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PREFRCE
 

As in many developing countries, the informal 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 theto formal (institutional) sources of credit. 
Despite various attempts to control and rcgulat. informal financial 
transactions, their scale and pervasiveness of operations have 
Expanded unabated. In the long debate on the usefulness and the 
performance of the informal financial market operations, and
associated issues like the determinants of in.erest rates, inter­
linkages among transactions, etc., some have labelled the markets 
a usurious, as 'fetters on growth' while others have considered 
Lhem ap desirable adjuncts to the process of brisk growth in trade 
and 
commercial operations. Corresponding to these two views, two
diametrically opposite policy frameworks are envisaged; the first 
aims at, cojitrolling and ultimately eliminating informal financial
transactions while the second aims nt expanding the fund flows and 
incrasing the copetetiveness in the informal sector. Both lines 
cf arguments however agree that there are imperfections in informal 
financial markets and that the interest rates usuallyt obtaining 
in these markets are 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 inadequate. The study on the informal financial markets
 
in Bangladesh, conducted by the 
 Bangladesh InstiLutc of Development
Studies (BIDS) and sponsored by the Asian Development Bank and the
tt-Agency for International Development (US-AID), -ttCmpts to fill-up 
this gap in information and analyse some select issues such as the 
growth and the structurc of the markets, format,_on of interest rates,

,,obilisation and use-efficiency of resources. A series of case 
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studies have been conducted under Ale project; all themof are nowbeing reproduced as working papers. A survey to collect some primarylevel information on 
the markets and the characteristics of lendersand to know more about the organizational aspects of informal finance
gathering 
and distribution 
has also been 
conducted. 
 The survey
findings along with those of the case studies arc being used toprepare 
an overview paper on the informal 
financial 
markets 
in
 
Bangladcsh.
 

In this particular study, 
Dr Debapriya Bhattacharya 
examines
lhe role of IFM in the small engineering sector in Bangladesh.This sector has had some growth in the past, and it is argued tohave substantial 
growth potential. 
 The study, based on primaryinvestigation of a number of such units in Dhaka, rLeveals that financeindeed is the major constraint on the fuller utilisation the growthpotential of the sector. 
 The study examines 
the financial 
links
of the small sconev units in their totality, from the formal sectorfinancing to advances for raw material purchases. The network ofinstitutional finance, incidence, size and purposL is studied alongwith informal 
financial 
transactions. 
 The demand 
for credit of
-.he sector is estimated. The stuLy also puts forward a proposalaiming at expanding and improving the efficiuicy of IFMs in .9 waysuch that this vivrant sector can indeed realise their full potential. 

Atiq Rahman 
Project Director 
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CHAP-TER 1 

INTRODUCTON
 

1.1 The Problem Setting
 

The savings of an economy are usually awsumred to find the.:" 
way into real investment either through self-financing (i.e. the 
agejit responsible for the saving also being r, punsible for the invest­

meyt), or via one integrated financial scctor (i.e. bank or other 
financial interwediaries). But the financial sector of a typical 
developing country comprises of at least two not-integrated components, 
which are usually termed as "formal" and "informal" marketsA / Whilst 
informal credit market (ICI) happens to be an important integral 
component of the later, it is being increasingly accepted that when 
strategies for more rapid and balanced development of the developing 
countries are undel. consideration, financial policies must take into 
cognisance the role of the ICGIs which it mig!,t play in terms of promo­
ting mobilisation of domestic resources and maximizing their allocative 
cfficiency whil(, channelling them into investment, subserving the 
equity objecti.ves. However, it is also true these aspects of th.s 
type of financial intermediations in the developing countries (i.e. 
fundamental role of the 1CM, the factors which unite its effectiveness
 
and the benefits which might accrue from improving it) have received 
scant attention in the concerned literature.
 

Existing lIterature, dealing with optiiaality or non-optimality
 

of financial markets, the possible sources of inefficiency and the 
appropriate policy responses, is assentially based on two sets of
 
(somewhat opposing) beliefs. Proponents of the first set basically
 

draw upon the traditional neoclassical model, according to which
 
government intervention in the financial market creates problems, 
so if government lifts all restrictions, the market will optimally 
allocate funds among different categories of borrowers.2 / On the
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other hand, the institutional schout posits that feudal market struc­
ture happens to be one of the significant characteristics of many
developing eCoiomies where exploitatLive rlationships extract surplusthrough usurious interest rates. Thus, doing away with these forms 
of credit institution inuy only correct the situation. 3 /different variations of these two 

However 
sets of beliefs, including institu­

tLonal variation of traditional neoclassical i-odel, may alsobe found 
in in the liteiature.- Attempts have bLen a1su made to give theoret.L­cal underpinning to the introduction of transaction costs of financial 
intermediatLion in a traditional neoclassical model,. / asto provide a unified well azframework for analyting credit markets with 
all their impcrfecutons (which are dee-.med to differ fundamentally
from market for ordinary goods and services and where collateral
plays a viitl role) and effect of gov.-i'zia-ts policy on ttlei effl­
ciency .-/ 

But, till qui:t,: rec,;nLly, whau..ver ].t:'aLuzc relating to develop­
ing countries wcre available en the subject, Llhfy focussed exclusively 
on rural cidiL makts and the d(;t(,:rmLnanLs of Lher interest rates,
Whilst the issue of "unorganised financial markets" were takcn up
by U Tan Vai and A. Botnomley as early aj lut,i, fifties and early 
sixties,-/ and whilst it.has been suggest.d by concerned zesearcherjthiough valious estimates that thL valuL' of total loans outstanding
in the unorgajiid money markets have goa* up in most developing
countries in the fifties and sixties,- / ser-ous attempts to explore

the nature and magnitude 
 of the UICM were only initiated in late

seventies and early eighties. 
 Thanks to the works of the T. Timberg

and C.V. Aiyar on India and 
 JoM. Dowling on Iorea, reliable estimfates
exist relating to the share of informal credit in urbanthe areas
of these two countries. 2 / Bcsides the6u two Asian country studies.
mention can bc madc of a Latin American case study on Peru.--q/ Thus,

it has to b( rccognised apart from these honourable exceptions, systL­
inatic rigorous investigation of UICM with all its peculiarities iln
countries concerned is yet to be done so as to evolve a common modcl
of understanding about its basic funci.iorial features and the role 
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it is envisagel to play in the conte xt of macro-economic issue., 
This linc of inquiries becomc.., more pertinent when research on Iai 
as whol< is .-nbarking upon a stage- of regional synthesiLzation.-

In Banglikdesh also, rtsearch into ICs ib still couched itoat 
initial stage.l ./ Whilst thete arL some studics based on micro-survy, 
of rural informal credit markets (though only in terms sources of 
loans and thci- uscs, borrowers' profile and the interest ratos 
charged), UICM remains to be a totally nw.w theme of investigation° 
Though the exist0.nce of finance broker and traders and financial
 
interest in th,. urban economy of the country is no secret, yet there
 
are no reliable evidences about 
the size, structure and composition
 
of UIals in Bangladesh, '.heir trends of 
evolution overtime, terzms
 
and condition of lending including level of interest rates and colla­
teral needs, sources and uses of fund, profile of the major partic.­
pants and the horizontal and v,;.rtical linlkagcs of these financial 
intermediaries in tht UI(7,Is with formal financial institutions. 
As there are indc,tjons that UIFlis are signific ntly segmented along 
various putronages ard .Linteages and moruso alojig trading and produc­
tion interests, for any meaningful iuconolo.t, analysis of the worki.ng 
of UIChs in Banglad.sh, parti.cularly at thc-; ;r(.:sent state of knowledge'.: 
it becomes necessary to cpture all the unauancLs of credit relation 
through in-d.pth casL-stud.s of various segmnLI.al Categolies. 

Reasons for paying special attention to the small engineeriLng 
and metal fabrication sector in Bangladesh, while investigating the 
operation of informal credit/finance transactions in the urban economy 
of the country hardly need to bc emphasised. The sector is linked 
to other industriLs not only by its products which most of them use, 
but by its service.: which all of them need. Beccause of the variety
 
of its products and services and the. universal nature of its productLvc
 
activiti.es, the sector is normally able to provide efficient import 
substitution. But there are reasons to believe that small-scale 

problems, brought about 

and cottage industry (SSCI) as such, and the small engineering and 
metal fabricating fi'ms in particular arL starving for capital in 
addition to many other external and internal 

http:activiti.es
http:segmnLI.al
http:Banglad.sh
http:worki.ng
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by size related issucs. Due to Ehe high turnover of these unit 
and rather high capitalisation value, of the units in the currunL 
context of inaidcquate development of tht forlwn, financial suctur 
to cateLr to th.. needs of thc. small enterpriss, these firms hav 
to rcsort to inforhial sector for meting their financial requir.­
ments 13/ 

The rteluvance of the present study should bo judged in the spirit 
of the foregoing paragraphs. 

1.2 Objective of the Study
 

The prcsent casL-study is a component of a larger study on Urban 
Informal FinWacial liarkct (UIFM)I) 4 / in Dangladesh, taken beup theDangladesh Institut:e of Development Studic-s (BIDS), which in i'ts 
own turn is a part of a yct bigger study on the Informal Financial 
1arket in Baiiglad.sh (comprising of both urban ond rurJi components). 

In order to uchiLve the gLneral objuetJ.vc-., of the broader rusvarch 
programmo. attVemnpts havu b~en made to trace the general characteristxcs
 
and distingushing features of the UTFH 
 through various economic activi­
ti.cs and the in this connection the prescene study 
 seems of capture.

the functional attiibutes 
of UIFf, with it& varicd contracts and modali­
ties in the 
 snmall enginLering and metal fabrication sector in
 
Bangladesh.
 

Briefly, th, speci.fic points of inquiriLs of the study are a5 
follows: 

i) the present status and future potential of growth of the sector;
 

i) the input-output characteristics 
of th- sector; 

iii) the role, andnature magnitude 
of informal financial murket 
in the sector; 

iv) institutional credit and its interface with informal financial 
market in the scctors;
 

http:objuetJ.vc
http:Baiiglad.sh
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v) Working capital demand investmwt, And income distribution aspects 
of financial transaction in the sector, 

On the basis of the findings of the above mentioned points, 
the study to a set ofenv: sages sketch recoximcndations about the 
development of an optimal financial regime to serve the specific 
needs of this sector, with emphasis on the possible modes of develop­
mcnt of the informal financLal Sector. 

It should be pointed out that, in the total absence of definitV 
quantitative informations regarding some of the major issues mentioned
 
above and as wcll as intertempoial information constraints, the major 
thrust: of the study would be establishing and assembling facts, tracing 
linkages rulatig to informal credit relatlons in the small enginecring 
and metal fabricati.on sector. 

1.3 Some Conceptual Issus
 

In making provisions for clarity of uid.Estandin6 of the issues 
investigated, some dfinitional demarcations are ncccss.ry. 

Firstly, a pr.-cisu, connIon coIcept of ICMi is yet to emerge. 
Wi.th the realisation that ICMs also exhibit significant features 
of olgatilsation and sei1-regulation, the terminological distinction 
between 'unoiganiscd' and 'organised' credit markets has largely 
been abandoned. In the contemporary literature the ICMs are distin­
guished by the absence of regulation in terms of registration, repor­
ting on audit, rLstrlction ob lending or borrowing rates, riservc 
requirements, etc. For the purpose of study,our we may accept all 
these criteri-i for identification of ICM opcration, although for
 
a different purpose it may be possible to dclineate across somewhere 
in between the different degrees of regulaLion. It must be added 
that here by IFIi we primarily mean informall markets of cash financ. 
(rather than credit in the form of goods).
 

http:ncccss.ry
http:fabricati.on
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Secondly, twiijs formal fin.,acial market' and 'institutional
finance' have been 	 used synonymously in thi. report. Though thu
modalitis through wh4.ch cledits provided by the non-govexnmental
voluntary organ.sat:3.cns (1'1 Os) 	 haV soUm rL.sLmblcnco of the ICN opera­
tions, they beenhave included in the cutegouy institutional sourcu 
of finance.
 

Thirdly, th-. prc:tent study concerns iL6i.li 
 only 	with the informal 
credit to the e.xtent it finances trade and production in the scctor,

i.e. 	it does not 
take 	into consideration 
thic 	 consumption loans, if
 
any, taken by the critreprericurs.
 

The 	other set of definitional problem ar.,sLus regarding classifica­
tion of cnterprises under the 	small .ngiecrj.ng and metal fabrication
 
sector. This 	issue has been separately dealth with in Chapter 2. 

1.4 	Study Methodology and Data
 

Data and intormatioa 
 used in Lhe prus;.:nt study came from thr.
 
main sources: (i) published survey results and 
studies relating to

the 	engincer.ng and metal working s~ctor; (ii) a special sample survey

of small engin_.xiiq and metal fabricatiou sLctor; and (iii) conversa­
tion to the knowl:dg&cabLe informants.
 

Amongst the 
published sccondary matcri.iils, 
the 	main points of
 
refrencc for thL study WCIe the 	Survey ,'port on 
Small Industri;:as

of Bangladesh conductced 
by BSCIC in 1978-79 and published in 1902, 
census of Manufacturing Industrics conducted by BBS in 1980-81 pub­
lished in 1986 and study on Small and NCediuJ Scale Metalworking Indus­
tries, Phase 'Wo, Bangladesh and Sri 
Lanka, conducted by Technonct
 
Asia and JICA in 1979-80. A number of studji 
.oof 	the steel and engine­
ering subsectors carried out 	 undcr the Trade ard Industry Policy
(TIP) Reform Programme and Studies on Rural Industries Development 
(SRID) were consulted to gather insight about the sCctor.
 

http:engincer.ng
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in accurdance to the guideliP-._, provided in the terms of referenc;
 
(TOR) of the study, thc respondents of the sample survey were drawn 
from the units situated in the old Dhaka city arLas (particularly 
Tipu Sultan Road and Dholai Khai). Unfortunately, only tentativ:. 
cstimAtes of thi number of units locatLd in the survey ar".as (regis­
tered and not registered with BSCIC) were ,vuilabL, which were alho 
to sonC xtL.nL datcd in a sLtuat2.o;: when Ih s .ctor is demonsraLj.ng 
rulaLivwly high rLte of growth. 1. 5 / A tot-l nuicatioy-. of thu uni'-Zw 
in the survey axca was beyond thf-. scope of the: present study. Under 
th; circupistanci-s, a toLal numbc-r of 60 sa.iiplc, units were randomly 
selectcd: 45 fruln Eholaikhal and 15 from Tipu Sultan Road. To elic t 
relevant inforiatiorn and data structuri.d quetionnaire in Bangla 
was administLrId to thL sample units by the author himself, assisted 
by two trained Y.s,.arLh associates. Howev.er, out of the 60 adminis­
tured quLstiorn!air%.s, 9 schedules could noL bi processed due to incom­

plete and inconsistent answers.16/
- The survey was conducted during
 
the period of Deck.iiber 1986 to January 1987. 

BesLdcs th,. sample survey, a significant DumIar of conversational
 
interviews were 
 carried out to have a closer look into the completc 
chain of production and trading iii the sOcto)., Firstly, this group 
of informants included relcvant officials in the LSCIC, pa.Licularly 
i.n tie Departm:nit of Promotion, Extensio- and Sub-contracting and 
the office-bearers of the ,haka District Dholaikhal Small Parts Olanu­
facturing C! R'pairing Factoyy Owners' Group and Tipu RoadSultan 
Small Parts lanufactuerers Association, thLe two major organisatiors 
of the entrepreneurs in the ara. The s(:.cond category of peoplf 
wi"-o some of the major actors in the informal credLt relation proces3, 
ue.g. input suppliur creditor, output trade.i creditor, entrepr-neur", 
association boss engineeringcreditor, workshopowner creditor, etc. 
Theru was a special drive on behalf of thu research team to trace
 
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, (one of whom happened to be a pIof&ssional money lender) 

http:answers.16
http:Howev.er
http:demonsraLj.ng
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could be cstabllshcd. However, Uue total aggrussive non-coopO'ra­
tion on their behalf not much meaningful rc:spor.j_-s could be gathere-d 
relating to lcnd::ra perspctiv:. . 

Regarding; quality of th data, onc should b.ar in mind, thai.th respondunt2 oftcn could not give correct answers to some of
quusO.ons as thcy had no accountiLng systcF 

thu 
and most of the answ(:ro

were given by memory rLcall. NvurthlCss. one could assume that
thL bias crtated in this way was uniform with zero mean and did not
affect the samplk in a significant way. Eut two oth _r nuances had a bearing on t,,. answers of th.. respondents. Firstly, theru wc:.
attCmpts of exaggeration brought about by expcctation of assistancc 
and secondly, wilful hidi;g of facts out of fcr (u
.n. misundrstanding

that th: production statistics and financial figurts might find thuir 
way to the incoimc tax department). Howcvw.r, utmost carL has bc.ritaken for building up of a good rapport with the zespondents and 
informats sc az to neutralize their scupt'ici.i and reservations. 
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CHAPF %,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 Bangla ,::sh is noL bestowed with b;nsic natural raw materials 
needed to accelerate the growth of the metal product sector yet the 
existence of the sector may be traced back thruugh centuries in the 
country when it was composed primarily of sijall shops and cottage 
level factories cetering to the needs of huuseholds and agriculturai 
markets in specific ferrous and non-ferrous metal products. IBowever, 
the 	 present metalworking and engineering secror originated in early 
1960s within the industrial policy format of the erstwhile Government 
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 state enterprises and at the same time estabishmeni­
of private units were encouraged which were, almost invariably, organi­
sed and operat a by the West Pakistani6. In the beginning of the 
1960s, the government also started promoting the cottage and small 
scale firms within the metalworking industries. Some developmental 
agencies were Lither setup or improved on to be able to promote and 
assist the sector. But the combinaLon of the Bonus Scheme, tariffs, 
import quotas, and export taxes and subsidies policies, prevailing 
at tha,. time, greatly distorted the relative prices, resulting in 
distorted, unbalanced development of the sector. In 1969 the numbcer 
of persons employed in the engineering (metal productinn, manufacturing.
 
machinery, electrical machinery and transport equipment) sector was 
10,969, the value of output was Rupees 1,61,087 thousand and value 
added - Rupees 67,310 thousand at the current prices.17/ 

During the War of IndependencL (1971), many of the West Pakistani
 
entrepreneurs laft the country and their plants were taken over by 
the Government of Bangladesh and the engineering sector followed 

http:prices.17
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the 	pattern of collapse and recoveL which 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 productior/servi­
cing of agricuiLural implements, s:mall power ".ngines, transport equip­
ments/components, machine tools/elements, elec .rical machineries/spares
 
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 -n the 
following
 
four sections:
 

i) 	Fabricatted metal products (31), making products such as cutlery,

handtools, general 
hardware, furniture 
and fixtures primarily
 
of metal, scructural metal 
products. e.g. 
window frames, other
 
fabricated 
metl products, such 
as 	nails, nuts, bolts, 
cooking
 
utensilh. Lin containers, metal stamping
 

ji) 	Machinery (other 
than elect1.cd1) (362), 
making products such
 
as: 
engines and turbines, agricultural machinery and equipments.
 
metal and woodworking machinery, 
special industrial machinery

(e.g. mining and textiles), office computing and accountiiig 
machine, other mechanical equipment such pumps,as compressors, 
the repair of all kinds of machinery. 

iii) Electrical machinery, apparatus, appliance and supplies (383),
making products 
such as electrical 
industrial machinery and 
apparatus, radio television and comunication equipment, electri­
cal appliances such as dry batteries, electrical appliance acces­
sories, electric lamps. 

iv) 	Transport equipment (384), making products3 such as 	ship building
and repairing activities, 
railroad equipment, motor 
vehicles.
 
motorcycles 
and bicycles, aircraft, 
transport equipment 
not
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classified (.lsewhere (e.g. wh.- 1 barrows, baby carriages, invalid
 

carriages, and paris).
 

According tu the las. Census of HanuiacturLng Industries of 

1980-81, the numbcr of establishment ii the engineering and metal 

423, where 27,367 personsfabrication sector (as described above) wasi 

were engaged, and the value of gross output and value added at factor 

cost were Tk. 3,064 million (7.5 per ccLt of gross outpuL of tl. 

manufacturing sctor) and Tk. 754 million (7.9 per cent) of the total 
.8 18/

added in the manufacturing sector) respectively.­

Accord.ng to the CKI of 1981-82, the number of metalworking 

and engineering enterprises in the couri':ry was 473 and the nuiiber 

of persons engaged in the sector was 29,426, whereas the value of 

the gross output cld value added at factoi cost were correspondingly 

Tk. 3,227 milliuii (6.0 pex cenL of the gross output of the inanufac­

turing sector) c:id Tk. 648 million (6.3 per cent of the total valuw­

added in the manufacturing sector) ,-! thus d -ioting a trend of expan­

sion of the sector: in absolute terms. 

But, whatever growth trend the abovcmenLioned figures relating 

to the period 1980-81 and 1981-02 may express, they grossly understate 

the status of the sector and under rcprus.nt its contribution in 

when considered in totality. The metalworkin,the national economy 

and engineering industry in Bangladesh today is composed of cottage, 

small and large-scale establishments. The figures mentioned abov­

relate primarily to the large scale enterprises and to the small-scale
 

firms, to the extent that they are registered under the Factories 

Acts. On the other hand, cottage industry type enterprises of the 

are
metalworking and engineering sector, which essentially rural 

based, have remained beyond the purview of the C[I20/ 

Within the context of the country, a cottage industry firm
 

represents the non-mechanised units performing the metalworking 

prGcesses basically by hand or simple tools. Generally they arC" 

classified aa ron-electr-ical power consuLxng units relying solely 

http:rcprus.nt
http:Accord.ng
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on traditional production techniues. A survey in 1966 revealed
that there were 24,000 such units in exist:.ce, employing nearly
50,000 workers. hilst lIajority of the units in this component of
the sector are engagEd basically in the manufacture of agricultural
tools and implemcnts, some units concntaLe o" household ornaine i.s
(e.g. table wares) and goldsmithy. Tinsmith firms engaged in produc­
tion of tin containc-I's, tcapks, lanterns, etc. also figure signifi­
can tly. 

industries
ai 
 etheron o, hand, are characteriscd
by the low-level technologies, clectrical power inputs andsome a 
maximum fixed capital irnvestment. in auchinaries/equipment of not 
more than Tk. 2.5 illion. In 1974. according the Department of 
Inustries, ther were 2,000 registered .ll firms and about 1,000

more non-registc.rcd units. M-ajority of the cstimated 3,000 units 
were deployed Dhakaia, and around other major urban cuaties, obviously
predicated by e;isi:ence of infiastructural facilities. 

The lar .c:L,, industri.es are chfaracterised by relatively higher
lvel of technologies, employing large work-force size, consumino 
electrical/thermal power and havi j a fixed asset investment abov;-
Tk. 2.5 million level. Thesc large-scale i.nterprises, although v-ry
small in number, arc public sector enterpr,!:.s, which capture a major

portion of the business volume of the 
s.cctor. However, ofmany thcsc:
large enterpriscs, e.g. Nachine Tools Factory (with an investment
 
of Tk. 1,200 million); 
 Genera] Electric 1Lanufacturing (Tk. 1,100
million investcmnt) and some shipyards are orx-rating in underutillis.d 
capacity condition due to limited market size, whereas thu small 
and cottage industries sectors remain deprived of basic produciu.

inputs and had to resort to importation of basic machinery items. 

Unfortunately, 
 besides some fragmentary evidences 
there are
 
no reliable curint statistics which can aptly describe the engineering 
and metalworking sector of the country.
 

http:industri.es
http:exist:.ce
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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 Bangladesh and Sri Lanka, carried out jointly by the TECHNOZIET 

ASIA and JICA foi the BSCIC and IndusmU:. l Thvelopmnint Board, Sr.L 

Lanka, the sector as i whole has contributed about Tk. 10,697 millioit 

at 1972-73 constant price to the country's GNP. Out of this 38.4 

percent (Tic. 4105 million) and 34.7 porcent (Tk. 3719 million) 

represent the contribution of the small and large scale induscri.s 

respectively, wiereas the cottage industrious: accounted for the remain­

ing 26.9 percr-nL (Tk. 2873 million). These figures probably refer 
-
to the year 1979-0. 2 l
 

Uithin the mnetalwoLkin6 and enginevr.-ng .-Xcctor, when the rfiaLve 

efficiency of th'r large, medium and small subsectors is analysed 

in ternis of i.nput utilization, it appeazed that scarce input, i.e. 

capital, is more :'fficiLntly used by small faii;i vis-a-vis the largc. 

counterparts. ThL better performance--, by the small metal firms are 

subbtantiatc-d by their high wage per unit capital value and higher 

invstLible surplus. 

It is usually reckoned that the BDS figures relating to thel 

manufacturing industries underestimate the contribution of the sector 

to the national economy as it fails Lu capture a significant portion 

of the units operating in the unorganised and/or rural sector. Not­

withstanding this fact the estimate providted by the JIC/TECH1OHElIT 

study (Tk. 10,697 million) seems to be grossly on the high side as., 

the contribution of the tota:l industry sectlor to the GNP in 1979-8G 

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

It has already been mentioned that the CHI data do not allow 

us to Liake a comprehensive assessment of the sector. In that case 

we may suppicmeiit the CNI figurus with the Small Indusurir Surv, y 

(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 

Sub-sectors of lg,n&ncering IndustricsEconomic N,:asur-u.s 
Large 
 S17mll Cottage
 

1. 	 Value added per 5706 2336 270 

workr5732 

2. 	 Capital Labour ratio 9892 1357 149 
3, Capital value adrd 1.734 C.503 
 0.532
 

ratio
 

4. 	Worker p'r unit 
 191 d.15 3.3
 

5. 	Annual wag8 
per 1268 761
g7
work 	r1 


6. ag .	 p.r unit 0.128 0.558 
capital
 

7. 	Surplus i)r unit of 
 0.449 1.156
 
capital
 

Source: JICA/iECHNONENT Report p, 13. 
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clearly there i:i room for overlap betwo-'_I C1II coverage and BSCIC 
coverage, becauze if any registered factory wit) 10 or more employeez 
has fixed assnts inoL exceeding Tk. 2.5 i-lILon in value, it is likely 
to be covered by both. 

