTREPRENEURS BY PRESENT AGE

Age Humber Per cent
20 - 30 Years 13 25
30 - 40 Years 30 59
40 - 50 Years 6 12
50 Years + 2 4

51 100

When we consider the target age- group of population who arc
potential new incumbents, what is perhaps morc important is not the
present age of the proprietors but the age at the timc they started
or took over the busincss. It has been calculated that the entry
age of almost 80 per cent of the proprictors have been less than
30.

Amongst the respondents there were no female entrepreneurs and

as a whole no fcmale proprietor was observed by the study team in
the gector.

3.1.2 Distribution of entrepreneurs by level of education

It is often argued that education is g factor which enhances
the entrepreneurial qualities, According to Table 3,2 there arc
no entrpreneur who did not have any sort of formal education, though
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majority of them (58 per cent) do not have complcte secondary educa-
tion, But a significant portion (14 per cent) of the entrepreneurs
do have higher and spccialised techiical cducation. When compard
to the general literecy situstion prevailing in the country it is
quite evident that the scctor is ¢ndowed with a big set of highly
aducated entrepreacurs, Even when comparcd with the educational
level of the proprietors of other urban industrial activities, it
may be obscrved that the proprietors of the small engincering andg
mctalworking firms arc relatively more educated.zzl Existence of
entreprencurs with special:ised technical training (one of the respon-
dents was a graduatc from the Engincering College) is another positive
aspect which has to be taken note of,

TABLE 3.2

DISTRIBUTION OF ENTREPRENEURS BY LEVEL, OF EDUCATION

Level of cducation Number %
No formal cducation - -
Upto primary 14 27
Primary to Secondary 16 31
Secondary and Higher Secondary 14 27
Above Higher Secondary and

Specialised Technical Education 7 14

31 100
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No doubt & bettcr educated cntreprencur will be able to take
rclatively morc advantage of the institutional sources of financc
as they iequire lot of documentation and interaction with the bank

and administration,

3.1.3 Social backgground of the entreprencurs

The effecr of the social background on ontrepreneurial responsr.
and performancc is a much discussed issuc in the literature on entre-
preneurship,  In the study for social background of an c¢ntrepreneur
we have basically considered the occupation of the father. At the
same time we tried to establish whether the father of entreprencurs

belongs (or belonged) to the rural or urban currounding,

As can be scen from Table 3.3 the ontreprencurs of the small
eéngineering and mstalworking firms have a distinctive urban biascd
fawily background, In a predominantly agiurian country with a VCry
low level of urbanisation, only 33.3 per cent of the fathers of the
entreprencurs hail from rural ares, wheroas 66.7 pér cent of thenm

arc urban based.

On the other hand, the table reveals that there is considerable
intergenerational occupational mobility. Only 4 (7.8 percent) out
of 51 had any industrial activity tradition in the family, But it
is significant that 3 (5.9 percent) out of these 4 entreprencur’s
fathers were associated in various forms with small enginecring work-—
shops. Though at the national level it 1s obscrved that agriculturc
as an occupation is gradually declining, but the table indicacos
that the owners of the small engineering and metalworking units arc

basically second generation of people employed in non-farm activities,

At the same time, it should be noted that a overwhelming propor-
tion (at least 65 per cent) of the entrcprencur came from low incomc
group.
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TABLE 3.3

SOCTAL BACKGROUND OF THE ENTREPRENEURS

Occupation of the father

of the entreprcneur Lumbex Per cent
I. Rural 17 33.3
a) Agriculture 17 33.3
1) Middle & rich peasant 5 9.8
ii) Poor peasant. 12 23,5
II. Urban. 34 66.7
a) Service 15 29.4
i) High paid 3 5.9
ii) Low paid 12 23.5
b) Busiuess 13 25.5
i) Big 4 7.8
ii) Small 9 17.7
c) Manufacturing 4 7.8
d) Construction 2 3.9

51 100.0
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Obviously, all these features have serious implications on the
performance and perceptions of the entrepreneurs and to some extent
became the det:rminant of their problems. For example, it is knowa
fact that in a status conscious society with its distorted marker
cconomy, entreproveurs with humble social origin confront relatively

more problems in having access to finance.

3.1.4 QOccupational structure of the entrepreneurs

All of the entrepreneurs interviewed informed that running their
respective un.ts 1is their primary occupation, However , ~according
to our obzervation this is not entairely the reality, It is of course
true that almest all of the entrepreneurs are either physically
involved in the production processes or full-time engaged in tha
management of the enterprise, but it cen be gathered from other
krowledgeable scurces (usually the workers of the unit or ownexs
of close by units) that a number of proprietors were engaged in various
trading activities which did not have any link with the small engine-
ering and metalfabrication sector., Deeming that this issue is not
very important for the purpose of our study, the study team was satis-
fied to know that nione of the respondents were cngaged in money lending

activity as economic pursuit,

3.1.5 liode of acquisition of the firms by the entrepreneurs

Table 3.4 shows the breakdown of the asmall engineering and metal-
working units by mode of acqu1sxt10n by their respective owners.
As it can be szen from the table tnat the overwhelming majority
(82 per cent) of the entreprencurs became owner of their units by
establishing them.gﬁ/ Whilst, 16 per cent of the entrepreneur cage
into effective control of the enterprises by change of ownership,
only 1 proprietor (2 per cent) inherited the firm, Accordingly we
find that, while therec were 3 responderts (5.9 per cent) who had
metalworking activity as family cradition, only one actually inheri-
tated such an enterprise.
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TABLE 3.4
MODE OF ACQUISITION OF THE UNITS BY THE PROPRIETORS

Mode of Acquisition Number Per cent
By inheritance 1 2
By purchasing 8 16
By establishing 42 82
51 160

3.1.6 Year of £stablishment of the enterprices and year of acauisition
by the entrepreneurs

A general indication of the situatron in ap industry is usually
eéxpressed by the rate of growth of aumber of enterprises, Other
things remaining same, a higher growth rate of industrial enterprises
would imply a more favourable entrepreuaevrial supply situation.
Table 3,5 gives the distribulion of sample enterprises by: year of
establishment. As can be seen from the table only 9.8 per cent of
the enterpriscs vere established before 1971 with the oldest onc
dating back in 1955. Least number of umts (5.¢ per cent) werc
established during the period of the Iudependence anda 4 years
following, which jig quite understandable. From 1975 onward a trend
of steady growth of the Sector 1s quite discernible from the Table
15.6 per cent of the units came into being during the 1975-80 period
and whereas dur.mg the following 5 years (1981-85), the proportion
of number of units established was 33 per cent. In other words,
first half of tic present decade witnessed g spectacular growth in
the sector, whero 1982 had been the peak ycar 12 out of 51 sample
units, i.e. 23.5 Pel cent enterprises were founded that year, Onc

of the contributing factor to this, inter alia, was probably initiation
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of the financial assistance policy by the B3CIC. However, one cus
not miss the fact that, from 1982 a seculai trerd of decline in number
of units established has set in which might be an manifestation of

financial and other problems presently affecting the sector,

We have menticned earlier vhat in the case of smali engineering
and metalworking industries in Bangladesl reliable and current informa-
tion in the numbzr of enterprises over time .s lacking. For assessing
the number of units now in operation in the sector presently, we
use the age distribution of the sample units, assuming that attrition
of the small metalfabricating and engincering firms took place at
a more or less constraint rate in the past, The growth rate of the
sample enterprises implicit in their age distribution would give
us an idea of the rate of growth of the sector in the survey arca.
Having said this, we calculated the exponcntial growth rate in each
of the years period from 1970-85 where we observe the annual race
of growth has steadily increased. During 1970-75 it was it was 9,4
per cent, followsd by 16.2 per cent in 1975-80 and 20.8 per ceat
in 1980-65. For the overall period (1°70-55) the growth rate has
been calculated to be 15,5 per cent which is significantly abovs
the rate of growth of the small and cottage industry sector of the

country during the corresponding period,

Vhen we compare Table 3.5 with Table 3.6 we observe that the
structures of the period of establishment and the period of the acqui-
sition of the units are quite identical. This can be very well
explained by the fact that 82 per cent of the enterprises were estab-
lished by the present proprietors themselves.

3.2 Production Line, Production Type and Product Mix

The small metalworking and enginecring firms are predominantly
in semi-mechanised level of operation where producing goods on continu-
ous basis is almest totally absent. Quality control techniques and

Standards are relatively primitive due to rclatively rough-tolerance
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TABLE 3.5

Year fumber
Before 1971
1955
1968 >
1970 9.8
17-75
1973 1 3
1974 2 (5.9
1976-30
1977 1
1978 4 10
1979 2 (19.6)
1980 3
1981 ~85
1981 6
1982 12
1983 o 33
1984 5 (64.7)
1985 1
1986 -
51 (100.0)
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TABLE 3.6

YEAR OF ACQUISITION OF THE UNITS

Year ITumber

Before_l. 71

1955
1968 >
1970 (5.9)
1971-75
1972 1
1973 3
1974 (5.9)
1976-80
1977 2
1975 ‘o
1979 3 (2L.5)
1980 3
1981-86
1981 6
1982 12
34
1983 2 (66.7)
1984 5
1985 1

51 (100.0)
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products are usually produced ip these firms. So as to identafy
the common patterns in the metalworking processes enployed and products
gencrated it is necessary to analyse the processes and products froin
the point of view of "specialisation® and ‘commonly found combina~

tions'®,

3.2.1 Classification of the uaits according to production line

In their manufacturing activities the firms in the small enginc-
ering and metalfabrication secter use one or more of the following
technological processes: (1) casting, (ii) forging, (i1i) sheetwork/-
welding, (iv) Planting, (v) machine assembly (vi) machining, (vii)
presswork industry, (viii) moulding and finishing, Table 3.7 presenis
the breakdown of the respondent firms according to the production
line(s) employed, CQut of 51 enterprises, 14 (27.5 per cent) units
have only one¢ production line of which 12 (23.5 per cent) units are
engaged in machining only. 24 units (47 per cent) have two processcs
of which combination of ‘machining and welding' happens to be dominant:
(15 units or 2¢ per cent), - Among the rest of the enterprises, 11
units (21.6 per cent) have 3 processes and 6 units (11.8 per cent)
have 4 processes in yse. Among the 3 processes per firm uni:s
'casting, welding, and machining' is the most common combination,
vhereas in the case of 4 processcs units it is "casting, weld_ing,

machine assembly and machining',

When ranked according to main production line we observe (Table
3.8) that machining is the single most important (56.9 per cent)
production process employed in the sector followed by casting (17.6
Per cent). ‘Though shc-etwork/welding figures as the third important:
(13.7 per cent) production process, Lut when the subprocesses -arc
teken into cornsidcration, then it was found that more thanp majorify.
(52.9 per cent) of the enterprises are cngaged in sheetworking and
welding in combination with other processes., On the other hand,
though machine assembly occupies the fourth place (3.9 per cent)

according to main line of production, it is quite significant ip



31

TABLE 3.7

CLASSIFICATION OF THE UNITS ACCORDING TO PRODUCTION LINE

Type ilumber
1. Casting only -
2. TForging only -
3. Uelding only -
4. Planting only 1
5. Machine assembly only -
6. lachining only 12
7. Presswork industry only -
8. Mould naking and finishing only 1
9. Casting and forging 1

10. Casting, wvelding and machining 7

11. Casting, welding, planting and machining 1

12. Casting, welding, machine assembly - aad

machining

13. Uelding, machining and precswork industry 1

14. lachining and welding 15

16. Ilachining and mould making 2

17. Casting, machine assembly and machining 1

18. Casting and machining 3

19. Forging and nmachining 1

20, Casting, velding, machining and

presswork industry 1

51
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TABLE 3.8

RANKING OF UNITS BY MAIN PROCESS USED

l‘ain Process Frequency Per cent aank
1. Casting 9 17.6 11
2. Forging 1 2.0
3,  Sheetwork/welding 7 13.7 III
4, Flangint 1 2.0
5. lMachine assembly 2 3.9 v
6 Machining" . 29 56.9 I
7. Pressuork industries 1 2.0
8. Moulding/finishing 1 2.0

51 100.0

the context cof necessity of graduation of the wector from processing

phase to assembling of complete products.

3.2.2 Classification of units according to product types

As it has boen mentioned earlier, presently tie small engineeriny,
and metalworking sector produces a vari.ty of products, which is
reflected in the Table 3.9. During the sruvey it was found thai
21 out 51 un.ts have monoscctor product l:zia. In other words, each
of the 41,2 per cent of the enterprises in the sector produce interie-
diate goods and scrvices for one sector only. Within them productiou

of motor vecile parts dominates (3 units or 15.7 per cent), followed
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TABLE 3.9

CLASSIFICATION OF UNITS ACCORDING TO PRODUCT TYPE

Types umber
1. Industrial eculpments 6
2. lMotor vehicle parts 8
3. Agricultural implements 2
4. VlMetal industries equipment 2
5. Pipe-work 2
6. Other machinery parts 3
7. Others (miscellaneous) 3
8. Industrial ecuipments & motor
Al i 11
vohicle parts

9. Motor vehicle parts & agricultural _
inplements

10. Industrial eauipments motor vehicle parts,

agricultural implements metal industries 4
equipuents

11. Motor vehicle parts & metal industries 8

equipments

12. Industrial equipments & other machiner; parts 1

13. Agricultural implements & imetal industries 1

14. lotor vehicle parts, metal industries 1

equipments & others

51
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by production of industrial equip. uis (6 units or (1,8 per cent).
Enterprises engaged in pipeworking and producing exclusively agricul-
tural jmplements were relatively fewer up number - 3 units or 5,9
per cent and 2 unit. or 3.9 PEI. cent respectively, On the othcr
hand, another 21 ynity (41.2 per cent) have product lines where iy
production of sndustrial equipments and mcior vehicle parts happen
to be the moui importeat combination (11 wuts or 21.6 per cenL);
whilst combinction of production of motor vehicle parts and metal
industries couipiments figures significantiy (8 units or 15.7 per
cent)., Rest of the © units (17.6 per cent) aic engaged in producti.or
of items for 3 or morc scetors, where a mix of production of industrial
equipments, nroy vchicle parts, agriculturzl implements and metal
industries cquipments 1s the most popular one (4 units or 7.8 pas

cent),

When the units were classified according to their gain producc
line, it was Fevealed, as we sce from Tuble 3,10, thut motor vehicle
parts is the mostc important product 1:ip- (35.3 pex cenc) when consi-
dered in totality, rollowed by industrial cyuipments (29,4 per cent).
The third most important product 1ipe in the sector was found to

be metal industricg equipments (11,. per cent),

Amongst th: sub-processess, it was estublished that motor vehicle
parts and metal industries equipments are cgually significant followed

by industrial eguipuents.

As a wholc the sector demonstrate quite a significant diversity
in terms of forward linkages which are basically production oriented,
i.co the secror is ¢ngaged, primarily, ip production of jintermediatc
goods and Services, and, to g lesser extent, in production of means

of production,

3.2.3 (Classification of units by_productionugxgg

The metalworking and engineering scctor are usually engaged

in the following typts of basic activitics: (1) serviting and rapaj.r-
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TABLE 3,10

RANKING OF UNITS BY MAIN PROGUCT LINE

-~ - a4 W -

Product Type Frequency Per cent Rank
1. Industrial equipments 15 29.4 11
2, Motor vehicle parts 18 35.3 I
3.  Agricultural implements 3 5.9
4.  Metal i1ndustries equipments € 11.8 ITI
5. Pipe, mould, etd. 2 3.9
6.  Cther machinery parts 4 7.8 IV
7. Other ‘miscellaneous 3 5.9

51 100.0

ing, (ii) fabrication (iii) integrat.:d production (fabricatioa &

assembly), (iv) complcte goods production and (v) asscmbly.

Table 3.11 prusents the breakdown of che umits surveyced according
to their production type. 20 oui of the 51 units, 1.e. 39,2 por
cent of the units are engaged in only one type of activity., Withuin
them scrvicing and repairing activity is oveérwhclmingly dominant
(14 units or 27.5 per cent), whereas 8 per cent of the units wers
engaged in fabrication, and integrated production and complete goods
production vere 2 per cent cach. On the other hand, among the zest
of the units, which carry out two or morc activitics simultancously,
the combination of servicing and repairing and fabrication is singu-
larly important as 492 of the units surveyed arc ¢f this type, followed
far behind by fabrication and complete goods production (4 per cent).

No firm ¢xclusively dealing with asscmbly was found.



36

TABLE 3.11

CLASSIFICATION OF THE UNITS ACCORDING TO PRODUCTION TYPE

Types Number

a) Servicing & repairing 14 (277)
b) Fabricaticn 4 (87%)
c) Servicing, repairing & fabricaiion 25 (49%)

[s)

d) Fabrication & assembly

(Integrated production) 1 (2%)
e) Completr goods production 1 (2%)
f) Assembly -
g) Others -
h) Servicing, repairing & others 1 (2%)
i) Fabrication & othars 1 (2%)

3) Servicing, repairing, fabrication
& integrated production 1 (2%)

k) Integrat:.d production, Servicing
& repairing 1 (27%)

1) TFabrication & complete goods
production 2 (47%)
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TABLE 3.12

RANKING OF THE UNITS BY MAIN TYPE OF PRODUCTION

" Type of Production Frequency Per cent Rank

- S T - -

1. Servicuig and

reparring 29 56.9 I
2. Tabricaticen 17 33.3 II
3¢ Intcgrated production 3 5.9 - III

4, asscmbly - - -

5. Complice geods
production 3.9

- o ra--. -

51 100.0

N

When the units were classificd accocding to their main type
of activities, it was rc¢vealed that the more than majority (56.9
per cent) of tlhe units specialises in scrvicing and rcepairing. The
second most important activity is fabrication (33.3 per cent). The
shares of units primarily engaged in 1ntegraﬁcd production and complete

guods production @rce 5.9 per cent and 3.9 per cent respectively.

Among the sub-activities, it was found fabrication happens tu

be the most important onc followed by servicing and repairing.

Thus, when we consider the pattern of production lines, product
types and production types of the small metalworking firms, we obscrve
that it is at the phase of tramscendencs: frow the servicing and repany~
ing oriented scctor to a phasc of antegrat:d and/or complete goods
production. This dynamics of developuunt of the sictor is obviousiy
going to have somc financial implications. For cxample, if a firm

has to go to completc goods production, it will have to incur worc
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material and productiva COSt, maintain a bigwor stock of rawv-materiale
and finished goods, ctc. which will increasc the nced of working
capitul. Hore s, 1f the Cntreprencurs so as to move into more advan-
ced form of production, have to carry out balancing, modernisatior
and replacement of this equipments and mechinerics, it will dcmand
fresh investment in fixed assets, thus enhancing the financial neod

of the scctor,

3.3 Employment and Labour

The size of cmployment in the Surveycd units has been found
tuo be 310 pcrsons,gg/ accoxdingly the avielope size of employment
Per entérprise is 6.1 persons,

Table 3,13 presents the distribution of cnterprisvs  according
to size of cmployment. It may be observid from the table that morc
than majoricy (52.7 per cent) of the units have an cmployment size
of 1-5 persons. A significant portion (25.5 per cent) of the unito
have & working force of 6-10 persons. cmployment siz: of 9.8 poi
Cent ranges between 11-15 persons, whercas only 2 per cent of the

uniis have wore clian 15 bersons working in the cnicrprises.

TABLE 3.13

DISTRIBUTION OF UNITS ACCORDING TO SIZE OF EMPLOYMENT

Size of employment Number Per cent
Upto 5 persons 32 62,7
6 - 10 Persons 13 25.5
11 - 15 persons 5 9.8
15 + persons 1 2.0

51 100.0
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Except in onc, other than the propractor, no person performing
exc1u51ve1y managerial activities was obscrved among the surveycd
units, Thc uiit, where the non-production cmployec was found, bclongs

to the employment cize group of 15+ persons,

Regarding type of workers, it was found that out of the totul
nunbcr of 310 porsons cmployed in the survcyed umts, 156 (50.3 per
cent) are skilled workers and 154 (49.7 per coent) arc either apprenti-
cus or unslalled workers. Aly of both Lhe typcs of workers wcis
hirced workers. MNo incidence of family labour and female labour was
noticed in the surveyed un1ts.30/

Both .the types of workcrs arc employed full time in the enterpr..~

s having a-working day, on averagce of 8-10 hours,

The workers receive fixed monthly wagos. There is significant
dif ference boetwecn the wage rates of skilled and unskilled workcrs.
On average, the monthly wage of a skillcd worker has been fournd
to be Tk, 1,144, whilst it usually rangus between Tk. 1,00 to Tk.
2,000, depending upon the skill and naturc of the job., On the other
hand, 'an unskilled labourer on average-earns Tk, 381 pci month, whereas
their monthly wags usuclly varies between Tk. 200-400, It was obswrved
that the wage of yourg unskilled workers is dircctly proportional
to their age., On thc whole, the average income of a worker in th:

small engincering and metalworking firm earns Tk. 765 per month.

3.4 Capital Structurec

It is a known fact that the small cnginecring and :metalworking
suctor has rclatively a high value of capitalisation and' is charactc-
riscd by speudy turnover. This two factors have a considerable, bedring
on cnhancing the caprtal requiremcnt of the units of the sector.
But quantitative knowledge of how high is the capital rcquirement:
of these enterprisecs are also important in order to estimate capital
requirement for sctting up new enterpriscs in the sector and as well

as to formulatc an enlightcned credit policy, geared tol thc necd
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of thc scector. Cn the other hard, s0 as ro cnsure best possibl.
ust of scarce capital, it uis necessary nii. ouly to know the amouiit
of capital i1a usc but also its COMpOLLLLioL wilh a viiw to make most
ceonomical usc of th: scarcest type of asscts, The following descrip-
ticn of the capatal structurc of the smell cingineering and mctalfabr-

cation scctor will atempt to through somc light on thesc issues.

3.4.1 Fixed Asset

Fixed asset in the present study has been evaluated under four
broad categories, viz. land and building, machinery, tools and equip-
ment, and miscellaneous items. The value of capital stock has been
measured in teims of their resale value in current cost, although
no  rigourous method of estimating their resale value could be
applled.ﬂ/

The total value of fixed assets in the 51 sample enterprises
is Tk. 1,96,96,576, which means that the average size of fixed capital
per unit is around Tk. 3,86,207, But a wide variation of fixed asset
Size may be observed amongst the units. At one end there are enterpri-
ses having an investment of less than Tk, 1,00,000 in the form of
fixed assets and on the other end therc are enterprise where the
value of fixed assets is almost Tk. 20,00,000. Distribution of units
according to their value of fixed ussets has been presented in Table
3.14,

The proportion of land and building cost in the value of fixed
assets presented in Table 3.14 is quite significant. Due to locational
importance_the value of land is relatively high in the survey areas
and pucca and semi-pucca type of structure raised the value of the
building assets. However, in a stitution when almost all of the
units were situated in rented premises, the predominance of land
and building cost in the capital cost in the capital structure implies
that the picture of relative capital requirement that one may get
from Table 3,14 is liable to some what misleading.
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TABLE 3.14

DISTRIBUTION OF UNITS BY VALUE OF FIXED ASSETS

Value of Tixed Ascsts Frequency Per cent
Below Tk. 1,00,GC0 1 2,0
Tk. '1,00,000 - Tk. 2,00,000 12 23,5
Tk. 2,00,000 ~ Tk. 3,00,000 18 35.3
Tk. 3,00,000 - Tk. 4,00,000 6 11.8
Tk. 4,00,000 - Tk. 5,00,000 4 7.8
Tk. 5,00,000 ~ Tk. 6,00,000 5 0.8
Above Tk, 6,00,000 5 9.8
- 51 o 100.0

Alternatively, it is preferable to exclude the land and building
cost of the surveyed units and includr the amount of lump-sum down
payment made at the moment of renting the precmise or the resale valuc
of prossession of the premise to get a truer picture of their capital
requirement. This truncated requirement would appear to be the moru
appropriate measure of fixed asset requiremcit in the context of
designing credit policies, as well as, in estimating resources ceosi
of setting up of a new unit in the traditional localities of enginecr~

ing activities.,

When the value of fixed asset are adjusted in the above fashion,
it was found that the total amount of fixed capital engaged in tho
units is Tk, 1,1,22,050 and the average size of fixed capital per
unit is Tk, 2,57,295 i.e.2/3 of the previous measure of the fixed
asset. Table 3,15 depicts the distiibution of the value of ad justed

fixed assets.
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TABLE 4.15

DISTRIBUTION OF UNITS BY VALUE OF ADJUSTED FIXED ASSETS (EXCLUDING
VALUE OF LAND AND COST OF STRUCTURE AND INCLUDING AMOUNT CF
DOWNPAYMENT OR RESALE VALUE OF POSSESSION)

. -

Value of Adjusted

Fixed Assets Frequency Per cent
Below Tk. 1,00,C00 6 11.8
Tk. 1,00,000 - Tk. 2,00,000 22 43,1
Tk. 2,00,000 - Tk. 3,060,000 11 21,6
Tk. 3,00,00C ~ k. 4,00,000 5 9.8
Above Tk. 4,00,000 7 13.7

51 100.0

In the adjusted value of fixed assct of the respondent firms,
whilst the investment on account of the werkshop premise is usually
between 12-14 per ceont, the shares of machincrics and touls/equipments
vary between 64-74 per cent and 12-19 per cent respectively. Propor-
tion of miscellancous items is around 2-3 per cent,

During_the gurvey it was revealed, that among the sample unis,
highest value of average fixed asset por firm is attained by the
unit where machuine assembly is the muin produciion process, followed

by presswork, machining, casting and welding and sheetwork.

3.4.2 Working Capital

WOrking'capital is defined in the study to include stocks of
raw material, fuels and outputs, work in progress, trade accounts
receivables and cash in hand or bueck to mezt running expenditures.

Information relating to working capital is collected at a point
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in time (i.e. at the moment of administering, the questionnaire),
which way be quite deceiving as it is subject to fluctuation (in
spite of the fact that no seasonal factor determining the volume
of output was observed). Moreover, since aluiost all of the respondent
urats indicated that credit for working capital as one of théir major
need, the figures presented here should be interpreted as what the
enterprises have to do with at the present state of affairs, aot

that what theay may require for properly running the enterprises.

The total amount of working capital of the respondent firms
has been estimated to be Tk. 39,3C,875 which gives as average size
of working capital of Tk. 77,076 per unit, These figures include
both the sum of advances received for job work and used for the
purpose, as well as, amount of procurement donc on credit, thus giving
an approximate measure of the working capital requirements of the
small engineering and metalworking enterpriscs. llowever, the average
working capital figure conceals a highly skewed distribution, varying
from a modest Tk. 1,000 to as high as about Tk. 8,00,000. Distribution
of the units according to various level of working capital requirement
has been presented in Table 3,16, The Table reveals the working
capital requirement of the overwhelming majority of the units (70.5
percent) is less than Tk. 50,000 per unit.

Tthe abovementioned working capital figures are essentially
the assets of the enterprises for meeting the current production
expenses at the moment, which include both the own working capital
of the entrepreneurs, as well as, the borrowed working capital,
Whilst this indicator more or less captures the working capital necd
of the units at the present level of capacity utilisation, it, hwoever,
gives an inflated picture of the financial capabilities of the respon-
dent units to serve the running expenses from own sources, Thus,
when the working capital requirement estimates are accounted for
the production advances and credit procurcments, théy will express
more accurately the investment of the entreprcneurs themselves under
the head of working capital and alternatively bring out the contribu-

tion of the external sources for the purposc,
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TABLL 4,16

DISTRIBUTION OF UNITS BY LEVELS OF WORKING CAPITAL REQUIREMENT

Range of Working Capital Frequency Per cent
Less than Tk. 10,000 14 27,5
Tk. 10,000 - Tk. 50,000 22 43.1
Tk. 50,000 - Tk. 1,060,000 7 13.7
Tk. 1,00,000 - Tk, 2,00,000 4 7.8
Tk. 2,00,000 and above 4 7.6
T | 51 100.0

Hence, the adjusted working capital figure of all the 51 respon-
dent firms amecunts Ty, 29,57,475 and the PCr unit working capitel
figure stande to po Tk. ;57,990, which is 75.2 per cent of the total
working capital estimats, In.other .ords, 24,8 per cent of the working
Capital requirement (i.e. Tk. 19,066 per unit) is compensated by

external sourcas (i.e, customers and suppllcrs);ég/

Table 3.17 presents the distribution of the. adjusted working
capital per unit according to various Tang2s. /s expected, the units
having snaller size of adjusted.wotﬁing cupital increase in number
of comparison to their:corresponding Size group in Tab1¢f3.16.kﬂﬂé
per.Table.3.17, the number of firmg having own working éapital_bf
less thén Tk. 50,000 is 40 (78.4 péf écmt),-whilst thé'number ‘of
firms of corresponding working Capital raage,:as has been mentioncd

earlier, is 36 (70.6 per cent).

Another aspect relating to both the types of working capital
estimates is that the relative share of the better endowed firns

in the total volumes of working capital arc more than their correspon-
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TABALiQ. 3.17

DISTRIBUTION OF UNITS BY LEVELS OF ADJUSTED WORKING CAPITAL

Range of Adjusted

Working Capital Frequency Per cent
Less than Tk, 10,000 1? 33.3
Tk. 10,000 - Tk. 50,000 23 45.1
Tk. 50,000 -~ Tk. 1,00,000 5 9.8
Tk. 1,00,000 - Tk, 2,00,000 2 3.6
Tke 2,00,000 and -tove 4 7.8
- ) | 51 100.0

ding share of uaivs. But what is more gignificant 1s that the uni's
having smcller size of working capital have had & lowsr degrue of
dependence on cuslomers advance and supplivrs’ ciedit. This indicates
the disadvantageous situation of the smaller umts in meeting their
wvorking capital roquivements through the principal actors of tha
production procuss, and thus; forcing them to rcsort to other informal
sources of finunce or to remain with a greatcr gap of unfulfilled
working capital requircment. On the other hend, units with larg.r
value of fixed assuts have been found not to have corresponding amowi
of working capit;l° This, of course, « reflection of the general
scarcity of working capital in the sector, onc of the consequences
of which is lower level of Capacity utilisstion. The fixed assct
and working capital analysis revealed, that, on avcrégé; the working
capital is about 30 per cent of thet of fixcd asset or 23 per cent
of the total assot.,
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3.5 Capacity Utilisation

The spectacular rate of growth of the small enginecring and
mztalworking sector in number of enterpriscs in thc“fbcent periods
also indicates rapid increasc of production capacitics in-the scetor.
information rclating to state of utilisecion of installed‘prb@ﬁction
capacities, in the study, have.been first solicited from the cntrepro-
neurs themsclves. Since there ls a strony suspicion that the percep-
tions of the cntrepreneurs regarding rate of urilisation of capacity
may frequently be off the mark. (usually lower), so the figures arc
later compared and revised taking account of thc technically feasiblc
normel cepacity and actual output (production and services) of indivi-
dual units,

After moderating the perceived state of capacity utilisation,
it was dcemed appropriatc to prescnt the results in terms of levels
of unuscd capacity. As the Tablc 3.18 rcvcals that the bulk of the
enterprises (41,1 per cent) have an unutiliscd capacity to thc sizn
of 30-50 pcr Cent, i.ec. their rate of capacity utilisation is 50-70
per cent,  Comparativcly only a small scction of the enterpriscs
(7 units or 13,7 per cent) arc being able to put to use a high propor-
tion of their jnstalled capacity (70 pér cent and above), whercas
an cqual numbcr of units could only utilioc 30 per cent of their
proddction Capacitics. Howcver, it has been cstimated that, on tho
whole, the size of the idle capacity is around 60.4 per cent, or
in other words, the average rate of capacity utilisation if about
39:6 per cent in the sector, which is obviously a very low figurc

(when compared to other relevant national cstimates).
3.6 Material Input Structre

346.1 Raw material

The main raw matcrials used by the small cngineering and metalwor-
king firms arc¢ found to be as follows: puddled bars and pilings;
ingots, blocks, lumps of iron and stect; rods, blocks, billets, slabs
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TABLE 4.18

DISTRIBUTION OF UNITS ACCORDING TO LEVELS OF UNUTILISED CAPACITY

Level of Unutilised

Capacity (7) Units Per cent
Below 20 2 3.9
20 -~ 30 5 9.8
30 =50 21 41.1
50 - 70 16 31.4
70 - 90 7 13.7
51 100.0

and shect bars of iron and steel; iron or stecel coil for rerolling;
universal or corrugated sheets of iron; angles, shapes and sections
of iron and steel, tubes and pipcs of cast iron, iron and stecl:
alloy steel, carbon steel, copper :nd alluminum sheets, plates, bars
v aires; ship scraps; etc.

It has bccn noted earlier, that the indigenous basic iron and
stecl sector is quite narrow-based and moreso cost ineffective, and
a8'a result the metal consuming firms have to basically depend upon
raw matcrials of imported origin. Accordingly, the small metalworking
firms in addition to high prices for locully manufactured materials

and intermediatc products, have to pay high rates of tax on imported
raw mater1al¢-§§/

During thc present survey, information on consunption of raw
materials by thc units for the last threc months were collected,
which vas later crosschecked for consistcncy. Inconsistencivs basi-
cally ariscd whilst taking account of the raw material consumption

tvs the units engaged in servicing along with production. The present
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estimatc of total raw material consumpiion include raw materials
used in servicc activitics (even when they wer: supplied by he recei-
vers of the servite)éé/. waevéi, the value Bf“p}oduction of these
activities has bpeen estimated by the valye of raw materials plus

service charges.

The value of total amount of yearly consumption of raw materials
of the surveyed units has been found to be Tk. 38,16,780, i.e. o
avcrage each yajt yearly consumes raw material to the tune of Tk,
74,639, which heans raw materialg account. for 40.8% of the total

cost of production or 19,5 per cent of the gross value of output,

Table 3,19 depicts that although the average yearly value of
raw material consumption 1g around Tk. 75,000, for more than 60 peor
cent of the unitsy the Ccost of raw matericls used is less than Tk.
50,000, Wherecas the 5 largest .- the units (in terms of raw material
consumption) consum: more rayw material than th: smallest 31 altogether,
This is in fact reflection of, besides verious scalcs of operation,
the different production orientation of the units. The units having
relatively low expenditure on account of raw matexrial basically specia-
lize in scrvicing activities, wheicas hagher cost of raw material
is incurred by the firms engaged more extensively in production (fabri-
cation of parts or complete good productzion),

Although ther. are incidences of raw materials being provided
by the customers, raw materials are mainly procured by the entreprc-
neurs from the wholesalers and retailers (depending upon the size
of procurement) ang quite often on credit.§§'

Frequency of purchase of ray materials by the enterprises per
month has been presented in Table 3.20, which shows that the firng
have to engage themselves into frequent purcliase of raw materials,
For a sector 1jke engineering and metalfabrication, where therc
is a set pattern of raw materigl consumption, the raw materials are
mostly of importcd origin and quite costly (often subjected to signifi-
cant price fluctuation), it is expected that the firsm will take
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TABLE 3.19

DISTRIBUTION OF UNITS ACCORDING TO VALUE OF
‘ YEARLY CONSUMPTION OF RAW-MATERIALS

Value of Number v
Raw-mater. als . of Units Per cent
Below Tk. 5,000 10 19,6
Tk. 5,000 - Tk, 25,000 12 23.5
Tk. 25,000 - Tk. 50,000 9 17.6
Tk. 50,000 - Tk, 1,00,000 s 15,7
Tk. 1,00,000 - Tk. 2,00,000 7 13.7
Tk. 2,00,000 and above 5 9.8
51 100.0
TABLE 3.20

DISTRIBUTION OF ENTERPRISES BY FREQUENCY OF PURCHASE
OF RAW MATERIALS PER MONTH

Rapge | No. of units Per cent
Upto 5 times 23 45,1
6 - 10 times 4 7.8
More than 10 times 4 7.8

According to necd 20 39.2




advantage of the price situation and minimisc their per unit purchas.
cost by going jnto bulk purchasc and maintaining steady stock, In
this context, ic appears that'.incidencc of & sizeable portion of
the units (45 per cent) bclonging to the lcast frequent purchasig
group (almost oncc g wetk) is quite stghificant, whercas the firme
(15 percent of units) those have to address thunselves to the market
for procurcment Lo the éxtent of 6 to 17 times pex month arc obviously
in a disadvantagcous positien. It scems Lhat the reality has been
morce accuratcly expresscd by the 39,2 per cunt of the respondenta,
according to whom procurcment is donc 'as und when necessary’,  fppa-
rently, it may b ascribed to 2 weak demaend Situation, but it is
our informed opinion that basically it is the financial limitaticns
of the catreprencurs, morc preciscly che working capital shortagc,
which do not allow them to go for cost minimisation through bulk

purchase and maintsining steady stock,

3.6.2 Other inputs

Under the head of other inputs’ monthly xpenditures on account
cf electricity, gas, othef fuel (coal;. pctrolcum, firewéod}' ete),
transport, matcrial cost of maintenance and repair, water, miscellanc—
ous expenses‘haVu been considered. It has been cstimated that cosi
of the above mentioned intermediate consumpLion items in the surveyad
sniall cngincering  and metalworking firms odds upto Tk. 26,88,75C
Or on average Tk, 52,721 per «nit. In othur words, proportions cf
intcrmediat o consumption (uther than raw matcrials and labour) in
the total cost and gross valuc of output arc 28.75 per cent and 13,71
per cent respectively. These high percenteges of ‘other input! expen-
diture .js largely cxplained by the ¢nergy intensive production: proces-

SCS, Qharacterising the sector,

3.% Value Added

The valuc added by the sample enterprises during the last onc
year (1986) haes becn estimated to bce Tk. 1,31,01,172 or 66.8 per
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cent of the gross valuc of output , which amounts to about Tk, 2,56,886

per unit yearly, The valuc added per cnhterprise is sometimes uscod

a8 a measurc of size of firm., Distribution of the units by their '

average size of value added has been prescnted in Table 3.21, As
the table reveals that more than 70 per cunt of the units have an
annual value added to the maximum of Tk. 1,00,000. The significant
size variance amongst the 'large' and ‘small® units is broughout
by the fact that 30 per cent of the samplc firms (belonging to the
larger value added range) account for more than 85 percent of the
total value added.,

TABLE 3,21

DISTRIBUTION OF UNITS ACCORDING TO AVERAGE SIZE OF VALUE ADDED

Value Added

Range (000) No. of Units Per cent
Less than 50 18 35.3
50 - 100 18 35,2
100 - 500 10 19.6
500 -~ 1,000 3 5.9
Above 1,000 2 3.9
51 100.0

3.8 Production Analysis

Taking into cognisance all the valid criticisms which are usually
leveled against production function analysis, an attempt was undertaken
through the use of most popular production function used in empirical
investigations with a view to generate some insights on the issucs

of returns teo scale, marginal productivitics of inputs and efficicncy
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.
in their allocation, and the possibility of factor substitut:.on.-:iq/
In a stituntion wherc no alternative satisfuctory techniques arc
available for rtiw purpose of our study, the present exercise has
been carried ont to estimatc certain lmportant. parameters for whatever

their worth,

Estimated vzlves of rclevant parancters sre first obtained by
the traditionzl neo-classical Cobb-Douglas production function having.

the gneral form

Y = AL%KD

it d

where A is g coastent, Y value added and L labour services and ¢
Capital serics. The paramcters a and b arc clasticities of output
with respect to lzbour and capital respectively, The sum of the
nlasticities reflects the degree of returns io scale in production.
Whilst labour and capital should be ideally measured in floy terms,
because of nen-availability of data ip most cmpirical exercises: they
are measured in stock terms.

In our exercise enterprise level cross-scction daty- have been
used to estimate the production function, Labour has been measured
in flow terms by the amount of wage bill paid by the entrepreneurs
over the refercnce pcriod (last one year), whexcas capital has becn
measured in stock terms by adding together the present ré'sale valua
of Possession of the building, machinery, and cquipment “and other
fixed assvts " and the value of working capital, i.e. stocks 1nput:.s
and outputs, work in Progress, amounts receivable and cash in hand
or bank to peet immediate expenses, at the moment of administering
of questionnaire,-3-7~/

Results of the regression run on the estimgted values of the
relevant variables for the surplus have been presented in Table 3.22)
The results indicate that the Cobb-Douglaas production funetion
gives of relatively good fit to our’ survey data."""’The"valu"e o'f R2

is 0.567 indicating that about 57 percent of variation in value added
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TABLE 3 . 22

ESTIMATED VALUES OF PARAMETERS OF THE COBB-DOUGLAS
PRODUCTICN FUNCTION FOR THE SMALL ENGINEERING
AND METALFABRICATION SECTOR

Vulue of Coefficient Coecfficicnt _ 2

Constant of labour of Capital Value of R

-5,149 0.120 1.175 0.567
(0.189) (0.255)

Note: Values within parentheses arc standard crrors of the estimated
regression cocfficients.

is explained by the variations in use of labour and capital., The
value of the coefficients on labour and capital are significantly

different from zero.

As it is known, the sum of the coefficieats of labour and capital
in Coob-Douglas production function reflects the degree of returns
to scale. In the present case, the sum of he coefficients is more

than one indicating an increasing returns to scale,

As the neo-classical production theory posit, estimation of
marginal factor productivities and their comparison with wage‘ and
interest rates give insights into the effeciency of allocation of
the inputs. The marginal productivity of labour and capital may be
estimated within the framework of Cobb-Douglas production function

as follows:

MPL = a%
. Y
and MPK = bﬁ'

where MPL and MPK are marginal productivities of labour anc capital

respectively, a and b are output elasticities of labour and capital,
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/L and Y/K are average productivity of labour and capital respec~

tively,

The estimated marginal productivity of capital for the small
engineering and metalfabrication sector :has been found to be' Tk.
0.346 for one taka of investment. This means that the return at
the margin on capital investment in this sector is 34.6 per cent,
Considering that interest rates on bank loans are 14 per cent per
annum, this result suggests that expansion of investment in this
sector will iwmprove allocative effic;encya§§/ However, as it has
been mentioned earlier that since very few of the small engineering
and metalworking firms have access to or get adequate support fromw
the institutionsl credit narkets, these enterprises have to fall
back upon the informal/non-insti@utional credit markets which charge
a very high rate of intercst. Thus, whilst chose firms who are privi-
leged to have institutional credit support; get cheaper capital which
induces them to go for more capital intensive techniques, but those
who do not have access to financial instituiions the situation is
not so unambigous, Although the rate of return on capital ié quite
high in the small enginecring and metalworking sector, it is only
profitable to jnvest: by borrowing capital from the informal credit
market when the rate of interest of the later is less than the incre-
mental return on every supplementary capital, Our subsequent analyéﬁs
will show the implicit borrowing interest rate in the informal credit
market, in most of ‘the cases, is significantly higher than 35 per
centég. As a result the dualistlc'capitél market promotes ineffi-
ciency in those cases in allecation and utilisation of cgpital where
the units have to be satisfied with an investnent at a below optimal
level.

The marginal product of labour for the small engineering firns
is Tk. 3.25 per hour as against the average wage rate of Tk. 2.95
per hour. The result that wage rate is 90,8 pérceﬁt of the marginal
product of labour indicates that labour s more or less'éfficiently
utilised by the sample firms and there is nb'significant scope fox
additional employment,
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3.9 Productivity

Productivity in our study has becn measured in relation to parti-
cular inputs, i.c. lzbour and capital. Labour productivity and capital
productivity mcasured by value added per unit of capital and labour
are partial productivities. However, in a labour surplus and capital
scarce developiny, country like Bangladesh to indicate efficiency
amongst them, the more relevant partial productivity 1s that of capital
rather than lzbour. Even the crucial dcterminant of labour producti-
vity is amount of capital necessary to employ a worker. And, of
course, total productivity will be more meaningiul in measuring how

efficiently both capital and labour are -combined.

3.9.1 Labour productivity

Labour productivity has been estimated in the study through
two measures. rurstly, it is value added per worker per year and
sccondly, valuc added per labour hour. The avercge labour productivity
has been found to be Tk. 42,261 per worker (irrespective of skilled
or unskilled) per year or about Tk. 3522 per month, The average
labour productivity per hour for the sector has been estimated to
be Tk. 14.05. Since a significant portion of thc workers (about
50 percent) in the sector i¢ unskilled :nd/or apprentice workers,
the second peasure of labour productivity nceds to be appropriately
adjusted to more accurate express valuc added per skilled worke»
hour. Taking two unskilled/apprentice/child workers for one skilled
worker equivaleiit, value added per hour fo: a skilled worker has
been ¢stimated to be Tk. 18.10.

3.9.2 Capital productivity

The valuc added per take of capitel invested has been estimated
at Tk. 0.70, indicating a relatively high rate of return on capital.
The capital-output ratio has becn found to be on average 1.09,
However, according to Table 3.23 a variction may be noted:in capital--

output ratio among the sample cnterprises. The enterprises having



56

a capitel-output ratio of less than 0.50 arc in fact units endow.d
with very littlce fixed assets and usc very little working capital

and are engaged ia scrvicing activities,

TABLE 3,23

DISTRIBUTION OF ENTERPRISES BY LEVEL OF CAPITAL-OUTPUT RATIO

Capital-output

Ratio No. of Units ~ Per cent
Upto 0.50 $ 11.8
0.51 - 1,00 21 41.2
1.01 - 1.50 16 31.4
Above 1.50° 8 15.6
St 100,0

3.9.3 Total productivity ratio

As it has been mentioned earlier, comparative study of the effi-
ciency in resource use among various cnterprises cannot be made in
relation to cither labour productivity_prhéqpitql_productivity alonc.
Accordingly, a total productivity ratio -expressing . value added as
& proportion of the welghted sum of labour and capital, (the welghts
being the scarcity price of the inputs) has been estimated, The
total productivity ratio (which is in sensc efficiency index).»"I‘PRi
has been calculated as follows:

VA,

TPR., =& et
i wLi + in

where VAi is the value added by the ith enterprise, Li the labour
hours worked for producing the output, and Ki is the amount of
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capital 1invested in the cnterprisc, and w and q are the marginal
productivities of 1labour and capitui for th. scctor as a whole.
Whilst, thc derominator in the above cquation shows what the ith
unit could product given its labour and capital realising the marginal
productivities of labour and capital of thc sector as a whole, the
numerator expresses the amount the unit has actually produced, If
the ratio is grcater than onc for a particular unit, it may be saxd
to be earning morc on its labour and capital than the scctor as a

whOlE.‘ .

Distribution of umits according to diflerent sizes of totul
productivity ratio (efficiency index) is rcported in Table 3.24.
It should be noted that units listed in the most efficient and margi-
nally inefficient groups are primarily those which have relatively
lesser amount of investment (fixed asset and working capital), Only
onc among thesce 10U unit happens to have very high cepital intcnsity,
which mcans overcapitalisation of this unit has resulted into its
marginal incfficiency., As a whole, most of the efficient groups
units rank r‘evlati‘vg.ly high in capital intcnsity (particularly thos:
having more¢ than 1.50 productivity ratio) suggesting that greater
influx of capital in the sector will positively influence on enhancing

the level of efficicncy of the enterprises.

3.10 Profit

Profits have becn estimated directly from the information on
input~output and value of fixed assets collected from i:he sample
enterprises during the survey, Profit figures were derived by subs-
tracting from valuc added the wage bill paid to the workers, rent
paid for hircd buildings, and the estimated value of depreciation

of machincry and equipmcnts.ég/

Accordingly it was found that on average per unit Tk, 8,919
is yearly accounted for depreciation which is 2.3 percent of the

gross valuc of output or 4,9 pcrcent of the total cost.
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TABLE 3.24

DISTRIBUTION OF UNITS ACCORDING T0 EFFICIENCY INDEX

Valuec of Total

Productivity Ratio No. of Units Per cent

Less than 0,75 4 7.8

(most inefficient)

Oo75 - 0099 6 1108

(marginally incfficient)

1.00 - 1.25 8 15.7

(marginally cfficient)

1.26 - 1.50 11 21.6

(efficient)

Over 1.50 22 43.1

(most efficicnt 22 43.1
51 100.0

Per unit yearly cost and returns estimates of the small engineer~
ing and metalfabricatio:x sector as presented in Teble 3.25 reveal
that on average enterprises of the sector acerue very high ratc of
profit, The table shows that on average o small enginecring and.
metalworking unit carns nearly Tk, 2,00,000 pcr year which is 50
per cent of the gross value of its output. The total amount of profit.
generated in the sample units is estimated to be Tk. 98,00, 496.
Amongst the 51 sample firms, there was dnly onc reported incidence
of incurring loss. On the other hand, significant variation of profit-
ability rate was observed anong the sample entérpriseso
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TABLE 3.25

PER UNIT YEARLY COSTS AND RETURNS IN THE SAMPLE SMALL
ENGINEERING AND METALFABRICATION ENTERPRISES

AS 7 of Gross Value

Item Value of Output
Output 3,84,337 100.0
Production
Servicing
Material input 1,27,560 33.2
Raw materials 74,839 19,5
Other inputs 52,721 13.7
Labour input 55,800 14,5
Total cost 1,83,360 47,7
Valuc added 2,56,886 66.8
Depreciation 3,919 2.3
Profit 1,92,167 50.0
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CHAPIER 4

FINANCING SMALL ENGINEERING AND METAL FABRICATION
ENTERPRISES

It is a common belief amongst the. concerned researchers that
one of the major factors inhibiting development of new small scale
units and transformation of the existing ones from traditional to
modern lines is shortage of finance.ﬁl/ Lack of finance forces the
enterpreneurs to use second hand machines, inferior methods of produc-
tion, and ineffective techniques of procurcment and marketing, On
the other hand, this problem in fact is so acute and extensive that
all other problems, whether of inadequacy of raw material or shortage
of power, labour or marketing, become in the ultimate analysis a
problem of finance.ﬁg/ The perennial problem of finance, confronted
by the small enterprise are usually explained by the general paucity
of capital, defective lending policies of the financial institutions
and the dualistic features of the capital market of the deVeloping

countries,

In this chapter we seek ¢o examine the general chcaracteristicsg
of finatcing of establishment operation and expansion of small engine-
ering and metalworking firms, and attenpt to assess whether lack
of finance is impeding the growth of the sector. To stert with, let
Us examine how the enterpreneurs themselves perceive the factors

limiting more effective use of their scarce resources.

4.1 Entrepreneurs' Perceptions About Their Constraints

We have mentioned earlier that for g3 capital-ycarce country
like Bangladesh, efficient use of capital is an issue of overriding
importance. To this end, level of utilisation of already installed
production capacity is one of the appropriate measures of efficient
use of capital. Again, it has been noted earlier, that on the average,
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share of idle capacity in the to-al technically possible production
capacity of the surveyed units has been found to Belvery high ‘(morc
than 60%Z). In that case, instead of askihg tlie respondent entrepre-
neurs to enlist their problems (in order of importance), during the
survey they were requested to mention the factors (in decending order
of importance) limiting higher level of utilisation of capacity in

their firms.

Several factors have bearing on the rate of capacity utilisation,
which include technological requirement, market condition, resources
of the firms (particularly working capital), government policy, etc.
Notions of the entrepreneurs regarding the unsatisfactory state
of capacity utilisation presented in Table 4.1 reveals that inadequacy
of working capital has been identified by more than majority (58.8
per cent) of the units as the single most important factor, and it
also figures significantly (31,3 per cent) as the second most important
factor impeding better utilisation of capacity. More than } of the
respondents deemed lack of demand for the goods and services of the
units has contributed most in keeping installed capacity idle, Amongst
the inputs, unavailability of skilled labour appeared to be a matter
of more concern (9.8 per cent) tian raw material constraint (3.9
per cent), However, skilled labour shortage figured prominently
(37.2 per cent) as the single most important second factor. Interes—
tingly, one of the respondents (classified under ‘others' ) mentioned
"inability to expand capacity is hampering his rate of capacity utili-
sation' as his most important problem, i.c. addition of another set
of particular machine would have balanced his inventory and .enhanced

the rate of utilisation of existing technological facilities.