According, to the Cottage Industries Survey of BSCIC, there wci
 
23,191 units (7.2 percent) in the manufacturing of fabricated metal
 
products, mnAchIn: ry and equipments sector in 1977-78, where the siz, 
of employment was 60,148 persons (66 percent). The annual sales 
value: of the products of the sector was Tk. 9,303 million (9.3 percin)
 
and value added Tic. 443.4 million (9.1 pcrccrt). 

On the other hand, the Smnall InuustrLes Survey stated thai:
 
there were 2,389 units (10 percent) in the basic metal 
 and fabricated
 
netal industries sector in 1980-81 where 39,646 persons (12.3 
 pe; 
cent) were engaged. The value of goods produced annually was Tk. 
395.6 millioii (]0.4 percent) and value added Tk. 64 million (7.0
 
Iercent).
 

As the reftrence period of the two surve.ys are different, it
 
becomes hazardous to add up the .;itdingof the surveys and relate 
 * 
it to the largc-sca.l sectur through CMI data (as residual) to derive 
national esrirjte of the sector. Under these circumstances it b~comes 
necessary to fall back to other secondary mat,'rials and adapt some 
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 1960-81 the value of output and value added in the 
metal product sector (including transport equipments, gold and black­
smithy) in 1980-81 was Tk. 1494.2 million and Tk. 738 million respec­
tively.2.2/I f assumew(. that the percenLtle shares of the three 
components of tthe s6,ctor stdtud by the JICA/TECIIHONET Study are fairly 
reasonable, then the contribution of the large-scale metalworking 
industries would have been 392 Thus theTk. milliou, , contributao 
of the total scctor to the national income was Lround Tk. 1,130 millio:, 

http:surve.ys
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in 1980-81. If the rates of gro,..Lh of the metalworking sector and
the national economy a overas whole the period 1981-86 are assuwred 
to be similar then the amount of GDP produced in the sector in 1985-86 
is est.imated to be around Tk. 2,313 million (0.48 percent of the 
GLP). 

However, it always behas to borne an mind, that this is quit,: 
an off-hand estimate and one of the main limitation of this estimaL: 
is that it has to draw upon three different sources of information,
where the activities classified under tbf metalworking or metal fabri­
cation sector were not totally identical. 

This situation once again points out th-: necessity of prec-sely
defining the small engineering and meLal fabrication sector for th 
purpose of our sLud). 

Defining the Sma].l Engineering and Metal Fabrication Sector
 

Despite some lnAtat-oils the BSCIC Survey Report on Small induL­
tries of Bangladesh (1.78), appears 
 to us r.lative-ly comprehensive,
 
upto date and reliable tor the purpose of our 
study. For the benchnazik 
information wc: drawcaa upon the 2 of the 9 broaa sectors, (viz.

Basic 
 etLal InduwtrIes and Manufacture of Fabricated Metal Products)
into which th- small industries sector beenha-; divided in the 
Report.3/ Under thes two sub-sectors a total number of 39 typesof industries have been classified. The types of units operating
in these 39 types of industries and fallLng under the Census Survey 
had the following features­

i) the unit was a manufacturing unit; 

ii)the unit was privately owned;
 

iii) the unit was be within the investment ce'ilng of fixed investment­
of Tk. 2.5 million;
 

iv)The unit used some type of powe. for any production proCess 
or for rende-ring any industrial !a.rvices employing 10 or more 
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but les than 20 workers, or L - unit employed 20 or more workers 

but not usii.- any mechanical motive pownro 

However, taking into cognisance the objectives and scope of 

the present study, it was felt that so as to minimise the ambiguity 

:in defiring thz; sector under study .it is i:c ssary to more precisely 

identify the activLties. 'thus, throughout the present study, small 

enginecring and niutal fabrication sector has been defined as thos : 

having the features nentioned above, performing one or more of the 

following overations. casting, forging, moulding, plate work/welding, 

plating, machining, machine assembly and prcss work. 

Since out of the 2389 units l.st..d under the basic metal and 

fabricated metal industries in BSCIC survwy 1,12.0 units were light 

crigineering works fourth majoi typ& of small industries,(buing 	 i:ast 

4.7 par cent of the sector), special phaa.is hi s been given io these 

types of ent.: rprises, which wa' in total consonance- with the terms 

of reference of the study.--.. 1.]orcovcr,. dur.ng the study on the 

fabricated metal sector, basically Lhe units producing ferrous products 

have 	been consi.derud.
 

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

The 'potential of the small engineering and metal fabrication 

sector obviously lies in the realisation of the considerable backward 

and forward linkage effects, which the s:ctur exhibits. It is parti­

cularly true if the linkages existing ;ith the agricultural sector 

can be strengthened through developing indigenious production capa­

cities for agricultural machineries by instituting proper policies, 

Efforts, arc likewi.:e, necessary to establish durable-: linkage of 

the sector with their large-scale counterparts through sub-contrac­

ting progr antaies. 



By exploitLi, the unutilised :',pact..L;: in the sector for produ­
cing agricultural machineries, spares and other basic production 
inlPuts, tile counity can save subsrantially its scarce foieign exchange 
resource, as the country is heavily dependsxit on the importataci 
sceicime of these itcnmz, There are even linted export possbilLtt.s
of -some products of the sector, where it exhibits comparataw. 
ad vantages. 

The sector is ideally suited as a vehicle for the transfer of improvl,.],
technologies and nforeso for production) of technology appropri uh 
to the need of the country. 

Opportunities exist. for labour intenaive ,.talj 1 fabrication shopa
lik(-. ship r;pairing and dockyard facilitie.s, conducive to the nc-T.,d 
of rivurine cou,,tiy like Bangladesh. ThrouI- :Ics':-. Lypes of dCLivi~iL. 
and others, the sector as wholea may also -o for diversificatioi. 
The assembly industries (i.e. nlechanLscd r:kJh,.WS, ScoUters, 111OtLC 
cycles, motor vehicles, etc.,) althcugn at infancyiib stage. di' 
demonstrating significant promise. 

It is a sector that further.: employrcin, locational and skill 
acquisition objctives. 

But the s-ctor has some instrinsic problems as well. It is
aljiiost totally dependent on imported 
 raw maLtrials. A small amount
 
of ,ild stcel 
 billets are locally available but not in cuffi~iunL 
quantity. Th only steel mill of the country is not even in a position 
to utilise more than half of its roted capacity million(3 tons).
The deficit in local production of steel billets are met through
import and scarp r,-cycling, iesultrig in chroinic escalation and ins­
tability of 
 the prices of basic raw-materials, which is passed on 
downstream- 2 5-/ Thus, although an ample arnd' growing demand exist.,
for a wide varc'Jty of engineering goods, thest. costshigh make it 
difficult for the present and potential domostic produceis to compete
effectively with imported engineering goods, some of which are lightly
taxed whilst other inconi undet a variiLy of trade and donor 
agreement.
 

http:r:kJh,.WS
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Lack of adcquate finance i:,anothe:r ov; rriding constraint to 

the growth and expansion of small engineering and metal fabricatioii 

scctor. General paucity of capital, dcfccL.vc institutional lendirL. 

policies and dutklistic features of the capital marke.t are believed 

to be the main rasonb for the fin&ncial probLLs of th' enterprisc'; 

of the sector, 

WhatsocveiC, it is rcckonc.d, if proper policies can be initia!:cd 
and adequate inzt-,tutiona] support can be lent, the metalworkiig 

and engineering industrinzl "inBangladcsh hold good prospects for 

fuither developmcint and th economy as a whole stand to gain from 

it. The remarkabJe growth which the sector has attained over a short 

period of tiwe, cven in a riot so conducive environment, bears testimony 

to it. 

http:dcfccL.vc
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CI1APfER 3 

ORGANISATION, PRODUCTION AND PRODUCTIVITY IN
 

SMALL METALWORKING ENTERPRISES
 

This chapter describes the n1ajol fi: dl.hni of the study on charac­
teristics of jnallthe: -ngineering and mtlalworking enterprises with 
regard to background of the entrepreneurs; typos of production procc.sa
used and mix;product technology and capital, labour -ud employment; 
inputs, value added and productLivity. 

3.1 Socio-economic Corelates of the Entrepreneurs
 

In studying tb, economics of a particular industrial sector 
in the context of devClopicnt iaeds of an economy it is importanL 
to assess th.: (.n,:rupreneurial supply 6 .Luation. Keeping in vic.w 
that the aitr(prencurial supply situation is a function not only
of Cco0ornic inducements but also of a uu!iber of sociological, 
psychological a.d other non-economic variables, the present study
gaLhered somt._ relevant. informatiun rulaLing to the background of 
the en trcnrencurs.26/ 

3.1.1 
 Distribution of the entrepreneursb. agerour 

As Table 3.1 reveals that while 59 pr cent of thu respondents
belo.ng to the age group 30-40 years, the proprietors of the small 
engineering and mnetalfabricating units ar: cverwhelmingly (84 per 
cent , if we taku 40 years as the. cut off poitL) young. Only 4 per 
cent of th.: proprietors are of the age group 50 years and above-. 
Obviously it is a reflection of the encouraging uLtrepreneur supply
situation as iL sU1e.es more new entrants are coing into the sector,. 
On the other hand, a young stock of entrepre neurs denote they arc 
handicapped by absence of long standing expei'.cncc.. 

http:trcnrencurs.26
http:procc.sa
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TABL 3.1 

DISTRIBUTION OF THE ENTREPRENEURS BY PRESENT AGE 

Age 
lumber 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 whopotential new incumbents, what 
are 

is perhaps more important is not thepresent age of the proprietors but the age at the t-me they started 
or took over the businLss. It has been calculated that the entryage of almost SO per cent of the proprietors have been less than 
30.
 

Amongst the respondents 
there were no female entrepreneurs andas a whole no female proprietor was observed by the study team in 
the 3ector.
 

3.1.2 
Distribution of entrepreneurs by level of education
 

It ij often argued that education 
 is a factor which enhances
the entrepreneurial qualities. According to Table 3.2 there are no entrpreneur who did not have any sort of formal education, though 
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mnajority of themr (58 per c~nt) do not have complete secondary educa­tion. But a significant portion (14 per ceit) of the entrepreneurs 

do have higher and spccialisLd tuchiical education. When compared
to the general litericy situation prevailing in the country it isquite evidcnt that the sector is endowed with a big st of highly
educated entrcpreneurs. Even when comparcd with the educational
7evel of the proprietors of other urban industrial activitLes, it may be observcd that the proprietors of the small engineering andmetalworking 
films are relatively 
more educated.27/ Existence 
of
 
entrepreneurs with specialised technical training (one of the respon­
dents was a graduate from the Engineering College) is another positive 
aspect which has to be taken note of. 

TABLE 3.2 

DISTRIBUTION OF ENTREPRENEURS BY LEVEL OF EDUCATION 

Level of education Number % 

No formal :ducatiOn
 

Upto primary 

14 27 

Primary to Secondary 16 
 31
 
Secondary and Higher Secondary 14 
 27
 

Above Higher Secondary and
 
Specialised Technical Education 
 7 
 14
 

51 100 

http:educated.27
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No doubt a better educated entreprencur will be able to take 
relatively moro advantage of the institutional sources of finance 
as they 1iquire lot of documentation and interaction with the bank 
and administration. 

3.1.3 
Social background of the entrepreneurs
 

Thu effect of the social background on entrepreneurial responsr.
and performancc is a much discussed issuc in the literature on entre.­
preneurship. In the study for social background of an entrepreneur 
we have basically considered the occupation of the father. At the 
same time wc tried to establish whether the father of entruprencurs 
belongs (or belonged) to the rural or urban currounding. 

As can be scn from Table 3.3 thL ,ntrepr ;neurs of the small 
(mgineering and metalworking firms havc a distinctive urban biascd 
family background. In a predorminantly ag1,..ian country awith very
low level of urbanisation, only 33.3 pLr cent of uhe fathers of ch? 
entrepreneurs hail from rural are", whcraa 66,7 per cent of them
 
are 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 percemnt) out of these 4 entrepreneur's
fathers were associated in various forms with small enginCeering work­
shops. Though the
at national level it is observed that agriculture 
as an occupation is gradually declining, but tablethe indickcMs 
that the owners of the small engineering and metalworking units are 
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 entrepreneur came from low incomc 
group.
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TABLE 3.3 

SOCIAL BACKGROUND OF iEENTREPRENEURS 

Occupation of the father
of the entrepreneur ilumber Per cent 

I. Rural 17 33.3 

a) Agriculture 17 33.3 
i) 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) Business 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 sire.ious implications on the 
performance and pxceptions of the entrepreneurs and to some extent 
became Lhe det fiuiant of their problems. For example, it is known 
fact that in a status conscious society with its distorted market 
economy, entrepr',neur-s with humble social origin confront relatively 
more problems in having access to financ.. 

3.1.4 Occupational structure of the entrepreneurs
 

All of the entrepreneurs interviewed informed that running theur 
respective units is their primary 

engaged the 

occupation. However, according 
to our observation this is not entirely the reality. It is of course 
true that alm1.oSL all of the entrepreneurs are either physically 
involved in the production processes or full-time in 
managemient of the enterprise, but it can be gathered from other 
knowledgeable sources (usually the workers of the unit oi ownercs 
of close by units) that a number of proprietors were engaged in various 
trading activities which did not have any 1 Lnk with the small engine­
ering and metalfabrication secLor. Deeming that this issue is not 
very important for the purpose of otr study, the study team was satis­
fled to know that jone of the respondents were cngaged in money lending 
activity as economic pursuit. 

3.1.5 fiode of acquisition of the firms by the entrepreneurs 

Table 3.4 shows the breakdown of the swall engineering and metal­
working units by mode of acquisition by their respective owners. 
As it can be sen from the table tn-it- the overwhelming majority 
(82 per cent) of the entrepreneurs became owner of their units by
establishing them -Z.. Whilst, 16 per cent of the entrepreneur cabie 
into effective control of the enterprises by change of ownership, 
only 1 proprietor (2 per cent) inherited the firm. Accordingly we 
find that, while there were 3 respondents (5.9 per cent) who had 
metalworking activity as family tradition, 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 establis:.ng 
42 82 

51 100
 

3.1.6 Year of establishment of tehi,,,snterp3L and year of acauiit:on 

A general indication of the sltuatiol in an industry is usuallyexpressed by the rate of growth of nauber of enterprises. Otherthings remdinivng same, a higher growth rate of industrial enterpriseswould imply a more favourable Pntrepreaeurial supply situation. 
Table 3.5 gives the distribuLi,)n
establishment. can 

of samipl(: enterprises by yearAs ofbe seen from the table only 9.8 per cent ofthe enterpris(:s were established before 1971 with the oldest onedating back in 1955. Least number of units (5.9 per cent) were:established dur,ng the period of the Iadependence and 4 yearsfollowing, which is quite understandable, From 1975 onward a trendof steady growth theof sector is quite discernible from the Table15.6 per cent of the cameunits into being during the 1975-80 periodand whereas during 
the following 
5 years (1981-85), the proportlon
of number of units established was 33 per
first half 

cent. In other words,of the prcsent decade witncss,: d a spectacular growth inthe sector, whe± f 1982 had been the peak

units, i.e. 23.5 

ycar 12 out of 51 sanpl*!

per cent enterprises were founded that year. Oneof the contributin8 factor to this, inter alia, was probably initiation 

http:establis:.ng
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of the financial assistance policy by the DSCIC. However, one cir 
not miss the fact that, from 1982 a seculax trc',d of decline in number 
of units established has set in which might. be an manifestcation of 
financial and other problems presently affectihg the sector. 

We have mentioned earlier that in thu case of small engineering 
and metalworking .ndustries in Bangladezh rel:iablc and current informa­
t.Lon in the nurnber of enterprises over tjim,.. ,.s lacking. For assessng 
the number of units now in operation in the sector presently, wc2 
use the age di:,tribution of the sample units, assuming that attrition 
of the small metalfabricating and engineering firms took place at 
a more or less constraint rate in the past. The growth rate of the 
sample enterprises implicit in their agne distribution would give 
us an idea of the rate of growth of thr. sector in the survey area. 
Having said this, we calculated the exponctial growth inrate each 
of the years period from 1970-85 where we observe the annual rat7 
of growth has steadily increased. During 1970-75 it wqs it was 9.4 
per cent, folow:d by 16.2 per cent in 1975-80 and 20.8 per cent 
ini 1980--85. Fot the overall period (197G-.35) the growth rate has 
been calculated to be 15.5 per cent which is significantly above 
the rate of growth of the small and cottage industry sector of the 
country during the corresponding period.
 

When 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 engineering firms are predominantly 
in semi-mechanised level of operation where producing goods on continu­
ous basis is almost totally absent. Quality control techniques and 
standards are relatively primitive due to relatively rough-tolerance 
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TABLE 3.5 

YEAR OF ESTABLISHMENT OF THE UNITS 

Year i umber 

Before 1971 

1955 1 
1968 3 5 

1970 1 (9-8) 

1971-75 

1973 1 3 
1974 2 (5.9) 

1976-80 

1977 1 
1978 4 10 
1979 2 (19.6) 
1980 3 

1981-85 

1981 6 
1982 12 
1983 9 33
 

1984 5 (64.7) 

1985 
 1
 

1986 

51 (100.0)
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TABLE 3.6
 

YEAR OF ACQUISITION OF THE UNTTS
 

Year Humber 

Before 19'71 

1955 

1968 

1970 

1 

1 
1 (5.9) 

1971-75 

1972 1 
1 31973 

1974 1 (5.9) 

1976-80 

1977 2 

1970 4 

1979 3 (21.5) 

1980 3 

1981-86 

1981 6 

1982 12 
9 341983 

(66.7)
1984 5 

1985 1 

51 (100.0) 
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products arc-, uzuaily produced in these firms. So as to idertifythe common patterns in the metalworking processes employed and products
generated it i s necessary to analyse the processes and products froimthe point of view of 'specialisationi' and 'commonly found combina­
tions'. 

3.2.1 
Classification of the unitsAccordi!&L duro
t
 

In their manufacturing activities the firms in the small engine­ering and metalfabrication sector use ont. or more of the following
technological proccsses: (i) cdsting, (i) forging, (i:i) sheetwolk/­
welding, (iv) plaiutiug, (v) machine assembly (vi) machining, (vii)presswork industry, (viii) moulding and finishing. Table 3.7 presen'a

thc breakdown of the respondent firms according to the production
line(s) employcd. Out of 51 enterpriseo, 14 (27.5 per cent) unitahave only one productioni line of which 12 (23.5 per cent) units areengaged in machira:Lng only. 24 units (47 pe" cent) have two processa
of which combination of 'machining and welding' happens to be dominant

(15 units or 2" per cent). Among the rest of the enterprises; 11units (21.6 per cent) have 3 processes and 6 units (11.8 per cent)havc 4 processes in use. Among the 3 processes per firm units 
'casting, welding, and machining' is thewhcreas most common combination,in the casL of 4 processes ulits isit 'casting, welding, 
machine assembly and machining'.
 

When ranked according to main production lint e 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). 'T.hough shcetwork/welding 
 figures as the third important
(13.7 per cent) production process, but when the subprocesses arctaken into considaration, then it was found that more than majorit y(52.9 pcr cent) of the enterprises are cngaged in sheetworking andwelding 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 in 
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TABLE 3.7
 

CLASSIFICATION OF THE UNITS ACCORDING TO PRODUCTION LINE
 

Ty p e 
iumber
 

1. Casting only
 

2. Forging only
 
3, Nlelding only

4. Planting only 

5. Machine assembly only
6. Hachining only 

12
 
7. Presswork industry only
8, Mould making and finishing only 
9. Casting and forging 	

1 

10. Casting, welding and machining 	
1 

7
11. 
 Casting, welding, planting and machining 
 I

12. 
Casting. welding, machine assembly aind


machinin 

3
13. 
'Jelding, machining and procswork industry 
 1
14. 	Ifachining and welding 


15
16. 	 IFachining and mould making 

2
17. 
Casting, machine assembly and machining


18. Casting and machining 	
1
 

19. Forging and machining 	
3
 

1
 
20, Casting, welding, machining and
 

presswork industry 

1
 

1 

51 



32 

TABLE 3.8 

RANKING OF UNITS BY MAIN PROCESS USED 

Hain Process Frequency Per cent Rank
 

1. Casting 9 
 17.6 II
 

2. Forging 
 1 2.0
 

3. Sheetwork/welding 7 
 13.7 III
 

4. langint 
 1 2.0
 

5. E'achine assembly 
 2 3.9 IV 

6 Machining- 29 56.9 1
 

7. Presswork industries 
 1 2.0
 

8. Moulding/finishing 
 1 2.0
 

51 100.0
 

thc context of n.c'~ssity of graduation of thu .. ector from processing 
phase to assumblzng of complete products. 

3.2.2 Classification of units according to ziroduct types 

As it ha, b,:,n mentioned earlier, presetily the small engineerian 
and metalworkint, sector produces a vari.A-y of products, which is 
reflc:cted ii Lh. Table 3.9. During the :ruvey it was found tii : 
21 out u have monosector product In other words, each51 iu., 1>n. 
of the 41.2 per ce-nL of the enterprises in the sector produce intermte­
diate goods and s-rvaces for on. suctor oPiy. Within them productLoll 
of motor vecile parts doninate: (C' unit, or 15.7 per cent), followed 
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TABLE 3.9
 

CLASSIFICATION OF UNITS ACCORDING TO PRODUCT TYPE
 

T y p e s 	 !umber 

1. Industrial equipments 	 6
 

2. Motor vehicle parts 	 8
 

3. Agricultural implements 	 2
 

4. Metal industries equipment 	 2
 

5. Pipe-work 	 2
 

6. 	Other machinery parts 3
 

7. 	Others (miscellaneous) 3
 

8. 	Industrial euipments & motor 11
 
vehicle parts
 

9. 	Motor vehicle parts & agricultural
 
implements
 

10. 	Industrial equipments motor vehicle parts,
 
agricultural implements metal industries 4
 
equipment s 

11. 	 Motor vehicle parts & metal industries 8 
equipments 

12. 	 Industrial equipments & other machiner- parts 1
 

13. 	 Agricultural implenents & metal industries 1 

14. 	 Lotor vehicle parts, metal industries
 
equipments & others
 

51 
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by froducLion- of industrial equip....Ls (6 units or 11.8 per cenL).Enterprises engaged in pipeworking and pioducing exclusively agricul­tural implements ware relatively fewer :Ln numbcr - 3 units orper cent and 2 unit, or 3.9 
5.9 

per cent rcspcctively.
hand, another 21 u:its (41.2 pei cent) 

On the othcr 
have product lines where Lih,.production ,f idustrial equipments and (nAicor vehicle parts happento be the Mo1, ihIporLtnt combination (11 j,u.tz or 21.6 per cent).wh.lst comibinatioi of production of motor vehicle parts and metalindustries eeuip;e-nts figures signifacantly (8 units or 15.7cent). Rest pe:cof the 9 units (17.6 per cent) axe engaged in productionof items for 3 or more scctors, where a mix of production of industrialequipments, muacor vehicle parts, agriculturail implcments and mtalindustries equipments is the most popular one (4 units or 7.8 po 

c nt).
 

t'hen the units 
 were classified according to the-ir main pr.oduc-­line, i.t was r3 valed, as wC se' from Tablc 3.10, thut motor vhiclepar s iith most important product l.nc (35,3 pex cenc) when consi­dered in totality, tollowed by industrial cquipments (29.4The per cent).third most important product lI.nL il the sector was found tobe metal industrios equipments (11.. par cent), 

Amongst th-: sub-processess, it was ,stabl.ih:--d that motor vehicleparts and metal industries equipments are equally significant followed
by industrial equipments.
 

As a whole the sector demonstrate 
 quite a significant diversityin terms of forward linkages which are basically production orie-ted,i.L. the sccl-or is engaged, primarily, in production of intermediatLgoods and se:rvicS, and, to a lesser extent, in production of meane 
of productionj. 

3.2.3 CassifCation of unit production ty e 

The metalworking 
and engineering 
sactor 
art usually engaged
in the following types of basic activities: (i) servicing and rapair­
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TABLE 3.10 

RANKING OF UNITS BY MAIN PRODUCT LINE
 

Product Typc 
 Frequency Per cent 
 Rank
 

1. Industrial equipments 15 29.4 II 
2. Motor vehicle parts 18 
 35.3 I
 
3. Agricultural implements 
 3 5.9
 
4. Metal industries equipments 6 11.8 III
 
5. Pipe, mould, etd. 
 2 3.9
 
6. Other machinery parts 
 4 7.8 IV
 
7. Other (miscellaneous 
 3 5.9
 

51 100.0
 

ing, (ii) fabrication (iii) integratLd production 
(fabrication ' 
assumbly), (iv) complcte goods production and (v) assembly. 