As it appears from the Table, on the whole, the entrepreneurs
_ largely associate their constraints, in the process of operatlon,

to supply related ~issues, amongst which working capital need is pre-
dominantly important, At the same time concern releting demand aspectt
is quite discernible. Whilst, relatively small firms were quite
univocal about working capital need, the large firms voiced concern

about sluggish demand,
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TABLE 4.1

PERCEPTIONS OF THE ENTREPRENEURS REGARDING FACTORS
AFFECTING CAPACITY UTILISATTON

First Most Important Second Most Important

Factor Factor
Factors
No, of Per cent No. of Per cent
Units Units
1. Lack of work 13 25,5 14 27,5
2. Inadequate working '
capital 30 58.§ 16 31.3
3. Raw material
constraint 2 3.9 1 2.0
4, Unavailability of X
skilled labour 3 9.8 19 37.2
5., Others 1 2.0 1 2.0
51 100,0 51 100,0

During the discussions with respondents it was found that though
the entrebreneurs perceive both fixed and working capital to be their
ma jor initial constraihts, lack of fund for meeting working capital
requirement happens-to{be their primary concern. When the respondents
were asked to indicate the stage of production cycle where fingncial
assistance will be most beneficial, an overvhelming majority of the
firms (80 per cent) mentioned it to be' the pre-production stage i.e.
finance is mostly needed to cover the expenditures necessary to put
a job order into operation (Sec Table 4.2) 12 per cent of the respon-
dents maintained that financial assistance would be most fruitful
if it can finance the expenditures reléting to market promotion and
maintaining stock of produced goods., Whilst finance is no problem

for the entrepreneurs when a job is already in the production process,
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TABLE 4.2

PERCEPTION OF THE ENTREPRENEURS ABOUT THE STAGE OF PRODUCTION
CYCLE WHEN THE FINANCIAL ASSISTANCE WILL: BE:MOST BENEFICIAL

Stage ' No. of -units Percent
1. Procurément and organisation
of production 40 80
2. Actual production process 1 2
3. Marketing and maintaining 6 12
stock
4. Recurring expenditure 3 6
50% 100

*One out of 51 of respondents mentioned that does not need any financial
agsistance at any stage,

a section of the enterprises pointed out support to sustain recurring
expenditures at the begining of each month (overhead costs, wage
bills, etc.) will be most 'appreciatcd.,

Analysing Table 4,3, where the percecptions of entreprencurs
regarding the duration for which financial assistance is required
have been prescnted, it becomes quite clear that what these entreprc-
neurs expect is short term credit for sustaining the operation of
the units, Whilst 46 per cent of the respondents indicated that
duration for which financial assistance to be provided may be less
than a month, only 12 per cent reckoned it should be for more than

a year.

Evidence provided in the foregoing paragraphs prompt us to con-
clude that even when the entrepreneurs of the small cngineering and
metalfabrication sector are somechow able to gather the initial venturc

capital, but many of them may fail to grow and sustain their production
because of lack of adequate flow of credit to meet short-term operating
expenses,
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PERCEPTION OF THE ENTREPRENEURS REGARDING THE DURATION
FOR WHICH FINANCIAL ASSISTANCE IS REQUIRED

Time Period No. of Units Percent
Upto 1 month 23 46
Upto 6 months 13 26
Upto 12 months 8 16
More than 12 months 6 12
50 100

4.2 Financing of Initial Capital

The first requirement of capital faced by the entreprencurs
is the initiallcapital Or start-up capital. The total amount of
capital invested by the teSpondent entrepreneurs to establish the
units or to acquire effective possession of them has been estimated
to be Tk, 58,43,000, which means the average sizc of initial investment
per enterprisc is apprbximately‘Tk. 1;14,600.

There exists variation among the initial capital per enterprisc
invested at different points eof time. . There are enterprises with
relatively modest investment of. Tk. 20-25 thousand at the one e;d.
and Tk. 300-350 thpuéand at the ofher. Distribution of enterpriscs
by their size of initial investrent (after adjusting :he figures
of various years for inflation) reveals that the pumber of units
in various size groups secularly decreases with the increase.of the
range. Thus, 33.3 per cent enterprises belong to single most importent
group of units having an initial investment to the maximum of Tk,

50,000, whilst 15,7 per :cent of the units'béiéng to the upper bound
range of Tk. 2,00,000 and above.
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TABLE. 4,4

DISTRIBUTION OF ENTERPRISES BY SIZE OF INITIAL INVESTMENT

Range »f Initial Capital (Tk) No. of Units Per cent
Upto 50,000 17 33.3
50,000 - 1,00,000 14 27.5
1,00,000 - 2,00,000 12 23.5
2,00,000 and above 8 15,7

51 100.0

Having cstablished a notion about the size of initial capital
of the units in the small engineering and mctaworking sector, it
becomes important to generate some idea about the pattern of firancing
of this form of capital., As Tablec 4.5 exposes that whilst own capitel
of the entrcpreneurs had been the main source of financing the start
up capital (63.6 per cent), borrowed capital also contributed signifi-
cantly (36,4 per cent), By own capital it has been meant here resour-
ces generated by the entrepréneurs himself through sale of assets,
savings, accumulation from other busincss, etc.ﬁg/ The main sources
of borrowed initial capital have been found to be friends (16.5 per
cent), xelatives (12,3 per cent) and financial institutions (5.1
per cent). Under the head of ‘'others', thc respondents basically

included share of the business partners, if any.

Analysing thc Table, quite a. number of aspects. can not escape
our attention. Firstly, the insignificant contribution of institu-
tional sources in financing start-up venturc capital in the sector.
Secondly, friends and relatives, as in other sectors of the economy,
here also togother provide the bulk of the borrowed capital (79,1



TABLE 4,5

FINANCING GF INITIAL CAPITAL'BY’SOURCES

Sources Amount Per- cent

I. Own Capital 37,15,000 63.6
1. Borrowed Capital 21,28,000  36.4
Friends 9,67,000 16,5
Relatives 7,16,000 12,3
Bank 3,00,000 5,1
Money-lender 10,000 0.2
Others -1,35,000 2.3
III. Total Initial Capital 58,43,000 100.0

per cent) and a. important portion of the total initial capital (28.8
per cent). However, as we will see later 'friends and relatives’
as sourc;s:,_of,_ informal finance do not necessarily mean lending of
capital free of cost, Thirdly, the role'vof professional moneylenders
(except in one case) appears to be totally absent. One obvious-infe-
rence which can be drawn from this is that usury capital has not
yet penctrated into the sector or has bcen totally squeezcd - out.
Howevef, our  subscquent analysis shows that either of the -above
inferepcc;:s arc not true. It may be suggested that the professional
moneylenders arc not £o keen to finance thc venture capital due to
the risk factor involved, even when they havc an opportunity to chargc
high rates for the credit extended, Fourthly, it is quite 'evidexii:,
the entrepreneurs for financing start-up capital, have to pr1niarily
rely on their own internal resources as against the external sources,
including both formal and informal,
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The abovemade observations are quite consistent with resources
of the country-and the occupational background of the entrepreneurs.
The infrequent use of loans as a source of intial capital funds
by the entreprencurs is basically explained by the paucity of loanable
funds resulting from underdeveloped and segmented nature of the capital
market, high cost attached to sdch funds, and knowledge and information

gap facing the borrower about possible sources of loans.

In our analysis no functional relation was found between the
size of initial capital and pattern of financing, Nevertheless,
there were attempts on behalf of the respondents of 'larger' units
to ascribe their initial investment to borrowed sources (which may

be a deliberate attempt to conceal his previous incomes).

4,3 Financing of Raw-material Procurement

Although quite often the necessary raw materials are provided
by the customers and/or financed by the advances paid by the customers,
raw materials arc mainly procured by the small engineering and metal-
working enterprises from the wholesalers and retailers (depending
upon the size of procurement), situated in and around Dhaka Cityo
However, it was also established during the survey that a significant
portion of the units (29 units or 56.9 per cent of the units) purchase
a part of their raw material on credit or on deferred payment. Table
4,6 present the extent of use of credit in procurement by nuhber
of units. - According to the Table, whilst 43 per cent of the units
do not make any use of credit pufchase, 29.4 per cent and 21.6 per
cent of the units can resort to credit to finance upto 25 per cent
and 50 per cent of their raw material procurement respectively,
Only 5.9 per cent of the respondents. mentioned that they can take
advantage of credit purchase to cover more than 50 percent of their

procurement expenditure,

Taking into consideration the frequency at which procurement

is done by the units and stability of the selier-buyer relationship,
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TABLE 4.6

DISTRIBUTION OF ENTREPRISES ACCORDING TO THE SHARE OF CREDIT
AND/OR DEFERED PAYMENT IN RAW-MATERIAL PROCUREMENT

Per cant of Raw-materials
Procured on Credit and/or No. of Units ¥ of Units
Peferred. Payment

Nill 22 43,1
Below 25% 15 29,4
265 - 50% 11 21,6
above 50% 3 5.9

51 100.0

it may be suggested , that use of credit for financing procurement
in the sector is not so wide even though 57 per cent of the units
are making use of it in various extent. '

lowever when one considers the raw material suppliers® input
to the . working capital, the importance of credit purchase of raw
materials becomes more noticeable. The total amount of debt of the
sample units to the raw material suppliers (and to an insignificant
extent to the machinery and equipment dealers) has been found to
be Tk. 14,43,850 which is 36.7 per cent of the total current assets
of the enterprises.

4.4 Financing of Expansion Capital

Out of Dl responding units, 45 units mentioned of expanding
their business during the last five year pcriod (1981-86). In view
of the constraints, inhibiting fuller realisation of the potentials
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of the sector, and due to the fact that a big section of the enterpri-
ses have only becn established in 1980's, the finding that 88 per
cent of the units have expanded their business through addational
investment in recent past only underscorcs the vitality of the scctoer.
Total amount of «xpansion capital investcd during the said period
in the concerned units has been estimated to be Tk, 53,26,300, i.c.
Tk. 1,18,46Z on average per enterprise.ﬁi/

Table 4.7, presenting distribution of units by various levels
of investment with amount, ecxposes that.35.6 per cent of the units
account for 66.6 per cent of the total invested expansion cepitel.
These enterprises exclusively belong to the group of relatively
'large' small engincering and metalworking firms having higher lcvcl
of capitalisation and employment. Moreover, the ratio of expansion
capital to valuc added is higher in this group of firms than thec

same of the rest of the units in the sector.

TABLE 4.7

DISTRIBUTION OF UNITS BY LEVELS AND AMOUNTS CF EXPANSION
CAPITAL INVESTMENT DURING 1981-86

Units Investment in Average

Range of Expansion the Range Investment
Capital (Tk) Per per Enter-
Number Amount Per prises in
cent
cent the ange
Upto 50,000 18 40,0 8,69,800 16.3 48,322
50,000 - 1,00,000 11 24,4 9,10,000 17.1 82,727
1,00,000 - 2,00,000 8 17.8 13,85,000 26.0 1,73,125
2,00,000 and above 8 17.8 21,66,000 40.6 2,70,750.

Tot.al 45 100.0 53,30,800 100,0 1,18,462
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The contributions of diffcrent sources of funds in various ranges
of wexpansion capital investment have been depicted in Table 4,0.
The Table shows =hat in overall financing of expansion capital,
informal sector loan appears to be the single most important (27.0
peI cent) source, cloécly followed by rifinancing through profit
(26.4 per cent;ﬁé/ The contribution of the institutional loan 15
also quite presounced (23.1 per cent) in the total investment figur:.,
Howover, we find the relative role of varicus sources cf financuing
are significantly dafferent for various ranges of e¢xpansion capital

investment,

According to Tablc 4.8 the firms belonging to smallef’investment
groups (upto Tk. 1,00,000) had vo dcpend on informal sector. credits
te the extent of about 55 per cent to fipance the cxpansion of their
businiss. The contribution of institutionul finance is minimal in
the oversard investoent groups (a little morc than 4 Per cent).
Whercas in the lexger investment ranges (Tk., 1,00,000 and above),
informal credits account for 14-15 per conc only of the total invest-
ment in the rang.s, and institutional loanz about 30 pér cent fo
the same. On the other hand the proportion of rceinvested profit
13 maximum (34,6 per cent) in the highest investment range;égf Moru~
over, thc sher¢ of fund from own sources (profit, salc of property,
and other own sources) is also higher for the firms having biggcr
investment (it is 40 per cent for the units with less than Tk. 1,00,000
investment), In other words, the units belonging to bigger investme:t
range (which o ¢ incidentally the more capitcl intensive enterprises
with bigger scale of operation) gencrate morc investible surplus
and capable of Lobilising rclatively mor: resources from internal
sources. Thus, amongst the sample small Enginceering and metalworking
units two distinctive tronds can be identifi.d with r<speet to finon-
cing of expansion capital, . In thc structur.: of sources of financing
of expansion cepital for the small investmont ruuges “informal crcdii.
= own rusources' set dominates, where in the case of larger investment

ranges the set is 'own resources — insticutional finance.®
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TABLE 4.8

PROPORTION OF EXPANSION CAPITAL CONTRIBUTED BY VARIOUS SOURCES CF FUNDS

Total Invest-.

Range of Expansion Profit Sale of Other Own Institutional Informal Sec- t in th
Capital (Tk) Property Sources Loan tor Loan igggeln €
Below 50,000 20,882,000 38,000 1,05,000 45,000 4,73,000 5,69,000
(24.0) (4.3) (12.1) (5.2) (54.4) (100.0)
50,000 - 1,00,000 2,00,000 50,000 1,10,000 50,000 5,00,000 3,10,000
(22.0) (5.5) (12.1) (5.5) (54.9) (100.0)
1,50,000 - 2,00,000 2,50,000 5,55,00C 1,00,000 2,70,000 2,10,000 13,75,000
: (18.1) (40.1) (7.2) (19.4) (15.2) (100.0)
2,00,000 and above 7,50,000 - 2,50,000 8,66,000 3,00,000 21,66,000
(34.6) (11.5) (40.0) (13.9) (100.0)
Total 14,08,000 6,43,000 5,65,000 12,31,000. 14,83,000 53,30,820
(26.4) (12.1) (10.6) (23.1) (27.8) {100,0)
Note: Figures in the parenthesis denote percentage of row total.

1L
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The above findings have important implications. Firstly, for
the relatively smaller units of the sector informal credit is the
predominant contributor to the financing of expansion and these units
remain almost out of the coverage of the operations of institutional
finance. When these units come up with significant amount of their
own resources, they had to supplement their cwn capital with costlier
credit. Cecondly, whatever amount of institutional credit has been
disbursed in the small enginecring sector, it appears ‘only the rela-
tively larger units have benefitted from it. But for these units
internal resources remain to be the major source of expansion capital

funding.,

Some observations can also be made if we compare the pattern
of financing expansion capital with that of initial capital. First
of all, it is found that the share of own capital is higher in initial
capital (64 per cent) than that of in expansion capital (50 per cent),
Secondly, the contribution of the institutional finance is less
in start-up capital (5 per cent) as against the expansion capital
(23 per cent). Thirdly, the informal sector loans account almost
equally for financing expansion capital (28 per cent) and financing
initial venture capital (29 per cent), However, as we will subse-
quently see, the relative roles of various sources within the informal

loan mix are significantly different in two cases,

4.5 Financing of Working Capital

Accoridng to the perceptions of more than majority of the entre-
preneurs (59 per ceﬁt) the main reason for the existance of unused
capacity in the sector is the shortage of working capital. It may
be testified that lack of sufficient working funds is the most signifi-
cant factor that puts the small engineering and metalworking enterpri-
ses (particularly the 'smaller’ units) in a conspicuously disadvan-
tageous position, Other factors do aggravate their problems, but

they assume a secondary role.
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The composition of gross working capital (i.e. current assets)
is made of inventories, debtors and sundry current assets such as
cash in hand/bank, advance deposits, etc. The capital structure-wisc
break-up of this item in its various constituents is given in Table
4.9. As we sce inventories (stock of raw material and finished goods,
work in progress etc.) comprise more than 77 per cent of the current
assets. The prouotion of holding of raw matcrials and finismed goods
have been found to be affected by the financial resource availability
of the entreprenurs or more precisely by the scale of operation of
the units. Significant unrealised amount or account of already deli--
vered goods and services (about 18 per cent) and small amount of
cash in hand and/or in bank (only 4.7 per centﬁz/ express the weak

base and precarious liquidity position of the enterprises,

However, when the two important sources of financing working
capital of the sample units are considered, we find share of suppliers’
credit (allowed on raw material) in the current assets is 36.7 per
cent and advance received from the customers contributed 8.3 per
cent only. Abstracting from other sources of external borrowing
and accounting for the trade credits and production advances received
by the enterprises, it was found that the own working capital of
the sample units is a little more than 75 per cent of their current
assets. It is notable that the quantum of credit and advances granted
to the units stands greater in comparison to the quantum of credit

allowed by the them to their customers.,

But significant share of trade credit does not reflect the ade-
quacy of working capital, more so at the low level of customer's
contribution. Obviously under such circumstances, the units have
to resort to borrowing from other external sources, particularly

from the informal sector to meet running and recurring expenditures,

The analysis of working capital structure reveals its fragile
composition, inadegnate liquidity and considerable dependencé on
trade credit and production advance. It was noticed that there exists
a positive association between these featursus with the scale of opera-
tion, i.e. smzller the firm, weaker the working capital structure.
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TABLE, 4.9

COMPOSITION OF GROSS WORKING CAPITAL OF TIE SAMPLE UNITS

% of Current

Item Value (Tk.) Asset
Inventories + 30,38,576 77.3
Cash in hand/bank + 1,084,751 4,7
amount receiveable 4+ 7,07,557 17,9
Current assct 39,30,875 100,0
Raw-materials recejved

on credit 14,43,850 36,7
Advance rcceived from

the customers + 4,70,450 8.3
Own working capital 29,57,475 75.2

4.6 Financing of Output Disposal

'Marketing of output happens to be a very important factor which
influences the production and determines the efficiency of operation
of an enterprise. It is often argued, because of smallness in the
scale of operation, poor financial position, competition from imported
goods and large industry products and inadequate infrastructural
facilities, marketing may often become a leading constraint of develop-
ment, Whilst these general propositions arc also true for the small
engineering and metalfabrication firms, some distinctive features

of the sector regarding output disposal need to be pointed out,

The small engineering units situated in Dhaka City cater mainly

to the local need but have a major market outside the capital, covering
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rest of the: country, The market.ng practices of these units may
be classified broadly under the following three huads:
(i) catering (small) individual order:
(ii) vholesale order supply;

(iii) subcontracting.éﬁ/

We know that the sector is predominantly service oriented.
Those units which are engaged cnly in servicing they usually cater
individual orders, placed directly by the customers and they usually
depend on the local markets, The uni'.s having production and assem-~
bling facilities along with servicing can take advantage of the whole-
sale orders and work as subcontractors of large industries. This
group of units hav: markets of greater geographical coverage (parti-
cularly those involved in subcontracting). Table 4.10 gives thc
distribution of cnterprises by their major marketing ovutlets, Prepon--
derance of the units involved in small job work is explained by the
fact, that thougzih many of these units do supply wholesale orders
and, -occassionaly, subcontracting, these do not happen to be their

main marketing practise,

Consequently, the smell engiceering cnterprises do not have
any marketing wing of their own which dispense with ready goods,
as and when approachéd by thec customers. In that case the output
marketing strategy centres not around disposal of ready goods and
services but around finding appropriate worl: orders. It may be recal-
led 25.5 per cent of the responding units mentioned sluggish demand
as the main factor inhibiting fuller utilisation of their existing

Capacity.,

In that case¢ it may appear that the problem of financing output
of small cngineering workshops, if there is sufficient effective
demand for the goods and services provided by these enterprises,
is essentially problem of financing production. And as we have dis-
cussed earlier, a portion of the production cost is covered by the
advances paid by the customers. Hotwithstanding this, as we have

mentioned earlier that 80 per cent of the respondent entreprencurs



TABLE 4,10

DISTRIBUTION OF UNITS BY MAJOR MARKETING OUTLETS

Major Outlet No. of Units Percent
Catering individual orders 33 65.0
Wholesale order supply 12 23.4
Sub-contracting 6 11.6
51 100.0

have indicated that the neccssity of financial assistance is most
acute at the preproduction phase. At the same time 12 per cent of
the proprictors of the responding units mentioned that financial
support will be most appreciated if it is targetted for financing

markcting and maintaining stocks (both raw material and rcady goods).

The liquidity position of t.. small engineering units bécomcs
vulnerable when they are sometimes required to sell on credit whic:,
involve problems of dclayed payment and defaults. During the survcy
it was found that 32 per cent of the samplc cnterprises sell on credit
or had unrealiscd amount for alrecady delivered goods or services,
And for those¢ who had such pending payments to their credit, 13
per cent of their current asset or 23.9 per cc-nt‘of the own working
capital, i.e. Tk. 7,07,537 constituted that amount. Although thec
entrepreneurs ruled out the possibilities»of default, it was reported
that .repayment: delay in these kinds of transaction is very high,
particularly in the case of supplying government orders.
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4.7 Analysis of Financial Ratios

To assess the overall financial status and stength of the small
engineering and mctalworking enterprises, in cur study, we have ana-
lysed three important financial indices viz. current ratio, liqui-

dity ratio and proprictory~ability ratio.

Current ratic (CR) is a measure of liquidity of a firm, i.e.

CR = -—-oULrcnt Assets
Current Liabilitics

where current esscts mean sum of the valucs of stores and spares,
stock in trade (raw-matcials, finished goods; work in progress),
sundry debters, cash balances at hand and at bank, loans anq advances,
and current liabilities mean acceptances, sundry creditors, interest

accrucd and other liabilitics and provisions.

The currcno ratio of the sample units on average has becn found
to be 1.65 indicating that the current asszcts of the units arc only
lattle morc than 17 timcs the current lisbilitices. Obviously, it
is an expression of a very modest financial situation as in ideal
case CR should figure between 2. and 3,0, Thus, the estimated CR
of the engincering units reveal that their strength <f working capital
and thcir solvency in regard to current operation are bordering on

the margin,

Currcnt asset ratio is usually discussed along with liquidity
ratio (LR) which 1s a more severe test for liquidity as strictly
liquid asscts arc comsidered and it more precisely expresses the

adequacy of working capital. LR is worked out as follo:s,

Cash, Immediately rvaliscabie goods; Lebtors
loans and advances considered rood
IR = e
Current Liabilicics

The average LR for the responding units has been estimated to

be 0.66 which cxprusscs therr stringent. fipancial position, The
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sample cngincering units cén mitigate Lheir immediate liabilitics
to the uxtent of 68 per cent by the quick ass.ts at theip disposal.
The LR and CR dicline noticcably with ducreasc in scale of operation
(in terms of valuc added) indicating morc vulnersble liquidity posi-
tion of the sualler units of the sector. Considerable friquent pur-
chasc of rav material confirm the asscriion of cntreprenevrs  and
our forugoing analysis that the small Lnglneering  aad metalworking
sector (more so the 'smaller’ among the 'small') arc facing financial

difficulties duc to liquid resources constraint.

Under the circumstances it ‘becomes nccessary to cvaluate the
prospec”. of the scctor in terms of long term financial strength,
index of which 1s happens to he proprictory-liability ratio (PLR),

PLR is worked out as

Het Yorth
PLR = Total Liabilitics

where net vorch means present value of asscts minus gll liabilitics
and total liabilitics include both current and long-term liabilitics.
PLR is also an expression of externt of cotreprencur's: own investment

and the extent of borrowed fungs.

The averuge value of PLR has been cstimated to be 1.83., It
mzans that the sharce of the entreprencurs to the total assets of
the sample unit is about 65 per cent and the level of total indebted-
ncss of the units to various firms of creditors is around 35 per
cent,  The higher the PLR, thc more comfourtable is the position of
the creditors boccause it means they can be called up to suffer losses
only if thc losscs are very high, Gn the other hand, a higher PLR
than CR may b interpreted as the samplc units are better endowed
financially in long term scnse in comparisen to mecting its currcne

liabilities,

The low liquidity ratio docs not contradict high rate of profit
as we have soen significant portioni of profit is being used foir

refinancing of investment,  The cntreprencurs attempt to compensat:
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the inadequacy of their working . apital by increasing/accelerating
its turnover. Concommitantly, it appcairs that the entreprencurs
in their attcmpt to optimize resource allocatron and minimise cost
of borrowing are investing their own funds rclatively more in fixcd
asstts which in turn is cnhancing their crodicworthincss in the credit

market,

Cn the whele, th: operational financicl cosition of the smull
engineering and mctalworking units can not be termed anything butter
than modest, although, there are indications that the long term finan-
cial position is quite prospective, provided proper arrangements
can bc may made for fresh capital inflow to the sector for casing

the present operational financial difficultics.

Significant icliance of the small enginecring and metalworking
scctor®s entieprensurs on internal sources in financing initial capi-
tal requirements and on reinvestuwent of profits in financing expansion
capital roflects rcasonable rates of return accrued to them from
their enterpriscs, But internal financing through rcinvestment of
profits, salc of preperty, and other own sources is hardly enough
to meet thoir purposc because of insignificant retained earningc,
high consumption of profits, ever incrcasing production cost, con-
sidcrable underutilisation of production capacity, repayment delays,
etc. In such situation limited usc of cextornal funds by the entrepre-
neurs is not a mattur of choice, but a coasvquence of thear restricted
access to such funds flowing particularly frow formal credit market.
As a conscquence: thr small cotreprencurs of the sector are left
with no othcr alternative but to fall back on wnformal scctor non-ing-
titutional lenders cven though loans obtained from them arc inadequats::

and bear high interest rates.