Table 3.11 prusents the breakdown of che uhits surveyed according 
to their production type. 20 ou',. of the 51 units, i.e. 39.2 FkiT 
cent of thc unics are engaged in only on: type of activity. With.isn 
them servicing arid repairing activity is ovi.rwhclmingly dominant 
(14 units or 27.5 per cent), whereas 8 perX cent of thL units wer.' 
engaged in fabrication, and integrated production and complete goods 
production were 2 per cent each. On the other hand, among the zest 
of the units, which carry out two or more activities simultaneously, 
the combination of survicing and repairing and fabrication is singu­
larly important as 49% of the units surveyed arc cf this type, followed 
far behind by fabrication and complete goods production (4 per cent). 
No firm exclusively dealing with assembly was found. 
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TABLE 3.11
 

CLASSIFICATION OF THE UNITS ACCORDING TO PRODUCTION TYPE
 

T y p e E 

a) Servicing 3e repairing 

b) FabricatU-c1 

c) Servicing, repairing & fabrication 

d) 1abricatioi) & assembly
(Integrated production) 


e) Complctr. goods production 


f) Assembly 

g) Others 

h) Servicing, repairing & others 


i) Fabrication & others 


j) Servicing, repairing, fabrication

8 integrakted production 

k) Integrat.d production, Servicing
 
0. repairi.ng 

1) Fabrication & complete goods
production 


Nunber 

14 (27%) 

4 (8%) 

25 (49%)
 

1 (2%)
 

1 (2%)
 

1 (2%)
 

1 (2%)
 

1 (2%) 

1 (2%) 

2 (4%)
 

http:repairi.ng
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TABLE 3.12
 

RANKING OF THE UNITS BY MAIN TYPE OF PRODUCTION
 

Type of Production Frequency Per cent Rank
 

1. Servic'i-g and 

repairing 29 56.9 I 

2, Fabric;tion 33.3
17 II
 

3, intugrated production 3 5.9 III 

4. asscmbly - ­

5. Comp.:.uu gcods 
production 2 3,9
 

51 100.0
 

When the units were classifiLd according to their main typu 
of activities, it was rcvealcd that the more than majority (56.9 
per cent) of the units specialises in servicing and repairing. The 
secornd most important activity -s fabrication (33.3 per cent). The 

shares of units primar-ly engaged in integrated production and completo 
goods production Lre5.9 pcr cent and 3.9 per cent respectively. 

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

be the most important onL 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 obszrv,-; 
that it is at: the phase of transccndcnc-. from the servicing and rCpa:.r­
ing oriented ,,c-ctor to a phase of antc.grat .d and/or complete goods 
production. This dynamics of developmenL of the s, cLor is obviousiy 
going to have sormc financial implications. For example, if a firm 
has to go to completc goods production, it will have to incur ,orc 
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i;,ac-rial and productij cost, maintain a bigger stock of raw-maL?"ial,.:
and finished goods, ctc. which will incrasc the need of workingcapitL, Iior,;sc', If the entreprkeneurs so as to move into more adv n­ced form of product:on, have to carry out balancing, modcrniatiori
and replac(njeiit of this equipments and m,!ch'ncxics, it will dcmandfresh investmenit in fixed assets, thus enhaiicinig the financial ne.d 
of thi sector. 

3.3 Employment and Labour
 

The sLzL. of employment in thc survy.:d units has been foun~dto b, 310 pcreom_ --- accordingly the , sLzc of employmunt 
per enterprise is 6.1 persons. 

Table 3.13 prcscnts thc, distzibution of cnterprises accordifigto size of uiiploymcnt, It may be observt d from the table that morethafi majority (,52,7 pet ctnt) of tht uiutis have an employment si.ze:of 1-5 persons. A significant portion (25.5 per cunt) of the uni';L;have a working force of 6-10 persons, "mployme-nt siz. 9.8 pozofcuit rangLs bctw_ 11-15 persons, whereas only 
2 per cent of the

un'tLs have fijor,. 
Lhan 15 persons working in tht, cntLrpr±j.s.
 

TABLE 3.13
 

DISTRIBUTION OF UNITS ACCORDING TO SIZE OF EMPLOYMENT
 

Size of employment 

Plumber 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 one, other than the proprietor, no person performing

exclusively managerial Lctiv.ties was obscrved among the surveycd
units. The u;.t, where the non-.production (-mployee was found, bclong3, 
to the eployment Cize group of 15+ persons. 

Rcgarding type of workers, it was found that out of the tot,
flwiibcr of 310 p.rsons employed in the survcycd units, 156 (50.3 pcr
cent) ar- skilld workers and 154 (49.7 per ccnt) arc either apprnti­
cus or unski.lled workers. Al. of both the types of workers we-.'c 
J.red workers. No incidencL of family labour and female labour was 
xotic.d i n the surveyed units.3O/ 

Both the types of workers arc employcd full timL in the enterpr.­
se.s having a work:.inz day, on aveLIage of 8-10 hours. 

The: workers receive fixed monthly wages.- There is significant
difference betwec-.n the wage rates of skilled -and un.kil]vd workers. 
On average, the monthly wage of a skilled worker has been found 
to be Tk. 1,144, whilst it usually rangers between Tk. 1,000 to 71. 
2,000, depending upon the skill and natur' of the: job. On the other 
hand, 'an unskilled labourer on averi.gu earns Ti. x31 pf month, wher.as 
their monthly wags usually varies between Tk, 200-400. It was observed 
that th, wagu of young unskilled workcrs is dircctly proportional 
to their age. On the whole, the averag, incom-e of a worker in th.: 
small enginLuring and metalworking fim earns Tk. 765 per month. 

3.4 Capital Structure
 

It is a k:own fact that the small cngineering and ;metalworking
skctor has relativCly a high value of capitalisation and is charartc­
ris,..d by spe.dy turnovr. This two factors have a considerable bearing 
on enhancing the cap.ttal requirement of the units of the sector. 
But quantit.ative knowledgu of how high is the capital requirmen:­
of these enterprises are also important ,in order to estimate capital
requirement for setting up new enterprisLs in the seCtor and as well. 
as to formulate an enlightened credit policy, geared. toi the need 
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of tho sLctor, On tIhc otK-r ha'-,' so ., :,o .nsurL- bcst possibl.. 
usL of scarco capital, it is ncc-sLsry Dci. only to know the amouiL 
of capital usLin but also its compoitio., WILII a viLw to makc inosL 
ucono.tcal usL of Lh-. scarcust typi of assct.,, TiL following d.scrip­
tioc, of Lhc. cp.Ltai structurc of thi sm.L1 Ln-ingiLLr'ng and BIctalfabr-L­
cation suctor will atcnpt to through somL light on t.h.s: issuvs. 

3.4.1 Fixed Asset
 

Fixed asiet in the 
present study has been evaluated under four
 
broad categories, viz. land and building, machinery, tools and equip­
ment, and miscellaneous items. value of capital stock has been
The 

measured in terms of their resale value in current cost, although
 
no rigourous method of 
estimating their resale value 
 could be
 
applied .-1/
 

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 there are enterprise where the
 
value of fixed assets is almost Tk. 20,00,000. Distribution of units
 
according to their value of fixed assets 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 rented
situated in 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 Fixed A:,:-ts Frequency Per cent
 

Below Tk. 1,00,000 
 1 2.0
 

1. 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 - Tic. 5,00,000 
 4 7.8
 

Tk. 5,00,000 - Tk. 6,00,000 
 5 9.8
 

Above Tik. 6,00,000 
 5 9.8
 

51 100.0
 

Alternatively, it preferable exclude landis to the and building 
cost of the surveyed units and include, the amount of lump-sum down 
payment made at the. moment of renting the pr.mise or the resale value 
of prosscssio, uf the premise to get a truer picture of their capital 
requirement. This truncated requirement would appear to be the morc 
appropriate measure fixed assetof requirepmict in the context of 
designing credit policies, as well as, in estimating resources co.t 
of setting up of a new unit in the traditional localities of engineer­
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 the 
units is Tk. i,1,22,050 and the aveiag sizc 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: dist:-L.bution of the value of adjusted
 

fixed assets.
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TABLE 4.15
 

DISTRIBUTION OF UNITS 
 BY VALUE OF ADJUSTED FIXED ASSETS (EXCLUDINGVALUE OF IAND AND COST OF STRUCTURE AND INCLUDING AMOUNT OF
DOWNPAYM4FNT OR RESALE VALUE OF POSSESSION) 

Value of Adjusted 
 Frequency Per cent
 
Fixed Assets
 

Eclow Tk. 1,00,000 
 6 11.8
 

Tk. 1,00,000 - T!,. 2,00,000 
 22 43.1
 

Tk. 2,00,000 - Tc. 3,00,000 
 11 
 21.6 

Tk. 3,00,000 - Tk. 4,00,000 5 9.8
 

Above Tk. 4,00,000 
 7 13.7
 

51 100.0
 

In the adjuted value of fixed asse.t of the respondent firms,
whilst the investment on account of the wcrkshop premise is usually
between 12-14 per cenL, the shares of mach yi:.ir.s and tools/eqiipments 
vary between 64-74 per cent and 12-19 per cent. respectively. Propor­
tion of miscellanous items is around 2-3 per ccnt,
 

During the urvey iL was revealed, that among the sample unis,
highest value of average fixed asset 1' r firm is attained by the 
unit where machanc assembly is the main producL.oi process, followed 
by presswork, machining, casting and welding and sheetwork. 

3.4..2 WorkingCc ital 

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 bv,.k to mecet running expenditures.. 
Information relating to working capital is collcted at a point 

http:producL.oi
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in time (i.e. at the moment of administering, the questionnaire), 
which may 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 almost all of the respondent 

urits indicated that credit for working capital as one of their major
 

need, the figures presented here should be interpreted as what the 

enterprises have to do with at the present state of affairs, not 
that what they may require for properly running the enterprises. 

The total amount of working capital of the respondent firms 

has been estimated to be Tk. 39,30,875 which gives as average size 

of working capital of Tk. 77,076 per unit. These figures include 

both the suin of advances received for job work and used for the 
purpose, as well as, amount of procurement done on credit, thus giving 

an approximate measure of the working capital requirements of the 
small engineering and metalworking enterprie. However, 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 zhe 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 (70.6 

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 need 

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 procurements, they will express 

more accurately the investment of the entrepreneurs themselves under
 

the head of working capital and alternativel.y bring out the contribu­

tion of the external sources for the purpose.
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TABLE 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. 1,00,000 
 7 
 13.7
 
Tk. 1,00,000 -
Tk. 2,00,000 
 4 
 7.8
 
Tk. 2,00,000 and above 


4 
 7.6
 

51 
 100.0
 

Hence, th. adjusted working capital figure of all the 51 respon­dent firms amounts Tk. 29,57,475 and the per unit working capitalfigure stand-, to b - Tk. ;57,990, which is 75,2 per cent theof tote!working capital estimat... In -other .,ords, 24,8 per cent of the workingcapital requirement 
(i.e. Tk. 19.,066 per unit) is compensated byexternal sources (i.e. customers and supplirs)..--32/ 

Table 3.17 presvnts the distributoi, of the adjusted workingcapital per urit according to various rang.es. As expected, the unitshaving smaller si.ze of adjusted working cdpiLal increase in numberof comparison to their corresponding size group in Table 3.16. Asper Table 3.17, the number of firms having own working capital ofless than 50,000 is 40 (78.4Tk. per ceTt), whilst the number offirms of corresponding working cipitdl raiagcj as has been mentioned 
earlier, is 36 (70.6 per cent). 

Another aspect relating to both the types of working capitalestimates is that the relative share of thQ better endowed firnsin the total volumes of working capital arc more than their correspon­
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TABAIL 3.17
 

DISTRIBUTION OF UNITS BY LEVELS OF ADJUSTED WORKING CAPITAL
 

Range of Adjusted 
 Frequency Per cent 
Working Capital
 

Less than Tk. 10,000 
 17 33.3
 

Tk,. 10,000 - Tk,. 50,000 
 23 45.1
 

Tic. 50,000 - Tic. 1,00,000 
 5 9.8
 

Tk. 1,00,000 - TI 2,00,000 
 2 3.9
 

Tic. 2,00,000 and *.,bove 
 4 7.8
 

51 100,0
 

ding share of units. But what is more s.Lgnif.cant is that the unil. 
having smller si.za of working cdpital have had a lower dcgrLe '-,f 
dependence on cu3Lomers advance and supplLurs' ci(dit. This indicates 
the disadvItLgf:ous situation of the. small.r un); in meeting their 
working capiti rcqui*enLcrts through the principal actors of tI-l 
production procuss, and thus, forcing them to ikLort to other i.formal 

corresponding amounc 

sources of finance or to remain with a greatcr gap of unfulfillcd 
working capital rcquircmnt. On the other hand, units with larger 
value of fixed ass;tn have been found not to have 
of working capitelo This, of course, a re.flcction of the general 
scarcity of working capital in the sector, one of the consequencE 
of which is lower level of capacity utilisition. The fixed assct 
and working capital analysis revealed, that, on avcrage. the working 
capLtal is about 30 per cent of that of fixed asset or 23 per cent 
of the total ass,:L. 
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Capacity Utilisation
 

The spectacular rate of growth of smallthe engineering andmetalworking sector in number of enterpriss in the ecent periods
also indicates rapid incruase of production capacities in the sector.information relating to state of utilisacion of installed pro uctioncapacities, in the study, have bcen first solicited from the entrepre­neurs themsLsvc SincL there is a strong suspicion that the perccp­tions of the entrepreneurs rLgarding rate cf utiiisation of capacitymay frequently be off the mar (usually lowlr), so the figurcs are.later compared 2nd revised taking account of the technically feasiblenormal capacity and actual output (production and services) of indivi­
dual units,
 

After modorating 
the- perceived statc 
of capacity utilisation,
it was deemed appropriate to present the results in terms of levolsof unuse.d capacity. As the Table 3.18 reveals that the bulk of theenterprises (41.1 per cent) have an unutilLsed capacity to the sizcof 30-50 per ctnu, i.e. their rate of capacity utilisation is 50-70 per cent. Comparatively 
only a small 
section of the enterprises
(7 units or 13.7 per cent) arL being able to put to use a high propor­tion of their installed capacity (70 per cent and above), whereas an equal number of units could only 
utJ1i:, 
 30 per cent of their
production capacitiLs. HowCvr, it has been estimated that, on thewhole, the size of the idle capacity is around 60.4 per cent, or
in other words, the average rate of 
 capacity utilisation if about per cent in the sector, which is obviously a very low figure
(when compared to other relevant national estimates). 

3.6 Material Input Structre
 

3%'6.1 Rawmatrial 

The main raw materials used by the small engineering and metalwor­king firms are found to be as follows: puddlcd bars and pilings;ingots, blocks, lumps of iron and steel; rods, blocks, billets, slabs
 



TABLE 4.18 

DISTRIBUTION OF UNITS ACCORDING TO LEVELS OF UNUTILISED CAPACITY 

Level of Unutilised 
 Units Per cent 
Capacity (%) 

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 sheut bars of iron and steel; iron or stcel coil for rurolling; 
universal or corrugated sheets of iron; anglus, shapes and sections 
of iron and steel, tubes and pipes of cast iron, iron and steel; 
alloy steel, carbon steel, copper ;.nd alluminum sheets, plates, bars 
or aires; ship scraps; etc.
 

It has bccnr noted earlier, that the indigenous basic iron and 
steel sector is quite narrow-based and moreso cost ineffective, and 
,i a result thu. metal consuming firms have to basically depend upon 
raw materials of imported origin. Accordingly, the small metalworking 
firms in addition to high prices for locally manufactured materials
 
and intermediatce products, have to pay high rates of tax on imported
 
raw materialsA/3
 

During th- prsent survey, information on consuwr tLor of raw 
materials by the units for the last three months were collected, 
which i,3s later crosschecked for consistency. Inconsistencies basi­
cally ariscd whilst taking account of the raw material consumption 

the units engaged in'. servicing along with production. ThL present 
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cstimatQ of total raw material consumpLLOi includeused in raw materialsservice activitiesh sr (even when•34/ they wcr% suppliedvers by he recei­0f the service)--. 
 However, 
the value of production ofactivities thesehas 
been estimated 
by the value 
of raw materials plu,,

service charges..
 

The value. of total amount of yearly consuumption
of the of raw materialssurveyed units has been found to be Tk. 38,16,780,average each i.e. oaunit yearly colsumes raw material to the 'tune of Tk74,639, which rcans 
raw materials account for 40.8% of the totalcost of production or 19.5 per cent of the gross value of output. 

Table 3.19 depicts that although the average yearlyraw material consumption value ofis around Tk. 75,000, for more than 60 percent of the u1:it.. the cost of raw materials used is50,000. Whereas less than Tk.the 5 largest -" the units (in terms of rawconsumption) material consume more raw material than th!. smallest 31 altogether,
This is in fact raflection of, besides var:I.ous scals ofthe operation,different production orientation cf thc: uaits. The units hayingrelatively low expenditure on account of raw mataxial basically specia­lize in servicinrg aCtivit es, wheieas hjgh.-r cust ofis incurred by the firms engaged 
raw material 

more extensively in production (fabri­cation of parts or complete good production,).
 

Although therk are incidences of raw materialsby the customers, being providedraw materials are mainly procured by the entrepre­nieurs from the wholesalers and retailers (depending upon the size
 
of procurement) and quite often 
on credit.- 5 /
 

Frequency 
 of purchase of raw materials byMrrnth the enterpriseshas been presented perin Table 3.20, which shows that the firmshave to engage tliemscelves into frequent purcha.se of raw materials.For a sector 
like engineering 
and metalfabrication, 
where there
is a set pattern of raw material consumption, rawthe materials arcmostly of imported origin and quite costly (often subjected to signifi­cant price fluctuation), it is expected that the firsm will takc 

http:purcha.se
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TABLE 3.19
 

DISTRIBUTION OF UNITS ACCORDING TO VALUE OF

YEARLY CONSUMPTION OF RAW-MATERIALS
 

Value of Number 
Raw-materals of Unts 

Below Tk. 5,000 10 19.6 
Tk. 5,000 - Tk. 25,000 12 23.5 
T1. 25,000 - Tk. 50,000 9 17.6 
T1c. 50,000 - Tk. 1,00,000 8 15.7 
Tk. 1,00,000 - Tk. 2,00,000 7 13.7 
Tk. 2,00,000 and abov. 5 9.8 

51 
100.0 

TABLE 3.20
 

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

Range 
 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 need 
 20 
 39.2
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advantage of the price situation and minifise their per unit purchas.cost 	 by goLng into bulk purchase and mlaintaining stready stock.
this context, iL appears that incidence of 	 . sxzeable portion ofthe 	 units (45 per 	 ccnt) bclonging to thc; 	 least frequent purchasinggroup (almost once a wc k) is quite s:Lgnifj.cant, whereas thL firm,.(15 	 percent of units) those have to addrcss thunselvs to the markLitfor 	procurement to the Lxtcnt of 6 to 17 t.meus per month are obvioiuslyin a disadvantageous poSition. It sue ms ihat 	 the reality hasmore accurately e'xpressed by the 	

been 
39.2 	 per c.nt, of the respondento,

according to whom procurnc.nt is donc 'as ;:no when nuccssary'. fppa­re:ntly, it may bc ascribed to weaka demand sLtuation, but it i3our 	 informed opinion that basically it is the financial limitationsof the entreprencurs, more 	 prec1sely the working capital shortagc,which do not allow them goto for cost 	 minimisation through bulk
purchase and maintaining steady stock. 

3.6.2 	Other jtns
 

Under 
 the' head of other i1iputs' monthly expcnditures on accountof 	electricity, 
gas, 	 other fuel (coal, petrolcum, firewood, utc),transport, MnatLIi.al cost 	of maintenance and 	 repair, water, MiscLllanC­ous 	 expenses hay.; 	been considr.d. It has b-een ustimatcd that costof the above mentioned intermediate consumpLion itcms in the survcyedsmall engineering and 	 mcLalworking firms dds upto 	 Tk. 26,88,76Cor on average Tk. 52,721 ;er -init. 
 In other words, proportions of
intermediate consumption (other than raw matrials and 	 labour) inthe 	total cost and gross value of output are 28.75 per 	cent and 13.71per 	cent respectively. These high 	percentages of input''other expen­diture is largely explained by the energy intensive production proces­
ses, r&haracterising the sector.
 

3. 7 	 Value Added 

The 	 valuce added by the sample enterprises during the last one.year (1986) hes 	 been estimated to be Tk. 1,31,01,172 or 66.8 per 

http:MnatLIi.al
http:procurnc.nt
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cent of the gross yalue of output , which amounts to about Tk. 2,56,886 
per unit yearly. The value added per Lanterprise is sometimes used 
as a measure of sLze of firm. Distribut-ton of the units by their 
average size of value added has been presentcd in Table 3.21. As 
the table reveals that more than 70 per ct.:nL of the units have an 
annual value to ofadded the maximum Tk. 1,00,000. The significant 
size variance amongst 'largc' 'small'
the and units is broughout

by the fact that 30 per cent of thu sample firms (belonging to the 
larger value added range) account for morc than 85 percent theof 

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 ustd in empirical
 
ifnvstigations with viewa to generate some insights theon issues 
of returns scale,to marginal productivities of inputs and efiicincy 
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in their allocation, and the possibility of factor substitutLolli.XIn a st-tw.tion wherc no alternativ. satisfjctory techniquesavailable are;for tiC purposL of our study, t hc present exercisL. hasbeen carrie out to CstimatL certain important parameters for whatevur 
their worth.
 

Estiamted valves of rLlevant paramuctcrs arre first obtainedthe traditional byneo-classical Cobb-Douglas production function having. 
the gneral form
 

Y = ALaKb
 
where 
A is a const,mt, Y value addcd and L labour services and
capital series. Thi,- parameters a and 
b arL Casticities of outputwith respect to labour and capital respecti.vely. 

theThe sum ofUlastic.it-es raflects the degree of returns, Lo scale in production,.
,4hilst labour and capital should be ideally mea.suredbecause of non-availability 
in flow terms,

of data in most cmpirical exercises.:they 
are measured in stock terhis.
 

In our 
exercise enterprise level 
crosz-sectoLon data.-have beenused to estimate the production fu'nction. Labour has been measuredin flow terms by the amount of wage bill paid by the entrepreneursthe ref.rence periodover 
(last one year), whereas capital has bcImeasured 
in stock ters by adding together the present resale valueof possession of the building, machinery, and cqujpment:' and otherfixed assets and the value of working capital, i.e. stocks inputsand outputs, work in. progress, amounts receivable and rash in handor bank to meet immediate expenses, at the moment of administeririg

of questionnaire.../
 

Results 
 of the regression run on the estimted values ofrelevant thevariables for the surplus have been presented in Table 3,22.The results indicate that the Cobb-Douglaas production functiongives of relatively good fit to our' survey data.' 'The' value of R.,s 0,567 indicating that about 57 percent of variation in value added 

i 
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TABLE 3.22 

ESTIMATED VALUES OF PARAMETERS OF THE COBB-DOUGLAS
 
PRODUCTION FUNCTION FOR TE SMALL ENGINEERING
 

AND METALFABRICATION SECTOR
 

Vilue of Coefficient Coefficient 
 Value of R2
 
Constant of labour of Capital
 

-5.149 	 0.120 
 1.175 	 0.567
 
(0.189) (0.255)
 

Note: 	 Values within parentheses are standard errors of the estimated
 
regression coefficients,
 

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 coefficients of labour and capital 
in Coob-Douglas production function reflects the degree of returns 
to scale. In the present case, the sum of he coefticients 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 Cobtb-Douglas production function 
as follows: 

MPL = Y 

and MPK = 

where NPL and MPK are marginal productivities of labour and capital 
respectively, a and b are output elasticities of labour 	 and capital, 
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Y/L and Y/K are average productivity of labour and capital respec­
tively.
 

The estimated marginal productivity of capital thefor smallengineering and metalfabrication sector :has been found to be Tk.0.346 for one taka of investment. This means that the atreturnthe margin on capital investment in thi', sector is 34.6 per cent.Considering that interest rates on bank loans are 14 per cent perannum, this result suggests that expansion of investment in thissector will improve allocative efficxency.l38 However, as it hasbeen mentioned earlier that since very few of the small engineering
and m,2ialworkirng firms have access to or get adequate support fromithe institutional credit markets, these enterprises have to fallback upon the informal/noai-instItutional credit markets which chargea very high rate of interest. Thus, whilst Lhose firms who are privi­leged to have institutional credit 3upport, gct cheaper capital whichinduces them to go for more capital intensive techniques, but thosewho do not have access to financial instiuLxLons the situation isnot so unambigous. Although the rate of return on capital is quite

high in the small engineering and metalworking sector, it is onlyprofitable to invest by borrowing capita'l from the informal creditmarket when the rate of interest of the later is less than incre­the
mental return everyon supplementary capital. Our subsequent analysiswill show the implicit borrowing interest rate in the informal creditmarket, in most 
of the cases, is significantly higher than 35 percent3-- As resulta the dualistLc capital market promotes ineffi­
ciency in those cases in allocation and utilisation of capital wherethe units have to be satisfied with an investment at a below optimal 
level.
 

The marginal product of labour for the small engineering firmsis Tk. 3.25 per hour as against the average wage rate of Tk. 2.95 pex hour. The result that wage rate is 90.8 perce t of the margiual
product of labour indicates that labour is more' or less efficientlyutilised by the sample firms and theie i- no significant scope for 
additional employment. 
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3.9 Productivity
 

Productivity in our study has been measured in relation to parti­

cular inputs, i.e. labour and capital. Labour productivity and capital
 
productivity me'sured by value added per urnit of capital and labour 
are partial productivities. However, in a labour surplus and capital 
scarce developing, country like Bangladesh to indicate efficiency 
amongst them, thL more relevant partial productivity is that of capital 
rather than labour. Even the crucial determinant of labour producti­
vity is amount of capital necessary to employ a worker. And, of 
course, total productivity will be more meaningful 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. i7±rstly, it is value added per worker per year and 
secondly, value added per labour hour. The avervge 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 productiv: ty per hour for the secLoi has been estimated to 
be Tk. 14.09. Since a significant portion of the workers (about 
50 percent) in the. sector i: unskilled ::.nid/or apprentice workers, 

the second measure of labour productivity needs to be appropriately 

adjusted to moie accurate express value added per skilled workc,' 
hour. Taking two unskilled/appruntice/child workers for one skilled 
worker e4uivalent, value added per hour fo.l a skilled worker has 

been estimated to be Tk. 18.10. 