Under the circumstances, the gowth anu uxpansion of the small
engincering and metalworking sector, particularly during their initial
Stage is likely to be extremely difficult unless arrangements arc

made to cnsure adequate flow of formal credits to the sector, which
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may remain a Far cry unless the . :rmul credit markei is consciously
developed to suit the circumstanccs and gearcd to meet the specific
needs of the enterpraiscs,  Along with this, it may not be possible
and/or desirable to avoid altogcther financing by informal financial
intermediaries at the preseat state of affaiis. Given a low race
of savings, infermal scetc: lenders have @ significant role to play
in mobilisang rcsources and investing them cfficiently, Thus, it
bicemes dimperative to analysc the modes of operation and their impli-
cations of th: financial intermediaries (both formal and informal),
ascertain their comparative advantage  and suggest mcasures so that.
they can be made a more constructive component of development finan-

cing for small engincering and metalworking scctor,
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CHAPTER 5

THE NATURE AND MODALITES OF INFORMAL CREDIT MARKET OPERATIONS IN
IN THE SMALL ENGINEERING AND METALFABRICATION SECTOR

Vindicating the role played by the informal credit markets in
the least developing countries, three fundamental distinguishing
characteristics of the ICMs are usually mentioned in the literature.
First, the . transaction cost of borrowing and lending of ICMs are
lower than those of formal secter institutions, serving the same
clientile. Second, ICMs are oxtremely successful, either de juri
or de facto, in avoiding administrative controls on lending and borrow-
ing rates which so often shackle formal sector institutions. ‘Third,
ICMs normally succeed in escaping completely from implicit taxation
of the financial sector which arises from the government's preempting

of funds at sub-equilibrium interest rates. . In short, ICMs are dis-

tinguished by their comparative advantages in reiation to some factors
which restrict the 1level of financial intermediation in the
economy.—zﬁ/

Discussion containing in the foregoing chapters established
that non-institutional financial sector or ICM covers significant
portion of the financial activities of the small éngineering and
metalworking enterprises, Virtually remaining outside the awbit
of institutional finance, these enterprises draw upon~the ICM to
finance a vast portion of their initial capital, subsequén't fund
for expansion and working capital need, Lven & cursery look at the
operations of informal financial sector with the small engineering
and metalworking enterprise tells us it is a hetrogenous residual
sector comprising different entities, such as friends and relatives,
suppliers and customers, moneylenders and other investors, who provide
capital in innumberable ingenious ways, often linked to supply, machi-
nery, employment and customers (deriving indirect financial or non--

financial benefits) or overtly taking the forim of usury capital
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directly charging high interest rates or discreetly taking the form
of profit sharing), 1In an attempt to have a better irsight of the
structure and operaticn of (he ICH, the present chapter analysing
each of the in<ormal loan incidences of the sample enterprises over
the last five ycar tinme period (1981-85) concentrates on the issucs
relating to incidence of.informal loans, idgntification of the lenders,
sources of funds and their uses, nature of credit relationship and
market segmentation, level 'and structuce of interest rates, collateral
need, transaction cost and general trend of evolution of the ICH
in the small engineering and metalfabrication sector. On the whole,
Wwe will try to consider the actual mechanism and actors through which
informal finance is made available to the borrower-entrepreneurs

of the sector,

5.1 Flow of Informal Fund Through the Sample Units

Our survey rcvealed that out of the 51 sample enterprises 32
units have resorted to informal sources of fund, at least once, for
various purposes during the period covered (1981-85). The aggregate
figures relating to inflow and outflow of informal credit funds through
the debtor enterprises have been depicted in Table 5.1, The total
amount borrowed by these units have been estimated to be Tk. 19,65,000.
It'means, whilst 62.7 per cent of the enterprises are indebted to
informal creditors, flow of fund per” enterprise amounts to about

Tk. 38,530 during the given period,

According to our estimates, on account of these informal 1loan
transactions, the amount payable by the debtor enterprises to their
creditors, at the end of 1986, is Tk, 29,29,000 including Tk. 10,14,000
as interest.ég/

The amount repaid by the debtor units during this period as
against each of the loan cases adds upto Tk. 10,97,000 of which Tk,
8,02,000 as principal and Tk. 2,95,000 as jnterest,
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TABL. 5.1

INFLOW AND OUTFLOW OF INFORMAL CREDIT FUNDS THROUGH
32 INDEBTED SAMPLE ENTERPRISES DURING 1981-85

™

Amount of A’"‘;"i'zt (;E ')Je Amount paid (Tk.) Amount ("Tfs‘)ta"dmg
loan taken P ° *
(Tk.) .. .. . .
Princi~ Inte- Princi- Inte- Princi- Inte-
Total Total Total
pal rest pal rest pal rest
1965000 1965000 1014000 2971000 602000 295000 1097000 1163000 719000 18E£2000

The total outstanding amount on account of the reported lean
-cases works out to be Tk. 18,82,000 which includes Tk. 11,63,000
as principal and Tk.7,19,000 as interest.éﬁ/

From Table 5.1 it appears that the debtor enterprises during
the period could pay back almost 41 percent of the principal amount
and 29 percent of the interest accrued. The relative promptness
of the debtors in repaying the principal part of the net amount payable
by them is well cxpected, as it is the result of an attempt on behalf
of the debtors to minimise their total payablc amount by reducing

the principal component.

5.2 Incidences of Informal Loaus

In the 32 indcbted units, a total number of 62 loan incidences
were recorded. Distribution of units by the number of times loan
takea (Table 5.2) shows that the:three-fourths of the indebted units
have had resorted to informal financing only once or twice over a
five year period, Obviously, this is not a very high incidence rate.
Given the acute financial need of the enterprises, this may be pos~
sibly explained by the overall paucity of funds in the ICM, and/or
the cost of such loans has restrained the entrepreneurs from more

frequent borrowing,



84

TABLL 5.2

DISTRIBUTION OF UNITS BY LOAN INCIDENCE

No. of timcs . No. of
loan taken No. of uplts incidences
Once 14 14
Twice 10 20
Thrice 4 12
Four time 4 16
32 62

Table 5.3 prusents the incidences of informal loan operation
by ycars of their cxecution. From the table a discernible trend
may be idencificd., Whilst 1983 is the peak ycar, when more than
32 per cent of the loan transactizns took place, number of loan inci-
dences markedly incrcased from 1781 to 19683, and then secularly

declined in the following two yeers.

During 19C1-85 33 of the 51 sample calerprises came into being
(refer to Table 2.5). If we analysce the structure of the units by
their ycar of cstablishment (during this time period), we find tat
in 1962 maximum number of 36 per cent of the units were F*stabllshud
followed by a uniform decrezsc in number. Vhich means that thore
is a corrcspondence with a one year tim: lag between the trends of
establishment of new units and loan incidences.  Thus, it may be
suggested, there is a strong association betwecen numerical increase
in number of cnterprises in the scctor with that of demund for credit,

rcesulting ..to higher degrele of informal loan transaction.
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TABLE 5.3

INFORMAL CREDIT INCIDENCES BY YEARS OF EXECUTION

Loan incidunces

Year

No. yA
1981 4 6.5
1982 10 16.1
1963 20 32.3
1984 18 29,0
1985 10 16.1

62 100.0

5.3 Size of Informal Loans

Whilst freqency of borrowing may be an indicator of level of
activity in the IQ{, but it becomes more meaningful when these credit
operations are considered with respect to size of loans. The averago
size of loan for the 62 opcrations has been found to be Tk, 31,694
(seec Table 5.4), however, a marked variation exists amongst the loaun
sizes, Bulk of the loans (42 per cent) is "small' loan ranging between
Tke 10-25 thousand and controlling 21.4 percent cf the credit flow.
The second most important group of loan opcrations (30.6 per cent)
belongs t¢ Tk, 25-50 thousand rangc, through which 28.8 per cent
of the volume of credit was chanellised. Thus, 72.5 per cent of
the loan incidences are smaller 1loans '(less than Tk, 50,000) and
they account for 50.2 per cent fo the total credit amount. Predomi-
nance of larger number of small loans may have resulted from a number
of factors. Since the borrowcrs from the informal sourccs are basi-
cally the entireprencurs of relatively hodest means, their economic
standing to somc extent determined their creditworthiness in the
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TABLE 5.4

DISTRTRUTION OF INFORMAL CREDIT OPERATIONS BY LOAN SIZE

.. Total amount lent
Loan incidences

Size of loans in the range Average sizc
(Tk.) of loan (Tk)
No, YA Taka A
10,000 - 25,000 27 41.9 4,20,000 21.4 25,554
25,000 - 50,000 19 30.6 5,65000 28.8 29,737
50,000 - 100,000 13 30.0 6,55,000 33.3 50,385
100,000 - 200,000 3 6.5 3,25,000 16.5 8,33
62 100.0 19,65,000 100.0 31,694

ICM and subscquently limited the possibility of availing themsclves
bigger amount of credit, The highcr incidence¢ of smaller loan is
an expression of nece.““ty of small loan for short period required
for mitigation of working capit..l deficits and other operational
c¢xpenses, The p0551b111ty that thc lenders favour disburscment of
funds in small Packages in an attempt to havc a better leverage over
the borrowers may not be totally ruled out. However, it also gocs
without saying that the ovecrall scarcity of loanablc funds may be
one of the primary factors determining the sizc of the loans.

5.4 Extent and Potential of the ICM

Whilst the researchers quite categozlcally describe the credit
market in the developing" countricvs as dualistic, they are ‘not .o
unanimous regarding the nature of the ICH in these countries, Thus,
we find abundance of attributary ‘definiticns such as ‘monopolistic’,
‘competitive', "competitive monopolitic' oic, Wiithout going inLc
any theoritical discourses in this regard, In our study by addressing
ourselves to the issuc of nature of tile ICH an the small engineering

sector in Bangladesh, basically we wanted t¢ generate some 1dea rela-
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tirg to the exteat and potential of the ICi in terms of number of
active lenders and size of available loanable fund., As it is difficult
to make any rigoruus estimates regarding the relevant absolute figures,
we have attempted to produce some indicative quantative figures which

would help us to makc sone assumptions in this regard,

W;th a view to gave the potential of the ICii, and in some sense
to assess the extent of ‘monopolisations’ we tried to find out the
number of persons who are presently active as informal creditor,
or may potentially become one. In order to Jo so we have asked thc
debtors the number of persons approached by hum to get the loan before
ne could successfully negoiiate 1t, It was revealed that during
the course of €2 1loan transactions, a total number of 321 persons
were approached by the debt seekers, which means on average more
than 5 persons (decmed potential by the debtor) were ava:lable to
be requested for lcan. Taking into conginsance the possible diverse
contacts which an urban loan seeker has;.moreso when he is a proprietor
of a modern enterprise, thié figure, in our opinion in not so big.
However, as we sce in Table 5.5 that in 16.1 per cent of the loan
cases the respondent had to approach 5 to 10 persons and in 6.5'per
Cén. cases more than 10 persons hac to be found before the respondent

could preduce a loan.

TABLE 5.5

DISTRIBUTION OF LOAN CASES BY NUMLER OF PERSONS
APPROACHED FOR GETTING THE LOAN

Numbe
Number of persons Loan cases a:z:g;cgidpgzsgzz
approached No. g range
lto5 48 77.4 163
6 to 10 10 16.1 72
More than 10 4 6.5 86

62 100.0 321




But the number of persons needed to be approached would have
increased if these potential creditors did not have ready funds at
their disposal tou meect the financial demand of the loan seeker.
According to our survey the potential financicl demand of the concerned
respondents amounted to Tk, 25,83,000 whereas the actual amount of
tund supplied by the creditors, as has been mentioned earlier, was
Tk. 19,65,000 which is about 76.1 per cent of the requested sun.
This signifies the limitation of lonable funds in the ICM and to
some extent explains the high rate of intercst often charged by the

informal creditors,

It is alleged that the ICMs are "segented’ or ffragmented' along
various patronages and lineages, local political groups, trading
and production lincs and geographical boundaries. In the cours:
of our study we have tried to explore to what extent the ICH of small

engincering sector embodies the segmentation process,

Evidence suggest that the operations of ICii of the small engine-
ering and metaiworking sector is perceptively compartmentalised along
the line of activities of the sector. 22.5 per cent of the lenders
themselves are engineering workshop owners, whereas 33.7 per cent
of the lenders arec associated with sector in onc form or another
(either on the input side or on the output side).ég/ Moreso, out
these of total 56.7 per cent engineering sector based or associated
lenders, 35,5 per cent are have direct production linkages with th=
debtor's units. These close circuit operations have found to be

cemented by various types of socio-economic and political bondages.

The segmentation of ICMs results basically from the segmcntation
in the flow and interpretation of information. Due to lack of acquin-
tance with other potential lenders (including the financial institu-
tions) thc debtor approaches only them who are known to him through
his business, whercas the lender try to minis¢ his lending risk by
giving money Lo the activity best known to hum. Thus, the segmentation

15 perpetuated,
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In the luight of the above analysis, if we add to the number
of engineering sector based and ansociated lenders, the lenders who
are relatives of the borrowers anu those living in close proximity
to the surveyed areas, the level of segmentation will appear to be
more pronounced. In that sense, approximetely 69 percent of the
lenders have access to information relating to the sector in one
form or another (by experiénce of running similar enterprise, by
being involved in peripherially associated activities, by kinship

relation and by living in locational proximity).

5.5 Sources of Informal Credit and Identification of the Lenders

Whilst analysing sources of fund, it is a general practice in
the literaturc to categoriese the lenders in terms of 'friends and
relatives', ‘professional moneylenders’, ‘well to do people', etc.
This type of classification, obviously, can not adequately capture
all the diverse lineages through which fund of each of the lenders
are made available to each of the borrowers. in our study besides
retaining the classification in the above line, we have attempted
explore other societal features of the lenders with & view to draw
a more comprehensive profile of the real actors of the ICM in the
small engineerig sector. Basically, the approach concerns itself
in tracing the links which bind the creditors with the debtors and

their business.

5.5.1 Sources of informal credit

Similar to many other sectors, the major contributor of informal
credit in the small ecnginecring and metalworking sector (in terms
of number of cases as well as loan amount advanced) remains to be
the group ‘relatives' (58 per cent) followcd by 'friends/neighbours’
(32.3 per cent)., Only in 4 cases (6.5 per cent) it was mentioned
that the lender is involved in prefessicnal moneylending and in 2
cases (3.2 per cent) the lender happened to be a rich man, (who is
neither a professional moneylender nor a friend/rclative/neighbour
of the borrower) (sce Table 5.6).
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TABLE 5.6

DISTRIBUTION OF .LOAN CASES BY TYPES OF INFORMAL
CREDITORS AND THEIR RELATIVE ARES

Loar incidences Amount advanced Average size
type . of loan
No. 7 Taka Z (Tk.)

Relatives 36  58.0 8,62,000 43.9 23,945
Friends/Neighbcurs 20 32.3 A,03,000 30.7 30,150
Moneylenders 4 6.5 3,05,C00 15.5 76,250
Rich persons :

(other than the 2 3.2 1,05,000 9.9 97,500
moneylenders

62 100.0 19,65,000 100.0

However, it is significant to note that there is a variance
in the proportion of loan cases with that of amount lent by the respec—-
tive group. Ue find whilst the moneylenders and the rich persons:
account for 5.5 per cent and 3.2 per cent of the loan cases, they
contribute, 15.5 per cent and 9.3 per cént respectively of the total
inflow of informal credit. Thus, an assessment of the extent of
cxistence of the moneylender (as well as other rich persong) basu!
on only frequency distribution of loan casus will give us a deflatcd

idea of the role played by these groups of lenders.

In addition, the ‘aVerage size of the loan packages provided
by each of the groups varics amongst themselves. Whilst the average
size of loan cxtended by the relatives or friends has been worked
out to bc Tk. 23,945 and Tk. 30,150 respectively, they average uizc
of loan provided by the moneylenders or rich persons is about 3 times

morc¢ than that,
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5.5.2 Occupational structure of th. lendoers

In pursuaace of our attenpt to identify thc informal lenders
in the small engincering sector we tried to gathcr information relating
to the primary occupation of the persons whe provided credit to the
debtor cnterprises. Table 5.7 shows distribution of lunders by their

occupation,

As the table reveals that the scrvice holders figure most promi-
nently (32.3 por cont) amongst the creditors., Amongst thesc scrvicce
holders, the persons on governient or somlgovernment services are
the main contributor (19,3 pur cent) of informal credit., Incidentally,
it was found that 4 of thu 20 service-holder creditors were working
abroad (3 in Middlc Fast and 1 in Europc). The finding of servicc
holders appcaring to be a major credit supplicr i1n the scctor obviously
has important policy implication in thc light of domestic resource
mobilisation. It appcars that majority of the service-holders belongs
to the ‘friends and relatives’ group indicating that small bundles
of pursonal savings of fixed income carners are being converted into
industrisl investments through infurmal seccial intericediation. How-
cver, this is not to say that thesc investmonts arc not bringing
any rcturns to thc creditors and sources of these funds are not necce—
sarily the savings gencrated from the carned incomes of the scrvice
holder creditors. (We will return to these dssucs later  when we
will be discussing inrerest rates and roal origin of the advanccd

amounts),

The second most important group of lendcrs (25.8 per cent),
associated with diverse kinds of trading activities are closely fol-
lowed by thc creditors involved in manufacturing and engineering
activities (253.7 per cent), It is intercsting that the ICM of tho
small cngineering and metalworking sector is being able %o attract
funds from creditors who deem it more bencficial for them to invest
their surplus in the sector instcad of in their own business., However,

here again the above statement will be an oversimplification of reality
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TABLL 5.7

OCCUPATIONAL STRUCTURE OF THE INFORMAL LENDERS

Occupation No. of lenders Z
l. Service 20 32.3
Govt./Scmigovt, 12 19.3
Privatc 4 6.5
Abroad 4 6.5
2. Trade 16 25.8
Machinery supply 4 6.5
Raw nmater:ai supply 2 3.2
Hardwarc acaling 3 4,8
Wholesalc grain dealing 2 3.2
Speculative trade 2 3.2
Consumer goods 1 1.7
General 2 3.2
Transport 4 6.5
4. Construction 4 6.5
Agriculture 2 3.2
6. Manufacturing and engineering 16 25,7
Motorworkshop 2 3.2
Enginecring and metalworking
enterprises 14 22,5

62 100.0
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if we do not take into cognisance the types of business the creditors
are involved in (c.g. supply of machincery, supply of raw wmaterials,
etc,), which give them on added advantage as {inanciers, 7This remains
also truc for the creditors such as cnginccring and motorworkshop

owners.

The other two equally important group of creditors (6.7 per
cent) are people cngaged in construction (they arc government enlisted
contractors) and transport scctor (they arc owners of bus, minibus
and autorickshaws). The arca which figurcs 1least (3.2 per cent)
1n the occupational structure of the creditors, as may be expccted,

1s dgriculturc.,

Analysis of thce occupational structure of the creditors revealed
that a person who at the first instancc wos identified by the borrower
as a professional mcncylender, on closer scrutiny, was found to be
a speculative trader or involved in wholesale trading as xuellaég/
On the other hand;, thc analysis also rcvealcd that the creditors
are drawn from diverse professions signifying a certain level of

intecrsectoral mobility of capital in the ICH of the scctor.éﬁ/

5.5.3 Production linkages between the informal creditors and  the
debtors

As we analysc the occupational structure of the informal lenders,
it can not escapce our notice that activitics of the lenders are closely
associated with the small engineering and metalworking sector (either
through backward linkages or through forward linkages). Here onec
ponders whether the association occupations of the creditors have
any rclevance for the credit“relations which ¢xists between the debtors
and creditors. In other words, if the creditor is attached to the
debtor's enterprise through any production link, then the creditor
might have felt interested to finance the capital need of the debtoer
with a vicw to cnhance his original busincss, ensuring a safe rceturn
of the lent amount (may be along with some dividend), It is reckoned
that thesc types oficredit relations may remoin well concealed within
the classification of 1lenders as ‘friends, and relatives' or as

'service holders’ and 'traders®.
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Having this in mind, we tried .o estzblish hoy many of the credi-
tors are directly associnted with their ruspective debtors enterpriscs
through input supply (machincry and raw matzrial) and output disposul
(marketing agent or consumer), Evidencc gathcred in this regard
have becn presented in Tablc 5.8.22/ The table shows that a con-
siderablc portion (35.5 per cent) of the ecroditors has direct produc-
tion reiated associztions with the borrowing units. The most promincoi
amongst this group of creditors (22.6 per cent) appears Lo be people
who regularly gvail themselves  the goods and scrvices provided by
the units (C.g. owncrs of hardware steres, automobilc workshops;,

bus, minibus, subcontracter «hgincering units, cte,),.

TABLE 5.8

DISTRIBUTION OF CREDITORS BY THEIR PRODUCTION
LINKAGES WITH DEBTOR ENTERPRISES

Type of relation 2. 0of creditor A
Supplier of raw material 2 3.2
Supplier of machineries 4 6.5
Pcrmancnt customer 14 22,6
Marketing agent 2 3.2
No direct linkage 40 64.5
62 100.0

Whilst a certain degree of interlocking of the informal credit
market relations becomes evident from the above data, it is necessary
to distinguish the credits provided by thisz groups of creditors from
the traditional 'trade credit’ concept, The credit provided by the

concerned group of creditors to their clients are in the form cash
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credit, which is not necessarily be.ng used to financc the particular
goods and serviccs provided by or providiag to the creditors. (This
type of arrangement appears to go in favour of the creditors about
which we discuss later). On the other hand, had not there been thosc
production linkages bhetween the concerned group of creditors and
the debtors, thce necessary credit information flow rcsulting into
credit transaction would not have taken placc. Credit relation in
these cases thrives on the production linkages between the concerncd
group of creditors and the dcbtors, the allowing credit information
flow result into credit transaction. Thus, cradit relation in thess
cases thrives on the production linkages botween the creditors and

the debtors, but exists relatively independent of thosc linkages.,

5.5.4 Exploring the 'depcudency' of the debtors on the creditors

It is a common wisdom that "dependency ' is onc of the main attri-
butes of tne informal credit relations. It is usually argued that
the creditors, tuking advantage of various typus of 'patron-clicnt'
relationship, wmanating from diversc socio-cconomic and political
phenomena, appropriate high rates of intcrest from their clients.
To explore this issuc in the context of our study wc asked the respon-
dent entreprencurs whether they fcel themselves doependent or obligated
to the creditors for any particular rcason, having impact on their

credit relation.

The responsus in this regard, tabled below (Table 5.9) exposcs
53.1 per cent of the debtor-entreprencur maintain that there cexists
no such bond with their creditors, which could have influenced the
terms and conditions of the loans negotiated., The most important
form of dependence, as recognised by the respondents, appears to
be the economic cnc (19.4 per cent). According to the respondents,
as they are linkcd te the creditors for various rcasons, they had
no other choicc but to accept the ground rules of the loan transaction.
The creditors who cnjoy this kind of advantage over the borrowers
include the machinery and raw matcrial supplicrs, subcontractec enginc-

ering workshop owners and othcr permanent cuslomers. Social bondages
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TABLL 5.9

DISTRIBUTION OF LOAN CASES BY THE FORM OF DEPENDENCE
OF THE DEBTORS ON THE CREDITORS

loan cases
Form of dependence

No., %
Economic 12 19.4
Social 10 16,1
Political 4 6.4
No such dependence 36 58.1

62 100.0

also figurc prominently (16.1 per cent) in the dependent credit rela-
tion. It was rcported that borru.ers, for diverse social reasons,
feel themselves attached to the sources of loan, for assistance exten—
ded to them previously or in anticipation of probable helps. Thesc
favours includc matrimonial matters, getting job for the son or
brother, having common economic interest clsewhere, etc. and the
patron-creditor in these cases are usually the relatives and friends.
Interestingly, 4 of the borrower rcspondents (6.4 per cent) acknow-
ledged that the existig political environment of the study areus
have prompted them to avail loans from their respective creditors, The
respondents reported that these creditors are themselves big engineer-
ing workshop owners and trade union bosses, having high level connec-
tions with the bureaucracy and ruling party. DBy virtue of their
socio-political position, these creditors control the supply of elec~
tricity (particularly illegasl connections), moderate sale of workshop
pvssessions, manipulate with the distribution cf work orders of the

subcontractees, etc. As the borrowers are virtually helpless against
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the possibilities of remaining wit..out electricity and wotk order
or evicted from the workshop premise, they had to agree to the loan

propositions of their creditors.

Thus, we find that the so called ‘patron-client' relation persists
in a considerable extent (though in a much more subtler forms than
in the rural moneylending activities) in the ICM of the small engine-
ering sector in 41,9 per cent cases. However, it can not be said
that the patron-creditors all belong to a particular type or group,
though the role of the people engaged in the activities related to
the sector {particularly the engineering workshop owners) are rela-
tively pronounced in this respect, On the other hand, it appears,
as may be expected, a pattern cuts through the structures of sources

of loan and types of dependence between the debtors and the creditors.

5.6 Sources of Infomal Credit Funds

One of the features of available literatures on informal credit
transactions in DBangladesh is that, whilst discussing sources of
informal funds they limit themselves to the immediate sources of
the funds, usually, with respect t« the occupation of the lenders
or their relationship to the borrowers. Alternatively, what is neces-
sary is to trace the ultimate (original) sources from which the money
flows. Obviously, it would necessatiate generation of information
relating to real incomes and expenditures of the lenders. As such
cooperation in this regard is not expected from the lenders, we had
to satisfy ourselves with the perceptions of the debtors regarding

to origin of lenders' money.

Table 5.10 presents the perceptions of the loanees about the
sources of funds advanced by the creditors. Whilst, in 19.4 per
cent cases the respondents were not sure (or did not want to disclosc)
about the real sources of the lenders’ funds, it emerged that personal
saving of the creditors ‘s the single most important source (41,9
per cent) of the lent amount. In 14.5 per cent incidents, the loance
feels that the lender has diverted a portion of his own running cash

capital into financing of the debtor's enterpriss., Foreign remittances
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TABLE 5.10

SOURCES OF INFORMAL CREDIT FUNDS ACCORDING TO THE
PERCEPTION OF THE BORROWERS

Loan cases
Source ————

No. A
Personal. savings 26 41.9
Business capital 9 14,5
Selling landed property 2 3.2
Foreign remittances 4 6.5
Unearned income 9 14,5
Not known 12 19.4

62 100.0

account for 6.5 per cent of the loan tases, whereas funds generated
through selling of agricultural lands - 3.2 per cent, The role of
"black incomes® in the ICM is & much talked sbout theme and, inciden-
tally, in 9 cascs (14.5 per cent) our respondents strongly asserted
that their loan demands were met by the 'black liquidity ‘of the
creditcrs.ég/

It was found that the creditors those who have been identified
by the respondents as 'black money lerders' are mainly service holders
or involved in speculative trading, On investigation it was found
that a significant portion of these lenders arce humble service-holders
in different government and seml-government organisations and depart-
ments, viz., Power Development Board (PDB), Watcr and Swearage Autho-
rity (WASA), Telegraph and Tclephones, (T & T), etc.éZ/ It is quite
clear that almost all of the moncy advanced by these types of finan-
ciers has been ‘cained' by cmbezzlement of public funds and taking

bribes by using their functional positions.
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Apparcntly, savings account fo. the substantial portion of the
informal credit funds;ég/ but it is difficult to form a judgement
within the framewerk of thc present study, whether this cnhanced
role of the savings in a result increased money supply, incriascd
money circulation or increased use of a guven volume of savings.
" we accept chanclling of funds gencrated from sale of agricultural
lands to Lhe wigincering scctor, as an expression of interface between
rural and wurban cconomy, then it may be said that rvelative sharc
of such transfers 1s not very sizcuble, partrcularly when comparcd
with inter-cconomy remittances. Granting that in the ‘segmented’
ICM of the sector, much of the reallocated running capitals or other
business came from activitics having vertical or horizontal production
linkages, along with other dependent relationships, it may still
be said a considcrable portion of the flow of thesc funds has becn

caused by thc productivity and ratc of return dif ferontials,

5.7 Purposes of Informal Lending and llses of Fund

Where the informal money goes is a question which has quite
important policy uamplications relating to mobilisation, allocation
and equitable usc of informal capital market funds. Accordingly
an analysis of thc purposi.s of negotiated informsl credits and their
actual usc patterr is also warrantcd when we cxamine the characteris—

tics of ICM operation in the small engineering scctor.

There arc cvidences that duc to deplorablc economic conditions,
the borrowers oftcn do not use the funds for the purposes for which
they wcre negotiated and thus capital boirowed for financing onc
productive purposc 1s exploited to meet other competing production
demand or cven uscd to mitigate cmergency consumption need.  Keeping
this in mind, in the present study whilst gathering rclevant data,
we decided to explore the perceived dichotomy between apparent purposa
of giving loan and the actual use of it. Since our study kept informul
loans taken and used to mect consumption cnds beyond its purview,

what we intendcd to acertain is whether consumption loans are utiliscd
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for financing production or loans ncgotiated for production purposes

arc used for consumption.

Evidence as presented in Table 5.11 suggest that, except in
two cases, loans were actually used for the purposcs for which they
were taken, This finding do not come as surprise as it is quitc
natural that the borrower will use the fund appropriatcly fer which
he is paying a high cost, On the other hand, knowing the proximity
which exists bctween thce lender and borrowers in terms of sociul
relationship, place of residence, sphere of activity, etc, it is
also expected that the lender, in order to cnsurc his rcturns, will
closely oversec that his moncy is properly utilised. The two cas:s
where loans have becn taken on account of purchasc of machinerics

and later used for financing running capital may be explained by

TABLE 5.11

DISTRIBUTION OF LOAN CASES BY THEIR NEGOTIATED PURPOSE AND ACTUAL USE

Loans taken for the purpose  Loans actually used

Activities
No. Y4 No. A

1. Expansion and reno-

vation of workshop 4 6.5 4 6.5
2. Purchase of machines 44 71.0 42 67.7
3. Purchase of

equipments 0 0.0 O 0.0
4, Purchase of

raw materials 2 3.2 2 3.2
5. Running capital 12 19.3 14 22,6

62 100.0 62 100.0
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the facts that one was interest iree loan provided by a relative,
whq p{obably did not have the urge to control the use of fund and
in the other casc the sources was a service-holder working abroad
who did ot have the opportunity to monitor the form of utilisation

of the loan.

Table 5.11 reveals that the bulk of thc loans have been for
extended for (71.0 per cent) and used in (67.7 per cent) purchasing
of machinerivs. If we take frequency of lending for a particular
purpose as a proxy of agrecability of the¢ lender to finance such
activity, then, it may be said that thc informal creditor is most
rcady to finance that portion of the fixcd assets which will enhance
the viability of the borrowing unit (guaranting him promised returns),
will play the rolc of undeclared collateral and in the event of
non-repayment ol loan may be casily disposcd off to compensate thi
default amount. As -r. will discuss later that financing of fixed
asset components by thc lenders arc very much organically built into
the informal lcnding practices, where a significant section of the

creditors opt for short term profit sharing arrangement.

The second most important purpu.c (19.3 per cent) and use (22.6
per cent) appear to financing running (working) capital., The stringent
.orking capital position of the small englnecring units has bee:
mentioned earlier. Obviously, the borrowers as well as other potential
borrowers would have liked to find more funds flow into the sector
under this head. The relative raskiness of firancing the liquid
component of the working capital probably have deterred the creditors
from chanelling their funds for the purpose. Interestingly, a con-
siderable portion of the borrowed running capital funds came from

“ha sources identified by the borrowers as 'black money' (in 6 cases

out of 14).

Relative shares of financing expansion and renovation of workshops
and purchase of raw materials were modest (8.5 per cent and 3.2 per

~ent) respectively).
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It was also found that the catreprencurs could not plug into
their loan packages any loan negotiated for Puiposes other than the

operation and development of their units,

5.8 Forms of Informal Lending Practices

Within the limits of its operation, ICH in the small engineering
and metalworking sector demonstrate varied and ingenious practices
of 1lending, Firstly, different forms of informal lendings may be
broadly classified under two broad groups relating to their cost,
viz. the cost free loans and the loans involving costs.ﬂ/ Secondly,
the loans involving costs to the borrowers may be grouped as loans
with stipulated interest rates and th2 loans without stipulated inte-
rest rate but accruing financial benefits to the creditors;(-:'-o-/
Thirdly, the loans without stipulated intcrest rates but accruing
financial benefits méy be again distinguished by their specific forms

of benefit generation for the creditors,

The informal loan incidence practice format has been presented
in Table 5.12. As the table éxposes, in the overwhelming number
of cases (85.5 per cent) the borrc.er has to repay tne entire loan
amount plus some interest (directly or indirectly), Only 9 out of
the 62 informal incidences (14.5 per cent) were so called ‘cost frec'.

In the mix of loans involving costs, tie loans without stipulated
interest rates appear to be dominant (48.4 per cent of the loan inci-
dences and 56.6 per cent of the loans involving costs). However
what is more noteworthy is the incidence of a sizeable number of
loan cases with stipulated interest rates. It secms that economic
compulsions have, to a great exteut, rationalised the religious and
social values relating to usury.ﬂ/

Our field investigation revealed that there coxists a type of
informal loans, which are ostensibely 'cost frec' (as they do not
have stipulated interest rates) but the credit relations in these

cases subsumes a variety of arrangements (either ncgotiated earlier
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TABLE 5.12

DISTRIBUTION OF LOAN INCIDENCES BY THEIR FORM OF LENI

Loan incidences

Types of lending

No. 2
1. 'Cost fre' loans 9 14.5
2. Loans involving costs 33 85.5
(a) Loans with stipulated interest rates 23 37.1
t
(b) Loans without stipulated intcrest
rates but accruing financial benefit
to the creditors 30 48,4
i) Froc servicing facilitics to the
creditor 10 16,1
ii) Scrvicing of the creditor's
ordcrs at discount ratc 6 9.7
iii) Supply of machinerics by the
creditor at a mark up price 2 3.2
iv) Profit sharing arrangement 8 12.9
v) Lump sum return 4 6.5
62 100.0

or forced into later) which accrue financial bencfits to the creditors.
In this type of lending practices, five broad forms may be identified,

viz,

(a) providing free servicing facilitizs by debtor to the creditor
(b) scrvicing of creditor's orders at discount rate

(c) supply of machineries by the creditor at a mark up price

(d) temporary profit sharing arrangement

(e) payment of a specificd sum (more than the principal amount).
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Among the abovc mentioned lending ,racticis the most prominent form
(about one-third) has becn found to be providing frec scrvicing facili-
ties by the debtor enterprises to the credator. The creditors herc
are involved in activitics which usually avail scrvices of the enging~
ering workshoyps. bowever, we also find such a group of debtors who
do not service the creditors' job orders totally free, but have to
do it at discounted rate of charges.  These creditors regularly,
in relation to their primary activitics, make use of this provision
and account for onec-fifth of the loans where the crcdiiofs take finan-
cial benefits other than the intercsts, This form of informal lending
practices along with the form of c¢ntcring of the creditors in profit
sharing arrangemcnts (for g contracted period) with the loance propric-
tors of the entinccrang workshops arc perhaps forms of informal lending
unique to the sccter., Under the profit sharing arrangements, owner
of the unit rctains the full proprietorship of the business (alung
with machineries firanced by the creditor), but regularly pay the
creditor certain part of the profit of thc entorprisc cver a specifiad
period.ég/ The number of cases belonging to this group is morc than
one~-fourth of the of number cases without stipulatcd interest ratcs
but accruing financial bencfit te t!  creditor. This form of lcnding
is mostly practised by engineering workshop owners and machinery

suppliers.

Another sector specific (though not so significant) form of
informal lending is the case where the creditor is a cngineering
machinery dealer or his agent who supplies machineries at a premium
price. but does not make the sale deal contingent to the loan transac—

tion,

The form of informal lending where the debtor promiscs to pay
back the creditor a lump sum (which is morc than the principal amount)
is probably alsc popular in other ICMs. In our study, It accounts
for a little morc than 13 per cent of the covert financial benefit
txtraction proccsscs and only 6.5 per cent of the total loan inci-

dences,



105

Thus, we sce that the majori.y of the informe:r creditors arc
‘compensated’ for temporarily parting with thci: money by the goods
and services provided by thc debtor units, but to form a judgement
regarding thc sizc of the premium accrucd by the cruditors through
the diverse types of lunding practices as well as to have a better
understarding for the ICM opcration in the small engineering sector
we need to scrutinisc the terms and conditions undcr which the loans

were negotiated.

5.9 Terms and Conditions of Informal Borrowing

Keeping the general features of informal lending practices in
the small engincering metalworking sector in mind, in this section
under terms and conditions of informal borrowing we intend to discuss
the collateral need, repavment schedulce including grace period, ropay-
ment peried, number of installments. The issuc of interest rates,
being one of the kcy aspects of informal credit market operation,

has becn discussed separately in the following scction,

Hypothetically the value of collatcral (c¢) should completely
cover the value of loan (L) plus 'nterest (r), i.e. (1 + r)L = c.
Our practical observations show that infermal loans in the sector
are virtually made without any collatcral. Only in two cases the
debtors had to mortage gold ornaments to procure loan. In both the
cases value of the collateral, as mentioned by the respondents was

more than the loan size.

Readiness of the creditors ti extend loan without any collateral
may be explaincd by their trust upon the debtors and the closcness
of relation in all its forms which exists bctween them and their
debtors., On the other hand, in the above cquation as the value of
¢ approaches zero, the implicit rate of intercst tends to rise, com-
pensating the value of the loan amount is as much shortest time period

as possiblc.,
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Interestingly, the ambivalent - :gal status of thc¢ informal lend-
ings arc brought out by the fact that only in twelve (20 per cent)
cases document was drawn up bhetween the debtors and the creditors
formalising th¢ loan transaction. The documcnt was a agrecment typed
in a non-judicial stamp paper but not registered with the court,
The rest of the loan cases did not have any legal instruments of

transaction,

60 out of the 62 loan transactions did not have any specificd
time period allowed to the debtor till thc'paymcnt of first install-
ment,  In the two cases of éxception the grace period was six month

and one ycar,

Similarly, loan negotiations did not specify the number of instal-
lments ia which the Joans have to be repaid, xcepting in three cascs
where the creditors demanded tie loans should be paid back at a timc
in one installment. On the other hand, 1in a situetion where the
number of rcpayment installments are not dctermined, the issuz of

value of cach of the installments becomes rcdundant,

Perhaps the tamc frame of repayrcnt is a point where the informal
loan traasactions demonstrate relative rigidity, Even here also
only in 22 loan cascs (35.5 per cent)_the debtors are supposed to
Tcpay their loans within a stiphlatud time period, Distribution
of these 22 cases reveals that 2 loans were to be repaid. within 3
to 6 months, 6 loans within 6 mpnths to 1 year, 10 loans within 1
to 2 years:and 4 loans had a repayment period of 3 years., Almost
all of the profit sharing based transactions, some of the transactions
with stipulated interest rates as well as, few cost free loans consti-

tute this fixed repayment schedulc loans.

Thus the analysis of terms and conditions of informal credit
transactions in the tngincering sector clearly brings to the forth

the flexibility of informal credit market operation,
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5.10 Interest Rates: Levels and Structurecs

The issue of intcrest rates is a vexced question in informal
credit relation. It is a known fact that the levels of interest
rates have been always higher in the informal sector. The high level
of interest ratcs are usually explained by both. demand and supply
factors. Whilst on the supply side, factors such as shortage cof
Capital, the monopoly position of th¢ moneylenders, the inadequate
collatcral and riskincss of loans arc generally mentioned, on the
demand side it is maintaincd that the low levels of incomes and housc-
hold savings have made borrowers dependent on the informal financial
markets and thc low levels of cducation and literacy have made it

possible for the lenders to cxploit the borrowcrs.

The broad wunderlying rationalc of intierest rate calculation
is that loan intcrest rate (r) must be such that on an average the
rcturns to the lender must be greater than or cqual to the opportunity
cost of funds (i) plus transaction costs (t). Incorporating thc
possibility of dcfault, where a portion of the loan (L) is repaid,
the above mentioned relationship between rate of interest and the
components of intcrest structure way be depicted as (l4r)L.P =
(l+i+t)L. But this is a casc of competitive wquallibrium. If we
recognise the possibility of monopoly profit being built into the
interest rate structurc of the ICM of the smell cngineering sector,

the equation takes the form (l+r)L.P = (l+i+t+m)L.

When we rccall the repayment schedulcs and modes of repayment
of informal lozn transactions, the possibility of default appears
to be a trivial issue., 'Bad debt' becomcs a redundant term in a
case wherc therc is no specified repayment time frame (although therc
may be a lender's expcctation). On the other hand, we have found
that all debtors were cager to liquidatc their liabilities (recall
the relative high repayment rate of principal amount as against the
intercst) and ficld observations suggest that the debtors do not
believe that; under the given conditions, they will be able to got

away with paying back all their informal credit ducs.é—:}-/ Thus, for
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a closer reflection of reality, we can abstract in our analysis from
the possibility of Tepayment of a portion (P) of the loan, instead
of the full principal amount (L).

On the other hand, the cost of administering loan, as it ijs
known to us, is minimal in informal loan transactions (particularly
in comparison to the institutional scctor).éﬁ/ Moreso, whatever
cost is associated in informal 1loan transaction, it is beared by
the debtors. Thus, transaction cost (t) is a variuble of relevanco
for determining the real costs of borrowing, not for acertainiiig
the level and structurc of 1nterest rates under the concrete circymse

tancus,

Accordingly, thc cquation (14r)L.P = (l+itt+m)L may be simplificd
as (l+r)L = (1+i+m)L for our particular casc, Within this framework
of analysis we procced to cxamine the lcvels and structures of rate

of interest in the ICM of small enginecring and mcetalworking sector.

5.10.1 Levels and structure of stipulated interest rates

In 23 loan incidences where the rates of intcrest were fixed
at the time of ioan negotiations, the rates of interest secem to vary
from as low as 227 to as high as 977, The average ratec of intercst

in this group of loans has been estimated to be 45,47,

In thes¢ loan cases, onc yesr appcaré to be most frequently
(56.5%) used basc for calculating intcrest ratcs, whereas practice
of interest cclculation on half yearly and monthly basis are also
quite significant (21.7% and 17.4% respectively). One casc was recor-

ded where therc wos stipulated weckly rate of interest,

Irrespective of the pceriods of iatercst calculation, in almost
all of loan csses in this group simplc intercst rat¢ was applicd
for calculation of intercst accrued. In two cases of exception,

the creditor demanded compound rate of intcrcst.
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Analysing thc terms of borrowing of informal: loans with stipulatod
intcrest rates it may bc said, loans with short.r pcriod of intcrest
rate calculation arc costlicer than those with ycarly ratce of intercst,
Recalculation rcvealed that whilst the average ennual rate of intercst
of the loans with ycurly rote of intcrest is about 25%, the loaons
with half-yearly, monthly or weekly intercst rate calculation practicces
have an average implicit rate of intercst of more than 64%. Surpri-
singly, it was obscrved that the borrowers were usually not awarc

about the implications of period of intercst cnlculation,

In thce abscence of any other satisfactory method of estimation,
for working out thc opportunity cost of the informal loan funds,
we used as a proxy the highest interest rate offered by the commercial

banks on tcrm doposits.  Presently this happens to be about 14,5%
for 3 years fixed deposit receipts (FDR), Taking into consideration
the short-comings of fixcd intcrest policy, we assumed that the invest-
ment income foregon: by the creditors duc to parting with the loan
amount is at least twice that of the highest rate offercd by the
Banks, i.c. the real opportunity cost of thesc loan funds could not
have fetched more than 297 p.a. returns under the presunt conditions
of the capital market.éé/

We have mentioned carlier that the average rate of intercst
for the loans with stipulated intcrest rates has been estimatcd to
be 45.5%. Ir this implicit rate of interest, in view of our fqregoing
discussion, the rcal interest component (cqual to opportunity cost
of the fund) accounts for 29% and thc rest 16,4% may be decmed as
monopoly rent appropriated by the creditors, Even if we make somc
rcasonable allowances for bad debts or riskincss of informal lending
and for thc costs incurred by the lenders for administering and collec-
ting thc loans, the sharc of monopoly profit in the structure of
interst ratc in the informal loan cases with stipulated interest

rates will not be less than 10 per cent.
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5.10.2 Level ang structure of implicit intcrest rates

The average implicit rate of interest for the 30 loan cascs
without stipulated interest rates but accruing financial benefits
to the creditors has becn estimated to be 53.4% p.a. i.e. more than
that of casc with stipulated intcrest ratcs,  However, differcng
levels of interest rates cut across various mcthods of extracting

financial bencfits by the creditors,

The lowest implicit rate of intcrest in this group of loans
has been found to bc about 11.1 per cent for those where machinerics
were supplied ot a premium price. The cascs where the borrowers
were supposed tc rcturn a promisecd sum, the implicit rate of intcrest
works out to be ebut 23,6 per cent. The crceditors who cnjoy froe
servicing and rcparing facilitics or servicing ot a discounted ratc
cherges get financial benefit to  the vxtent: of 38.4 per cent p,a.
on the loan amount. In comparison to all these rates of interest,
the ratc of rcturn accrued by thc creditors cngaged in some sort
of profit sharing arrangemcnts  appears to be significantly high.
The imputed rate of intecrest in this cascs has been estimated to
be about 124 per coent.  As the profit sharing orrangements usually
mention that the creditor will take only 5-10 pcr cent of the profits
(but no liabilitics of the loss), the debtor quite often remains
ignorant about thc rcal volume of outflow c¢f his resources on accournt

of loan repayment.

Applying thc¢ method, cnunciated in the previous section for
acertaining the structure of the implicit rate of interest for the
group of 1loans involving costs about without stipulated interest
rates, wc find that the degrec of monopoly precmium works out to be
ﬁbout 24.4 pur cent (by deducting 29 per cont for opportunity cost
from thc¢ averapge interest rate of 53.4 per cunt).  Herc again if
we make allowances for the bad debts and transaction cost beared
by the creditors;, the sharc of monopolj pruemium will not be much

less than 20 per cent.
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The:  higher level of interest in the informal 1loans without
explicit intcrest rates in comparison to thosc with explicit interest
rates and particularly the rclatively higher shore of monopoly profit
in the former is explaincd by the differential standing of thc two
scts of craditors ard their modalitics of opcration, The croeditors
extracting finsicial  benefits through various discrect mechanisms,
by virtuc of their scctor rulated'activitics, arv wost well informed
creditors, In addition to this, thcir dircet production linkagus
with the debtor onterpriscs give them an cdge over the other creditors.
Thus, thuy have the opportunity to choosi. th: form of lending most

bencficial of rhem in a s..gmented; intorlockad credit market.

Ciforc wi «nd this scction it should bu mentionud, that data
nnalysis could not cstablish any digeernible relation between rate
¢l 1intcrest and wducational background of the dcbtor-entreprencurs,
loan sizc, ape of the debtor cnterprises. iHowever, a feeble associn-
tion was noticcd between the production orxcntation of the dobtor
cnterprises and the rate of interest, wherco pivdominantly scrvicing
orientcd, monoproduct enterprises tond Lo aveil louns with higher
levels of intercst, particul:cly the 1loans involving profit sharing

arrangemoents.

5.11 Transaction Cost

The costs of transaction and information arc low in the ICHs
in comparison to thc formal scctor becaouse of the' informaslity of
transactions ond intimatc knowlcdge of borrowers on the port of thc
linders,  As almost all of the creditors do not receive dcposits
and arc not c¢ngnged in large scalc lending opcration, they do not
have to maintcin any cstablishacnt which would hove incurred them
administrative cxpenses.  On the othcr hand, since ICH of the small
inginccring  scctor is, basically, a ‘ecroditors’ market', whatover
Costs arc 1iuvolved in loan administration aitw colliction are usually
borne by the boriowcr. To this end; the trauwsaction cost in informal
credit is virtually a component of real costs of borrowing on the

part dubtors,
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To contruct an estimate abou: the cxpenditure incurred by the
borrowers in  the proccss of procuring informal loans, we attempted
to gather information relating to direct and obligatory cxpenscs

of and time spent by the borrowers on account of getting the loans.

During the survcy, all of the 32 dcbtor-entreprencurs reported
that their crcditors did not demand payment of any fees (including
down paymcnt) for making the loans availablc.  Tn that scnse dircet
loan expenditurcs on behalf of the borrowers werc totislly absent.
However (28 per cent) mentioned that being ot the receiving end they
had to hc up and doing in prescrving their financicrs gcod disposition
towards them, As & manifcstation of this the debtors have had to
give expensive prcsents  (television, radio, gpold ornaments etc.)
to thc crueditors or their relatives on variocus social occassions.
Total amount spent by the borrowurs on this cccount has been estimated
to be Tk. 47,160, which is approxim:tely 2.4 per cent of the total
volume of inform:l credit, Lisides, thesc types of obligatory cxpendi-
turcs, the debtors have had to render various scrvices to the creditors
(not rclated to production) which arc not quantifiable, c.g. helping
relatives of the creditors to get cmployment, providing assistancc
to the creditors in their other ¢ inful busincss, coxtending social
Support to the creditors and participation in political mobilisations

under their lcadership, ete,

Time and moncy spent by cach of the dobtors 1in pursuing thc
loan request comprise another important componcnt of real costs of
informal borrowing. According to the rcport of the borrowers, on
account of getting the funds rcleased from the creditors as against
the 62 loan cascs, o total number of 220 wcrking days were wasted.
It mcans cach borrowir on average had to devote about threc and
a half working dhys to get his losn. The sum spunt by the borrowers
in this rcgard has becn estimated te cround Tk. 4,200 which is about

0.2 pcr cent of the total inflow of inform.l ciedit,

Thus, the toteal transaction cost of borrowing bearcd by the
debtors on zccount of various typcs of cxpenditurcs amounts to Tk.
51,360 or 2.6 pcr cint of total volume of Jisbursed informal crodit.,
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To be accurate, we should add th  opportunity cost of 3.5 working

days to the transaction cost of cach of the lean cases.

It may be added that the transaction cost did not scvem to vary
with the size of locn, put a positive asscciation was noticed between
the cost of tramsaction and modc of lending, wherce the costs bearcd
by thc borrowers for processing the loans tend to be higher in the
cascs involving profit sharing arrangement and free scrvicing facili-

tics.

5.12 Informal Crudit: Cost of Borrowing and Its Impact on the Borrowcrs

As we have discussed carlicr the charge paid for the use of
informal credat in the small cngincering and metalworking  sccktor
varics from os low @s 1l pcr cent to as high s 124 per cent depending
upon the¢ naturc of the financiol intcrmediorics, the lending practices
and the terms and conditions under which the loans arc negoticted.
According to our cstimatcs, on the average the rate of charge for
informal credit in the scctor is approximstely 49.4 per cent. I
we add to it thc transaction costs of borrowing incurred by the
debtors, the rezl cost of using nformel loans (or thc effective
rate of intcrest) amounts to 52 per cent (cxcluding the opportunity

cost of the working days lost be the debtors).

Referring to the framework to intirest rate structure analysis
¢laborated in section 5,10, it may be soid in this 52 per cent interest
rate, 29 per cont compensates the income foregone by the creditor
(or the opportunity cost of the loan sum), 2.6 per ccnt accounts
for traonsaction costs and 20.4 pur cent is appropriated as monopoly

premium,

Ulhat we did 1ot account for in the above mentioned structurc
of cffective rate of intcrest arce defaults and risk factors. According
to our obscrvations the very neture of informal credit operation
in thc small cngincering sector excludes the possibility of dcfault

and ensures saf. rcturn of the investment made by the credicors.
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However, to be on the safe side we may say that contribution of
faciors such as bad dubts and riskiness of informal lending can not
be more than 5 per cuntéé/

Thus, accounting for the bad dcbts and risk factors, the composi-
tion of the recal costs of informal borrowing (averaging 52 per cent)
may be written down as follows: 29 per o cent is duc to opportunity
costs for the Ilunder who could have used to funds in other ways,
2.6 per cent is duc to costs of transaction, 5 per cent is duc to
defeult ond risk foctor coverage ond the residuc 15.4 per cent is

monopoly profit approprintcd by the lender.

As we come: up with an estimate of ffcctive rate of interest
averaging 52 per cent, the first Guestion which ariscs is that how
beneficial it is for the debtors to fimince their units borrowing
noncy from such costly sources, To get on answer to this question
we may recall thc costs and returns and productivity indicators

analyscd in chapter 3.