3.9.2 Capital productivity
 

The value added per take of capital invested has been estimated 
at Tk. 0.70, indicating a relatively high rate of return on capital. 
The capital-output ratio has been found to be on average 1.09. 
However, according to Table 3.23 a variation may bc noted in capital-­
output ratio among the sample enLcrpris:;. The enterprises having
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a capital-output ratio of less than 0.50 arid factin units endowed
with very little fixed assets and veryusc little working capital
and are engaged in servicing activities. 

TABLE 3.23 

DISTRIBUTION OF ENTERPRISES BY LEVEL OF CAPITAL-OUTPUT RATIO 

Capital-output 

Ratio No. of Units Per cent 

Upto 0.50 6 
 11.8
 

0.51 - 1.00 
 21 
 41.2
 
1.01 - 1.50 
 16 
 31.4
 
Above 1.50 
 8 
 15.6
 

51 
 100.0
 

3.9.3 TotalProductivity ratio
 

As it has been mentioned earlier, comparative study of tle effi­ciency in resource use among various enterprises cannot be made in
relation to either labour productivity or, capit.4l productivity alone..Accordingly, a total productivity ratio expressing. value added as a proportion of the weighted sum of labour and capital, (the weights
being the scarcity price theof inputs) has been estimated. The
total productivity ratio (which is in 
sens. efficiency index), TPR. 
has been calculated as follows:
 

VA.
 
TPR.,


i wLi - qKi 
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
 

http:capit.4l
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capitai investod in the enterprise, and w end q are the marginal 
productivities of labour and capiLa for th.. sector as a whole, 
Whilst, the dcnominator in the abovL cL&uation shows what the ith 
unit could produce given its labour and capital realising the marginal
 
productivities of labour and capital of the sector as a whole, the 
numerator expresses the amount the unit has actually produced. If 
the ratio is greater than onc for a particular unit, it may be said 
to be earning morc on iLs labour and capital than the sector as a 
whole. 

Distribution of units accocding to difieient sizes of total
 
productivity ratio (efficiency index) is reported in Table 3.24. 
It should be noted that units listed in thL most efficient and margi­
nally inefficient groups are primarily those which have relatively
 
lesser amount of investment (fixed asset and working capital). Only
 
one among these 10 unit happens haveto high capital intensity,very 
which means overcapitalisation of this unit has resulted into its 
marginal inefficiency. As a whole, most of the efficient groups 
units rank relativuly high in capital intens'Lty (particularly thos. 
having morc than 1.50 productivity ratio) suggestilg that greater 
influx of capital in the sector will positively influence on enhancing 
the level of efficiency of the enterprises. 

3.10 Profit 

Profits have been estimated directly from the information on 
input-output and value of fixed assets collected from the sample
 
enterprises during the survey. Profit figures were derived by 
subs­
tracting from value added the wage bill paid to the workers, rent 
paid for hired buildings, and the 
estimated value of depreciatio:,
 

of machinery and equipmunts.A 2 

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 value of output or 4.9 percent of the total cost.
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TABLE 3.24 

DISTRIBUTION OF UNITS ACCORDING '1 EFFICIENCY INDEX 

Value of Total

Productivity Ratio No. of Units Per cwit 

Less than 0.75 4 7.8
(most inefficient)
 

0.75 - 0.99 
 6 
 11.8

(marginally inefficient)
 

1.00 - 1.25 8 

(marginally efficient) 

15.7
 

1.26 - 1.50 
 11 
 21.6
 
(efficient)
 

Over 1.50 
 22 
 43.1
(most efficient 
 22 
 43.1
 

51 
 100.0
 

Per unit yearly cost and returns estimates of the small engineer­
ing and metalfabricatioui sector as presented in Table 3.25 reveal 
that on avurage enterprises of the sector accrue very high rate of 
profit. The table shows that on averagL a small engineering and 
metalworkine unit Larns nearly Tk. 2,00,000 per year which is 50 
per cent of the gross value of its output. The total amount of profit.
generated in the sample units is estimatcd to be Tk. 98,00,496.
Amongst the samplc there51 firms, was oily one reported incidence 
of incurring loss. On the other hand, significant variation of profit­
ability rate wns observed among the sample enterprises. 
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TABLE 3.25 

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

I t e m Value AS % Gross Valueofof 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
 

Value added 2,56,886 66.8
 

Depreciation 
 8,919 2.3
 

Profit 
 1,92,167 50.0
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CHAFIER .4 

FINANCING SMALL ENGINEERING AND METAL FABRICATION
 

ENTERPRISES
 

It 	 is a common belief amongst the-	 concerned researchersone 	 of the major factors inhibiting developmernt of new 
that 

small scaleunits and transfoxmation of 	 the existing ories from traditionalmodern lines is 	 shortage of 
to 

finance.--/ 
Lack 	of finance forces 
the
enterpreneurs useto second hand machines, inferior methods of produc­tion, and ineffective techniques of 	 procur(.,ment and marketing. Onthe other hand, this problem in fact is so acute and extensiveall 	other problems, whether of inadequacy 	
that 

of raw material or shortageof 	 power, labour or marketing, become in the ultimate analysisproblem of finance.-./ a 
The perennial problem of finance, confrontedby the small enterprise are usually explained by the general paucityof capital, defective lending policies of 
the 	 financial institutionsand 	 the dualistic features of 	 the capital market of 	 the developing 

countries.
 

In this chapter we seek Lo 
 examine the general chcaracteristics

of financing of establishment operation and expansion of small engine­ering and metalworking firms, and attempt to assess whetherof 	 finance is impeding the growth the 

lack 
of sector. To start with, letus 	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 a capital-4-arce country
like 	Bangladesh, efficient use of capital is 	 an issue of overridingimportance. 
 To 	 this end, level of utilisation of already installedproduction capacity is 	 one of the appropriate measures of efficientuse 	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 surveyed hasthe units been found LO be very high '(more 
than 60%). In that case, instead of asking the 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 oflevel 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 of forlack demand the goods and services of th(e
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.e. 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 operation,
 
to supply related issues, amongst which working capital need is pre­
dominantly important. At the same time concern relating demand aspect
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 UTILISATION
 

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 30 
 58.8 16 
 31.3
 

capital
 
3. Raw material 
 2 3.9 1 2.0
 

constraint
 
4. Unavailability of 
 98 
 19 37.2
 

skilled labour
 
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 entrepreneurs perceive both andfixed workiijg capital to be their 
major initial constraints, lack of fund for meeting working capital

requirement happens primary Whento be their concern. the respondents 
were asked to indicate the stage of production cycle where financial 
assistance will be most beneficial, an overwhelming 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 relating 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 ENTREPRENEWRS ABOUT THE STAGE OF PRODUCTIONCYCLE WHEN THE FINANCIAL ASSISTANCE WILLBE:rMOST BENEFICIAL 

Stage 
 No. of units Percent
 
1. Procurement and organisation 40 
 80
 

of production
 

2. Actual production process 2
1 


3. Marketing and maintaining 6 12
 
stock 

4. Recurring expenditure 6
3 


50* 100
 

*One out of 51 of respondents mentioned that does not need any 
financial
 
assistance 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 perceptions of entrepreneurs 
regarding the duration for which financial assistance is required 
have been presented, it becomes quite clear that what these entrepre­
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 morefor than 
a year. 

Evidence provided in the foregoing paragraphs prompt us to con­
clude that even when the entrepreneurs of the small engineering and
 
metalfabrication sector are somehow 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 DURXTION
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 
entrepreneurs
is the initial capital or start-up capital. The total amount of 
capital invested by the 
respondent 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 enterprise is approximately Tk. 1,14,600.
 

There exists variation among the initial capital per enterprise

invested at different points of time. There are enterprises with
relatively modest investment of Tk. 20-25 thousand at the one end
and Tk. 300-350 thousand at the other. Distribution of enterprises
by their size of 
initial investwent (after adjusting :he 
figures

of various years for inflation) reveals that the number of units 
in various size groups secularly decreases with the increase .of the
 
range. Thus, 33.3 per cent enterprises belong to single most important 
group of units having an initial investment to the maximum of Tk.
 
50,000, whilst .15,7 per cent of the units belong 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 established a notion about the size of initial capital 
of the units in the small engineering and metaworking sector, it 
becomes important to generate some idea about th. pattern of financing
 

of this form of capital. As Table 4.5 exposes that whilst own capitel
 
of the entrepreneurs had been the !vain 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 entrepreneurs himself through sale of assets, 
savings, accumulation from other business, 3 /etc. The main sources 
of borrowed initial capital have been found to be friends (16.5 per 
cent), relatives (12.3 per cent) and financial institutions (5.1
 
per cent). Under the head of 'others', the respondents basically 

included share of the business partners, if any.
 

Analysing the Table, quite a number of aspects can not escape 
our attention. Firstly, the insignificant contribution of institu­
tional sources in financing start-up venture capital in the sector. 
Secondly, friends and relatives, as in other sectors. of the economy, 
here also together provide the bulk of the borrowed capital (79.1 



TABLE 4.5 

FINANCING OF INITIAL CAPITAL'BY"SOUIJCES
 

Sources 
Amount Per cent 

I. Caa 37,1500o 63.6 

II. Borrowed Capital 21j2 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 source of., informal finance do 
not necessarily 
mean lending of

capital free of cost. 
 Thirdly, the role of professional moneylenders

(except in one 
case) appears to be totally absent. One obvious',infe­
rence which 
can be drawn from th:ts is that 
usury capital has not
 
yet penetrated 
into the sector or 
has been totally squeezed -out.

However, our .subsequent analysis 
shows that 
either of 
the 'above

inferences 
are not true. 
 It may be suggested that the professional
moneylenders are not so keen to finance thc venture capital due to
the risk factor involved, even when they havc an opportunity to charge

high rates for the credit extended. Fourthly, it is quite evident,
the entrepreneurs for financing start-up- capital, have to primarily
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 entrepreneurs is basically explained by the paucity of loaniable 
funds resulting from underdeveloped and segmented nature of the capital
 
market, high cost attached to such 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' unit.
 
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 are mainly procured by the small engineering and metal­
working enterprises from the wholesalers and 'retailers (depending 
upon the size of procurement), siLuated in and around Dhaka City, 
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 number
 
of units. According to the Table, whilst 43 per cent of the units 
do not make any use of credit purchase, 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 seller-buyer relationship, 
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TABLE 4.6
 

DISTRIBUTION OF FNTEPRISES ACCORDING TO THE SHARE OF CREDITAND/OR DEFERED PAYMENT IN RAW-MATERIAL PROCUREMENT 

Per cent of Raw-materials
 
Procured on Credit and/or 
 No. of Units % of Units

Deferred. 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 though .57even per cent of the units 
are making use of it in various extent.
 

However 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 tie 
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 51 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 been established in 1980's, the finding that 88 per 
ccnt of the units have expanded their business through additional 

investment in recent past only underscores the vitality of the sector. 
Total amount of cxpansion capital invested during the said period 
in the concerned units has been estimated 
to be Tk. 53,26,300, i.c.
 

Tk. 1,18,462 on average per enterprise.44/
 

Table 4.7, presenting distribution of units by various levels 
of investment with amount, exposes that .35.6 per cent of the units 
account for 66.6 per cent of the total invested expansion capitel. 
These enterprises exclusively 
belong to the group of relatively
 
'large' small engineering and metalworking firms having higher lcvel
 
of capitalisation and employent. Moreover, the ratio of expansion 
capital to valu. added is higher in this group of firms than the 
same of the rest of the units in the sector.
 

TABLE 4.7
 

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

Units Investment in Average 
Range of Expansion 
Capital (Tk) 

Number 
Per 
cent 

the Range 

Amount Per 

Investment 
per Enter­
prises in 

cent the ange 

Upto 50,000 18 40.0 8,69,800 16.3 48,322 

50,000 ­ 1,00,00o 11 24.4 9,10,000 17.1 82,727 

1,00000 - 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 

Total 45 100.0 53,30,800 100.0 1,18,462 

http:enterprise.44
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The contributions of different sources of funds in various ranges

of expansion 
capital investment 
hav bcn dpicted in Table 4.0.
Th,. Table show-; -hat in overall flnancing of expansion capital.
informal sector loan appears to be tht. binglc most important (27.1
pe cent) source., closely followed by rkfinancing through 
profit

(26.4 per cent4 5-/ The 
contribution 
of thL institutional loan iSalso quit- pronounced (23.1 inper cent) the total investment figur,..
Hiowevur, wc thtfinu rclative role of vari.i.us sources of financi.ng­are significantly different for various rangc., of expansion capital 
investment. 

According to Table 4.8 the firms belonging to smaller investmeuc
 groups (upto Tk, 1,00,000) had Lo depend 
on informal sector,-credits 
to the extent of about 55 per cent to firancc thL expansion of theirbusincbs. The contribution of institutional finance is minimcl in
the oversaLd inv(sticnt groups (a little more than 4 per cent).
WJhtreas in thr:. l-xgcr invctmcnt ranges (Tk. 1,00,000 and above),

informal crudits account for 14-15 per cC.nt 
only of the tqtal invesL­
mcitt in the raIg.s, ad institutional 
loan , about 30 p'tr cent fo

the same. 
 On the 
other hand the proportion of reinvested profit

.s maxiimum (34.6 p(er cent) in the highest investment range. 4-6 More,­
over, the sharc of fund from own sources (profit, sale of propertysand other own sources) is also higher for the firms having bigger
investment (it is 40 per cent for the units with less than Tk. 1,00,000
investment). 
 In other words, the units beloiiging to bigger investme.t
 
range (which a,. incidentally the 
more cap2tlA intensive enterprises
with bigger scale of operation) 
genClLat ,nr investible surplus
and capable of mobilising rclatively morc, re:sources from internal 
sources. 
 Thus, amongst the sample small cniiricring uard metalworking
units two distinctive tr.nds can be iduntifi.d with .spectr to finan­
cing of expansion cpital. In the structur: of source-s of financing
of expansion capital for the small investment 1rauges 'informal crcdii|- own resources' set dominates, where in the case of larger investment 
ranges the set is 'own resources - institutional finance. 

http:financi.ng
http:vari.i.us


TABLE 4.8 

PROPORTION OF EXPANSION CAPITAL CONTRIBUTED BY VARIOUS SOURCES OF FUNDS
 

Range of Expansion 
Capital (Tk) 

Profit Sale of 
Property 

Other Own 
Sources 

Institutional 
Loan 

Informal Sec-
tor Loan 

Total Invest-
Tent in the 

range 

Below 50,000 20,88,000 38,000 1,05,000 45,000 4,73,000 8,69,000 
(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 9,10,000 
(22.0) (5.5) (12.1) (5.5) (54.9) (100.0) 

1,50,000 ­ 2,00,000 2,50,000 5,55,000 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. 
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The above2 findings have important inlplications. Firstly, forthe relatively smaller units of the sector informal credit is thepredominant contributor to the financing of expansion and these unitsremain almost out theof coverage of the operations of institutional
finance. then these units come up with significant amount of their own resources, they had to supplement their own capital with costlier
credit. Secondly, whatever anount of institutional credit has beendisbursed 3n the small engineering sector, it appears only the rela­tively 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. Firstof ali, 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 financinginitial venture capital (29 per cent). Powever, 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 entre­preneurs (59 per cent) the main reason for the existance of unusedcapacity in the sector is the shortage of working capital. It maybe testified that lack of sufficient working funds is the most signifi­
cant factor that puts the small engineering and metalworking enterpri­ses (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-wis 
break-up of this item in its various constituents is given in Table 
4.9. As we see inventories (stock of raw mater2al and finished goods, 
work in progress etc.) comprise more than 77 per cent of the current 
assets. The promotion of holding of raw materials and finisned goods 
have been found to be affected by the financial resource availability 
of the entrrprenurs 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 cent 47 / 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 tile 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, inadequate liquidity and considerable dependence on
 
trade credit and production advance. It was noticed that there exists
 
a positive association between these features with the scale of opera­
tion, i.e. smaller the firm, weaker the working capital structure.
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TABLE 4.9
 

COMPOSITION OF GROSS WORKING CAPITAL OF THE SAMPLE UNITS
 

I t e m Value (Tk.) % of Current 
Asset 

Inventories + 30,38,576 77.3 
Cash in hand/bank + 1,84,751 4.7 
amount receiveable + 7,07,557 17.9 

Current asset 39,30,875. 100.0 

Raw-materials received 
an credit 14,43,850 36.7 

Advance received 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 are 
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) catcring (small) individual order;
 

(ii) wholesale order supply;

(i~i)48/ 

(iii) subcontracting. -


We know that the sector is predominantly service oriented. 

Those units which are engagcd only in servicing they usually cater 
individual orders, placcd directly by thc- customers and they usually 

depend on the local markets. The uni.s having production and asseir­
bling facilities along with servicing can take advantage of the whole­
sale orders and work as subcontractors of large industries. This
 

group of units have markets of greater geographical coverage (parti­
cularly those involved in subcontracting), Table 4.10 gives the 
distribution of cnterprists by their major marketing outlets. Prepon­

derance of the units involved in small job work is explained by the 
fact, that thou-;i many of these units do supply wholesale orders 
and, occassionaly, subcontracting, these do not happen to be their 

main marketing practise.
 

Consequently, the small eng1ieering enterprise6 do not have
 

any marketing wing of their own which dispen&e with ready goods, 
as and when approached by the customers. In that case the output 

marketing strategy centres not around disposal of ready goods and 
services but around finding appropriate wor!: 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 engineering 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. Notwithstanding this, as we have 
mentioned earlier that 80 per cent of the respondent entrepreneurs
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TABLE 4.10 

DISTRIBUTION OF UNITS BY MAJOR MARKETING OUTLETS 

Major Outlet 
 No. of Units Percent
 

Catering individual orders 
 33 


Wholesale order supply 
 12 
 23.4
 

Sub-contracting 

6 
 11.6
 

51 
 100.0
 

have indicated 
that the necessity of financial 
assistance is 
most
 
acute at the preproduction phase. At the same time 12 per cent of 
the proprietors 
of the responding units 
mentioned 
that financial
 
support will mostbe appreciated if it is targetted for financing 
marketing and maintaining stocks (both raw material and ready goods).
 

The liquidity position 
of t.\k small engineering units becomes

vulnerablL when arethey sometimes required to sell on credit whic:. 
involve problems of delayed payment and defaults. During the survey
it was found that 32 per cent of the sample enterprises sell on credit 
or had unrtalised amount for already delivwred goods services.or 
And for those who suchhad pending payments to their credit, 
per cent of their current asset 23.9or per cent of the own working
capital, i.e. Tk. 7,07,537 constituted that amount. Although the
 
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.
 

18 
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4.7 Analysis of Financial Ratios
 

To assess th.h overall finarical status and stength of the small 
engineering and mctalworking enterprisus, in cur study, we have ana­
lysed three important financial indices viz. current ratio, liqui­
dity ratio and proprictory-ability ratio. 

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

CR - Current Assets 
C T.nL Liabilities 

where currc.nt assets mean sum of the values of stores and spares, 
stock in trade (raw-niateialS, finished goods, work in progress), 
sundry debtors, cash balances at hand and at bank, loans and advances, 
and current liabilities nitan acceptances, sundry creditors, interest 
accrucd and othur liabilities and provisions. 

Th2 currnL ratio of the sample units on average has been found 
to be 1.65 indicating that the current assets of the units are only 
little morc Lhan 12- ti:ics the current LIibilitius. Obviously, it 
is an expression of a very modest financial situacion as in ideal 
cese CR should figure between 2. and 30, Thus, the estimated CR 
of the engineering units reveal that their stru:rgth zf :,orking capital 
and their solvency in r-gard to currA:nt operation are bordering on 
the margin.
 

Current asset ratio is usually discussed along with liquidity 
ratio (LR) which is a more severe test for liquidity as strictly 
liquid assets are considered and it more precisely expresses tho 
adequacy of working capital. LR is worked out as follo!:-J, 

Cash, Immediately rualiseabie goods, D'ebtors 
LR = loans and advances considured gopd

Current Liabilicies 

The average LR for tho responding units has been estimated to 
be 0.68 which expresses their stringent financial position. The 

http:currc.nt
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sample Lfngincering units can mitigate Lheir immediate liabilities 
to the I-xtenL of 68 per cent by the quick ass,.ts at their disposal,
The LR and C1 d;.clin.c noticeably with d-cr-ast, in scale of operation
(in terms of value: added) indicatir, more vulnc-rablL liquidity posti­
tion of thc si:mallr units theof sector. Considurable frcLquenL pur­
chase of raw material confirm the assertic-j of entrepreneurs and 
our forgo-ng analysis that tht.. small :ngineuring aad metalworking
sector (more so th:. 'smaller' among the 'smallV) 
are facing financial 
difficultes duu,_ to liquid resources conotrdint. 

Under the circumstances it -becomesnecessary to evaluate theprospect of the sector in terms of long tu:rm financial strength,
index of iswhich happen.-o be proprietory-l.ability ratio (PLR), 
PLR is worked out as
 

PLR = .....
 
Total Libilit.Tus 

where net worrh Iueans present value of assets minus all liabilities
and total ImabilitILs include both current and long-term liabilities.
PLR is also an expression of extc:,t of enLrepreneur's: own investment 
and the extent of borrowed funds. 

Tha avrugc value of PLR has been estimated to be 1.83. It means 
that the sharL of the entrepreneurs 
to the total assets of
the sample unit is about 65 per cent and the level of total indebted­
ness of the units 
 to various firms of cruditors is around 35 par
cenL The higher the PLR, 
 the more comfortable is the position ofthe creditors because it means they can be called up to suffer losses
 
only if the losses 
 are very high. On th, otheL hand, a higher PLR

than CR may bc interpreted 
 as the sampl( UuiLtS are better endowed
 
financially in long term sLnISe ill comparison to meeting its current 
liabilities. 

The low liquidity ratio does not contradict high rate of profit
as we have seu(n s.ignificant portioL, of profit is being used for

refinanc-Lng of 
investment. The entrepreneurs attempt 
to compensate
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thu inadequacy of their working apital by increasing/accelerating 
its turnover. Concoanlitantly, it appca-s that the ertreprencu'o 
in thcir attc.mpt to optimize cesourcc allocat: on and minimise cost 
of borrowing are investing their own funds relatively more in fixed 
assets which in turn is enhancing their cr.diworthincss in thL credit 
market. 

Cn the whole, th operational financial .osition of the smull 
uxigineering and metalworking units can noL be tcrmed anything bettt.,r 
than modest, although, therL arc indications that the long term finan­
cial position is quite prospcctive, provided 
proper arrangements 
can be may mad- for fresh capital inflow to the sector for easing
 
the present operational financial difficulties.
 

Signific.Mt Z1liance of tht.e small (njginiecring and metalworking 
sector's crntrprcryj:urs on internal source:s in financing initial capi­
tal requirQmenLs and on reinvcst-UL1nt of profius in financing expans o;, 
capital reflects rcasonablu rates of return accrued to them from
 
their enterpris -,. But 
internal financing through reinvestment of
 
profits, salL of property, and other own sources is hardly enough 

th r purposeto meet .. because ol insignificant retained eaxnivgz,
high consumptioD of profits, ever increasing production cost, con­
siderable und.,rutilisation of production capaci.ty, repayment delays, 
etc. In such situation limited usc 
 of Lxternal funds by the entrepre­
neurs is not a matter of choice, but a cons,-quncc: of their restricted
 
access to such funds flowing particularly from formal credit marku:t, 
As a consequence th-, small entrepreneurs of the: sector are left 
with no other alternative but to fall back on informal sector non-ins­
titutional lenders thougheven loans obtained from then arc inadequate 
and bear high interest rates. 

Under the. circumstances, thc. gowLh 
and e.xpansion of the small
 
engineering and metalworking sector, particularly during their initial
 
stage is likely to be extremely difficult unless arrangements aru 
made to ensur adequatL flow of formal cr-uits to the sector, which 

http:capaci.ty
http:Signific.Mt
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may remain d far cry unless til .rmal credit marke, is consciously
dcvcloped to suit the, circumstances and gear.d to mLet the specific
needs of the enterpriscs. Along with this, it may not be possible
and/or dosirabli to avoid altogcthier financing by informal financial
:tntjrmdiaries at the presurzt statL of afi.ir , Given a low rac
of savings, infoCmal sectC! lendurs have a significant role to playin mobilising rLsourccs and invcstin8 therm cffic~ently. Thus, itbecomes imperativc to analyse the modes of opurztion and their impli­
cations of the financial intermediariLs (both formal and informal),
ascertain thei.r comparative advantage 
and suggest mcasures so that.
they can bo madc a more constructive component of development finan­
cing for small ,Jiginecring and metalworking sector. 
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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 sectcr institutions, serving the same
 
clientile. Second, ICMs are extremely 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 co7 parative advantages relation to some factors 
which restrict the level of financial intermediation in the 

economy.-/ 

Discussion 
containing in the foregoing chapters established 
that non-institutional financial sector or ICM covers significant 
portion of the financial activities of the small engineering and 
metalworking enterprises. Virtually remaining outside the amibit 
of institutional finance, these enterprises draw upon--t-he ICM to 
finance a vast portion of their initial capital, subsequent fdnd 
for expansion and working capital need. Even a cursory 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 th. form of usury capital
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direccly charging high interest rates or discreetly taking the form
of profit sharing). In an attempt to have a better insight of the 
structure and operution of IC',Lhc the present chapter analysing
each of the in-formal loan incidences of thi. sample enterprises over 
the last five year time 
period (1981-85) concentrates on 
the issues

relating to incidence of informal loans, identification of the lenders, 
sources of andfunds their uses, nature of ciedit relationship andmarket segmentation, level 'and structure of interest rates, collateral 
need, transaction 
cost and general 
trend of evolution of the 
IC14

in the Wmall engineering and metalfabricatio a sector. On the whole,

w- 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 revealed that out the
of 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 Tablein 5.1. The totalamount borrowed by these units have been estimatLd to be Tk. 19,65,000.
It means, whilst 62.7 per cent of the enterprises are indebted 

informal creditors, flow of fund per' 

to
 
enterprise amounts to about 

Tk. 38,530 during the given period.
 

According to our estimates, on account of these informal loantransactions, the payableamount by the debtor enterprises to their
creditors, at the end of 1986, is Tk. 29,29,000 including Tk. 10,14,000 
as interest.50/
 

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

http:interest.50
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TABL 5.1 

INFLOW AND OUTFLOW OF INFOR1MAL CREDIT FUNDS THROUGH 
32 INDEBTED SAMPLE ENTERPRISES DURING 1981-85 

Amount of 

loan taken 
(Tk.) Princi-

Amount to be 
paid (Tk.) 
Inte- Prin

AAmount 
Amount paid 

ci- Inte-

(Ti) 

Tot l Princi-

outstandiny 
(Tk.) 

Inte- Tot al 

pal rest Total pal rest pal rest 

1965000 1965000 1014000 2971000 802000 295000 1097000 1163000 719000 18C200U
 

The total outstanding amount on accounL of the reported loan 
cases works out to be Tk. 18,82,000 which includes Tk. 11,63,000 

.­
as principal and Tk.7,19,000 as interest.--

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 rcpaying the principal part of the net amount payable 
by them is wcll expected, as it is the result of an attempt on behalf 

of the debtors to minimise their total payable amount by reducing 

the principal component.
 

5.2 Incidences of Informal Loaiis
 

In the 32 indebted 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.
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TABLL 5.2 

DISTRIBUTION OF UNITS BY ,OAN INCIDENCE
 

No. of timcs 
 No f ui No. ofloan taken 
 incidences
 

Once 
 14 
 14
 
Twice 
 10 
 20
 
Thrice 
 4 
 12
 
Four time 
 4 
 16
 

32 
 62
 

Table 5.3 the
prusents incidences 
of informal loan operation
 
by years of their execution. From the table 
a discernible trend
 
may be idfnclficd. Whilst 1983 is the 
peak year, when more than
 
32 per cent of the loan transacti, ns took place, number of loan inci­
dences markedly increased 
from J?81 to 1983, and then secularly
 
declined in th(, following two ye.rs.
 

During 1901-85 33 of the 51 sample cnL.xrprises came into being
 
(refer to Table 2.5). If we 
analyse the structure of the units by
 
their year of establishment (dur.xng 
this time period), we find tat
 
an 
1982 maximum number of 36 per cent of thc units were established 
followed by a uniform decrease in number. Which means that therc
 
is a correspondence with a one year timr- lag between the trends of 
establishment of new 
units and loan incidenccs. Thus, it may 
be 
suggested, there is a strong association betwcen numerical increase 
in number of enterprises in the sector with that of demand for crediL, 
resulting .,eto higher degree of informal loan transaction. 
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TABLE 5.3 

INFORMAL CREDIT INCIDENCES BY YEARS OF EXECUTION 

Loan incidunces
 
Year
 

No. %
 

1981 
 4 6.5
 
1982 
 10 16.1
 
1983 20 32.3
 
1984 
 ia 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 IC2I but it becomes more meaningful when these credit 
operations are considered with respect to size of loans. The average 
size of loan for the 62 operations has becn found to be Tk. 31,694 
(see Table 5.4), however, a marked variation exists amongst the loan 
sizes. Bulk of the loans (42 per cent) is 'small' loon ranging between 
Tk. 10-25 thousand and controlling 21.4 percent cf the credit flow. 
The second most important group of loan operations (30.6 per cent) 
belongs to Tk. 25-50 thousand range, through which 
28.8 per cent
 
of the volume of credit was chanellised. Thus, 72.5 per cent of 
the loan incidences are smaller loans (less than Tk. 50,000) and 
they account for 50.2 per cont fo the total credit amount. Predomi­
nance of larger number of small loans may have resulted from a number 
of factors. Since the borrowers from the informal sources are basi­
cally the entrepreneurs of relatively modest means, 
their economic 
standing to some extent determined thir creditworthiness in the 
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TABLE 5.4 

DISTRIBUTION OF INFORMAL CREDIT OPERATIONS BY LOAN SIZE 

Size of loans Loan incidences Total amount lent 
Size oin
(Tk.) 

No. % Taka 

the range Average size 
of loan (Tk) 

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 subsequently limited the possibility of availing themselves 
bigger amount of credit. The higher incidence of smaller loan is 
an expression of nOcL ty of small loan for short period required
for mitigation of working capit-l deficits and other operational 
expenses. The possibility that the lenders favour disbursement of 
funds in small packages in an attempt to have a better leverage over
 
the borrowers may 
not be totally ruled out. However, it also goes

without saying that the overall scarcity of loanable funds may be 
onu of the primary factors determining the size of the loans.
 

5.4 Extent and Potential of the ICM
 

Whilst the researcheis quite categorically describe the credit
market in the developing'° c6untris as dua.LStiC, they are not :,. 
unanimous regarding the nature of the IC .i intheSe counLries. Thus, 
we find abundance of attributary "definitiuns such as 'monopolistic', 
competitive , 'competttLve noriopolLtic ,-'Lc. W3ithout goingany theorLtical discourses in this regard, 

i!Io 
iin our study by addcLssing 

ourselves to the iSsue of nature of thc. ICI.'. j.n the small engineering 
sector in Bangladc-h, bas.tcully we wafiLed t., gnerate some jdea rela­
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tig to the extenit and poLential the in terms ofof IC1U number of 
active lenders and size of available loanable fund. 
 As it is difficult 
to make any rigorous estimates regarding the relevant absolute figures, 
we have attecipted to produce, some indicative cluantative figures which 
would help us to makc sone assumptions in this regard. 

With a view to gave the potential the and inof ICMI, some sensE. 
to assess the extent of :monopolisations' wc tri-d to find out the 
number of persons who are presently active as informal creditor, 
or may potenti.-.lly become one. In order to do so we have asked the. 
debtors the number of persons approached by h., to get the loan befort: 
he could successfully negotiate it. It was revealed that during 
the course of 62 loan transactions, a total number of 321 persons 
were approached by the debt seekers, which means on average more 
than 5 persons (demed potential by the debt:or) were available to 
be requested for lcan. Taking into cong.nsance the possible diverse 
contacts which an urban loan seeker has, moreso when he is a proprietor
 
of a modern (nterprise, this figure, in our opinion in not so big. 
However, as see Table thatwe in 5.5 in 16.1 per cent of the loan 
cases the respondent had to approach 5 to 10 persons and in 6.5 per 
ceni cases more than 10 persons had to be found before the respondent 
could produce a loan. 

TABLE 5.5 

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

Number of persons Loan cases Number of persons
approached No. % approached in the
range
 

1 to 5 
 48 77.4 
 163
 
6 to 10 10 16.1 72
 
More than 10 
 4 6.5 
 86
 

62 100.0 321 



But the numbex of persons needed to be approached would have 
increased if these potential creditors did not have ready funds at 
ther disposal to nmeet the financial demand of the loan seeker. 
According to our survey the potential financizl 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 sumr. 
This signifies the limitation of lonable funds in the ICM and to 
some extent explains the high rate 
of interest often charged by the
 
informal creditors., 

It is alleged that the ICis are 
'segentvd' or 'fragmented' along
 
various patronages and lineages, local political 
groups, trading
 
and production lincs and geographical boundaries. In the coursi: 
of our study we have tried to explore to what extent the ICM of small 
engin ering sector embodies the segmentation process.
 

Evidence 6ugn st that the operations of ICi' 
 of the small engine­
ering and metalworking sector is perceptively compartmentalised along 
the line of activities of the sectot. 22.5 per cent of the lenders
 
themselves are engineering workshop owners, 
 whereas 33.7 per cent 
of the lenders are associated with sector in 
onc form or another
 
(eithe, on the input side or on the output side).- / 
 Moreso, out 
these of total 56.7 per cent engineering sector based or associatud
 
lenders, 35.5 per cent are have 
 direct production linkages with thn: 

debtor's units. These close circuit operations have found to be:
cemented by various types of socio-economic and political bondages. 

The segmepnation 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) the debtor approaches only them who are known to him through 
his business, whereas the lender try 
to minise his lending risk by 
giving money to the activity best known to him. Thus, the segmentation; 

is perpetuated.
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In the l':ght of the above analysis, if we add to the number 
of engineering sector based and a-sociated lenaers, 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, approximately 69 percent of the 
lenders have access to information relating to the sector in one 
form or another (by experience 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 literature 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 t:he lenders with a view to draw 
a more comprehensive profile of the real actors of the ICM in the 
small egineerig 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 engineering and metalworking sector (in terms 
of number of cases as well as loan amount advanced) remains to be 
the group 'relatives' (58 per cent) followed by 'friends/neighbours' 
(32.3 per Only 4 (6.5 it wascent). in cases per cent) mentioned 
that the lender is involved in prefessional 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/relative/neighbour 

of the borrower) (see Table 5.6). 
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TABLE 5.6 

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

Loan incidences Amount advanced Average size
type 

of loan 

No. Taka Z (Tk.) 

Relatives 
 36 58.0 8,62,000 43.9 
 23,945
 
Friends/Neighbours 
 20 32.3 6,03,000 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 witi' that of amount lent by the respec­
tave group. We find whilst the moneylenders and 
the rich persons

account for 6.5 per cent and 3.2 per cent of the loan cases, they
contribute, 15,5 per cent and 9.3 per cent ruspectively of the total
 
inflow of informal credit. Thus, an asse-ssnient of the extent of
 
existence of thu moneylender 
 (as well as other rich persons) basc, 
on only frequency distribution of loan casus will give us a deflated 
idea of thL role played by these groups of lenders.
 

In addition, tht average size of the loan packages provided
by each of the groups varies amongst thcmLelvcs. Whilst thii average 
size of loan extended by the relatives or friends has been worked 
out to be Tk. 23,945 and Tk. 30,150 respectively, they average ,:izc 
of loan provided by the moneylenders or rich persons is about 3 times
 
more than that. 
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5.5.2 Occupational structure of th. 
lenders
 

In pursuaice of our attemapt to identify thc informal lender, 
in the small engineering sector we tried to gathLr information relating 
to the primary occupation of thu persons who provided credit to the 
debter cnterprises. Table shows5.7 distribution of lenders by their 
occupation. 

As the talIC reveals that the service holders figure most promi­
nently (32.3 pLr cent) amongst the creditor.;. Amongst these service 
holders, the perioi.s on government or sc-migovcrnment services are 
tho main contributor (19.3 per cent) of informal credit. Incidentally, 
it was found that 4 of thj 20 servicc-holdur creditors were working 
abroad (3 in -iiudle Fast and 1 in Europe), The finding of siervice 
holders appearing to be a major credit supplier in the sector obviously 
has impoitant policy implication in the light of domestic resource 
mobilisation, It appears that; majority of the service-holders belors
 
to 
 the 'fraends and relativk:_ ' group indicating that small bundles 
of personal savings of fixed income earner:, are being converted into 
industria1 investmcnts. through seciilini.rmal interiediation. How­
ever, this is not to say that thUbe invstm:.nts arc not bringing 
any returns to the creditors and sources of these: funds are neces­not 
sarily the, savings generat(d from th earned Lncomes of the service, 
holder creditors, (W will return to these imsuus later when we 
will be discussing inrerest rates and r;.Jil or.,gin of the advanced 
amounts). 

The second most important group of lenders (25.8 per cent),
 
associated with diverse kinds of trading acLivities arL closely fol­
lowed by the creditors involved in manufacturing and engineering 
activities (25.7 per cent). It is interesting that the ICM of thc 
small engineering and metalworking sector is being able to attract 
funds from creditors who deem it more btoneficial for them to invest 
their surplus in the sector instcod of in their own busincss. However, 
here again the above statement will bL an ovcrsimplification of reality 
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TABLL 5.7 

OCCUPATIONAL STRUCTURE OF THE INFORMAL, LENDERS 

Occupation 
 No. of lenders
 

1. Service 
 20 
 32.3
 
Govt./Sumigovt. 
 12 
 19.3
 
Pri vatc 4 
 6.5
 
Abroad 


4 
 6.5
 

2. Trade 
 16 
 25.8
 
Machincry supply 
 4 
 6.5
 
Raw maternal supply 
 2 
 3.2
 
Hardware dealing 
 3 
 4.8
 
Wholesal grain dealing 
 2 
 3.2
 
Speculative trade 
 2 
 3.2
 
Consumer goods 1 17
 
General 


2 
 3.2
 

Transport 

4 6.5 

4. Construction 4 6.5 

Agriculture 
2 3.2 

6. Manufacturing and engineering 16 25.7 
Notorworkshop 

2 3.2 
Enginecring and metalworking 
enterprises 14 22.5
 

62 
 100.0
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if we do not take into cognisanct: the types of business the creditors 

are involved in (e.g. supply of machinery, supply of raw ,naterials, 

etc.), which give them an add(d advantage as financiers. This remains 

also true for the creditors such as engincering and motorworkshop 

owners.
 

The other two equally important group of creditors (6.7 per 

cent) are people engaged in construction (they arc government enlisted 

contractors) and transport sector (they are owners of bus, minibus 

and autorickshaws). The area which figur-s least (3.2 per cent) 

in the occupational structure of the creditors, as may be expccted, 

is dgriculture. 

Analysis of th occupational structure of the creditors revealed 

that a person who at the first instance was identified by the borrowe:r 

as a professional mOeylender, on closer scrutiny, was found to be 

a speculativu trader or involved in wholesalc trading as well. 5 3 / 

On the other hand , the analysis also rcvealed that the creditors 

are drawn from diverse professions signifying a certain lLvel of
 
of the 	sector. 54 /

intersectoral mobility of capital in the ICrI 

5.5.3 	 Production linkages between the iinformal creditors and the 
debtors 

As we analyse the occupational structure of the informal lenders, 

it can not escape our notice that activities of thc lenders are closely 

associated with the small engineering and metalworking sector (either
 

through backward linkages or through forward linkages). Here one 

ponders whether the association occupations of the crLditors have 

any relevance for the credit relations which Exists between th, 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 c;a!pital need of the debtor 

with a view to Cnhance his original business, ensuring a safe return 

of the lent amount (may be along with some dividend). It is reckoned 

that these types of,credit relations may remain well concealed within 

the classification of lenders as 'friends, and relatives' or as 
'service holders' and 'traders'.
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Having this in mind, we tried -3 establish how many of the credi­tors are directly associated with their rL:spLcctivc debtors entcrprises
through input supply (machinery and raw ma~rai) and output disposLl(marketing agent consumer).or Evidence gathered in this regard 
have been presented Tablein 5.8.-L /siderablL portion (35.5 

Thu table shows that a con­per cent) of thL cliditors has direct produc­tion related asboci,.;tions with the borrowing units. Thc most prominentamongst this group of creditors (22.6 pr cent) appears to be peoplewho regularly avail thunselvCs the goods and services provided bythe units (e.g. owners of hardwarc stores, automobile workshops,
bus, minibus, subcontractur Lngincering units, etc.).
 

TABLE 5.8
 

DISTRIBUTION OF CREDITORS BY THEIR PRODUCTION 
LINKAGES WITH DEBTOR ENTERPRISES 

Type of relation 
 :. of creditor 
 %
 

Supplier of raw material 
 2 
 3.2

Supplier of machineries 4 6.5
Pcrmanent 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 creditmarket relations becomes evident from the above data, it is necessary
to distinguish the,, credits provided by thi3 groups of creditors fromthe traditional 'trade credit' concept. The crudit provided by theconcerned group of creditors to their cliLnts are in the form cash 
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credit, which is not necessarily bL. ag used to finance the paiticular 
goods and services provided by or providing to the creditors. (This 
type of arrangement appears go favour the aboutto in of creditors 
which we discuss later). On the other hand, had not there been thoso 
production linkages between the concerned group creditorsof and 
the debtors, the necessary credit information flow resulting into 
credit transaction would not have taken place. Credit relation in 
these cases thrives on the production linkages between the concerned 
group of creditors and the debtors, the allowing credit information 
flow result into credit transaction. Thus, cr(.dit relation in thes. 
cases thrives on thL production linkages bLtwocn the creditors and 
the debtors, but exists relatively independent of those linkages. 

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

It is a common wisdom that 'dcpendency' is one of the main attri­
butes of tne informal credit relations. It is usually argued that 
the creditors, taking advantage of various oftypes 'patron-client'
 

relationship, emanating from livcrsa socio-cconomic and political 
phenomena, appropriate high rates of interest from their clients,. 
To explore this issue in the context of our study we asked the respon­
dent entrepreneurs whethcr they feel themselves dLpendent or obligated 
to the creditors for any particular reason, having impact on their 

credit relation.
 

The responses in this regard, tabled below (Table 5.9) exposes 
58.1 per cent of the debtor-entrepreneur maintain that there exists 
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 one (19.4 per cent). According to the respondents, 
as they are linked te the creditors for various reasons, they had 
no other choice but to accept the ground rules of the loan transaction. 
The creditors who enjoy this kind advantage the borrowersof over 

include the machinery and raw material suppliers, subcontractec engine­
ering workshop owners and other permanent cusLomrs. Social bondages 
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TABLE 5.9 

DISTRIBUTION OF LOAN CASES BY TE FORM OF DEPENDENCE 
OF T1E DEBTORS ON THE CREDITORS 

Loan casesForm of dependence
 
No. 
 %
 

Economic 
 12 19.4
 

Social 
 10 16.1
 

Political 
 4 6.4
 

No such dcpendencc 
 36 58.1
 

62 100.0 

also figure prominently (16.1 per cLnt) in the dependent credit rela­
tion. It was reported 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. These 
favours includL matrimonial matters, getting job for the son or
 
brother, having common economic 
interest elsewhere, etc. and the
 
patron-creditor in these cases are usually the relatives and friends.
 
Interestingly, 4 of the 
borrower respondents (6.4 per cent) acknow­
ledged that the existig political environment of the study areas 
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. By virtue of their
 
socio-political position, these creditors control th 
 supply of elec­
tricity (particularly illegal connections), moderate sale of workshop
p.ssessions, manipulate with the distribution of work orders of the 
subcontractees, etc. 
As the borrowers are virtually helpless against 
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the possibilities of remaining wiL.;out electricity and rik 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 
considerable (though morein a extent in a much subtler forms than 

in the rural moneylending activities) in the I1CM 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 Bangladesh is that, whilst discussing 
sources of
 
informal funds they limit themselves to the immediate sources of 
the funds, usually, with respect tt 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 disclose) 
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 ckmt) 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 enterprise. Foreign remittances
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TABLE .'.10
 

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

Loan cases
Source
 
No. %
 

Personal savings 
 26 41.9
 
Business capital 
 9 14i.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 cases, whereas funds generated
through selling of agricultural lands - 3.2 per cent. The role of 
black incomes' in the ICM is a muchi talked about theme and, inciden­

tally, in 9 cascs 
(14.5 per cent) our ruspondens strongly asserted
 
that their loan demands 
were met by the 'black liquidity 'of the 
creditcrs.5.6/ 

It was found that the creditors those who have 
been identified
 
by the respondents as 
'black money lepders' are maiznly service holders
 
or involved in speculative 
trading. On investigation it was found 
Jhat a significant portion of these lenders ale humble service-holders
 
in different government and sem-government organisations and depart­
ments, viz. 
 Power Development Board (PDB), Water and Swearage Autho­
rity (WASA), Telegraph and Telephones, ( T L"T), etc.57/ It is quiL
clear that almost all of the money advanced by th(ese types of finan­
ciers has 
been 'eainvd' by embezzlcment of public funds and taking
 
bribes by using their functional positions.
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ApparcnLly, savings account fo. the substantial portion of the 
informal credit funds,- / but it is difficult to form a judgement 
within the framowork of the present study, whether this enhanced 

role of the savings in a result increased money supply, increased 
money circuliLion or increased use of a ij.vcn volume of savings.. 

'-f we accept chanelling of funds generated from sale of agricultural 

lands to the Ueginering sector, as an txpression of interface between 
rural and urban economy, then it may be said that relative share 

of such transfers is not very sizeablk particularly when compared
 
with inter-economy remittances. Granting that in the 'segmented'
 

ICM of the sector, much of the reallocated running capitals or othcr 
business came from activities having verticl or horizontal production 
linkages, along with other deptnde.nt relationships, it may still 

be said a considerable portion of the flow of the., funds has been 
caused by the productivity and rate of return differLntlals. 

5.7 Purposes of Informal Lending and Uses of Fund
 

Where the informal money goes is a question which has quitc 
important policy implications relating to mobilisation, allocation 
and equitable use of informal capital market funds. Accordingly
 

an analysis of the purpost.s of negotiated InforiT,61 credits and their
 

actual 
use patter, is also warranted whe.n we: ,xamine the characteris­

tics of ICM operation in thL small engineering sector. 

There arre evidences that duL. to deplorable economic conditions, 
the borrowers oftcn do not use the funds for the purposes for which 

they were negotiated and thus capital boirowed for financing on 
productive purpose is exploited to meet oth(.r competing production 
demand or even used to mitigate emergency consumption need. Keeping 

this in mind, in the present study whilst gathering relevant data, 

we decided to explore the perceived dichotomy b.:tween apparent purpose.' 
of giving loan and the actual usL. of it. Since our study kept informul 
loans taken and used to meet consumption ends beyond its purview, 
what we intended to acertain is whether consumption loans are utilised 

http:deptnde.nt


100
 

for financing production or loans negotiated for production purposes 
aie used for consunption. 

Evidencc 
as prcsented in 
Table 5.11 suggest that, except :intwo cases, loans wtie actually used 
for the purposes for which they

were taken. ThIs finding do not 
conk as surprise as it is 
quitc

natural that the 
borrower will 
 the fund appropriately
use fcr whichhe is paying 
a high cost. 
 On the other hund, knowing the proximity

which exists between the lender and borrowers in terms of social
relationship, place of residence, spht-tc activity,of etc. it isalso expected that thc lcrider, in order to ensure his returns, will
closely oversee that his money is properly utliised, The two cas:s
where loans 
have been 
taken 
on account of purchase of machineries
 
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. % 
 No. %
 

1. Expansion and 
reno­
vation of workshop 6.5
4 
 4 
 6.5
2. Purchase of machijies 44 71.0 
 42 67.7
 

3. Purchase of
 
equipments 
 0 
 0.0 
 0 0.0
 

4. Purchase of
 
raw materials 
 2 
 3.2 
 2 3.2
 

12
5. Running capital 19.3 
 14 22.6
 

62 100.0 
 62 100.0
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the facts that one was interest A,-ee loan provided by a relative, 

who probably did not have the urge, to control the use of fund and 

in the other caso, 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 the loans have been for
 

extended for (71.0 r.r cent) and used in (67.7 per cent) purchasing 

of machinerieso If we take frequency of lending for a particular 

purpose as a proxy of agreeability of the lender to finance such 

activity, then, it may be said that the informal creditor is most 

rcady to finance that portion of thL fixcd asSets which will enhance 

the viability of the borrowing unit (guaranting him promised returns),
 

will play the role of undeclared collateral and in the event of 
non-repayment ot loan may be easily disposed off to compensate the 

default amount. As ?. will discuss later that financing of fixed 

asset components by the lenders arc very much organically built into 

the informal lending practices, where a significant section of the 

creditors opt for short term profit sharing arrangement.
 

The second most important purp;.,e (19.3 per cent) and use (22.6 

per cent) appear to financing running (working) capital. The stringent
 

.. rking capital position of the small engineering 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 riskiness of financing 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 

-6- 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 

-Pnt) respectively).
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It was also found that the L1Atrepren,urs 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, IC14 in the small engineering
and metalworking 
sector demonstrate 
varied and ingenious practices

of lending. 
 Firstly, different 
forms 
of informal lendings may be
broadly classified under two broad grouv,, relating to their cost,
viz. the 
cost free loans and the loans involving costs.59 / 
 Secondly,

the loans involving costs to the borrowers may be grouped as loans 
with stipulated interest rates and the loans without stipulated inte­
rest rate but 
 accruing financial 
 benefits to the creditorsA--6/

Thirdly, the 
loans without stipulated interest rates but accruing

financial benefits ra,.y 
 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 exposes, in the overwhelming number
 
of cases (85.5 per cent) borrthe ,:er has to repay tae 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 free'.
 

In the mix of loans involving costs, tihe loans without stipulated

interest rates appear to be dominant 
(48.4 per cent of the loan irci­
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 seems that economic
compulsions have, to greata extent, rationalised the religious and 

I/
 social values relating to usury.-


Our field investigation revealed that there exists a type of
informal loans, which are ostensibely 'cost frec& (as they do nothave stipulated interest rates) but the credit relations in thse 
cases subsumes 
a variety of arrangements (either negotiated 
earlier
 

http:costs.59
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TABLE 9.12
 

DISTRIBUTION OF LOAN INCIDENCES BY THEIR FORM OF LENT 

Loan incidences
 
Types of lending
 

No. Z
 

1, 'Cost fre' loans 
 9 14.5
 

2. Loans involving costs 	 53 85.5
 

(a) Loans ith stipulated interest rates 	 23 37.1
 

(b) Loans without stipulated interest
 
rates but accruing financial benefit
 
to the creditors 
 30 43.4
 

i) 	Froc servicing facilities to the
 
creditor 
 10 16.1 

ii) Servicing of thL creditor's 
ordcrs at discount rate 6 9.7 

iii) Supply of machineries 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 benefits to the creditors.
 

In 	 this type of lending practices, five broad forms may be identified, 

viz.
 