A smnll cnginecring workshop, on  the average, carns a ycarly
profit amounting to Tk. 1,92,167 (which is about 50 per cent of thoe
his gross valuc of output), whereis the amount paid by 32 indebtod
enterprises on account of informal credits ar. a period of 5 years
is Tk, 10,%7,000C. Yhich mcans the indebted enterprises had  to
sacrifice only 3,6 ber cent of their surpluscs so as to mitigatec
the costs of borrowed capital from the informnl sources. If we account
for other costs incurred by the loances to procure the loans nnd
to maintain favourable rclationship with thc creditors, thc sharc
of informally borrowed capital costs will not bc morce than 4 per
cent of their profits.  Even if, the indcbted workshop owners hid
to liquidate 211 their outstanding informal loans it would not have
taken away more than 10 per cent of their surpluses. It is a casc
where the sector is afflicted by ccutce liquidity crisis but increasing
fcturns to scalc, high marginal productivity of capital (chout 35
per ccat), high capital-output ration (around 1.1) and spcedy  turn-

over of working copital make borrowings from costly informal sources
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gaiuful. Thus, in the absence o. adequate flow of institutional
finance, inflow of informal credit funds in the small engincering
and metnlwerking significantly enhances thce cconomic viability of
the scctor, satisfoactorily subserving the objcective of allocative

cfficicncy,

But the question romecins whether all the borrowers from the
informal sourccs arc cvenly bencfitted from the informal loans. To
find 2n answer to this qucestion we must first establish who are bor-
rawcrs from the informal sources. VWhilst we analysed the saliont
fcaturces ond purformance indicators of the loance enterprises, it
was found that thc significant relation oxists between informal loan
incidence and efficicncy index of the lennce units.  About 72 pox
ccnt of the borrowing units (23 units) belonged to the ‘marginally
cfficient’ and ‘most cfficient' groups (as duscribed in Tuble 3.23),
The rest € ynits bclonged to the ‘marginally incfficient' or 'most
inefficient' groups. On the other hand, further exploration also
revealed that the cfficiency indicator of the borrowing units cuts
across thc diverse forms of lending prectices-  To eloborate, the
‘efficient' group of borrowing units were primarily recipients of
interest free locns and loans witi. stipulated intercest rates, i.c.
thesc units having the advantage of borrowing from 'less costlier’
informal sources. Alternatively, the ‘incfficicnt' borrowing units,
basically had tc resort to such informal transactions which involve
profit sharing arrangements and froe scrvicing facilities.  Thus,
it mey be concluded, that fistly, therc is o discernible tendency
in the direction of inflow of informal credit funds in the small
cengincering scctor to byc pass the ‘less' cfficient units. In other
words, therc is o procecss of natural sclection of clientile by the
informal crcditors, where the units with higher capital intensity
and high productivity ratio arc¢ favourcd. Sccondly, whatever volum
of informal crcdit tricklcs down to the ‘fortunate’ 'less' Eficicnt
group of units (thuse units arc usually less cadowed with fixed assets
and working capitcl), these loans have to be nigotiated under relae-
tively trying conditions. In other words; the informal creditors
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discrimate to ‘smallers' amongst th small engincering and metalwork-

ing cnterpriscs,

Conscquently the Lngineering workshops with weaker capital struc-
ture arc not being wcble to mitigate their informal credit ducs with
their modest . conomic pcerformance.  But  the very naturce of their
éapital Structurc compells them to resort to inform:l borrowing and
the very nature of the informal credit market allows them loan only
on rclatively higher offective rates of intcrest, which subscquently
further weaken  their rcsource basis.  Entrenched in this vicious
circle, it is reckoned that thisc units still remein viable and compun-
sate the burden of informal credit finzncing by paying wages to the
workcrs less than the marginal productivity of labour. Thus, from
the equity point of view the benefits of informal credicts are not

cvenly distributcd.

The other aspeet relating to the impact of informal credits
which needs to be mentionced here is the issuc of 'clientile satisfac-
tion', Our study rovealed the diffcrential profcrence of the borrow-
trs for the inforual sources of fund vis-a~-vis institutional {inancc,
It was found that 30 per cunt of the borrowers came to the informal
“Itditors after failing to get loans from the institutional sources,
whercas 70 per cont debtors came straight to thc informal crediters
without approaching the financial institutions. On the other hand,
96.8 per cent of the dcbtors mentionud that the informal 1lendcrz
provided them with loan when it was most rcquired. The positive
attitude c¢xpresscd by the borrowers towards informal lending appears
to be quitc plausible when we analysc thce hazards associated with
institutional financing, Our following chapter is devoted to this

themeo.
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CHAPT"R 6

PROBLIEMS OF INSTITUTIONAL FINANCING OF SMALL ENGINEERING
METALFABRICATION ENTERPRISES

Of the varicus constra:nts facing the small scale industry at
large in tanglodech, inadequate flow of crodit, particularly from
Lthe siocitutec it lending, agencies (publ.c and private) 1s coumoily
believed tu be a crucial bottlencck wnpediss; ats growth and expan-
510n;ﬁi/ In the foregoinyg scctions wo have oo that, firstly, swmall
engincering workshop ownere olten perceive [pnance to be therr key
constraini; seCondly, foundation and  subsequrnt expansron of  the
enterpriscs are onac mostly oul of personal savings accumulated {rom
proprietors’ previous occupations and through roinvestment of profits;
thirdly, whatever little credit is useds i Uhe scctor comes mainly
from informal sources which charge much higber rate. of interesc
compared to formal sources; fourthly, with the given marginal pro-
ductivity oi capital in the sector, inflow of institutional credi:
would contribute to enhancing all .ative officiency, f£ifthly, h:
proportionate share o¢f institutsional [inaepnce in the total capital
eiployed 15 much swaeller 1n the case of small~y wnong the small enginc-

erlng enterpriscs,

laving evtublished these some of the general features pertaining
to the present coverage of instituvional finencing in Lhe small engine-
ering and metalworking sector, it becomes pextinenl to examine the
characteristics of operation of institutional lending agencies, inves-
tigale the existence of interaction between forimal and informal sourcos
of fund, and =zpalysc the problems associaicod with exploiting institu-
tioncl finance az sn effective instrumznt of dev-lupnent of the sector.
Accordingly, the present chapter is devoted to the abovencntionad

issues,
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6.1.1 The institutional network

Underscoring the importance of the small engineering sector
has become more pronounced lately in the official documents and spe-
eches. Some policy measures, including institutional arrangements,
fiscal incentives and provision for financc to promote growth and
development of the enterprises have been adopted. These promotional
casures are part of the New Industrial Policy (1962) and institutional

arrangements to implement these attempts.

At present a number of government and semi-government agencies
are engaged directly or indirectly, in varying degrees, in promoting

smallscale engineering sector. Notable ationy, these are;

Bangladesh Small and Cottage Industries Corporation (BSCIC)
Department of Industries (D1)

Bangladesh Steel and Engineering Corporation (BSEC)
Bangladesh Srandard Institution (BS1)

Industrial Advisory Centre of Pangladesh (IACD
Nationaliscd Commercial Lanl:s (NCDs)

Bangladesh University of Engineering and Tw:chnology (BUET)

In addition, a couple of international official agencies (i.e.
ADB, IDA, USAID, UNDP, JICA, LANIDA, etc.) and private organisations
(MIDAS) are also engaged in various capacities in premoting the growth

of small engineering sector.

A discussiorn of the activities of these agencies is beyond the
Scope of this study. The assistance provided by the official agencies
usually consists of financial grants, routed through the development
financial institutions (DFIs) of Bangladesh, whereas the private
organisations and some of the autonomous (cemi-government bodies
(BUET, BITAC, IACE) provide traning facilities for development of
knewledge and arvisan skills, collect, innovatc and disseminate infor—
mation on new and appropriate technology; extend counselling and
advisory services, etc. BSEC is more involved in the development
of medium and heavy engineering industries., Government agencies

like Department of Industries are engaged in promoting the sector
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within the framework of industrie! investment policy, Promotional
services provided by most of thesc orgamisations are basically non--
financial in nature and in many cases incidental or indircct. Thus,
we will concentrate more on the institution which is the primemovaer
organisation in Bangladesh for promotion and developnent of the small
engineering and metalfabrication scctor; viz, BSCIC and which in
collaboration with other financial institutions, viz, the NCBs provide

financial support to the enterprises of the sector.

&.1.2 Role of Bangladesh Small and Cottage Tndustries Corporation

BSCIC, formerly known as EPSIC was established in 1957 with
autonomous status as the key agency to assist the growth of the small
and cottage industries.ég/ The broad objectives of BSCIC with respect

to small enginecring and metalwroking sector arc the following:

i) to ensure acceleratcd growth of new capacities in the

sector;

i1) to increase productivity (resource mnaximisation) of the

existing units;
iii) to ensurc optimum utilisation of financial resourcs;
iv) to provide infrastructural facilitics:

v) to create and develop marketing facilities, including

market information system for the products of the sector;

.

vi) to ianovate product process and tcchnology;
vii) to cnsure development of skills
Viii) to help socio-economic upliftment of the entrepreneurs.,

Credit programme is one of the most important component of the
wide range of activities pursued by BSCIC. Appreciating that the
small enginecring workshop owners are generally men of small means,

those can neither finance capital requircments adequately from own
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source, nor have sutisfactory acce to the NCOs, ESCIC complements
its promotional and extension services with financial support. But
the corporation does not own any credit fund. 1t has been channelising
fund from nationsl and international sourccs and arranging credit
through NCBs to their clients.

As per BSCIC Act 1957, the Corporation has becn bestowed upon
the responsibility to dischargc loan functicn BSCIC performed this
function with own resources, in collaboration with Bangladesh Shilpa
Bank (BSB) and opurated Consortium Fund with participation of commer-
cial functions upto 1972, The corporation utilized foreign credits
like Yen credit, Ui credit, Swedish credit, Gorman credit, etc. during

this period.

After the liberation of the country, focus has blLeen switched
mainly to promotion and extension services and credit has exclusively
become the responsibility of NCBs and DFIs. The present arrangement
cven though appecars to be logical one but readily it does not serve
the purposc and cxpected promotional attitude is absolutely lacking.
It is reckoned that the introduction of commercial and profitable
lending creatcd colossal sct back 1 the industrislisation process.
In order to improve the situation GCovernment of Bangladesh (GOB)
has been deeply thinking to find out ways und neans for appropriato
funding arrangcment in view of the commitment of the GOB in the Third
Five Year Plan (1985-90) document and subscquent Industrial Folicy,
19C6.

At the moment BSCIC has seven credit programmes of the following
two are particularly directed towards the development of the cngine-

ering sector.ég/

a) Fund for promotion of subcontracting linkages,

b) Fund for promotion of Engincering Industries of Zinzira and

Dholaikhal,
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Both programncs are executed i: collaboration with Agrani Bank,

The credit programme for promotion of subcontracting linkage
between small, medium and medium industrics and ancilliary units
has been taken up BSCIC for healthy devclopment of difierent sectors
with specific focus on thc small cngincering and metalfabrication
sector at a cost of Tk. 15.2 million including Tk. 4.9 million as
project aid. The project proforma was not approved by GOB till June,

1986 and hence fund was not relcased and as such no expenditure made.

The sccond programme on promotion of engineering industries
is already underway and is of special interest to us as the respondent
entrepreneurs of our prusent study constitute the target clientilc
group uf this programme. Accordingly, tho terms and conditions under
which this crodit programme operates have becn elaborated in the

- following paragraphs.

6.1.3. Salient features of credit operation of BSCIC for small centre-
preneurs in the Dholaikhal and Zinzira area of Dhaka

This targetcd credit programme has been launched by BSCIC in
1986, with the approval of Ministr, of Industrics and a collaboration
with Agrani Bank, to provide fund for engineering industries of Dholai-~
khal and Zinzira Tk. 50 million has been allocated for disburscment
through this spccial credit scheme. The general guidlines of the

scheme are as follows:

a) Target group: The loan is to be given. to those small, ent rprises
located in Dholaikhal and Zinzira arca, particularly to thosc

who have no access to bank finance under normal arrangement

of lending.

b) Purpose of loan: The loan programme comprises of two parts:
(i) replenishment of working capital-and (ii) creation of fixed

assets by balancing, modernisation of c¢xisting units.
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Amount of loan: The maximum l..n limit for cach cnterprisc may
be Tk, 7,500,000 for machinery procurcment and Tk. 3,00,000 for
working capital, The actual requirement for loun shall be asscs-

Sed on the apprisal of individual cases by LSCIC.

Mode of payment.  The mode of payment is dccided by the BSCIC
and Bangladcsh Bank as per existing rules and regulations appli-

cable for the purpose.

Mode of realisation of loan. The loan for fixcd capital is
for 5 years and working capital for 3 years, including grace
period, The repayment is on half-ycarly instalment basis.
The first installment bccomes due on the 12th month from the
date of disburscment of first installment, i.c. one year grace
period is allowed to both types of loan (for fixed asscts and

working capitul),

Rate of intercst. Rate of interest has been fixed at 14 por
cent p.a., for fixed investment and working capital. However
in casc of dcfault of rcpayment of any dinstullment a penal addi-

tional intcrest 0.1 per cent is usuclly chargcd.

Equity and margin requirument. The margin of loan undcr this
programmc should not normally cxceed 20 pcr cent,  Margin is
to be provided usually by thc borrower as his cquity, Beforc
disbursement 6f loan, c¢quity moncy shall be normally deposited
with financing bank for subsequent ad justment against the invest-

ment.

Security arrangement. Most of tihe industrial units locatcd
in Dholaikhal arca are working in rented premises. So the sccu-
rity of loan would be the hypothecation of machinery (existing
Oor to be¢ procured) and stock of raw matcrials. . Wherc, howcver,
loan includes the cost of land and building to be onwed by tho
borrowcr or cxisting units located on the own land of the bor-
rower, the same would be 'provided as sccurity by equitable

mortage,
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i) Recycling of fund, The fund i the programme will be recycled
and a miaimum rate of intercst may be charged on the loan znount

by Bangladesh Rank.

j)  Role of designated bank., The designated  bank  (Agrani  Bank)
has. an intcrest bearing account in the name of BSCIC, where
the amount acrued on recovery and intercst there of arc being
deposited. Thc bank provides BSCIC officials with access to
all documents relating to this loan programme. The bank informs
BSCIC about recovery position every six months and furnish state-

ment of accounts to BSCIC annually,

k) Role of DRangladcsh Bank. Bangladesh Dank after designating
Agrani Bank placed fund in the account of BSCIC and providus
the facility of credit guarantee scheme against bad debt/loss,
if any. Besides credit guarantce scheme, other measures may

be evolved by Dangladesh Bank by mutual consultatioa with BSCIC.

According to BSCIC estimate there werc in 1986 about 519 metal-
fabricating, r¢pering and scrvicing, scrap reconditioning and trading
units in Dholaikhal arca of which 130 units were registered with
the Directorate of Cooperatives and cnlisted with BSCIC, 219 metal
product units arc¢ said to exist in Zinzir: a:uafzg/ Qut of thesu
738 units, durang 1986, .under this scheme, loan amounting to Tk.

16.5 million has becn disbursed to 50 units.

6.1.4 Borrowing from Banks

Besides the special lending programmc: of the BSCIC - Agrani
Bank, thc¢ small cwngineering units can take cdvantage of the credit
policy measurcs, designed by the GOB for financing small scale indus-
tries through short term small loans. Bangladesh Bank has fixed
a target of 1 per cent of the demand and time liabilities of the
foreign and lccal privatc banks for disburscment as loans to small
scale industries. A targcet of 1 per cent of bank deposits for lending

for non-traditional exports (which include goods of crgineering and



124

metalfabrication scctor) has been irtroduced, Along with these alloca-
tional instrumcuts, other financial policy mcasures which arc¢ directed
towards ecnhancing the inflow of fund from institutional sources to
this sector is the differentiol interest rate policy. Under the
small loans scheme introduced by Bangladesh Bank in all the NCBs,
rote of intercst on advances for internal trading purposc upto Tk.
1 lakh has becn fixed : - 16 per cent and for advanced exceeding Tk,

1 lakh limit thc interest rate is 18 per cent,

There is no scope for elaborate discussions, al this point on
the issues rcleting to the real impacts of these financial measures.
It may be only added that the credit coiling and prohibition policy,
allocational intztruments, intercst rate policy hardly subscrved theis
explicit and implicit objectives with ruspcct to small ehginecring
Sector, when considered in terms of volum: ar ! incidences of inflow
of credit from institutional sourceSZL/ Evidences presented in the

following scctions bear testimony to this ¢ssissment.

0.2 Incidence of Borrowing from Institutionsl Sources

It was rccorded during the survey, out of 51 sample enterpriscs
only 9 units 717,67 per cent) were rocipicnts of institutional
loans:zg/ Amoungst these 9 units only onc unit has used institutional
loan cs wlll 25 eredit from informzl sources, which may be takcn
as an indicaticn that access to institutional sources has an invers:
correlation with the extent of usc of informal credits, It may bc
also noted that nonc of the indebted uniis borrowed more than once

from the financial institutaions,

The nstitutional loans disbursecd cover a period of five ycar

(1981-86). The ycars of disbursement arc as follows:

1982 ,... 2 loans
1984 ,... 2 loans
1985 .... 5 loans
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The increasc in number of loais cascs in 1986 has becn brought

cbout by the launching of special credit programme by BSCIC,

6.3 Volume and Size of Institutional Loan

Table 6.1 gives a distribution of loan cases by levels of amounis
applied for, sanctioned and actually disbursed. The total loan requcs-
ted by the 9 units amounts to 37,45,000 whcreas approved figure is
Tk. 27,61,000 (73.79 per cent of the applied for). The rate of dis-
bursement (over the sanctioncd amount) has been found to be 83.3
per cent., It appears from the Table that there is a tendency on
behalf of the sanctioning authority in sccaling down the amounts during
approval., It has resulted into maintaining the overall bias of the
loan operations towards bigger loan sizce (more than Tk. 1,00,000),

and has diminished the average sizc of small loans.

TABLE 6.1

DISTRIBUTION OF LOAN CASES BY LEVELS OF REQUESTED,
SANCTIONED AND DISBURSED AMOUNTS

Amount requuested Amount sanctioned Amount disbursed

Range (Tk.) . -
llo. of Amount in No, of Amount in No. of Amount in

- units the range units  the range units the range

Upto 1,00,000 2 1,45,000 3 2,25,000 3 1,95,000
1,00,000-3,00,000 2 5,00,000 2 4,20,000 2 4,20,000
3,00,000-5,00,000 2 9,00,000 3 13,16,000 4 16,86,000
Above 5,00,000 3 22,50,0C0 1 8,00,000 - ~

Total 9 37,45,000 9 27,61,000 9 23,01,000
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The reul inflow of instituticnal fundg during the time period
as shown in the table, amounted to Tk. 23,01 .000, which means the
average size of Jloans extended to rhe bosTSwing units is around Tk,
2,55,666, whercas inflow of institutional fund for sample enterprise
works out to be ik, 41,235,

Comparing these figures with those of infermal credit operation
in the small engineering and metalworking sector, we find that, whilst
the average sizp of loan from the institutional sources is 8 tames
gfeater than the same frop the informal sources, the levels of flow
of fund from both the sources are not significantly different (Tk.
38,530 and Tk, 41,235 per cnterprise from informsl and institutional

sources respectively),

6.4 Sources of Institutional Funds

The main two institutional lenders in the small engineering
Sector have been found to Le BSCIC and the KCE, BSCIC along with
Agrani Bank provided loans in 5 cases under the special credit pro-
gtamme, whereas, the other NCBs accounted for the other 4 loan cascs,

Thes¢ NCBs included Janata Bapk (. cases). Sonali vank and Rupal..

Bank (1 case each).

6.5 Purposes of Lending and the Actual Use of Funds

It was revealed during the study that therc is g total overlapping
betwecn the purposes of lending and end uscs ol the funds which negates
the hypothesis, in the case of small enginecring sector, that cheaper
institutional credits are frequently used for purposes, other than

thosc for which they were negotiated,

The usc pattern of the institutional fundg shows that 6 (66.74%)
of the 9 loan cascs were transacted to buy ncw machinerics, 2 (22.27)
for financing raw material procurement and ] for ¢xpension and renova-

tion of the workshop. It ig significant, nonc of the institutional



127

loans were explicitly targetted to meet the working capital require-
ments of tho wterprises (if we exclude the. 2 cascs of raw matcrial

procurcment ), which heppens to be a crying nced of the sector.

6.6 Terms of Borrowing

Since the loans were transacted under vorious financial schemes
and irvtitutionnl orrangements, it is necessary Lo exunine the torms
of lending (guarantce and colloteral, rote of interest, repayment
period, gracce pcriod, number of installments, ctc.), Analysis of
terms of lending from the institutional sources will allow us to

comparc the same in the ICH.

6.6.1 Guarantce and Collatcral

Collaterul constitutes one of the vital components of terms
of lending.  Inability to offer adequate collaterals (which' would
have covered complctely the value of loan plus inLcrcst) by the borro-
wers has be oftcn been mentioned as a chicf bottluneck for advantageous
and wider usc of institutional loans. To mcct the rigorous collateral
demand of thc banks, the entreprenevcs ef the small engincering sector
put forward whatcever asscts they have at their disposal, which include
lond, buildings, machineries, etc. Distribution on cnterprises by
types of collateral offercd shows that the most common form of colla-
teral appcars to be machineries along with buildings (5 units or
53.6 per cent), To be more precise hypothecation of the fixed asscts
acquired by the loans is the usual practici.. Tn other cases, 2 entro-
preneurs (22,2 per cent) cach mortgaged thiir landed property and

operational inventorics to procure locns from institutional sources.

It was obscrved that the entreprencurs ore quite sensitive about
the issuc of collateral. Swnce the enginering workshops are thear
moin source of income, proprietors are coutious about mortgaging
the units. They have an apprchension that if they con not regularly

rcpay the installments, their business might b forfieted.
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The other complain of the cp, seprencurs rolating to collateral
is that the valuce of the Sccurity which the disbursing agency demands
far excewuds the value of the loan along with intercst, On investiga-
tion it was found that total value of asscts mortgaged/hypothecated
by the units amcunts to (present resale value os reported by the

respondents) morc thun Tk, 50,00,000, i.:. double thc approved amount.

6.6.2 Rate of intorest

It 1s known to us that not only the credit allocation/ceLling
targets, statutory rescrve ratio, ¢te, arc determined by the Bangladesh
Bank for the comucicicl banks (public and private) and other financicl
institutions, Esngladesh Donk also fixcs their lending rates. Thus,
in Bangindesh institutional crodit merket is o 'fix-price' credit
market and the differential interest ratcs charged by the 1lending
institutions is o variable of the 'credit racioning' policy of the
GCB.

The survey revealed that the firms are paying different rates
of intervst to the institutional loans., It is explained by the facr
that lending ratcs have been rev: .od by the Bangliodesh Bank from
time to time and as loans were sanctioned undur different arrangementy
$O different ratcs of intcrest werc charged. It was found that 6
of the 9 units werc paying a ycarly rate of 10% interest, whereas
1 unit was paying 16% and 3 othcrs - 18%, The BSCIC sponsored loans
were basically accruing 10 per cent intercst and other commercial

lending from NCBs - 16 per cent and 18 per coat,

6-6.3 Repayment period

We may distinguish the repayment perioed between grace period
(period till the first installment is to be paid) and the actuel
repayment period.  As recorded during thc survey, cnly in onc¢ loan
transaction the grace period was 6 months, whilst for the rest (C
units) it was 1 year. The loan case with o shorter grace period
was cxecuted as a ‘over druft, wherv the Bonk was not in n position
to allow longer period,
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The actual repayment periods o, the lonns fall under two catopo-
riecs, Onc with 2 years (plus 1 ycar grace period) and the other
with 4 ycars (plus one yeor grace period) catiporics, 4 cascs belenged
to the first group, whilst 5 to the latter.  Herce again, the intra--
institutional variation appears to be determinant.,  The NCB loans
had a total rcpayment pcriod of 3 ycars and the BSCIC sponsored loans

- 5 ycars.

€.6.4 Number of installments

The dinstitutional loans were to bo paid back in a number of
installments, depoending up their size, The average number of install-
ments in which loans are to be repaid has been found to be abouc
7. The distribution of loan cascs by numbcr of instullments is o
follows: 4 cascs - up to 5 installments, 3 cesis - 6-10 instullmenis

and 2 cases - porc than 10 installments,

However, the extont of rolicf a loancu gets by phasing the repay-
ment of its ducs over a period of time is better understood if we
also consider the sizc of cach of the ropoyment anstallments,  The
fverage size of w.ch of these in.callments worked out to bu about
Tk. 45,800, Amongst the 9 locnec units, 2 urits have to poy less
than Tk, 35,0600 pu.r installment, 3 units - Tk, 35-50,000 and 4 units
- mor¢ than Tk, 50,000,

6.7 Transaction Cost

Lower or wconomic interest rates chargud by the finoncial institu-
tions, in comporison to the IM, is obviously not all that is requircd
Lo ensure efficicnt lending to smell units in thc'engineering sector.
It is also importsnt thot appropriote level of services must  be
provided nnd gystum must be designid to minimisc transaction coste
while still ollowing specdy and informed apprisal of application,
Thus., it becomes nccessary  to  achicve the apparently conflicting

twin goals of rial costs reduction to both borrowers and lenders,
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Keeping oursclves appriscd o. the trrditional notion that ¢l
banks do not recl tncournged to give lorus tn small borrowers oy
it increascs their transaction cost:., here . ot the moment, we will
concern oursclves only with thc costs which the sull chgincering
workshop owncrs had o incur in the process of g-tting locns fiom
financial institutions and will try to ~certein how ‘chcap’ the insti-

tutional croedits arc,

One of basic clements of transaction cost is the e¢xpenditures
which a borrower has to biar so as Lo execute necessary docuncnts
of the loan agreoment, Our survey revealed thet o total amount of
Tk. 24,700 was spent by thke 9 borrowing units on account of non---
judicial stemps, insurance premium, legal focs; cte, for .formalising
the loan agriucment, which is about 1.1 per cent of the total disburscd

amount,

Incidentally, a pore major itcm of reol transaction cost of
institutional loans heppens to the unofficial payments which thu
workshop owners hzd to make to procure locn, It was cstunated thoe
@ total amount of Tk, 79,500 or 3.5 per cent of the actually disburscd
amount have becn paid by the 9 lo e ciotreprencurs to the officials
of NCBs and BSCIC &s outraght cosh brlbc.zg/' In gencral, the small
tngincering workshop owncrs were very indigneni sbout the scale and

extent of rampant corruption which pervide the cencerncd institutions.

Desides these official and unofficicl fues, the borrowers have
to incur expenditurce on other miscellancous accounts, e,g. travel
expenditurc to and from the financing institutions, cost for kecping
the officials in good humour (te.., tigaruttes, etc). It has been
cstimated that the loanocs have to spuend approximately Tk, 7,700

under this head which is about 0.4 pur cent of the disbursed amount.

The high transaction cost of the borrower also arises from the
disproportionatc zmount of time spent by him in order to preparc
application, carry out lengthy and expensive visits to explain,
request, record and revise the proposal, und if and when the applice-

tion is approved these visits continuc to pursuc the disbursement,
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As reported by the loances, o tot. ¢ number of 163 werking days have
been lost by them to expeditc the sanctioning preess. In other words;
on average morc than 18 working days have to be spent by the borrowers
in the financinl institutions from submission of' gpplication to actuil

disbursem.nt of funds.

The necessory procedures and formelitics also lead to dclay.
As pcr the responses of the loances, tho -averzge time period which
clapsed between the submission of loan application to actual disbursi-
ment has been cstimated to be 5.4 months. As o result of thesc kinds
of dclay, the opportunity which the loan would have cenabled tha
borrower to grasp may cease to be available, 5 of the 9 borrowcrs
mentioned to us that they did not get the loen ot the time whon st
was most nccessery ond incidentally most of thisc unsatisfied clicentile

were borrowers uider the BSCIC sponsored scheme.