(a) providing free servicing facilities by debtor to the creditor
 

(b) servicing of creditor's orders at discount rata
 

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

(d) temporary profit sharing arrangement
 

(e) payment of a specified sum (more than the principal amount).
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Among the abovc mentioned lending Fracticis the most prominent form 
(about one-third) has been found to be providing free servicing facill­
ties by the debtor enterprises to the crcditor. The creditors here 
are involved in activities which usually avail services of the engine­
ering workshops. iowever, we also find such a ofgroup debtors who
do not service thu. creditors' job orders totally free, but have to
do it at discounted rate of charges. Thuse creditors regularly,
in relation to their primary activities, make use thisof provision
and account for one-fifth of loansthe wher( thi- creditors take finan­
cial benefits other than thc interests. This form of informal lending
practices along thewith form of entering of thc_ creditors in profit
sharing arrangenicflts (for contracteda period) with the loanoe propric­
tors of the entinecring workshops are perhaps forms of informal lending
unique to the sector. Under the profit sharing arrangements, ownur 
of the unit -CcLains the full proprietorship of the business (along
with machineries fianced by the cred:itor), but regularly pay th."
creditor certain part of the profit of thc, ent,,rprisu ever a specifi%d 

period. 6-2 The number of casLs belonging to this group is morL thanone-fourth of ofthe number cases without stipulated interest rates 
but accruing financial benefit to ti 
 creditor, 
This form of lending

is mostly 
practised by engineering workshop owners 
and machinery
 
suppliers.
 

Another sector specific (though 
not so significant) 
form of

informal lending caseis thL where the creditor is a engineering
machinery dealer hisor agent who supplies machineries at a premium
price but does not the dealmake sale contingent to the loan transac­
tion.
 

The form of informal lending where the debtor promises to payback the creditor a lump sum (which is more than the principal amount)
is probably also popular otherin ICMs. In our study. It accounts 
for a little more than 13 per cent of the covert financial benefit
extraction processe.s and only 6.5 per cent of the total loan inci­
dences.
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Thus, we sce that the rnajor±.y of the informal creditors arc 

lcompensated' for temporarily parting with the'-' money by the goods 

and services provided by the debtor units, but to form a judgement 

regarding the size of the premium accrued by thL crLditors through 

the diverse types of lending practices as well as to have a bett.r 

understardinp for the 1CM operation in the small engineering sector 

we need to scrutinis the terms and conditions undci which the loans 

were negotiated. 

5.9 Terms and Conditions of Informal Borrowing
 

Keeping the general features of informal lending practices in 

the small engineering metalworking sector in mind, in this section 

under terms and conditions of informal borrowing we intend to discuss
 

the collateral need, rLpaymcnt schedule including grace period, repay­

ment period, number of installments. The issue of interest rates, 

being one of the key aspects of informal credit market operation, 

has been discussed separately in the following s ction.
 

Hypothetically the value of collateral (c) should completely 

cover the value of loan (L) plus *nterest (r), i.e. (I + r)L = c. 

Our practical observations show that informal loans in the sector 

are virtually made without any collateral. Only in two cases the 

debtors had to mortage gold ornaments to procure loan. In both the 

cases valuz of the collateral, as mentioned by the respondents was 

more than the loan size.
 

Readiness of the creditors t;, extend loan without any collateral 

may be explained by their trust upon the debtors and the closeness 

of relation in all its forms which exists between them and their 

debtors. On the other hand, in the above equation as the value of 

c approaches zero, the implicit rate of interest tends to rise, coim­

pensating the value of the loan amount is as much shortest time period 

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

60 out of the 62 loan transactions did not have any specified
time period allowed to the debtor till thL p)ayment of first install­
ment. In two ofthe cases exception the grace period was six month 
and one year. 

Similarly, loan negotiations did specifynot the nuiber of instal-
Iments in which the loans have to be repaid, excepting in three cases 
where the creditors demanded thLe loans should be paid back at a time 
in one installment. On the other hand, in a situation wherL the 
number of repayment installments are not dctermined, the issue of 
value of each of the installments becomes redundant.
 

tmcPerhaps the frame of repayrent is a point where the informal 
loan transactions demonstrate relative rigidity. Even here also
 
only in 22 loan 
 cases (35.5 per cent) the debtors are supposed to 
repay their loans within a stipulated time period. Distribution 
of these 22 cases reveals that 2 loans were to be repaid, within 3 
to 6 months, 6 loans within months6 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 schedule loans.
 

Thus the analysis of terms and conditions of informal credit 
transactions in the engineering sector clearly brings theto forth 
the flexibility of informal credit market operation.
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5.10 Interest Ratep,: Levels and Structures
 

The issue of interest rates is a vexed 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. d-mand and supply 

factors. Whilst on the supply side, factors such as shortage of 
capital, the monopoly position of the moneylenders, the inadequate 

collateral and riskincss of loans are generally mentioned, on thL 
dnand side it is maintained that the low levels of incomes and house­
hold savings have made borrowers dependent on the informal financial 

markets and thc. low levels of education and literacy have made it 
possible for the lenders to explolt the borrow(-rs. 

The broad underlying rationale of intLrest rate calculation 

is that loan interest rate (r) must be such that on an average the 

returns to the lender must be grvater than or Lqual to the opportunity
 

cost of funds (i) plus transaction costs (t). Incorporating the
 

possibility of default, where a portion of the loan (L) is repaid,
 

the above mentioned relationship between rate of interest and the 

components of interest structure uiay be depicted as (1-r)L.P = 

(1+i+t)L. But this is a case of competitive equallibrium. If wc 
recognise the possibility of monopoly profit being built into the 
inte.est rate structure of the CM of the small engineering sector, 

the equation takes the form (1+r)L.P = (1±i+t+m)L. 

When we recall the repayment schedulcs and modes of repayment 

of informal loan transactions, the possibility of default appears 

to be a trivial issue. 'Bad debt becomes a redundant term in a 

case where thore- is no specified repayment time frame (although there 

may be a lender's expectatlion). On the other hand, we have found 

that all debtors were eager to liquidate their liabilities (recall 

thL relative high repayment rate of principal amount as against th.. 
interest) and field observations suggest that the debtors do not 

believe that, under the given conditions, they will be able to get 

away with paying back all their informal credit dues. / Thus, for 
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a closer reflcction of reality, we caIn abstract in our analysis fromthe Possibility of repayment 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 i.sknown to us, is minimal in informal loan transactions (particularly
in comparison 
to thc institutional 
 sector).-6_4/ 
 Moreso, whatevr
cost is associated in informal loan transaction, it is beared bythe debtors. Thus, transaction cost (t) is ,, variable of relevanc(.for determining the real costs of borrowing, not for accrtaining
the level and structure of interest rates unde. the concrete circums­
tances.
 

Accordingly, the equation (I+r)L.P = (1:i.:t+m)L may be simplifiedas (l+r)L = (1+i+m)L for our particular case. Within this framework
of analysis we proceed to examine the lLvels and structures of rateof interest in the !CM of small engineering and metalworking sector.
 

5.10.1 
Levels andstructure of stipulated interestrates
 

In 23 
loan incidences where 
the rates 
of interust 
werc fixed
at the time of loan negotiations, the rates of interest seem to varyfrom as low as 22% to as high as 97%. The average rate of interest 
in this group of loans has been Lstimated to be 45.4%.
 

In thesc loan 
 cases, one year appears to be most frequently(56.5%) used base for calculating intere-st rates, whereas practiceof interest calculation on half yearly and monthly basis are alsoquite significant (21.7% and 17.4% respectively). One case was recor­
ded where there; was stipulated weCkly rate of interest. 

Irrespective of 
the periods of 
interest calculation, 
in almost
all of loan c-ses in this group simple interest rate was appliedfor calculation of interest accrued. In two cases of exce)tion,
the creditor demanded compound rate of interest.
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Analysing the terms of borrowing of informal loans with stipulated 

interest ratcs may be loans short.rit said, with period of interest 

rate calculation are costlier than those with yearly rate of interest°
 

Recalculation revealed that whilst the averagL annual rate of interest
 

of the loans with ycarly rate of interest is about 25%, the loans 
with half-yearly, monthly or weekly interest rate calculation practicLs 

have an ave:ragC implicit rate of interest of more than 64%. Surpri­

singly, it was observed that the borrowers were usually not aware 

about the implications of period of interest c1Iculation. 

In the absunce of any other satisfactory method of estimation, 
for working out the opportunity cost of the informal loan funds, 

we used 
as a proxy the highest interest rate offered by the commercial 
banks on term dposits. Presently this happens to be about 14.5% 

for 3 years fixed deposit receipts (FDR). Taking into consideration 

the short-comings of fixed interest policy, we assumed that the invest­

ment income foregone by the creditors duc to parting with the loan 
amount is at le:ast twice that of the highest rate offered by the 
Banks, i.e. the real opportunity cost of these loan funds could not 
have fetched more than 29% p.a. returns undci the present conditions
 

of the capital market. 
5 /
 

We hav- mentioned earlier that th. average rate of interest
 

for the loans with stipulated interest 
rates has been estimated to 

be 45.5%. In this implicit rate of interest, in view of our foregoing 

discussion, the real interest component (equal to opportunity cost 
of the fund) accounts 
for 29% and the r:st 16.4% may be deemed as
 

monopoly rent appropriated by the creditors. Even if we make some
 

reasonable allowances for bad debts or riskiness of informal lending
 

and for the costs incurred by the lenders for administering and collec­

ting the loans, the share of monopoly profit in the structure of 

interst rat(; 
 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 and structure of inmplicit interest rates 

The average implicit rate of interest for the 30 loan cases 
without stipulated interest 
rates but 
accruing financial benefito
 
to the creditors has been estimated to be 53.4% p.a. i.e. morL th.in 
that of withcase Stipulated interest 1'ates. However, differcnt 
levels of interest rates cut across various methods of extracting 
financial benefits by the creditors, 

The lowest implicit rate of intcr ;st in this group of loars
hs been found to be about 11.1 per cent for those where machinerics
 
were supplied at a premium price. The cases 
where the borrowers
 
were supposed to 
return a promised 
sum, the implicit rate of interest
 
works out to be rbut 23.6 per cent. ThL crcditors who enjoy fr,2e 
servicing and 
reparing facilities 
or servicing at a discounted rate
 
charges get financial benefit to the uxtent!: of 38.4 per cent p.a. 
on the loan amount. In comparison to all thuse rates of interest. 
the rate of return 
accrued by the creditors Lngaged in some sort
 
of profit sharing arrangements appears to be significantly high,

The imputed ratL of interest in 
 this cases has buen estimated to 
be about 124 per cent. As the profit sharing arrangements usually 
mention that the: creditor will take only 5-10 pv. cent of the profits

(but no liabilities of the loss), the dobtor quite 
 often remains
 
ignorant about real of
the volume outflow cf his resources on account 
of loan repayment. 

Applying th method, enunciated in tiA: previous section for 
acertaining 
the structure 
of the implicit r:tu interestof for the 
group of loans involving costs about 
without stipulated interest
 
rates, we find 
that the degree of monopoly premium works out to be
 
about 24.4 per cent (by deducting 29 per ci:nt for opportunity cost 
from the av-rage interest rate of 53.4 per cent). Here again if 
we make allowances for bad
the debts and transaction cost bearud
 
by the creditors, the share of monopoly premium will not be much 
less than 20 per cent.
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Thu. highcr lvel of interc:st in thL informal loans without 
explicit interest rates in comparison to those with explicit interest 
ratcs and particularly thu rclativ :1y highur sharu of monopoly profit
in the former is explained by th diffur-ntial standing of the two 
sets of crcdj.tors -,tpd their modalitiLs of op-ration. The cru.ditors 
uxtracting fin;- icial benefits through various discrct mechanisms, 
by virtue of their .5ctor rLIated activities, arL most well informed 
creditors. In addition to this, their diruct production linkag.;s 
with the debtor Lnterprises give them an edge over the: othcr creditors.
 
Thus, thtuy thehav, opportunity to choos(. thu form of lending most 
beneficial of thuni in a s..gmntLd, intcvrloclkd crcdit market. 

f,.or, wL end this section it should bL. mentioned, that data 
analysis could not establish any di cCrnibl . relation between r;lt
of interest and -ducational hackground of thL debtor-entrepreneurs, 
lo1n Size, ag, of the dubtor enterprises. i[owver, a feuble associ­
tion was notice-d between thL production or].eintation of the debtor 
entcrprisus and the of
rate intrest, wh-re- p;-,dominantly sLrvicin,8 
orientcd, monoproduct unLrpi ises tend 'o iv,:il 
 loans wiLh hi.h,.r 
levels of int'crust, particul rly the loans Involving profit sharing 
arrangUmLnts. 

5.11 Transaction Cost
 

Tho costs of transaction 
and information are low thcin IC~s 
in comparison to the formal sector 
bucausc, of the' informality of
 
transactions 
and intimate knowledge of borrowLrs on the port of the
 
lenders. As almost 
all of the creditors do not 
receive deposits

and are not cng;!g.d in 
large scale lending operation, they do not
 
have to maintin .any Cstabliirijnt which would have incurred thcm
 
administrative expenses. 
 On the other hand, since ICH of the smaill
 
engineering sector is, basically, 
a 'cr,.d!tors' 
market', whatever
 
costs arL 
ijivolvcd in loan administrztion :.a6 collction are usually 
borne by thux boriow%r, To this cnd, th traisaction cost in informal 
credit is avirtually component of rulJ costs of borrowing on thL
 
part dk.btors.
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To contruct an estimate about the expenditure incurred by thi
borrowers in tl,,. ofprocess procuring informal loans, we attempted
to gather information relating to direct and obligatory expenses

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

During the survey, all of the 32 debtor-.:ntr ,prcncurs rcportud
that their creditors did not demand pnym .nt of any fees (including
down payment) for themaking loaiis "avail:!bi(_ In sensethat direct
loan expenditures on bLhalf theof borrowL.rs wLre. totlly absvnt.
However (28 cent)per mentioned that bceing !t. th,. recuiving end the:y
had to bc up and doing in preserving their financiers gc;d disposition
towards them. aAs manifestation of this the debtors have had to
give expensive piLsents (television, r.dio, gold ornaments etc.,)
to the creditors ei their relatives on various social occassions,
Total amount spent by the- borrowe.rs on this account beenhas tstimr.tUd 
to be Tk. 47,160, which is approxim;tely 2.4 p,r cent of the total
volume of inform.:l credite bXsides, these typ,.s of obligatory expIendi­
tures, the debtors have had to render various se:rvices to the creditors
 
(not relatud to production) which are not quantifiable, e.g. helping
rjlativLs of the creditors to get employm, nt, providing assistance 
to the credLtors in their other L inful bus.tncss, _xtending social 
support to the cr'.ditors and participation in political mobilisations 
under their leadcrship, etc. 

Time and money :pent by each of the. dLbtors in pursuing the.
loan request comprise another important component of real costs of
informal borrowing. According to the report 
of the borrowers, MI
 
account of getting the funds released from the creditors as against

the 62 loan cases, ;; total 
 number of 220 working days were wasted.
 
It means each borrower on average had to 
 dLvotL about threC anda half working days to get his loan. The. s nt by the borrow-,.s 
in this regard has been estimated to a:round Tk. 4,200 which is about 
0.2 per cent of the total inflow of inform,.l credit. 

Thus, the total transaction cost of borrowing beared by the
debtors on account of various types of expenditurcs amounts to Tic.
51,360 or 2.6 per cent of total volume of d::L.burbed Informal credit. 

http:borrowe.rs
http:borrowL.rs


113
 

To be accurate, we should add th opportunity cost of 3.5 working 

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

It may be added that the transaction cost did not seem to vary 

with the size of loan, put a positive association was noticed between 

the cost of transaction and mode Of lending, where the costs bearud 

by the borrowers for processing the loans tWnd to be higher in the 

cases involving profit sharing arrangement and free servicing facili­

ties. 

5.12 Informal Credit: Cost of Borrowing and Its Impact on the Borrowers
 

As we have discussed earlier the charge paid for the use of 

informal credLt in thu small enginering and metalworking sector 

varies from as low c:s 11 per c(-nt to as high .s 124 per cent depending 

upon the nature of the financiil intermediarxcs, the lending practices 

and the teirms and conditions under which the loans arL- negotitcd, 

Acco:ding to our estimates, on the average thL rate of charge for 

informal credit in the sector is approxim'ately 49.4 per cent. If 

we add to it the transaction costs of borrowing incurred by the 

debtors, thL real cost of using 'nformal loans (or the effective 

rate of interest) amounts to 52 per ck.nt (excluding the opportunity 

cost of the working days lost be the dc:btors). 

Referring to the framework to interest rate. structure analysis 

section 5.10, may said this per interestelaborated in it be in 52 cent 

rate, 29 per cunt compensates the income foregone by the creditor 

(or the opportunity cost of the loan sum), 2.6 per cent accounts 

for transaction costs and 20.4 per cent is appropriated as monopoly 

premium. 

Uhat we did not account for in the obove mentioned structure 

rate of interest arc defaults and risk factors. Accordingof effective 

of informal credit operationto our observations thu very nature 

in the small engineering sector excludes the possibility of default 

investm,-L credicors.and ensures safe- return of the made by the 
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However, to bo. on 
the safe side we may 
say that contribution of
 
factors such 
as bad debts and riskiness of informal lending 
can not
 
be more than 5 per c 6t6/ 

Thus, accounting for the bad debts and risk factors, the composi­
tion of 
the real costs of informal borrowing (averaging 52 per cent) 
may be written down as follows. 29 pLr cent is duL to opportunity 
costs for the lunder who could have used to funds in othLr ways,
2.6 per cent i6 due to costs of transaction, 5 per cent is due to 
def.ult and risk factor coverage and the r.sidue 15.4 per cent is 
monopoly profit appropriated by the lender. 

As we com(. up with an estimate of ffuctive rate of intcrest 
averaging 52 pex cent, the first question which arises is that how 
beneficial it is for the debtors to financL their units borrowing 
money from such costly sources. To get an ;ifnswer to this question 
we may recall the costs and returns and productivity indicators 
analysed in chapter 3. 

A small engineering workshop, on thc nveragc, earns a yearly 
profit amounting to Tk. 1,92,167 (which is about 50 per cent of tho
his gross value of output), where.d the paidamount by 32 indebted 
enterprises on account of informal credits arl a period of 5 years 
is Tk. 10,97,000. Uhich meaus the ind, bted enterprises had to 
sacrifice only 3.6 por cent of their surpluses so toas mitigate 
the costs of borrowed capital from the inform-Al sources. 
If we account 
for other costs incurred by the loanees to procure the loans 
and
 
to maintain favourable relationship with the creditors, the share 
of informally borrowed capital costs will riot be more than 4 per 
cent of their profits. Even if, the indebted workshop owners ha,d 
to liquidate .,l their outstanding informral loans it would not have. 
taken away more than per10 cent of their surpluses. It is a case 
where the sector is afflicted by acute liquidity crisis but increasing 
returns to sc.,lc high marginal productivity of capital (bout 35 
per cent), high cnpit.-:l-output ration (around 1.1) and speedy turn­
ovur of working capital macke borrowings from costly informal sources 
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gaiiful. Thus, in thu absence o- adequate flow of institutionul 

finance, inflow of informal, credit funds in the small engineering 

and metalworking significantly enhances the. economic viability of 

the sector, satisfactorily subserving thu objective of allocativ( 

efficiency.
 

But thu (,ustion rLmH:ins whether all the borrowers from thc. 

informal sourci-s are evenly benefitted from the informal loans. To 

find an anse.,cr to this qucstion wt must first establish who arc bor­

rowers from thu :informal sourcus. Whilst we analysed the salient 

features and pe.rformance indicators of the- loan(.e enterprises, it 

was found that the significant relation exists between informal loan 

incidence and efficiency index of th,. loa,-.rk.e units. About 72 pi-r 

cent of the boriowing units (23 units) belonged to the "marginally 

efficient" ond 'most efficient' groups (as dascribed in Table 3.23), 

The rest 9 ynits belonged to the 'marginally inefficient' or 'most 

inefficient' grouLps. On the other hand, further exploration also 

revealed that the efficiency indicator of the borrowing units cuts 

across the divCrse forms of lending practices. To elaborate, the 
fefficient' group of borrowing units were primarily recipients of 

interest free lo&:ns and loans wit,. stipulatcd interst rates, i.e. 

these units having the advantage of borrowing from 'less costlicr
 

informal sources. Alt-rnatively, the 'inLfficint' borrowing units,
 

basically had to resort to such informal transactions which involve 

profit sharing arrangements and frcc servicing facilities. Thus, 

it may be concluded, that fistly, there is -i discernible tendency 

in the direction of inflow of informal credit funds in the small 

engineering sector to bye pass thK 'lss' efficient units. In other 

words, there is ? process of natural selection of clientile by thu 

informal creditors, where the units with higher capital intensity 

and high productivity ratio are favoured. Secondly, whatever volumu 

of informal credit trickles down to the 'fortunate' 'less' e.ffici,.nt 

group of units (these units -ire usually less endowed with fixed assets 

and working capital), these loans have to bu rA.gotiated under rela­

tively trying conditions. in other words, the informal creditors 

http:e.ffici,.nt
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discrimate to 'smallers' amongst th small ungineering and metalwork­
ing entcrpris.s. 

Consequently thL engineering workshops with weaker capital struc­
ture are not being able to mitigat. their informal credit dues with 
their modest ,-conomic performrancu. But the very nature of their
capital structure complls them to resort to informAl borrowing and
thU vry nature of the informal credit market ;allows them loan only 
on relatively hiLhur Cffectiv' rates of interest, which subsequently
further weaken their resource 
 basis. Entre:nched in this vicious 
circle it is rc.ckoned that thcse units still remain viable and compk, n-
Sate the burden of informal credit financing by paying wages to the
workers less than the marginal productivity of labour. Thus, from
thu equity point of view the benefits of informal credicts are not 
evenly distributed.
 

The oth.:r aspect relating to the impact of informal credits
which needs to be mentioned here is the issue of 'clientile satisfac­
tion'. 
 Our study revealed the differentical preference of the borrow­
er-s for the informal 
 sources of fund vis-a-vis institutional financu.
 
It was found that 30 per c,.nt 
 of thk, borrowers came to the informal 
,rcditors after failing to gut loans from the institutional sourcus,
whereas 70 per c.nt debtors came straight to the informal creditors 
without approaching thL financial institutions. On thL other hand,
96.8 per cent of the_ debtors mentionc-d than the informal lendcrs 
provided them with loan when it was most required. Thu positive
attitude expressed by the borrowers towards informal lending appears

to be quite plausible when we analyse the hazards associated with 
institutional 
financing. Our following chapter 
is duvoted 
to this
 
theme. 
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CHAP1Y'R 6 

PROBLEHS OF INSTITUTIONAL FINANCING OF S1 ALL ENGINEERING
 

METALFABRICATION ENTERPRISES
 

Of tho V.:ri.ous. constlr,,LnLs facing thc small scale industry at 

large . inadequate flow of cz.-dJ.t, particularly froi 

the i-L-&.LiUt i.:J.Adi , agcncJi± (publ...c ,fnd private) is coiwioiily 

believed too i)c a crucial bottline.ck g at:itmp..L.growth and expan­

siron.-- / In SoiCegoinrigwi lave' ,.C that, 3Iikll.tLi--- sc-cLons firstly, 

engineuring v,,,l;Lk!3ho . ownuri of £.C n p,:.rciv. £ .n nc-_. Lo be their k .y 

constrai.LnL s .: .J.1.y fouLIda-ioon and bSUL& expansiun of LI.UCL 

ei terprisespoas are mostly out oJ pertsonal savings accumulated from 

proprietors' previous occupations andI t:i 1--rut profits;investmen L of 

thirdly, whati..v,_'r little credit ia. useds i-: the suctor comes mainly 

from informal :-ourcts which charge much h ].'ier rate. of interZ'L 

compared to formial sources. fourthly, wit.h Lh,.' given marginal pro­

dluctivity of cap.i tal in the sector, inflow of institutional credit 

would contribute Lo enhancing al.) .ativ. ,f iic:.eiicy fifthly, Ll: 

proportionate shar- ol institutional fi;LHcL' ill the total capital 

employed LG muc!h ar.ioller in tLhe case of s:iilli .;r.ong the small engine­

ering enterpr.:., cic, 

Paving eb2,i,.sqhd tihee: some of the general features pertaining 

to the piesent covc..rag, of instltuuonul f.;i.ncncing in th small :ngine­
..ring and metalworking sector, it bcomes pJrinenL to examine tLh, 

characteristics of operation of institutiondl lending agencies, inves­

tigaLe the existence of interaction betweii formal and informal sourcc:i.' 

of fund, and nazalysL the proble:iis associaLjd with e-xploiting instit-.u 

tionol finance a.: an effective instrumint of ev-lolpment of the sector. 

Accordingly, the prcsCnt chapter is dcvAted to the above.entiUn':-. 

i.ssues. 

http:bottline.ck
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6.1.1 The institutional network
 

Underscoring the importance of the small engineering secto;
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 
measures 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 engineerj.ng sector. Notable among these are: 

Bangladesh Small and Cottage Industries Corporation (BSCIC)
 
Department of Industries (DI)
 
Bangladesh Steel and Engineering Corporation (BSEC)
 
Bangladvsh 
 SLin!ard Institution (BSI)
 
Industrial Advisory Centre 
of Pangladesh (IAC,)
 
Nationalis.! Commercial Banl-s 
(NCLs)
 
Bangladesh University of Er~gin-ering and Tcchnology (BUET) 

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

A discussion 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 (semi-government bodies 
(BUET, BITAC, IACE) provide traning facilities for development of 
knowledge and artisan skills, collect, innovate 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 

http:engineerj.ng
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within the framework of industrii1­ investment policy. Promotional 
services provided by most of these organisatons are basically non-­
financial in nature and in many cases incid,,nLaL or indirect. Thus,
 
we 	 will concentrate more theon institutioxn which i s the primemovzi­
organisation in Bangladesh for promotion and devcelopment of the small 
engineering and motalfabrication scctor, vzz. 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 Banladcsh Small and Cottage Industries 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 indusLries. 86 / The broad objectives of BSCIC with respect 
to small enginecring and metalwroking sector are the following: 

i) to ensure accelerated 
growth of new capacities in the
 

sector;
 

ii) 	 to increase productivity (resource maximisation) of the 

existing units, 

iii) to ensure optimum utilisation of financial resourcs;
 

iv) 	to provide infrastructural facilitiL.s;
 

v) to create and develop marketing facilities, including 
market information system for the products of the sector; 

vi) 	to innovate product process and technology;
 

vii) to cnsure development of skills
 

viii) to help socio-economic upliftment 
of the entrepreneurs. 