Thus, il bccoiws quite cvident that the rcal costs of borrowing
from thc institutional sources are significantly higher than revecled
by the intercst rotes paird. According to our cstimation, for a typical
small cnginccring workshop owner, his borrowed amount gets croded
by 5 per ¢&unt before it reaches 1is hand. This figure will risc
further if we 2dd to it the opportunity cost of the 18 working days

which he has devoted in pursuing has loan application,

Our data suggest that the cost of lcan do not vary significantly
with the levcl of cducation of thc entreprencur, production oricentation
of the enterprisc and size of loan; but it appears to vary inverscly
with the scale of opcration of the unit, i.c, 'smaller’ of the small
entrepreneurs, as a result of thceir more dire necessity, arc rcady
to sacrificc a considerable part of thce principal amounts to gut
the loan which still rcmains cconomic for tham, when compared -with

the real costs of informal market credats.

6.8 Rate of Repayment

Poor repayment record is the gencral cxperience of institutional

lending in Bangladesh, It is reckoned that the big borrowers are
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usually the biggest defaulters. Iy 1S also maintained lender's weak-
ness and political interference, than genuine difficulties of borrowers

have resulted poor rcpayment performance.

In this context cuar study found that thc situation is not signi-
ficantly diffcrent in the cngincering sector., Out of the 9 only
2 loanecs have started repaying their debts (onc has paid one install-
ment and the other -~ Ffive instzllments). Incidentally, both the
borrowers had taken loans dircctly from the NCDs. However, all thc
loanees, including the above two, havce accumulated sizeable amount

of financial liabilities to the sponsoring agencics,

Interestingly, it appeared to us that the debtors do not intend
Lo repay their ducs. One of the major arguments of these borrowers
is that they arc not going to pay intercst on the money which they
have never roceived (meaning the cut which they had to pay to the
officials for gctting the loan sanctioned), On the other hand, nonc
of the financial institutions have initiated any lcgal action for
the recovery of the dues. According to our considercd opinion, thc
Tepayment trend has no relation with e¢conomic performance of the
umts, Low interest rates contrilited tc arrcars porticularly when
they are below the rate of inflation., It scems that a notion has
got cmbedded in the borrowers' culture that public money may not
be returned unless forced to, Since a borrower knows that being
a recipient of g sponsored loan once, almost cxcludes him from availing
arother such loan ncxt time, it mekes him fecl discouraged to repay
his loan and ask for another. Thus, he entvaps himself in a mechanism,
where attempt to subsidise one's business through appropriation of
institutional fund ¢ventually lead him into the cmbrace of costlicr

informal loans.

This is not to say that this an unamcnable feature of institu-
tional lending. Due to the racketecring going on with disburscment
of institutional funds in the small engincering sector, the sponsoring
Aagency do not necessarily concentrate on the character and ability

of the prospective borrower. Experience suggests that an "cnergetic
P P p
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and enterprising” borrower is more likcly to succced than an appro-
priately presented highly profitable proposal from a 'disinterested
and incompctent” applicent. It implies, firstly onc has to ensurc
about the integrity end commitment of concerned institutions.
Secondly, the total lending approach necds to be revised and institu-
tions restructurcd., Reduction of transaction costs, restructuring
of repayment schuedule, rigorous enformcement of rclatively simple
sanctions, remoulding of the financing agencics (including decentrali-
sation) to suit thec nceds of the intended borrowers should be som:
of the kcy clements of the above-mentioned restructuring process.
In this context one should also takc lossons from the operatioa
of ICMs and equip the forual sectors with oll the replicable features
of infermal lending to make institutional loans more advantageous
to the borrowers and influence the ICMs to opcratc within a competitive

regimc,

6,9 Factors Responsible for Limited Availability of Institutional
Loans - The Entreprencurs Views

Onc way of identifying the factors responsible- for limitced use
of institutional loans by the sample entreprcneurs may be to examinc
their own perceptions about the difficulties involved in getting
them. This is donc through analysing the repliecs of the respondents
as to the rcasons restraining them from taking institutional loans
as well as to the problems actually encountcred by them in obtaining
such loans. In this connection thc¢ respondents were requested to
express their views regarding the nccessary measures to be taken
to faci}}gate wider use of institutional loan :n the small engincering
sector. ﬁowever, to start with, it was dcencd meaningful to assess
the cxtent of knowledge of the entreproncurs about the cexistence
of the financial institutions which may play a role in solviag their

resource constraints,
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6.9.,1 Level of awareness _of the untreprcneurs abouc the financial
institutions

"Inform:tivn gep' happuus to be ono ol the much cited ICaS0is
explaining the modest usc of institutional finencc in the small scal.
and cottage industrics., It is usually argued that the entreprencurs
of thuse sectors crc Sometines unaware of the existéncc of the institu~
tions which mcy contribute ¢ffectively in mntlgutlng thesr capit:l
nceds, nct to speak of the fact thit tLhese Lntreprencurs are quite
-often are totally unapprised about the cprcific services provid:d
by these institutions, Conscquently, the informal croditor thrives
by ‘taking advontege of the total ignorence of the borrowers about
institutional finencial nctwork and, @t the same time, officials
of the financicl institutions prosper munipulstang with the absence

of knowludge: of the: borrowers about their rights of loan centitlement,

Under the circumstance we decided to tuest out whether lack of
knowledge of the small . engineering 'w6rkshop owners regarding th
concerned * institution is working bchind the insignificunt use of
formal sources of loan and  thus encouraging the ill COnSLqULNCes
of the dualaism ¢xisting in the credit merket,  In response to th.
qucstion: whether tth can at lecast name the Organisations involvig
in .finincing small engineering  und mctalworking cnterprises, all
the  entreprencurs demonstrated a strinkingly good knowledge about;
these orgonisations. ps it becomes cvident from Table €.2 all of
the respondents could mention at least onc institution, whilst &

majority could name wven two or more,

At it appears from Table 6.2 BSCIC is the most popularly known
Organisation uniongst cntrepreneurs as 96 pur cent of the respondonts
mentioned its name and it constitutcd morv. 43 per cent of all the
Iesponses,  Different NCBs tef. Aprani Bank, Sonali Bank, Rup.l.
Bank and Uttors Bank are the second most impertant (70.6 per cent
of the respondunts and 31.8 per cunt of the ri.sponses) group of organi-
sation known to the owners of the sumple units, Interestingly, the

respondents showed quite o good knowledge chout intcrnational oid
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TABLE 6.2

AWARENESS OF THE ENTREPRENEURS REGARDING SOURCES CF
INSTITUTIONAL FINANCE

. No. of 7 of the % of the samplc
Institution mentioned responses  respouses respondents
BSCIC 49 43,4 %6.1
NCI 36 31.¢ 70,6
DFI (BSB, BSRS) 12 10.6 23.5
Foreign Banks and Donor 16 14.2 3l.4
Agencies
Could not mention - - -

113 100.0 -

giving agencies (olthough these «: cncics do not directly disbursc
oid in the sector). Beside the foreign banks, the donor agencics
meptioner by the respondents include UN organisations, USAID, Asian
Development Bank, ‘JICA and NORAD. Another interesting feature of
the responses is that some of the cntreprencur reckoned the domestic
private commercizl banks as one of the potcntial sources of institu-

tional finance.

The 1level of awarcncss demonstratcd by the entreprencurs oS
not at all surprising given the urban and modirn fuatures of the
scctor and more so with the relitively high level of cducational

qualification of thc cntreprencurs.

Whilst the entrepreneurs cxhibited quite o foir knowledge about
the sources of formal loan, a overwhelming mejority of them couli

not preciscly say hoew they should proccude tc gel loan from thesc
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sources and whethcr the instituti: s have any wspecific scheme for

financing the units of the sector..

Thus, it may bce concluded that jnformation gap regarding sourccs
of institutional loan exist in the sector to the extent thot not
nll the entreprencurs are well apprised of about the specific facili-
ties which these organisations are rcady to provide them, Alterna-
tively, limited use of instatutionzl loan in the small cngineering
and matal working sector is not so much a result of lack of knowledge,
as much as it is duc to thc hurdles associcted in rcolising the poten-

tial services of the concerned institutions.

6.9.2 Problems of gctting loan from the financial institutions

In order to idcntify the problems confrontcd by the cntreprencurs
in getting lcans fronz the concerned fincncicl institutions and/or
to understend 'the. apprchensions of the cntrepreneurs which rofrain
them from approaching & financial institution for loan, we asked
the respondents to mentioa three main problems associatid with procusx~
ing institutional financiul support. The rosponses received in this

regard have been grouped and table 1. low,

It is quite evident from Table 6.3 that the illegal payments
have to made by the prospective borrowers to the officials of the
financial institutions is the overwhelming dominant concern (94.1
per cent) of thc entreprencurs. They univocally cxpressed their
indignation about the bribes which they have to pay the BSCIC officials
to get a loan sanctioned. The second most frequently (58.8 per cent)
mentioned problem relates to the harassment caused to the borrowers
due to indiffcrent attitudes of the concerncd official and bureaucratic
procedurcs, which are sometimes delibaratcly engincered by the offi-
cials, Complaints about high interest rates (43.1 per cent) and
inability to meet collateral requirements or unwillingness to mortgage
the machineries (39,2 per cent) arc other two important problcms
mentioned, which are closcly followed by complaint that the loans

can not be obtaincd from BSCIC Banks at the time of necessity ov
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TABLE 6.3

PROBLEMS OF GETTING LOAN FROM INSTITUTIONAL SOURCES

I1legal payments have to be made 48 94.1
Deliberate harassments are caused 30 58.8
Rate of intcrest is high 22 43.1
Not given in proper time 18 35.3
Cannot/Do not want to mect the .20 19.6
cpllateral requirements

Repayment period is very short 10 9.8
Others 5
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quite long period is taken to P. .cess loan application (35.3 per
cent). If we remember our carlicr discussion rclating to real cost
of institutional 1lcans then these reactions of the eatreprencurs

will not come as surprise,

Analysing the problems mentioned by thc entrepreneurs, it scems
there are basically two scts of problems dutiring wider usc of institu-
tional loans. First sct rclates to subjective factors such as corrup-
tion, harassment, dclay, c¢te, and the sceond sct to the terms and
condition undcr which loans are disbursced to the cntreprencurs, such
as, interest ratc, collatcral, repayment period, cetc, It can net
€SCpe our attention that the first set of problims disturbs the entre-
prencurs much more than the sccond. Undcr the circumstances, improve-
ment of the situation rcgarding the first group remains a pious wish
as these arc complex multifaccted and cndemic problems, whercas the
second group of problems demand rcvision of cxisting policies, which

may not be deemed zppropriate from the lenders point of view,

Thus, it is fearud in the ncar future no spectacular improvement
of the performance of the institutions cngaged in providing financial
assistance to the smoll engin.er: .3 workshops is expected, whilst
tven a marginal improvement could have an impact on meking available
to the entreprencurs the scarce financial resources which the GOB

has allocated for the development of the small cngineering sector.,

6.9.3 How to solve the probiems

It was plcasant surprisc to find that owners of the small cngine-
ering workshops were able no: only quitc aptly pin down their problcms
regarding institutional finance, but also ciome up very promptly with
a whole series of remedies to do awzy with thesc malices. When they
were asked to suggest measurcs which could have given them better
access to institutional sources of finonce and broaden the scopc
for more efficicnt utilisatien of institutional financc for the devi-
lopment of thc scctor, the 51 sample entrepreneurs suggestad in all

161 steps which have grouped under 11 heads in the Table 6.4,
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TABL:: 6.4

MEASURES SUGGESTED BY THE ENTREPRENEURS TO FACILITATE WIDER
USE OF INSTITUTIONAL SOURCES OF LOAN

—cen

No. of % of the saml.

Mcasure Suggested respondents

‘1. Lozn should b provided by only 10 19.6
mertage of machinerics

2. Rate of intcerest should be lowcred 18 35.3

3. Loan should bc provided according to 8 15.7
scale of production

4. Loan should be provided according to 12 23.5
efficicncy

5. Loan should be provided against work order 4 , 7.8

6. Loan should be provided according to nucd 14 27.5

7. Corruption should be¢ seriously dealt with 36 70.6

8. Harassment shculd be stopped 20 39.2

9. Loan should be processcd within a 22 43.1
short period of time

10. Govt. should allocate more money for 12 23.5
the sector

i1. Other 5 9.8

161

As expected the relutive sharcs of diffcoent measures suggest .d
correspond more or less with dintensity of the problums as mentioncd
in Table 6.3. The overwhelming (70.6 per cont fecling of the respon-
dents have been found to be effective contrel of corruption would
contribute most to improve the prevailing situation,  The second
most popular (43.1 per cunt) stup appears to b expeditions of proccs—
sing of loan applications. The other, two frequently suggested steps
arce stoppage of harassment (39.27), decrcasing of interest rats (35.3

per cent),
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Interestingly, the entrepreneurs decmed it neccssary to make
themselves explicit on the criterion of sclection of loan benefici-
aries. The most popular perception in this regard is that loan should
be given according to need (27.5 per cent), whercas suggestions such
as loan should be given according to cffieicncy (23.5 per cent),
scale of production (15.7 per cent), and agoinst work order (7.0

per cent) also prevailed significently,

Besides decreasing of rate of interest, mcasurcs advocated roelat-
ing to rovision of terms and conditions of loan disburscment includcd
the scnsitive issuc of collitcral, The ehireprencurs (19.6 per cent)
rcckoned that no other asscts cxcept the machinerics to be purchascd

with loan moncy may Li¢ offired as collzteral,

Perhaps recognising the limitation of funds of the financing
agencies, particularly BSCIC, a significant proportion of thc¢ respon-
dents (23.5 per cent) went on to indicatc that the GOB's allocation
to the scctor should be cnhanced. Two of thc respondents (includcd
in 'others') strongly advocated Sttting up a special bank for the
engincering sector and welcomed th< decision of e¢stablishing a bank

for the small scalc industrics,
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CHAPTER 7

MACRO ASPECTS OF ICM IN SMALL ENINEERING AND METALFABRICATION
SECTOR AND SOME POLICY CONSIDERATIONS

After analysing the organisational, functional and operational
features of ICh and formal financial system, the present chapter
intends to focus on some aspects of ICM at the macro level. These
include tentative estimates about the size of ICM in the small engine-
ering and metalworking sector, interaction between formal and informal
credit markets, etc. The other set of issuus addressed in the present
chapter relates to evolving a framework for promoting ICH with &
view to enhance the cificacy of the monetary fiscal policy and tLc
acceclerate domestic resource mobilisation for the development of

the small engineering sector.,
7.1 Size of the ICM in the Small Engineering and Metalworking Sector

Whilst analysing the modes of financing of small engineering
units in Chapter 4 we have alreac, prescnted some estimates of the
size of ICM in relative terms. Thus it was mentioned that the contri-
bution of informal sources of finance is around 29 per cent of the
initial venture capital 28 per cent of the expansion capital, 25
per cent of the working capital, ectc, However, besides these relativc
shares, it is also necessary to generate some estimates relating

to the absolute size of the ICM operating in the sector.

Our study revcaled that the volume of outstanding loans of the
32 debtor enterprises, om account of their loan Lransactions over
the period of last fivc ycars, amounts to Tk. 1£,82,000. It was
also reported during the survey, that thc dubtor units as a legacy
of their earlier informal loans (takcn bofore 1961) have inherited
financial liabilities to the tune of Tk 3,62,000. On the othzr
hand, the non-d:btor units (those who did not borrow during 1981-85)

also have an accumulated financial liabilitivs (by 1685) on account
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of informal credits to the extent of Tk, 6,72,000, Thus, the real
amount of outstanding liabilitics of the 51 cnterprises to the informal
creditors adds upto Tk, 28,16,000, We mdy then say that the contribu-
tion of the informal sources of finance in the investment packagc
of the 51 sample units in stock terms at a point in time (by the
«nd of 19Y86) is Tk, 28,16,000 or'approxlmatcly Tk. 5,700 per entir-

prise,

A recent pep.r on the ¢nginecring sccror mentioned that theic
arc presently about 2,400 small LNgINCLring units in the sector empley-
ing 40,000 workcrs in the country;Zé/ It scems the author in the
paper is refering herc once again to the dated and understated estima-
tes of the Smali Industrics Survey of BSCIC (1980-81), llowever,
even if we take this figur¢ as the lower bound limit of numbcr units
in the scctor ang assume that our samplc units more or less reflece
the structurc of scales of operation of th-. enterpises in the sector,
then it may be saig that the total investncnt drawn from ICh in the
Bangladesh  small uhgincering  and metalworking scctor is not lesg
than Tk, 13,7 million. Put if we work out the size of the ICM taking
into cognisance the More recent estimatcs of number of small engincor-
ing units, then it appears Tk, 11.: million of capitai borrowed from
the ICM remains invested in the 2000 units of Dhaka district alonc,
of which Tk, 3.5 million accounts for our study areas (587 units

of Dholaikhal and Tipu Sultan Road).

During the coursc of our survey, we tricd to make off hand assess—
ments about trend in the size of the ICM in the scctor,  OQur respon-
dents mentioncd during convcrsations that, despite the increascd
demand for funds duc to the significant growth of the Sector, presently
Morc persons are available (than in 1970) ready to finance the capital
needs of the scctor, The terms and conditions have also liberaliscd
overtime. These observations may bc accepted as indication of ip-
creased inflow of informal funds which has taken place cven at the

face of enhanced contribution of institutional finance to the sector.
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7.2 Interaction Between Formal and "nformal Sources of Finance

One of thc important point of cnquiry in an analysis of ICH
is the cxistence of channels and mechanisms through which the formal
and informal credit markcts arc interlinked. ¥ also tried to explorc

issue,

Whilst considering the issue of interface between the institu-
tional source of finance and informal cr.ditors, two aspects may
be differenticted.  First, whether there is on-lending, wherc funds
originating from thc formal sector institutions find their way to
the ICMs through intermediuries and sccond, whether formal sector
financial institutions arc tapping funds of informal scctor creditors
for redistribution-?-s-/. These two apstcts are sometimes discusszd
in a broader coentuxt of cnhancing cffcctaveness of monctary policy
and instrumcnts whure the neeessity of rudroessing of onc of the scctory
with thc advantugeous features of the other is prOgagated.lQ/

Our study of informal loan transactions could not tracc any
such cases wherce the origin of creditor's fund is institutional sourcc.
In that scnsc on-lending of funds ceccived from financial institutions
at a subsidiscd rate, to accruc higicr revurn appears to be asbsent,
But if we remember that 19.3 por cont of che informal creditors
arc government or scmi-government cmployces and o sizeahle portion
of their investment abmount has been allcges to be acquired through
misappropriation of public funds, then we mgy say that, though in
a round about fashion, a considcrable sharc o‘f" the informal credit
funds owes thcir origin to the statc orgenisations, which are not

necessarily financial institutions.,

Alternatively, it is a common knowledge that the GOB presently
does not have eay policy targettcd to mobilisc financial resourcces
for its financizl institutions with a vicw to subscquently redistri-

bute these resources through ICM,

Thus, we¢ find the links between the two sectors of financial

markets are rather weak, if not totally absent, when considered in
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the context of financing small enpinecring workshops. Nevertheless,
this 1s not say that thc two sectors do not influence cach other,
fis a conscquence of the Bangladesh Bank's ' fix price' credit polacy,
subjected to various quantative restrictions, the availability of
credit in the informol scctor has incrcascd overtime. Our study
Suggests that the major factors contributing te the enhanced wnflow
of informal credit fumds to the snall Cngineering sector arc  the
"spill ovur’ dunand  from the institutionzl crudit mark:t and th
income differential arises from the high rotes of interest charged
and paid in the ICH as against thc negative rcal rate of intercst
in the represscd institutional markct. OJn the othcr hand, it wos
also observed that the increasce in quantum of institutional financo
inflow could make the ICM more competetive and, albeit marginally,

substitute and/or supplcment it.

Simultancously, the ICM of the smalil cngineering sector also
reflects the working of thc¢ so-callced ‘undcrground economy ' thriving
on black liquidity, whach emcrges as mechanism to cvade taxes and
control. The operation of ICH in the scetor ulso considcrably dampen
the money multiplier cffect, despite the predominnce of currency
in its transactions, as it cxtends crodits withnut accpeting deposite,
Further, as the ICH is providing loans "1 thc small engincering
sector on the bosis of various promissory agreements without zny
formal collatcral requiraments, it allows to kcep much of the lending
and borrowing cven outside the informal scctor. All these factors
make ICM act as a vehicle of disintcrmediation, crode the cflicicy
of monetary bolicy, perpctuate fragmentation of cupital markct, impcedc

efficient mebilisation and allocation of domestic rescurces.,

Under thc caircumstance it becomes pertinent to take a balanccd
view towards the potentinl and prospective role which may be playecd
by the ICM in thc developnient of small Lhgincering scctor and evolv.:
o framework for its rcalisation, But before we move on to that subject
1t is necessary to have an idea about the sizc of credit demand pre~

vailing in the s.ctor.
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7.3 Demand for Credit in the Small Engincering Sector

Demand  for credit in the small cngineering sector arisces from
two broad sourccs, viz. demand for new venturc capital and demand
for expansion capital, The two main components of the latter happen
to be funds nccessary for balancing, modcrnisation, renovation and
new acquisition of fixed asscts, and funds nccessary for mecting

working capital nced.

The prescnt study does not allow us to cstimate the effective
dumand for start-up capital for sctting up new units in the sector.
Similorly, though our survcy indicates that investment in the linc
of restructing of the fixed assets of a considerable number of units
would have perceptibly enhanced the cconomic viabilaty of thc sector,
our study docs not provide us with any indicstor to capturc the demand
fdr funds on this account., On the othui hano, the study revealced
that the effcctive ratc of utilisation of Glrceady instalalled produc-
tion capacity is very modest (around 40 per cent) and inadequacy
of working capital has been identificd by morc than majority of tho
respondents (around 60 per cent) ns the factor responsible for an

idle capacity of such magnitude,

Under the ciccumstences, to have at minimum cstimete of demand
for credit in thc scctor, we may cstimate the volume of capital that
will be necessary at lcast to utilise the c¢xisting productive asscts
at a reasonablc level. Thus, i we assume that an cffective rate
of 85 per cent is & technically feasible level of capacity utilisation
and therc is sufficiunt effective demand for goods and services provi-
ded by the swoll engincering units, then the supplementary amount
of funds nccessary to mect the working capital need of the sccteor
(with the units presently, having on an avcrage, a working capicel
to the tune of Tk. 77,000) will be Tk. 392.7 million (on the basis
of 1982 BSCIC cstimate of number of units in the scctor). Taking
in to the more recent estimates of number of units, available for

certain  areas, the supplementary working capital " requirement the
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existing 2000 units of Dhaka disL ict and 587 units of Dholaikhal
and Tipu Sultan Road areas amount to Tk, 327.5 million and Tk. 96

million respectively,

Thus, in the backdrop of such an coscssnient of the potenticld
working capitcl rcquirement, the amount carmorked by BSCIC-NCBs for
disburscment amongs  the units of the smell «ngincering scctor ip
Dholaikhal and Zinzira (Tk. 50 million) appars to be quite inadequat.:,
On the other hand; the cstimate about the size of the ICM indicates
that, till the moment it is being able to only partially mect the
potential capitzl demand of th¢ concerncd unils. Under the circums-
tances, to satisfactorily neutralize the derand-supply gap of credit,
it becomes NeCLs8ary to increase the quantity and iaprove the quality
of institutional finance, in the linc discussud earlicr. Byt what
is possibly, which is no less importent 16 to channcl innovative
efforts to mustcr and develop the honconventional (but may be tradi-
tional) sourccs of finance and diversify the choices of the borrowcrs.
The present Study prompt us to conclude, development of new instru-
ments of monctary and credit policy dirccted téwards cnhancing the
role of the IQis in financing the small cngincering units will contri-
but: towards attaining equillibrium .n ghe crudit market as a wholg,
subserving the domestic resource mobilisation angd «llocative efficiency
objectives. If these instruments, designed to the satisfy the concrote
needs and capabilitics ef various types of units in the sector arc
diffcrentlativcly ustd, in our opinion, ICH may also mect the cquity

objectives of crodit allocation,

7.4 Modalities of 'Developing ICM for Financing Small Engincering
and Metalworking Sector

fny measurc tergetted to the cnhancement of "ICM's contribution
of promoting smzll scalc enginecring units should subsume in itsclf
two basic features., Firstly, it should b able to appropritately
cater to the spucific neced of the cntreprincurs and secondly, it
should retain the characteristics which mikes borrowing from IClj

advantageous in cowparison to other sources., Thus, the ICM should
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be largely complemcntary and at ti.. same time competitive with the
formal scctor., Of coursc, any such measure, cquiped by the aforemen-
tioned characteraistics but not forming an integral part of the overall
policy thrust of improving the basic tenets of credit market will

fail to achicve many of its declured objectives.,

We have already mentioned that demand for funds in the secter
arises from the nced of finoncing ncew conterprises and the need of
financing cxpansion and working capital of already existing units.
OQur study rcvealed that the relative shares of informal credits
do not signficiantly vary with respect to financing of venture capital
nnd running capitual, but the relative shares of informal credit cut
across the sizce of the units and their scalc of operation, The enhan-
ced role of informal finance in relatively smaller units in the small
ecngineering scctor is explained by these units’ severely restricted
access to the institutional sources. Due to their magnitudce of depen-
dence on the ICH, the smallers amongst the smalls have to be compromisc
with the morc stringent offers of informal lending practices. A
closw scrutiny of the pattern and terms of borrowing reveals, that
the contreprencurs are primarily in need of short term, small size
loans taking the form of bridge fimancing., Given the intricacics
involved in such typus of loar operations, it is not possiBlc for
the institutional scctor to cffer scrvices in this respect economically
and officiently, once agoin discriminating the small borrowers.
Given the situztion, so as to cvenly distributc the benefits of ICH
operation thc first thing which is to be advocated is redircction
of the flow of insticuticnal funds in favour of smaller units (having
a fixed asset investment upto Tk. 2,00,000, working capital upto
Tk. 50,000 and a credit demand limit of Tk. 1,00,000). Secondly,
restructing of the loan packages by attaching importance to disburscent
of small loans with relatively smaller rcepayment period (may be one