Credit programne is one of the most important component of the 
wide range of activities pursued by BSCIC. Appreciating that the 
small engineering workshop owners are generally men of small means, 
those can neither finance capital requirements adequately from own 
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source, nor have satisfactory acce to Lhe NCIs, ESCIC complements
its promotional and extension services with financial support. But 
the corporation does not own any credit fund° it has been channelising 
fund from national and international sourcj,.s and arranging credit 
through NCBs to their clients.
 

As per BSCIC Act 1957, the Corporation has been bestowed upon 
the responsibility to discharge functionloan :DSCIC performed this 
function with own resources, in collaboratu-on with Bangladesh Shilpa
 
Bank (BSB) and opterated Consortium Fund with participation of commer­
cial functions upto 1972. 
 The corporation utilized foreign credits
 
like Yen credit, UK credit, Swedish credit, G:rman credit, etc. during 
this period.
 

After the liberat:-on of the country, focus has bee-n switched 
mainly to promotion and extension servics and credit has exclusivcly 
become the responsibility of NCBs and DFIs. The present arrangement 
even though appuars logical readily itto be one but does not serve 
the purpose and expected promotional attitude absolutelyis lacking. 
it is reckoned that the introduction of commercial and profitable 
lending created colossal set back :n thL industraulisation process. 
in order to improve the situation Government of Bangladesh (GOB) 
has been deeply thinking to find out ways and iijeans for appropriate 
funding arrangement in view of the commitment of the GOB in the Third 
Five Year Plan (1985-90) document and subsequent Industrial Policy, 

1986. 

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

ering sector.- 9 / 

a) Fund for promotion of subcontracting linkages,
 

b) Fund for promotion of Engineering Industries of Zinzira and
 

Dholaikhal.
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Both progranmcs are executed i! collaboration with Agrani Bank. 

The credit programme for promotion of subcontracting linkage 

between small, medium and medium industilLs and ancilliary units 

has been taken up BSCIC for healthy development of different sectors 

engineering and metalfabricatio,
with specific focus on the small 

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, 

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

The second progranmme on promotion of engineuring industries 

is already underway and is of special interest to us as the respondent 

the target clientile
entrepreneurs of our present study constitute 


group Lf this programme. Accordingly, the terms and conditions under 

which this credit programme operates have been elaborated in the 

following paragraphs. 

6.1.3. Salient features of credit operation of BSCIC for small entre­

preneurs in the Dholaikhal and Zinzira area of Dhaka
 

This targetcd credit programme has been launched by BSCIC in
 

of Industries and a collaboration1986, with the approval of Ministr, 

with Agrani Bank, to provide fund for engineering industries of Dholai­

50 million has been allocated for disbursementkhal and Zinzira Tk. 

credit scheme. The general guidlines of

through this special the
 

scheme are as follows: 

who have no access to 


a) Target group: The loan is to be given to those small, ent rprises 

located in Dholaikhal and Zinzira area, particularly to those 

bank finance under normal arrangement 

of lending. 

of two parts:
loan programme comprises
b) Purpose of loan: The 


(ii) creation of fixed(I) replenishm(-nt of working capital and 

assets by balancing, modernisation of existing units.
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c) Amount of loan: The maximum 1., n limit for each enterprise may
be Tk. 7,00,000 for machinery procurement and Tk. 3,00,000 for 
working capital. The actual requirement for loan shall be asses­
sed on the apprisal of individual cases by LSCIC.
 

d) Mode of payment. The payment: decided the 
and Bangladesh Bank as per existing 

mode of is by BSCIC 

rulces and regulations appli­
cable for the purpose.
 

e) Mode of realisation of loan. The loan for fixed capital is 
for 5 years and working capital for 3 years, including grace 
period. The repayment is on half-yearly instalment basis. 
The first installment bLcomes due on the 12th month from thL 
date of disbursement of first installment, i.e. yearone grace 
period is to typesallowed both of loan (for fixed assets and 
working capital).
 

f) Rate of interest. Rate interest beenof has fixed at 14 per 
cent p.a. for fixed investiient and working capital. Howevr 
in case of default of repayment of wiiy i:st;.llmunt a penal addi­
tional interest 0o1 per cent is usually charge-d. 

g) Equity and margin requirement. The margin of loan under this 
programme should not normally exceed per20 cent. Margin is 
to be provided usually by the borrower as his equity. Before 
disburscrent of equity shallloan, money be normally deposited 
with financing bank for subsequent adjustment against the invest­

ment.
 

h) Security arrangement. Most 
of the industrial units 
located
 
in Dholaikhal area are working in rented premises. So the secu­
rity of loan would be the hypothecation of machinery (existing 
or to be procured) and stock of raw materials. Where, however 
loan includes the cost of land and building to be onwed by the 
borrower or existing units located on the own land of the bor­
rower, the same would be provided as security by equitable 
mortage.
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i) 	 Recycling of fund. The fund E,the programme will be recycled 
and a min.lmum rate of interest may be charged on the loan amnount 
by Bangladesh Bank.
 

j) 	 Role of designated bank. The designated bank (Agrani Bank) 
has an interest bearing account in thL name of whereBSCIC, 
the amount acrued on recovery and interest therL of are being 
deposited. The bank provides BSCIC officials with access to 
all documents relating to this loan programme. The bank informs 
BSCIC about recovery position every six ronths and furnish state­
ment 	of accounts to BSCIC annually. 

k) 	 Role of Ban3iadcsh Bank. Bangladesh Bank after designating 
Agrani Bank placed fund in the account of BSCIC and provides 
the facility of credit guarantee scheme against bad debt/loss, 
if any. Besidus credit guarantee scheme, other maymeasures 
be evolved by 13angladesh Bank by mutual consultation with BSCIC. 

According to BSCIC estimate there wcre in 1986 about 519 metal­
fabricating, rcparing and servicing, scrap reconditioning and trading 
units in Dholaikhal area of which 130 units were registered with
 
Lhe Directorate of Cooperativs and unlisted with BSCIC. 
 219 metal
 
product units are said 	 /to exist in Zinzire azuea.- L Out of these 
738 units, dur:tng 1986, under this scheme, loan amounting to Tk. 
16.5 	million has been disbursed to 50 units.
 

6.1.4 Borrowink from Banks 

Besides the special lending progranmte of the BSCIC Agrani-
Bank, the small eigineering units can take advantage of thL credit 
policy measures, designed by the GOB for financing small scale indus­
tries through short tcrm small loans. Bangladesh Bank has fixed 
a target of 1 per cent of the demand and time liabilities of the 
foreign and 	 local private banks for disbursement as loans to small 
scale industries. 
A target of I per cent of bank deposits for lending
 
for 	non-traditional exports (which includL goods of t.rgineering and 
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metalfabrication sector) has been irtroduccd, 
Along with these alloca­
tional instrumuiLs5 othtr financial policy measurus which arc directed
towards enhancing the inflow of fund from inseitutlonal sources to 

sector is the differentialthis intcrt:6c rate policy. Under thL
small loans schcmc introduced by Bangladesh Bank in all the NCBs,
rate of intercst on advances for internal trading purpose upto Tk.
1 lakh has beUn fixed 16 cenLper and for advanced excCding Tk.
1 lakh limit the: interest rate is 18 per cent. 

Ther is no scope for elaborate discussi.ons, aL this point op
the issues relating to the real impacts of tIhese financial measures. 
It may be only added that the credit ceiling and prohibition policy,
allocational instruments, interest rate policy hardly subservcd theiv
explicit and implicit objectives with r.:sl)ct to small engineering
sector, when considered in ofterms volume n. incidence s of inflow
of credit from institutional 

. 

sources- / Evid,;nces presented thein 
following sectlons bear testimony to this assessment. 

6.2 Incidence of Borrowing from Institutionnl Sources
 

It was recorded during the survey, out of 51 sample enterprises
only 9 units 17.67 
per cent) were r,-cipiunts of institutional
 
loans. 72 Amongst these 9 units only one unit has used institutionalloan as wll :2s credit from informal soufces, which may be takni, 
as an indication that access to institutioD-I sources has an inverse
correlation with thL cxtcnt of use of informal credits. It may be
also noted that nonL of the indebted uniLs borrowed more than once 
from the financial institutions. 

The Lnstitutional loans disbursed cover a period of five year
(1981-86). The years of disbursement are as follows: 

1982 
 .... 2 loans 

1984 
 .... 2 loans 

1985 .... 5 loans
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The increase in number of loa.- cases in 1986 has beLn brought 

about by the launching of special credit programmL by BSCIC.
 

6.3 Volume and Size of Institutional Loan
 

Table 6.1 gives a distribution of loan cases by levels of amounLs 

applied for, sanctioned and actually disbursed. The total loan reques­

ted by the 9 units amounts to 37,45,000 whereas 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 therL is a tendency on 

behalf of the sanctioning authority in scaling down the amounts during 

approval. It has resulted into maintaining the overall bias of the 

loan operations towards bigger loan size (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 

Range (Tk.) 
Amount 

No. of 
units 

requested 

Amount in 
the rangu 

Amount 

No. of 
units 

sanctioned 

Amount in 
the range 

Amount 

No. of 
units 

disbursed 

Amount in 
the rangc 

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 22,50,000 1 8,00,000 - -

Total 9 37,45,000 9 27,61,000 9 23,01,000
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The real inflow of institutiaal funds duringas the time periodshown in the table, amounted to Tk. 23,01,000, which means theaverage size of loans extendcd to the bozr-G'ig units is around2,55,666, whereas Tic.inflow of institutional fund for sample enterprise
works out to be Th. 41,235.
 

Comparing 
 these figures with those of informalin credit operationthe small engineering and metalworking sector, we findthe average that, whilstsize of loan from the institutional sourcesgreater than the same 
is 8 t.imes

from the informal sourcLs, the levels of flowof fund from both the sources are not significantly different38,530 (T1coand Tk. 41,235 per enterprise from informal and institutional 
sources respectively).
 

6.4 Sources of Institutional Funds
 

The main two institutional lenders 
sector in the small engineeringhave been found to be BSCIC and the NCB. BSCIC along withAgrani 3ank provided loans in 5 cases undrr Lh. special creditgramme, whereas, the pro­

other NCBs accounted foi the other 4 loanThese cascs.NCBs includd Janata Bank (. cases). Sonali Lank and Rupali.
Bank (1 case each). 

6.5 Purposes of Lending and the Actual Use of Funds
 

It was revealed during the study that therc isbetween a total overlappingthe purposes of lending and end uses of
the 

the funds which negateshypothesis, in the case of small cngine'.ring sector,institutional that cheapercredits are frequently used for purposes, otier thanthose for which they were negotiated. 

The use pattern of the institutional funds shows that 6 (66.74%)of the 9 loan cascs were transacted to buy new machineries, 2 (22.2%)for financing raw material procurement and 1 for expansion and renova­tion of the workshop. It is significant, none of the institutional 
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loans were explicitly targetted to meet the working capital require­
ments of th.. Unterprises (if we exclude tl,,. 2 cases of raw material 

procurcment)1 which hrppens to be a crying InLLed of the sector. 

6.6 Terms of Borrowing
 

Since the loans were transacted under v,.rious financial schemas­
and irr.titutional arrangements, .t is nLcussary to exuninL thc terns 

of lending (guarantee and colIatcral, rte of interest, repayment 
period, grace period, number of installmnts, etc.), Analysis of 

terms of lending from the institutional sources will allow us to 

compare th same in the ILL 

6.6.1 Guarantee and Collateral 

Collatcral constitutes one of the- vital components of terms 

of lending. Inability to offer adequate collaterals (which would 

havL, covered completely the value of loan plus irtLrest) by the bor-'w­

wers has be often been mentioned as a chi'f bottlrncck for advantageous 

and widea use of institutional loans. To meet the rigorous collateral
 

demand of the banks, the entrepreneecs of the small Lnsineering sector 

put forward whatcvor asscts they have at their disposal, which include 

land, buildings; machineries, etc. Distribution on enterprises by 

types of collateral offered shows that the most common form of colia­

teral appears to be machineries along with buildings (5 units or 

55.6 per cent). To be more prLcisu hypothucaLion of the fixed assets 

acquired by thL loans is the usual practc(.. In other cases, 2 entr,­

preneurs (22.2 per cent) each mortgagL-d thi-ir landed property and 
operational inventories to procure loans fzom institutional sources. 

It was observed that the entrepreneurs -.rz quite sensitive about: 
the issue of collatural. Si.nc the ng:inl,:ring workshops are their 

main source of income, proprietors are c,!utJous nbout mortgaging 

the units. They have an apprehension that if they can not regularly 

repay the instliwmnts, their business might b., forfieted. 
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The other complaiji of the eu ..uprun(-urs r'.latLn6, to collat~rul
is that the value' of thC' security which the ,lJsbursing agency demands 
far exceeds the value of the loan along wil.h interest. On ineestiga­
tion it was found that total valu of zissets mortgaged/hypotheccted
by the units aIjcuntG to (prEsent rksal value as reported by tht'respondents) mor( than Tk. 50,00,000, i.,c- double the approved amount, 

6.6.2 
Rate of intcrest
 

It ,s known to us that not only the credit allocation/ce.ling 
targets, statutory r~servL raLio, Ltc. arc determined by the Bangladesh

Bank for the coiwe'lcial bnks (public and private) and other financii 
institutions, Minglod,s1 Bank also fixes th i r lending rates. Thu,
in Bangladesh institutional credit market is a 'fix-price' credit
market and th. differcntial interest rates charged by the lending
institutions i.s a variable of the 'credjL racioning' policy of thU 
GOB. 

The' survey revealed that the firms -,,'L paying diffcrent rates 
interest to the institutionalof loans. It is explained by the factthat lending rate s have been rev by the,ed Bangl:desh Bank from 

astime to time and loans wcre sanctioned und,.l different arrangements 
so different ratcs of interest we'r charged, It was found that 6of the 9 unites werc paying a yearly rate of 10% interest, whereasI unit was paying 16% and 3 others - 10%. The' BSCIC sponsored loans
 
were basically accruing 10 
 per cent intre.Lt and other commrcial
 
lending from NCBs 16 per
- cent and 18 per cc'Iat, 

6.6.3 Repayment _riod 

We may distinguish the repayment period between grace period

(period till the 
 first installment is to bc paid) and the actual 
repayment period. 
 As recorded 
during the survey, only in 
one loan

transaction the grace period was 6 fronths, whilst for the rest (0units) it was 1 year. The loan case with a shorter grace period
was executed as a 'over druft, where, the ,:nk was not in a position 
to allow longer period.
 

http:intre.Lt
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The actual repayuient p.ariods o, thu lo,'ns fall uder two catego­
rius. 
 One with 2 ycars (plus 1 yL ar grace -,riod) and thL other 
with /4 yuars (plus on. y.ar gracL pcriod) caLgoris. 4 CaSLs bLlong .d 
to thu, first group, whilst 5 to thL latter. Eiar. again, thu intra-­
institutional variation appears to bL (lturninant. The NCB loans 
had a total rupayment period of 3 yuars and the BSCIC sponsored loans 
- 5 years. 

6.6.4 
 Numbur of istallments
 

Th, institutional loans Were to bc paid back in a number of 
installments, dup.nding up their size. Thu. aVrag! number of install­
meLts in which loans ;_r. to be repaid h.-as bie-n found to be abouL 
7. The distribution of lo,1a CaISLS by number of installments is ia 
follows: 4 cascs - up to 5 installments, 3 c,s! - 6-10 installmnts 
and 2 cases - more than 10 installments. 

However, the extent of relief a loanL gfts by phasing the repay­
of its dues over a period of tifleiment is better understood if wc. 

also consider th. size of each of thu rpymntinstallments, Thu 
:.ver'.ge SiZL i.,ch theseof of in.. cllmnts worked out to be about 
Tk. 45,800. Amongst the 9 loane units, 2 Uints hcIve to pay is;
than Tk. 35,000 pe:r installment, 3 units - Tk. 35-50,000 and 4 units 
- more than Tic. 50,000. 

6,7 Transaction Cost
 

Lower or 
.!conomic interest rates chargLd by the financial institu­
tions, in comparison to th ICM, is obviously not all that is required 
Lo ensuru efficient lending to small units in the engineering scctor. 
It is also Lmporti-nt that appropriate l evl of services must be
 
provided -nd system must be designLed to minimise transaction cost 
while still allowing speedy informedand apprisal of application.
Thus. it becomes nLcesscIry to thCachieve apparently conflicting 
twin goals of real costs reduction to both borrowers and lunders. 
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Keeping ourselves apprised o. th,. tF:.ditLion,,. Iiotion that
banks do not fe'l -ncour,-ged 	

th: 
to gv lo,ns to small borrowers

it increases thuit trnns(nction cost-, 	
ar; 

h.r . the moment, WL: will concern 	 ourselves only with the costs which the .Ailll Lngineorijlg
workshop owners hid 	 incur thLto in process. uf gttLng fromloansfinancial institutions and will try to :-curtal.in 	 how 'cheap' the insti­
tutionail crLdits are.
 

One of 
basic elements 
of tr:.nsiction 
coSIt is the 
Lxpenditurc!s

which 
a borrower 
has to btar so as to 
execute necessary documents

of the loan agr(ement. 
 Our survey revealed that. a total amount ofTk. 24,700 was spe.nt by L c 9 borrowing 
units on account of 
non--­judicial stamps, insurance premIum, legal f( Ls, Ltc. for formalising
the loan agrecmcnt, which is about 1.1 per c-,nt of the total disbursed 
amount.
 

Incidentally, 
a more major item 
of re'l transaction 
cost of

institutional 
loans heppens 
to the unofficial 
payments which the
workshop owners had to make to procure 
lo.:.n. It was Lst:Lfated 	 th:­a total amount of Tk. 79,500 or 3.5 per cent of the actually disbursdamount have been paid by the 9 lo 1ee entrupreneurs to the officials 
of NCBs and BSCIC as outright ca.sh bribe.-- in gencrul smallengineering workshop owners 	 the 

were very indign:.jL aibout thL scale and
extent of rampant corruption 
which perva'de thi. conctrnied institutions. 

Lesides thc.s official and unoffici,:l fc(.'s, the borrowers have_to incur expenditurc on otheu misce.llaneous accounts, e.g. travl
expenditure 
to and 
from the financing institutaons, cost for keeping
the officials 
in good humour (tL', ciger.tcs, ctc). It has been

estimated 
that the loaneus 
have to spuid approximately Tk. 7,700
under this head which is 	about O.' 
per cent of the disbursed amount.
 

Thu high transaction cost 
of the borrower also arises from the

disproportionatL 
amount of 
Lime spent him
by in order to prepare

application, 
carry out lengthy and expensivc visits explain,
to 

request, record and revise th: proposal, a.;nd 
 if and when the applica­
tion is approved 
these' visits 
continue 
to pursue the disbursement.
 

http:indign:.jL
http:curtal.in
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As reported by the loanCes, a totL , number of 163 working days hav.. 

b-en lost by them to expe..dite the sanctioning proess. In other words, 

on average more than 18 working days have to be spent by the borrowers 

in the financial institutions from submission of application to actu..l 

disbursement of funds.
 

The necess ry procedurcs and formalitius also lead to delay. 

As per the rcesponses of the lonnees, thc avurge tLmt2 period which 

elapsed between Lhe submission of loan appl:cation to actual disbursi.­

ment has bcen estimat-d to be 5.4 months. As C; result of these kinds 

of delay, the opportunity which the loan would have enabled the 

borrower to grasp may cease to be available. 5 of the 9 borrowers 

mentioned to us that they did not get thL lo.n at the tinic when J.t 

was most necessary and incidentally most of thesc unsatisfied clientilt 

were borrowers uidr the BSCIC sponsored scheme. 

Thus, it bccoii~es quite evident that thu real costs of borrowing 

from the instituLional sources aire significantly higher than reveal-d 

by the 'intercst rates paid. According to our estimation, for a typical 

small engineering workshop owner, his borrowed amount gets eroded 

by 5 per C;Lnt before it reaches .is hind. Thi.s figure will rise 

further if we add to it the opportunity cost of the 18 working days 

which he has devoted in pursuing his loan application. 

Our data suggest that the cost of loan do not vary significantly 

with the level of education of the entrepreneur, production orientation
 

of the enterprise and size of loan; but it appears to vary inversely
 

with the scale of operation of the unit, i.e!. 'smaller' of the small 

entrepreneurs, as a result of their more diri. necessity, are ready 

to sacrifice a considerable part of the principal amounts to gt 

the loan which still remains economic for them, when compared with 

the real costs of informal market credits. 

6.8 Rate of Repayment
 

Poor repayment record is the general experiunce of institutional 

lending in Bangladesh. It is reckoned that the big borrowers are 
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usually the biggest defaulters. 
 Ij is also maintained lender's weak­
ness and political interference, than genuine difficulties of borrowers
 
have resulted poor repayment performance.
 

In this context cir study found that the situation is not signi­ficantly diffcrent in the cngineering sector. Out of the 9 only
2 loanees have started repaying their debts (onc has paid one install­
ment and the other - five installments). Incidentally, both theborrowers had taken loans directly from the NCLs. However, all the
loanees, including the above two, have accumulated sizeable amount 
of financial liabilities to the sponsoring agencies,
 

Interestingly, 
 it appeared to us that thu debtors do not intend 
to repay their dues. One of the major arguments of these borrowers 
is that they arc not going to pay interLst on the money which theyhave never rcceived (weaning the cut which they had to pay to the
officials for getting thL loan sanctioned). On the other hand,
of the 

none 
financial institutions have initiated any legal action forthe recovery of the dues. According to our considered opinion, therepayment trend has no relation with economic performance of thu

units. Low interest rates contrilb ted tc arrears particularly whenthey are below the rare of inflation. It seems that a notion hasgot embedded in the borrowers' culture that public money may notbe returned unless forced to. Since a borrower knows that being
a recipient of a sponsored loan once, almost cxcludes him from availing
another such loan next time, it makes him feel discouraged to repayhis loan and ask for another. Thus, he entraps himself in a mechanism,
where attempt to subsidise one's business through appropriation of
institutional fund eventually lead him into the embrace of costlier 
informal loans,
 

This is not to say that this an unamunablc feature of institu­
tional lending. Due 
to the racketeering going on with disbursement 
of institutional funds in the small engineering sector, the sponsoring
naency do not necessarily concentr,.tu andon tha character ability
of the prospective borrower. Experience suggests that an "energetic 

http:concentr,.tu
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and enterprising" borrower is more llkLly to succeed than an appro­

priately presented highly profitable proposal from a "disinterested
 

and incompetent" applicant. It implies, firstly one has to ensure
 

about the integrity and commitment of concerned institutions.
 

Secondly, the total lending approach needs to be revised and institu­

tions restructured. Reduction of transaction costs, restructuring 

of repayment schudulL, rigorous enformcCrlcnt of relatively simple 

sanctions, remoulding of the financing agencies (including decentrali­

sation) to suit the needs of the intended borrowers should be som2., 

of the key elements of the above-mentioned restructuring process.
 

In this context one should also take lessons from the operatioa 

of ICMs and equip the formnal sectors with all the replicable features 

of informal ltnding to make institutional loans more advantageous 

to the borrowers and influence the ICMs to operate within a competitive
 

regimc.
 

6.9 	 Factors Responsible for Limited Availability of Institutional
 
Loans - The Entrepreneurs Views
 

One way of identifying the factors responsible for limited usC
 

of institutional loans by the sample entrepreneurs may be to examine
 

their own perceptions about the difficulties involved in getting
 

them. This is done through analysing the replies of the respondents
 

as to the reasons restraining them from taking institutional loans 

as well. as to the problems actually encountered by them in obtaining 

such loans. In this connection the respondents were requested to 

express their views regarding the necessary measures to be taken 

to facilitate widcr use of institutional loan :Ln the small engineering 

sector. However, to start with, it was deemed meaningful to assesb 

the extent of knowledge of the entreprcneucrs about thc existence 

of the financial institutions which may play a role in solving their 

resource constraints.
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6.9.1 Level of awareness of the '-ntrepre.,ueursinstitutions- abouL the financial 

'Inform:tin g.,p, happyas to bo an Of! OIL much cited rL,:soi.&UXPlaining thu modu-st usL of institutional financc in the small scal,.cnd cotLi: i.dustrit;s. It is usually trgued t.hat the entrepre .nur;
Of these SLCtCj-' .rc somutims unawa:re, of th, existence of the instit.u­tions which ia}y contributu effectivelv in nnL.tLgiLng th;Jr caplit,.lneds, not spuakto of the fact tLhmt Lhusa L.ritreprnernurs quitear,
often are totilly unapprised about 
 thc 2p-,czfic survices provid%-.wby these institutioas. Conseque.ntly, LhL informal cruditor thrivsby taking advf:ntg 2 , of thc tot,l ignoranc. of the borrowers aboutinstitutional financial network and, at thu same time, officials

of thu financJ,-l instiLtutions prosper jh.ifli)pULZA.trg with thu absence.of knowledge of th, borrowers about their rights of loan 
entitlement.
 

Undcr thu c1VcumstanOic_ we dcci.ded to tL.st out whether lack ofknowledge of th_- small t.nginuering workshop owners regarding th(.concerned institution is working behind thc insignificint use offormal sourcLs of loan and thus uncour;.ging the ill consvqufnccs
of the dualism existing in the cru:dit market. In response to th.
quLstion, whuth;.r they can at least name the organisations involv:din fimncing small engineering tdmecelworkoJig enterprises, nllthe-. untrepr'eneu-s dLuIonstratud a strinkin1y good knowledge aboutthese organizatons. As it becomC.s evidcenL from Table 6,2 all ef
the respondents could 
 mention at last one institution, whilst 
majority could name uven two or more,.
 