1 .
vl This would have not only improved the economic viability

ycar).,
of the smller units but also enhance thuir barguining capacity in
iCM, to which they will have to resort to mect their cxcess credit

demand.
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When we consider the forms of ¢..veloping ICM for the small enginc-
cring sector, it should be remembered that bulk of the informal credit
funds was provided by the small engineering enterprisc owners them—
selves. Given the rate of return from thce investment in the seator,
one of the viable methods of resource mobilisation for the scctor
would have been organisation of Savings and Loan Associations of
the entreprencurs, whosc cconomic functicn would have been obtaining
savings (dcposits) from the mumbers and invest the funds in financang
small enginecring workshops (giving prcfecrcnce to the xncmbcrs).2§/
Emergence of such savings and credit unions would have possibly
effectively squeczed the role of such ‘exploitstive' lending practices

as ‘frec servicing and rcpairing’ and 'profit sharing arrangements',

On the other hand, we =zlso found that savings and accumulations
generated in other spheres of economy have been used to finance small
cngincering units, In order to tap thesc resources and augment thicr
inflow, sctting up of indigcnous finonce company(ies) may be con-
sidcred.  This type finance companies will be an intermediery (usually
a partnership form or in rare casc privatc or public limited company)
set up for making profit from the busincss of lcnding money raiscd
by ways of subscribed capital or lorrowing., The finance companics
may perform many of the bank ‘unctions such ns bill discounting,
collection of remittances, maintain deposits, offcr sccurity, ctc.
It is reckoned that establishment of such cowmpanivs would not only
rationalise the inturest rate structurc in the ICH of the small engine-
cring scctor but also broaden the opportunity of cfficient allocation

of funds and dissolve the sc¢gmential barricrs.,

In our opinion promotion of thes¢ types of institutional initia-
tives in informal credit market as against othcr forms of primitive
lending agencics viz, indigenous styic benkers, individual commercial
financiers, finance brokers, commercinl paper  discounters, pawn
brokers, would be able to develop and intcgrate the capital markeot
with the cconomic and financial demands of the small cngincerang
sector at its prescnt stoge of development. These financial innova-

tions would be able to rationalisc transaction costs of loan opcra-
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tions, rcduce dcfault risk, minimisc monopoly profit and narrow
intcrest ratce differentials. However, systemcitic development of
those forms of financial intermediaries prosupposcs that these agencies
should come under the functional purview of thc Bangladesh Bank (c.g.
rcgistration, provision of technical services, etc.) and should be
subjected to taxation, c¢ven if nominally. Propagetion of cvolution
of the ICM in this fashion would also nccessitate rethinking by tho
policy makers about the role the ICM is cnviseged to play end promulga-

tion and revision of legal instrumcntalitiuve.
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CHAPTER 8

CONCLUDING REMARKS

The prisent study priepared as s part of a broader study on urban
informal financial market has remained confined to an cexamination
of thc organisational, functional and opcrational aspects of informal
credit market operation and its naturc and scope of fincncing the

Bangladesh small cngincering and metalfabrication scctor,

Due to the role played by the smull engincering scctor in the
Bangladesh economy and, moreso, for its futurc growti potentials,
the sector rcmains an obvious candidate in the list of prioritics
of investment financing. In vicw of this, theo present study involved
itsclf in an indepth analysis of the sector in terms of capital struc-
ture and technology, cmployment  and  labour, Capacity utilisation,
inputs, valuc added and preductivity, centreprencurship, marketing
and finance, Possibly herc lics on of the strength of the present
study. The anzlysis of the wholc chain of procuremcnt, production
and msrketing aspects of thc units contributed towards asccertaining

the factors inhibiting the further development of the scctor,

The study, revealed that finance happuns to be one of the main
constraints, it not be most, impeding fullcr rcalisation of the potcn-
tial of the scctor. Detailed analysis of the prusent status of finan-
cing initial capital expansion capital, working capital and output
disposal brought to *he forth that though the cngineering workshups
arc bettcr endowed financially in long turm scuse¢, they have a very
vulnerable liquidity position., Limitcd acess to institutional sources
of finance has forced the entreprencurs to fall back on non-institu-

tional lenders as sccond line of defence.
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Aspcects of ICH operation had'ﬂlways been the focus of the study.
Detailed examinction of each of the loan cascs recorded in the sample
units allowcd us to assess the structuru, 1nth31ty and direction
of flow of informal funds through thc scctor, identify the lenders
and their tcrme oand conditions of lending including levels and. struc-—
tures of interest rates; from a judgement regarding nature and poten-
tial of .the ICH and nssess the cousequences of borrowing from the

informal sourccs.

Whilst pursuing the study, it was deumed that causal nexus of
ICM opcration can not be satisfactorily comp:chended without an unders-
tanding about the problems associated with institutional financing.
Thus, a significant portion of the report is devetued to the analysis
of the nctwork of institutional finance, incidence, size and pu;pdsus
of institutional loans, tcrms and costs of borrowing from institution:l
sources and to thc identification of factors ruéndnsiblc for limitcd

availability or uscs of institutional loans.

A cdmprchen51vc analysis of the technological, supply, marketing,
production, financc, Lntreprgnuurship and  other  socio-economic
chaructcrlstics of the small cngino .ring units along with a detailed
comparative discussion of npaturv and modalities of ICM andiinsLitu—
tional financing contributed towerds estimating thc demend fof credit
in the sector, the size and potential of the ICM and their macro-econo-
mic implications. Thus, on the basis of thc findings of the study,
tho 'nresent report, with a view to prowot: the small enginecring
and metalworking enterpriscs of the urban informal scctor, puts forward
a sct of proposals aiming at expanding the rolé and improving thc
efficiency of ICi in a planned menner in the context of further deve-
lopment of institutional finance and cnhancement  of the cfficocy

of monctary and credit policy.,


http:modal.it.es

10,

11.

12,

13.

14,

15,

16,
17.

18,

153

G. Carilio-Lucas and G.T O'More. The Urban Informal Credit Market
in_a Developing Country under Financial Depression: Thza Peruvian
Case, Institutc of Latin American Studies, University of Texas,
174,

Reference has been made of the regional study on ICM initiated
by the Asian Development Bank. Thc countries chosen for the
study aire Korea, the Phillipines, Indoncsia, Thailand, India
and Bangladcsh. For an understanding of the design of the study
and other relevant issues sce: Some Issues for Reeional Study
on Informal Credit liarkets, Preliminary discussion paper. ADD,
19 April, 1935,

For an idea about the existing statc of knowledge about ICls
in Bangladesh sec: Informal Credit Markets in Bangladesh, Review
of the Literature and a Study Outlinc. BIDS, March 1986,

For a brief uccount of the sector underlining its importance,
present size and {uture potential see chapter 2.

The broad objcctives of the UIFM study arc to cxamine:

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

ii) whether it is desirable to devilop IFY for promoting urban
informal scctor, particularly the small scale enterpriscs
who have little access to forimsl scctor institutions;
and

iii) if found desirable the modilities for promoting UIk.

Sce for dqtaiis: Terms of Refcrence of Urban Informal
Financial Market in Bangladesh., BIDS, 1686,

According to onc¢ estimatc of RSCIC, on 1985 there were a total
number of 519 units in Dholaikhal arca of which 100 werc manufac-
turing, 42 rcpairing and servicing, 118 scrap reconditioning
and trading and 158 scrap trading units, The number of units
in Tipu Sultan Road area happened to be during that period 68.

For a detail profile of the sampli units sce chapter 3,

See for details: World Bank., Bangladesh Issues and Prospects
of Industrial Dcvelopment. Vol, II. 1973, p.99.

The establishments covered under the Chl werc those 'factorics!
registered under sector 2(j) and 5(ii) of the Factories Ack,
1934 or under section 2(f) of the TFactorics Act, 1965 which
means that the factory employs (i)20 or morc 10 or more workers
using power or not, or (iii) 10 or more workcrs using pow:l
or not but thc manufacturing process do not include a mine sub-
ject, Sce for details Bangladesh Census of hanufacturing Indus-
tries, Summary Report 1980-81. BBES 1984,
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See: Statistical Ycarbook 1986. CBS. p. 454~455,

Rural Industrics Study Project (RISP) of BIDS classified 2.4
per cent of the total enterpries surveyed under the metalworking
and enginecring sector where 1.7 poer cent of the workforce was
employed, Sece for details RISP Final Report., BIDS, 1961 p-70-72.

small and Mcdium Scale Metalworking Industrics Phasc - Two JICA/-
TECHNNONET ASIA, 1979-80, p. 15.

The study usud the informuation from the cOttage industrics survey
of BSCIC as they were and cstimated the relevant values of small
industrics from the other LSCIC  survey, ad justing them by using
the growth rate achicved by cach of the sub-sector over the
period, S.¢ for details: Habibur Kahwan, ct.al. A Study on
the Small and Cottage Industrics of Ranpladesh. 1986,

It should bc noted that as per the ISIC or BSIC 371 and 373
basic metal industries (ferrous and non-ferrous) denote the
iron and stedl rnills/foundrics/rcrolling mills, and production
of basic aluminium, copper, their alloys, cte., Whilst describing
the scctor in the foregoing paragrupiis these scctors have not
been considurcd.

According to a rccent estimate of BSCIC (1986), there are at
present morc than 2000 such units in Dhaka district alone, showing
@ spectacular increasc over BSCIC survey (1978) which put thc
corresponding number at 662,

Whilst th¢ construction sccter bears the bulk of the burden
of high cost of locally produccd steel;, it is the engineering
Sector which is crippled by the high costs of imported stecel.,
For a detail understanding of the policics affecting the sector
scu relevant TIP Studics,

By ‘entreprcneur' in this study wc mean the owner of the unit
€ven when he does not run the day te day affairs of the unit.
In those cases, where there were joini cwnersh2p, the principal
shareholder has been interviewed, although whilst taking stock
of assct and liabilities of the unit, the CLterprise in totality
has becn considered.

The RISP found that amongst thc urban proprictors 15 per cent
had no formal education angd only 22 pcr cent read upto seccndary
and above. Scc RISP Final Report. p. 208,

Here by 'establishing' we have meant procurcnent of machincries
and equipment (old or new) and organisation of production (may
be at premise which was previously uscd for this purpose),
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This figure excludes the proprictors. Thc proprictors are some-
times engaged in the production (partly or wholly) sometimcs
they are involved in management only, It has also been observud,
although in very few cases, that the propriector is not at all
associatcd with the running of the business wherc it is looked
after by an cmployece. So as to evade this confusion we have
presented the figure excluding the proprictors.

However, there werc workers who bolonged to the same family.

This information was provided by the rospondents themselves
in responscs to the query what value will the asset currently
fetch if sold in the market in its prescnt condition,

Notc that this cstimate of exturnal contribution to the working
capital do not include othcr informal borrowings (institutional
sources do not usually providc credit for working capital) for
working capital purposc. Thus, the share of cxternal sources
in financing working capital is probably morc than 24,8 pcr
cent. '

Paradoxically, incontrast to th¢ low rates of duty on most machi-
nery imports, materials used in the manufacture of thosc machincry
and equipments are taxed at a higher rate in Bangladesh, thus
providing a low cffective ratc of protection to the engineering
and matalfabrication section. .See for details Qverview of Assis-
tance Policics for the Steel and Engincering Sector. TIP Doc.

MU-A, Scpt. 1985,

Whencver dotailed information wa: not availablc average input-out-
put co-efficiunts of the smail cngincering and mctalworking
activitics were used to treat the data. '

For details on rolc of credit or doefercd payment in raw material
procurcment sce chaptcr 4.

Some of the valid criticisms worth mentioning arc (i) practic-
ability of accuratc measurcment of inputs cspecially of capital,
(i1i) validity Of such assumptions of the . production functions
as a maximisation of profits by cach entrepreneur and (b) smooth
and continuos isoquants i.¢. smooth factor substitutability,

As cxplained carlicr, our estimates of working capital bascd
on observation may not be accurate cnough measurement of normal
working capital requirement. However, c¢xclusion of working
capital from the estimates of capital would have distorted the
results as timely availability fo various working capital compo-
nents in adcquate quantity may bc an important determinant of
value addud and profits.

Details on institutional credit opcrations for small cnginecring
and metalworking scctor have been providid in chapter 6.
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For details sce chapter 5.

Accurate measurcment of depreciation of machinery and equipment
is difficult. Tor simplicity we heave divided the resale valuc
of cach of the fixed assct items by their respective prospcctiv.:
life span, as indicated by the respondents. It was assumud
that all assicts depreciat at constant rates over their 1lifc
time, Whilst this has taken carc of matcrial depreciation of
the fixed asscts, aspects rolating to moral obsolescence could
not be accounted for, which is consid red to be important for
a dynamic sZctor thriving on modern technology.,  However, 1t
may also bu argucd that this aspeet has not yet acquired critical
relevance in the smali cngineering and metalworking scctor under
the prevailing circumstances,

Sce for cxample: Indcrjit Singh, N.S. Gupta. Financing of Small
Industrz New Delhi 19770 1LS, Parcck, Financing of Small Scalc
Industrics in a Developing Economy, kew Delha, 1978;'ngelogmggg
Finance for Modcrn Small Factories, McGraw fi11, 1967,

However, thas position has been termed by a number of scholars
as "the capital scorcity illusion. They maintain that the
entreprencurs often have substantial resources  unccononically
employcd end @re not likely to mcke optimum usc of additional
capital if they can obtain it. The other argument in the same
vein is that therc is no shortage of capital, the problem is
of limited availability of viable prejects.  Sce for example:
Melcolm Horper, Small Business in thce Third World. John Wiley
& Sons 1984, p, 45-46.

It was fclt during the discussions with cntreprcneurs that they
could hardly distinguish the relative contribution of various
sources of thneir own rcsources, moriso, when the mobilisation
of thesc internal resources took placc quite a long time back.
As a result, due to the absence of reliable figures, information
on breakdown of own capital could not be provided.

By the term ‘foexpansion capital' in the prescent context we mean
capital invcested for acquiring new fixced assets and as well
as for supplementing working capital, Appreciating that the
respondents may not be able to reeall precisely the amount of
investment made under specific heads we deumed it will be mors
appropriatc to csk about investment for ¢xpansion of the¢ entre-
prisc in general, However, what was more relevant for our purposu
is to study cach of the loan incidences (formal and informal)
with respect to its source and ust. This analysis, presentod
in thc following chapter, shedlight on contribution of borrowed
capital in financing fixed assct ncquisition and additional
working capital,
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Refinancing through profit in vhis cusc means reinvestnient of
savings, gencrated in the small tgincering  and metalworking
firms. Reinvestment of savings from othcr sources of incomc
are included in 'other own sources, '

It secms that the figurc indicated as reinvestment of profit
in thc¢ Tk, 1,00,000~2,00,000 investment range has been under-
statcd. There is g suspicion that a significant portion of
the reinvested profit has been reported by the respondents,
for recason; mentioned cariicr, under ‘salc of preperty’,

It is suspected that the respondent “ntrepreneurs usually undep-
stated the liquid amount ot their disposal for mecting currcng
LXpenscs.

Subcontractor mcans a firm which contrast to do work for anothor
company.  Thc works 1includc production of uniquc componunts
and  scrvices which arc incorporated in products manufacturad
by the subcontractor and furnishing standard components  such
as nuts and bolts, beurings, standard auxilicries and supplics,
Sce for dotails Subcontracting Activitics in the Engincering
Industrics in Banpladcsh.,  TIP Position Papcr Doc. TIP-IIPU-A
14, 1985,

Sce for cxample Capital Market Imperfoections and Economic Dcvelop-
ment. World Dank Staff Papcr No. 338, 1979,

Methods of 1nterest calculation have boon ..laborated latcer,

For an cstimate about the aggrcgate amount of real outstanding
informal loans of all of the sampl. enterprises see chapter
6 wherce we discuss the level of indebtedness of the scctor to
the ICM,

Se for dctuils the following scctions on sources of informal
credit,

Of coursc this obsurvation does not refutc the possibility of
existence of pure professional moncylenders.  Had it been known
to us that the dominant source of income of & cruditor is derived
from usury cepitel, then we could have confidently categorised
him undcr noncylending profession, Alternatively, but the fact
that the borrewer primarily identifics the creditor as a profes-
sional moncylender may be accepted as an indication of the magui-
tude of the moncylending operation of the particular creditor,
However, th: point is » mudern moncy lender in the UIFM in
an attempt to maximisc his income may involve himsclf into various
types of activities, ocyond just financing othcrs' business.,
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Herc again, this obscrvation docs not imply that the eorli.i
assumption that the IMs arco Segmentod (horizontally and verti-
cally) docs not hold truc in the casc of small engineering and
metalworking scetor, This issuc has been discussed later,

It so happened that one of our creditors, invelved in cnginceriug
sector associated activitics hog direcct production 1ink (aleng
with credic rclation) with units other than our semple debtor
units. These cases have boorn includud under Mo linkage® whilst
drawing up Table 5.8.

Besides other litcrature, the lively dcbate which went on the
bages of the Journzl Economic and Politicol Weckly (EPW) o couple
of ycars buck may be referred to 1in this context., Scc: S,
Acharya, S, tiedhur, Informal Crodit licrkets and Black Moncy.
Do they Frustate Moni:tary Policy, EPV Vol, 18, No. 1, 19863;
K. Sundarcm, vV, Pandit, Informal Credit Markets, Black Moncy
and Monctaory Policy - Some Analytical and Empirical Issucs,

EPW, Vol. 19, No. 16, 1984,

For cxanmplc, onc of the lenders who is a clerk in the PDB with
a monthly salory of less than Tk. 3,000 has lent out a sum of
Tk. 2,00,00C to onc of the dcbtors.

"It-may be possible that a portion of these 'savings' arc unearned
incomes, which the respondents could not distinguish or did
not wvant to distinguish,

Even a 'cost frce loan' involves transaction cost, usually bearcd
by the borrowcr. At this point we arc abstracting from transacti-
on cost as wc usc the term ‘cost',

Therc arc cases where there wWiaS no siipulated intercst and no
provision for providing financial bowfits to the craditor,
but the debtor fecls that he has to moki: costly prescnts to
the creditor on various social occassions (c.g. marriage cercmony
of the son of thc creditor) only because of his obligated status.
We considered it will be oppropriate to includc such 'costg?
into transaction costs.

However, it is our Field experience that our rcspondents ar:
still very sensctive to the issue of usurious money lending.
All of them refusecd to accept the possibility that such form
of lending (in overt or covert fashion) cxists as one of the
modes of financing of the scctor.

These types of profit sharing should be distinguished from that
of thc¢ cosharers, who ore usually associatcd with enterprises
from the moment of establishment and oven if they come into
the picture later they do not make their involvement contingent
to the time frame,
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Strictly speaking 'bad debt' is o subjoctive perception of the
creditors,  Although creditors were not cvailable to  expruss
their opinion on this issue, it is belizved that the creditors
would have liked to sec their funds remain investod in the scctor
as it would be bringing lhigher recurring incomes to them,

We discuss later the tronsaction cost as a part of costs of
borrowing. ‘

Of coursc therc are scctors where the rotes of return to invest-
ment may be more than 297, DBut duc to basic characteristics
of thc copital market, particularly duc its scgmented nature,
thc creditors usually can not take dvantage of these higher
rates of return.

Comparable cvidences in  this regerd ds absent in Bangladcesh
cconomic 1lterature, However U, Tun Wai in onc of his articlcs,
based on & study of informal credit mavkets in 15 developing
courtrics cstimotes that ore-sixth of 29 pcreentage point dif fo-
ruence between institutional rotes (averopging 117) and non-institu-
tional rates (averaging 40%) is due to defaults and risk factors.
In other words in the high lcvel of intercst rates of informal
loans about 4.8% is cxplaincd by riskinuss of informal lcnding
and possibility of defaults, Sce: U. Tun Wi, The Role of Unorga-
nised Financicl harkets in Economic Dcvelopment and in the Forula-
tion of Honetary Policy, Savings and Devclopment No. 4, Vol
4, 1960,

Sce for cxample H. Rahman ct. al, Enticprencurship and Small

Enterpris¢  Doevelopment  in E. ngladesh, Burcau of Business
Rescarch, Dhaka University, 1979,

For a short synopsis on the background and activitics of BSCIC
sec Bangladesh Small and  Cottage Industries Corporation. An
Industrial Extcnsion ond Scrvice Orpanisction. Dhaka, October,

1986,

The other credit programmes of BSCIC nire Special Crudit Programme
under the lead bank system, USAID Fund in collaboration with
Bangladesh Krishi Bank (BKB), UNCLF Fund in collaboration with
UNDP/ILO, Fund for rural womcn in collaboration w'th BKB, USAID
Fund for inmovative industrics.

Obviously thurc are much more units in thesc arcas then the
BSCIC estimates.

For a systemctic analysis of policics uscd by COB to influenc::
credit allocation see A, Virmeni Evaluation of Financial Policy:
Credit Allocotion in  Banpladesh, World Dank Stolf Paper No.

672, 1984,
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Two morc¢ units have also indicatud that they have received Bank
loans, but as one of them oniy rcccived it in early 1987 ang
thce other had only applied but did not gct any fund as yot,
we have not reported them here,

The usual practice is that the borrow.r has to come to an arranpo-
ment with functionarics of the Banks and BSCIC to get a loar,
The arringement usually imply paying of cash moncy for lubricat-
ing the approval proccss and stcrificing o cut on cach of the
installments during disburscment, Anybody not agrceeble  to
abide by theso unwrittep rules may not have his application
approved, aand cven if he gets it apreved after much delay, the
moncy may not get disbursed,

AM. Syced Humed, Future of Light Engincering industrics, BSCIC,
Oct. 1987,

Scu for oxemple: Some Issucs for the Pupional Study on Informal
Credit Market, ADB Discussion Papcr, April 1985, pel5.

A.G. Chandravarkar, The Non-Institutionnl Financial Sector in
Developing  Countrics: Macrocconomic Implications For Savings
Policies,.§gvings and Devclopments No. 2, 1985 (IX), p. 139.

We are yet to sec the modes of finzncing by the cnvisaged Small-
scnle Industries bank, However, if cognisancc would have been
taken of thc opinions expressed by the entrcpreneurs (in Section
6.9.3), it would have hclped the Bank of achieve many of its
dcclared objectives.,

This form of organisation should be differcnticted fromm Chit
Fund systcm (rotating credit arrangement), which is not alwnys
profitable for the dcpositors and where it is often run by the
traders who usc the funds tc mect their own working capital
need and where the funds are frequently used to for non-productive
purposcs.
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ANNEX
Study on Urban Informal Financial Market

INDICATIVE TERMS OF REFERENCE

STUDY ON INFORMAL FINANCIAL MARKET AND THE METAL
PRODUCTS SECTOR IN BANGLADESH

The small scalc and cottage industry scctor accounts for about
half the GDP contributed by the industrial sector in Langladesh.
In the small scale industries sector, textile sector (Handloom and
small scale units) perhaps is the largest contributor, but no less
important is the small metal products and engineering wdrkshop sector,
particularly when considered not only from their absolute contribution
to GDP, but also from their growth linkages and future potentials
perspectives. [I'rom a virtually nonexistent sector even about @ decade
ugo, this sector has taken up a place of importance in the urban
and semi-urban areas. It is estimated that at pruesemt there are
well over 2000 such small enginecring workshops in Dhaka district
alone (BSCIC 1986) showing an increase of about 10C per cent over
1978 when a BSCIC survey put the number at 897 iun basic metal industry
and 310 in metal fabrication. The average cmployment is roughly
20 and 12 employees respectively with an average capitalisation of
over taka 100,000, There were about 114C light engincering workshops
in the cottage industries category with average cmployment of 4 family
members and capitalisation of about 50,000 taka. The 1979/80 Techno-
net Study (JICA, BSCIC) metal working firms reports that 38% of the
shops produced perts for industrial machinery and 87 agricultural
machinery. lany {about 40%7) worked as sub-contractors of larger

enterprises.

The high turnover of these units and rather high capitalisation
valuec of the units naturally raise the question about the financial
requirements of this sector —- both in the current context of inade-
quate development of the formal financial sector to cater to the

needs of the smill enterprises and also in the context of growth'
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and linkage potential of this sector with other sectors, It is
believed that the small firms do not have access to formal financial
institutions which usually lend to borrowers w,th acceptable colla-
terals., The smell firms with their needs  for short-term credit,
credit at short noticc without collaterals; ete have te turn to
informal sectors for their financial rcquircments.  In many casecs,
the informal scctor consists of frionds and relatives, but with a
greater  degrce of specialisation of this activity, muneylenders,
middlemen and activity specific traders also put out loans and credit
under various f{inancial terms and conditions, The objective of this
specific case study is to find out in-depth and in as much detail
as possible the naturc of financial transactions, the role of informal
and formal financial Sectors, the naturc and structure of intcrest
rates etc. It is hoped that the study will also be able to come
up with rccommendations for development  and growth of an optimal

tinancial arrangcncnt for this sector,

The case study methodology

This case study will primarily examinc the financial aspects
of small metal products sectdr (inc]uding small cnginecring workshops)
in Dhaka, concentrating primarily on the units Situated in thc old
Dhaka city arcas (Tipu Sultan Road, Uholai Fhal, etc). Some mctal
forging, ship breaking units in the outskirts of Dhaka should also
b¢ covered for this Study on complete the chain of trading in the

mctal working scctor,

An anthropological case Study approach would be taken to know
‘more about the Sector, its composition, working capital requirements,
‘The Technonet Study of JICA could b. good refrrence poine for the
study. The rescarcher could ulso scek the assistance of thce Small
Scalc Engznuering WYorkshop Owners Association in providing further

reference,

Once the trading links and structurc of thc industry is known,
the rescarcher could seck in-depth information about their financial

transactions, working capital requirements. cetc. The researcher
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should also seck to quantify somc aspects through a small sample

survey covering about 50-100 small units, but keecping the length

of the qucstionnaire within a rcasonable limit,

Specific Terms of Reference of the Study

a)

b)

c)

d)

)

£)

h)

i)

A brief account of this sector underlining its importancc, pre-
sent size, future potential and growth.

An assossment of the structure and ccemposition; dctailing the
trading links and flow of funds and inputs.

An assessment  of working capital requircments and financial
nceds,

An assessment of government policy, if any, towards financial
support to this scctor.

An assessment of the dependence of this soctor on informal finan-
cial markets; costablishment of liuk. among transactions and
trading aspccts and asscssment of theic implications.,

Assessment  of formal/informal financial soctor interaction,
if any.

Resource generation, mobilisation and flow through this scctor.

The equity and income distribv ion aspects of finuncial transac-
tions,

Recommendations about the development of an optimal financial
rigime to scrve Lhe specific necds of this sector, with cmphasis
on the possiblc modes of development of the informal financial
sector,