At it app._ars from Table 6.2 BSCIC 
 is tho most popularly knownorganisation amongst entrepreneurs as 96 pL! cent of the respondents
mentioned its name and it constituted mor,_ 43 per cent of all the:responses. Differunt NCBs e.g. Agrani Bank, Sonali Bank, Rup.,.LBank and Uttara Bank are the second mosl importnt (70.6 per
of the respondunts 

cent 
and 31.8 per c4nt of the r.sponses) group of organi­

sation known to the owners of the sample unics. InLU.restIngly, the.respondents showed quite a good knowlLdgV Ibout international a.:id 

7 
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TABLE 6.2 

AWARENESS OF TIE ENTREPRENEURS RFARDING SOURCES OF
 
INSTITUTIONAL FINANCE
 

No. of % of thu % of the sample 

Institution mentioned responses responses respondents 

BSCIC 49 43.4 96.1
 

NCB 36 31.0 70.6
 

DFI (BSB, BSRS) 12 10.6 23.5
 

Foreign Banks and Donor 16 14.2 3L4
 

Agencies
 

-
Could not mention ­

113 100.0
 

not
giving agencies (although these u. ncis do directly disburse 

aid in t6p sector). Beside the foreign banks, the donor agencies 

ment-4^nep ' by the respondents include UN organisations, USAID, Asian 

Bank, JICA and NORAD. Another interesting feature ofDevelopment 


the responses is that some of the entrepreneur reckoned the domestic
 

private commercial banks as one of the potential sources of institu­

tional finance.
 

The level of awareness demonstrated by the entrepreneurs LLS
 

of th,:not at all surprising given the urban and modern fe.atures 

sector and more so with th rel;.tively high level of educational 

qualification of the cntrepreneurs.
 

Whilst the entrepraneurs exhibited quite .nfair knowledge a bout 

the sources of formal loan, a overwhelming majority of them could 

to get loan from thesenot precisely say hew the-y should proceedc 
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sources and whether the instituti "-s have any opecific scheme for 

financing the units of the sector., 

Thus, it may be concluded that information gap regarding sources 

of institutional loan in sector the thatexist the to extent not
 

till th, entrepreneurs are well apprised of about the specific facili­

ties which these organisations are ready to provide them. Alterna­

tively, limited use of institutional loan in thL small engineering 

and matal working sector is not so much a result of lack of knowledge,
 

as much as it is due to the hurdles associated in rcolising the poten­

tial services of the concerned institutions.
 

6.9.2 Problems of gtting loan from the financial institutions
 

In order to identify the problems confronted by thL untrepreneurs
 

in getting loans from the concerned fin-nwcil institutions and/or 

to understand the apprehensions of the entrepreneurs which refrain 
them from approaching a financial institution for loan, we asked 

the respondents to mentioa three main problims associated with procur­

ing institutional financial support. The responses received in this
 

regard have -bengrouped and table 1 low. 

It is quite evident from Table 6.3 that the illegal payments 

havw to made by. the prospective borrowers to the officials of the 

financial institutions is the overwhelming dominant concern (94.1 

per cent) of the entrepreneurs. They univocally expressed 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 indiffer;eInt attitudes of the concerned official and bureaucratic 

procedures, which are sometimes delibarately engineered 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) are other two important problems 
mentioned, which are closely followed by complaint that the loans 
can not be obtained from BSCIC Banks at thc time of necessity or 
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TABLE 6.3 

PROBLEMS OF GETTING LOAN FROM INSTITUTIONAL SOURCES
 

Problems mentioned No. of times %of themcntioncd respondents
 

Illegal payments have to be made 48 94.1 

Deliberate harassments are caused 30 58.8 

Rate of interest is high 22 43.1 

Not given in proper time 18 35.3 

Cannot/Do not want to meet the 20 19.6 
collateral requirements
 

Repayment period is very short 10 9.8
 

Others 5
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quito long period is totaken pi'cess loan application (35.3 per
cent). If we r(Immbr our earlier discussion relating to real cost
of institutional loans then thes.. reactions of the entrepreneurs 
,rill not come as surprise. 

Analysing the problems mentioned by the entrepreneurs, it seemsthere are basically two sets of problems dtring wider usc of insti.tu­
tional loans. 
 First set relates to subjectiv. factors such as corrup­
tion, harassment, dLlay, etc, theand second set to the terms and
condition under which loans are disbursed to the Lntrepreneurs, such 
as, interLst rate, collatcral, repayment period, etc. It can net 
escpe our attention that thL first set of problems disturbs the entre­
preneurs much more than the second. Under thL circumstances, improve­
ment of the situation regarding thc: first group remains a pious
as these are complCx multifaceted 

wish 
and endemic problcms, whereas the

second group of problems demand re:vision of existing policies, which 
may not be deemed appropriate from the lenders point of view. 

Thus, it is feared in the near future no spectacular improvement
of the performance. of the institutions engaged in providing financial
assistance to the small engijneer" 8 workshops is cxpected, whilst 
even a marginal improvement could have an impact on making available 
to the entrepreneurs the scarcL financial resources which GOBthe 

has allocated for the development 
 of the small engineering sector.
 

6.9.3 How solvcto the probleims 

It was pleasant surprise to find that owners of the small engine­
ering workshops were able not only quite aptly pin down their problems-egarding institutional finance, but also c;:.rme up very promptly with 
a whole series of remedies to do away with these malices. When theywere asked to suggest measures which could have given them btter 
access to institutional sources of financc and broaden the scope
for more efficient utilisation of institutional finance for the dev­
lopment of the sector, the 51 sample entrepreneurs suggcst.,d in all 
161 steps which have grouped under 11 heads in the Table 6.4.
 

http:insti.tu
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TABLP 6.4
 

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

MuasurL Suggsted Jo. of % of the saml­
respondents 

1. Loan should b provided by only 10 19.6 

inortage of machineries 

2. Rate of interest should be lowered 18 35.3 
3. Loan should be provided according to 8 15.7 

scale of production 

4. Loan should bc provided according to 12 23.5 
efficiuncy 

5. Loan should be provided against work order 4 7.8 

6. Loan should bu provided according to need 14 27.5 

7. Corruption should be seriously dcalt with 36 70.6 
8. Harassment shculd be stopped 20 39.2 

9. Loan should be. processed within a 22 43.1 

short period of time 

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

1i. Other 5 9.8 

161
 

As CxpecLed th, rlltivL shares of diffi:nL mnasurus suggest..i 
correspond more or less with intensity of Lbi, problems as mention:d 
in Table 6.3. The ov(:rwhelmin8 (70.6 per criLnLe-ling of thL rt'Spon­
dcnts hOve ben found to be effLctive contrcl. of corruption would 
contribute most to improve thL prevailing bL.LUOto1n. The second 
most popular (43.1 per cLfnt) step appea rs t; b* expcdit-ons of proces­

sing of loan applications. The other, two fr~qut-.,ntly suggested steps 
nre stoppage of harassment (39.2%), decrecisJ,.g of interest rats (35°3 

per cent). 
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Interustingly, 
the entrepruneurs deemed it necessary to makL
themselves explicit on the criterion of sekJction of loan benfici­
aries. 
The most popular perception in this rugard is that loan should

be given according to need (27.5 pcr cent), whereas suggestions such as loan should bu givLn according to efficiency (23.5 per cent),
scale of production (15.7 per cent), and against work order (7.0 
per cunt) also prevailed significantly.
 

Besides decrLwsing of rate of interest, measurus advocated relat­ing to revision of tL-rms and conditions of lo.n disbursement included
thu sensitive issue of colLteral. ThL untr,-pruneurs (19.6 pLr cunt)rCckoned that no other assets except thL machineries to be purchascd
with loan money may be offered as collateral.
 

Perhaps recognising thL 
 limitation of funds of the financing
agencies, particularly BSCIC, a significant proportion of the respon­
dents (23.5 per cent) went on to indicatL that Lhe GOB's allocatiol 
to the sector should be enhanced. Two of Oh respondnts (included
in 'others') strongly advocated setting up a spLcaal bank for the
enginecring sector and welcomed th, decision of establishing a bank 
for the small scale indusLries.
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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 IC,; and formal financial system, the present chapter 

intends to focus on some aspects of IC.i 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 iSsUL. addressed in the present 

chapter relates to evolving a framework for promoting ICM with & 

view to enhance the efficacy of the monetary fiscal policy and c 

accelerate domestic resource mobilisation for the development of 

the small enginecring sector. 

7.1 Size of the ICM in the Small Engineering and Metalworking Sector
 

Whilst analysing the modes of financing of small engineering 

un:its in Chapter 4 we have alreac presented some estimates of the 

size of ICM in rclative 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, Ltc., However, be,;ides these relative 

shares, it is also necessary to generate some estimates relating 

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

Our study revealed that the volume of outstanding loans of tho*
 

32 debtor enterprises, on account of their loan transactions over 

the period of last: five years, amounts to Tk. iC,82,000 It was 

also reported during the survey, that th: debtor units as a legacy 

of their earlier informal loans (takcn bef±r& 1961) have inherited 

oth'-rfinancial liabilities to the tunre of Tk 3,62,000. On the 

hand, the non-debtor units (thos,: who did not borrow during 1981-85) 

also have an accumulated financial liabilitiecs (by ].985) on account 
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of informal 
cr.dits 
to the extent 
:)f Tic. 6,72,000. Thus, the real
amount of outstanding liabilities of the 51 enterprises to the informalcreditors adds upto Tk. 28,16,000. We may then say that the contribu­tion of the informal sources of finance in the investment packageof the 51 samplL units in stock terms at a point in time (by th,t..nd of 1986) as Tk. 289,16,000 or approximately Tk. 5,700 per enter­
prisc.
 

A recLnt paper on the engineering secLcr mentioned that there'(are presc.mtly about 2,400 small engineerig units in the sector emp'loy­
ing 40,000 workcrs in the country..-7 /paper is refering It seems the author inhere- oncL again to thethe dated and understated estima­tes of the Small Jndustrius Survey of BSCIC (1980-81).
even !however,if we take this figure- as the lower bound limit of number uni.tiin the sector and assume that our samp lc units morL or less reflUccthe structure of scales of operation of th-_ enterpisLs in the Sector,then it may be said that the total investment drawn (rom ICt in thl:Bangladesh small engineering and metalworking sector is not lccnsthan Tk. 13.7 million. But if we work out thu sizo of the ICI takinginto cognisancc the: more recent estimatcs of number of small engineer­ing units, then it appears Tk. 11... million of capita' borrowed from
the ICM remains invested in the 2000 units of Dhaka district alone,of which Tk. 3.5 million 
accounts 
for our study areas (587 units 

of Dholaikhal and Tipu Sultan Road).
 

During the course of our survey, we tried to make off hand assess­ments about treoxd in the size of the ICM in the sector. Our respun­dents mentioned during 
conversations 
thai, despite the 
increased
demand for funds duc to the significant growth of th sector, presentlymore persons ar- available (than in 1970) ready to finance the capital
needs of the sectoro The terms and conditions have also liberalisc(dovertime. 
 Thcsu observations may be accepted as indication of in­creased inflow of informal funds which has takcn place 
even at 
theface of enhanced contribution of institutional finance to the sector. 
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7.2 Interaction Between Formal and Tnformal Sources of Finance
 

One of the important point of enquiry in an analysis of ICI 
is the. existcncc: of channels and mchanisms through which the formal 
and informal credit markets are interlinked. W, albo tried to explore 
issue. 

Whilst considering the issue of interfacL )etween the institu­
tional source of finance and informal crditors, two aspects may 
be differentiated. First, whether therL is on-lending, where funds 
originating from the formal sector institutions find their way to 
the ICMs through intermediaries and second, whether formal sc.ctor 
financial institutions arc tapping funds of informal scctor creditors 
for redistribution-5/. These two apsects are sometimes discuss;-1d 

in a broader ccnt 2xt of enhancing effLcttveness of monetary polLcy 
and instruments where the necessi Ly of rudr,.ss_ng of onL of tht, suctor 
with the advantageous featurLs of the other is progagated.76/ 

Our study of informal loan transactions could not trace any 
such case:s whLrL the origin of crediLor's fund is institutional source. 
In that sense on-lending of funds :cLceLvud from financial institutions 
at a subsidis d rate, to accrue hga,. r return appears to be asbsent. 
But if we remembur that 19.3 pLI cc.nt of theL informal creditors 
are government or semi-government employee's aud a sizeable portion 

of their investment abmount has been allegC(i to be acquired through 
#nsappropriation of public funds, then wc .av' say that, though in 
a round about fashion, a considerable share of the informal credit 
funds owes their origin to the state organisations, which are not 
necessarily financial institutions. 

Alternatively, it is a coimnon knowledge that the GOB presently 
does not have any policy Largettcd to mobilisc financial resources 
for its financial institutions with a view to subsequently redistri­

bute these resources through I1M. 

Thus, we find the links between the two sectors of financial 
markets are rather weak, if not totally absent, when considered in 

http:progagated.76
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the context of financing small un'ineering workshops. NLvertheless,
this is not say that the two sLctors do not influCncL each other.
As a consequenCe of the Bangladesh Bank's 'fix price' credit p,licy,
subjected to va:rious qu',ntat:ivL restrictions, the availability ofcredit in th. informal sector has incr&L.A*d overtime. Our studysuggLsts that the major factors contributing to thL enhanced inflow
of informal Cre(it £uIdS to thL suall e-gineering se.ctor are thespill ovr" demand from thL. institutionl crLdit mark:t and theincome differential arisLs from the high retes of interest chdrgud
and paid in the IC'i as against the rLgativc. real rate of interestJ.n the repressed institutional market. On the other hand, it wi-,s.also observed that thu irhcrease in qunntum of institutional financ.
inflow could make the ICM moru corpeLtt1v,. and, albeit marginally, 
substitute and/or supplement it. 

Simultaneously, the ICM thtof small engineering sector alsoreflucts the working theof so-called 'underground economy' thriving
on black liquidity, which Emerges as mechanism to evade taxes andcontrol. Thu operation of ICG2 in the sector ulso considerably dampen
the money multiplier effect, despit, the predominnce of currency
in its transoctions, as it extends c';:.dits witU-iut accpcting deposits.
Further, as tl.,:. ICi is providing loans 'I smallthe engineering
sector on th: basis of various promissory agreements without any

formal collateral requirements, it allows tO keep 
 much of the lendiagand borrowing even outsid. the informal ,t-.ctor. All these factorsmake ICM act as a vEhaci]e of distntermeudiation, erode the efficacy
of monetary policy, perpetuate fragmentation of c.,pita] market, impede

efficient mobilisation and allocation of domustic resources. 

Under the circumstance it becomes pertinnt to take a balancedview towards the potential and prospective role which may be played
by the ICE in the development of small Lngi1LLrin8 sector and evolv.. 
., framework for its realisation. But before wu move on to that subject
it is necessary to have an idea about the size of credit demand pre­
vailing in the s..ctor. 
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7.3 Demand for Credit in the Small Engineering Sector 

Demand for credit in the small Lnginering sector arises from 
two broad sources, viz. demand for new venture capital and demand 
for expansion capital. The two main componenmts of the latter happen 
to be funds necessary for balancing, modernisation, renovation and 
new acquisition of fixed assets, and funds necessary for meeting 
working capital need. 

The presunt study does not allow us to Lstimate the effective 
demand for start-up capital for sctting up new units in the sector, 
Similarly, though our survey indicates that investment in the line: 
of restructing the assets ofof fixed a considerable number of units 
would have perceptibly enhanced the economic viability of the sector. 
our study does not provide us with any indicra;r to capture the demand 
for funds on this account. On tht- oLij,.,i hanc, the study revealed 
that the effective rate of utilis"'tion of already instalalled produc-­
tion capacity is very modest (around 40 pLI cunt) and inadequacy 
of working capital has been idcntifizd by :,;oru than majority of the 
respondents (around 60 per cent) r-s the factor responsible for an 

idle capacity of such magnitude. 

Under tht- cii:;umstanccs, to have at minimum estImate of demand 
for credit in the sector, we may estimate the volume of capital that 
will be necessary at least to utilise the existing productive assets 
at a reasonable levcl. Thus, i- we assume that an effective rate 
of 85 per cent is a technically feasiblL level ol capacity utilisation 

and there is sufficiUnt effective demand for goods and services provi­
ded by the small engineering units, then the supplementary amount 
of funds necessary to meet the working capital need of the sectr r 
(with the units presently, having on an average, a working capical 
to the tune of Tk. 77,000) will b,- Tk. 392.7 million (on the basis 
oi 1982 BSCIC cstimate of number of units in the sector). Taking 
in to the more recent estimates of number of units, available for 
certain areas, the supplementary working capital requirLmeLnt the 
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existing 2000 units of Dhaka disL ict and 507 unitb of Dholaikhal,nd Tipu Sultan Road areas amount to Tic. 327.5 million and Tk. 96 
million respectively.
 

Thus, in the backdrop of such an aSS.2smunt' of the potenti,-1iworking capital requirement, thc amount earmcirked by BSCIC-NCBs fordisbursment amongs thL uflits of th sm.ll LnginL.Lring sLector inDholn.ikhal and Zinzira (Tk. 50 million) appjar.,, to be quite inadequt.:,On the other hanci the. estimate about the s.J.ze of ICNthe indicatc,;;that, till the_ moment it is bcing able onlyto partially mCetpotential ca1pital demand of the concerned uniLs. Under 
the 

the circums­tances, to satisfactorily ncutraliz( thl deianid-supply gap of credit.it becomes necLss,-ry to increase the quantiLy nid improve th quai.tyof institutional financL, in the line discuss~d earliLr. But whatis possibly, whLch is no less important :;a to channel innovativeefforts to must(er ind develop the nonconventional (but may be tradi­tional) sources of finance and diversLfy thc choices of the borrowLrs.The present study prompt us to conclude, devclopnient of new instru­ments of monetary and credit policy dJ.r;.ctd towards enhancingrole of the IG's in financing the small engineering 
the 

units will contri­but, towards attainiig equillibrum Ln thc, credit market as a whole.;subserving the domestic resource mobilisation and :llocativc Lfficiencyobjectives. If these instruments, designed LO the satisfy the concr(iteneeds and capabilit:;LS of various types of units in the sector aredifferentictively used, in our opinion, ICH may also meet the eqUity
objectives of credit allocation. 

7.4 Modalities of Developing ICM for Financing Small Engineering
and Metalworking Sector
 

Any measure tergetted to the enhance.ment of ICVs contributionof promoting small scale engineering units should subsume in itselftwo basic features. Firstly, it should 
be able to appropritatelycater to the specific need of the entrepr.encurs and secondly, itshould retain the characteristics which mikces borrowing from ICi,advantageous in comparison to other sources. Thus, the ICM should 
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be largely complementary and at tL.. same time competitive with the 

formal sector. Of course, any such measure, uquiped by the aforemen­

tioned characteristics but not forming an integral part of the overall
 

policy thrust of improving the basic tenets of credit market will 

fail to achiev many of its declared objectives.
 

We have alruady mentioned that demand for funds in the sector 

arises from the nLed of fin:ncing new enterprises and the need of 

financing expansion and working capitol of already existing units.
 

Our study revealed that the relative shares of informal credits 

do not signficiantly vary with respect to financing of venture capital 

and running capital, but the relative shares of informal credit cut 

across the size of the units and their scaie of operation. The enhan­

ced role of informal finnnce in relatively smaller units in the small 

engineering sLCtOl is explained by thusu units' severely restricted 

access to the institutional sources. Due to their magnitude of depen­

dence on the ICI:, tlic smallkrs amongst the smalls have to be compromisc 

with the more stringent offers of informal lending practices. A 

close scrutiny of the pattern and terms of borrowing reveals, that 

the cntreprcneurs are primarily in need of short term, small size, 

loarns taking the form of bridge iinancing. Given the intricacies 

involved in such types of loan opLrations, it is not possible for 

the institutional sector to offer services in this respect economically 

and .fficiently, once again discriminating the small borrowers. 

Given the situation, so as to Lvenly distribute the benefits of ICII 

operation the first thing which is to be advocated is rudirectiou 

of the flow of instituticnal 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 disbursecxIt 

of small loans with relatively smaller rLpayment period (may be one 
77/

year). This would have not only improved the economic viability 

of the smller units but also enhance their bargaining capacity in 

1CM, to which they will have to resort to wi:t their excess credit 

demand.
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When we consider the forms of d veloping ICtI for the small engine­
ering sector, it should be rumcmbered that bulk of the informal credit 
funds was provided by the small engineering enterprise owners them­
selves. Given thL rate of return from the inVstment in the sector, 
onu of thu viable methods of resourcc mobilisation for thL sector 
would havc been organisation of Savings and Loan Associations of 
the entrepreneurs, whose economic function would havL been obtaining
savings (deposits) from the membLrs and invLst the funds in financing
small engineering workshops (giving preference to the membrs).7./ 
Emergence of such saviings and credit unions havewould possibly
effectively squeezed the role of such 'exploltetivL' lending practices 
as 'free servicing and repairing' and 'profit sharing arrangements'. 

On the other hand, we also found that savings and accumulations 
generated in other spheres of economy have been used to finance small 
LnginLring units. 
 In order to tap these resources and augment thier 
inflow, setting ofup indigenous finance company(ies) may be con­
sidered. 
 This type finance companies will be an intrmediary (usually
 
a partnership form or in rare case private or public limited company)
set up for making profit from thu business of lending money rai.-3d 
by ways of subscribed capital or *;orrowing. The fiiancL companic.s 
may perform many of the b~ink functions such bill:-s discounting,
 
collection of remittances, maintain deposits, offer security, etc.
 
It is reckoned that establishment of such corapanics would not only
rationalise the interest rate structure in the ICM of the small engine­
ering sector 
 but also broaden the opportunity of efficient allocation 
of funds and dissolve the segmential brricrs. 

In our opinion promotion of these types of institutional initia­
tives in informal credit market as against other forms of primitiv.
lending agencies viz. indigenous styie bankers, individual commercial 
finannciers, financu brokers, commercial paper discounters, pawn
brokers, would able tobe develop and integrate: the capital markcet
 
ith the economic and financial demands of the 
 small engineering 

sector at its present stage of devulopment, TheSL financial innova­
tions would be able to rationalise transaction costs of loan opera­
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tions, rcducQ default risk, miniwisc mouopoly profit and narrow 

interest rate differentials. However, systniti c devulopment of 

thiZsL forms of financial intermediaries presupposcs that thesu agencies 

should come under the functional purview of the Eangladesh Bank (e.g. 

registration, provision of technical services, etc.) and should be 

subjected to taxation, cven if nominally. Propagation of evolution 

of thL ICM in this fashion would also nucess-taL(; rethinking by the: 

policy makers about the role the ICM is cnvisagcd to play and promulga­

tion and revision of legal instrumentalitit2s.
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CHAPTER 8
 

CONCLUDING REMARKS 

The prusent study prepared as a part of a broader study on urban
informal financial market has remained confined to an examination 
of the organisational, functional and operational aspects of informalcredit markut operation and its nature and SCope of fincncing the 
Bangladesh small engineering and metalfabrication sector.
 

Due to the role played by the smull ungira.cring sector LhLin
Bangladesh economy and, moreso, for its future growth potentials,
the sector remains an obvious candidate in th list of priorities 
of investment financing. In view of this, the present study involved
itself in an indCpLh analysis of the sector in terms of capital struc­
ture and technology, employment and labour, capacity utilisation,
inputs, valu. added and productivity, entrepruneurship, marketing

and finace. Possibly here lies on of the strength of the presenL
study. The analysis of the whole chain of procurement, production
and marketing aspccts of unitsthe contributed towards ascertaining
the factors inhibiting the further development of the sector.
 

The study, rcvealed that finance happens to onebe of the rnain
constraints, it not be most, impeding fuller realisation of the poten­
tial of the sector. Detailed analysis of thc present status of finan­
cing initial capital expansion capital, working capital and output
disposal brought to the forth that though the engineering workshups
arc better endowed financially in long tuim sense, they have a very
vulnerable liquidity position. 
Limited acess to institutional sources 
of finance has forced the entrepreneurs to fall back on non-institu­
tional lenders as sccond line of defence.
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Aspects of ICM. operation had always been the focus of the study. 

Detailed examination of each of the loan coscs recorded in the sample 

units allowed us to assess the structurL,, intensity and direction 

of flow of informal funds through the sector, identify the lenders 

and their terms and conditions of lending including levls and struc­

tures of interest rats; from a judgement regarding nature and poten­

tial of .the ICP.' and i.ssess the cousequcnces of borrowing from th,; 

informal sources. 

Whilst pursuing the study, it was deemed that causal nexus of 

ICM operation can not be satisfactorily compic:hended without an unders­

tanding about the pruoblms assoc.Latd with inistitutional financing. 

Thus, a significant portion of thL report is d.voted to the, analysis 

of th. network of institutional finance, incidunce, size Lind purposs 

of institutional loans, terms and costs of boirowing from institutionl.1 

sources and to the idcntificition of factors responsible for limited 

availability or uses of institutional loans, 

A comprehensive: analysis of tht technological, supply, marketing, 

production, finance, entrepreneurship and other socio-economic 

characteristics of the sm:all engir.._-ring units a-long with a detailcd 

comparative discussion of naturt, and modal.it.es of ICM and institu­

tional financing contributed towards estimating the demand for credit 

in the sector, the size and potential of the ICM and their macro-econo­

mic implications. Thus, on the basis of the: findings of the study, 

the pre-sent report, with a view to promote the small engineering 

and metalworking enterprises of the urban informal sector, puts forward 

set of proposals aiming at expanding the role and improving the 

efficiency of ICI in a planned manner in the contxt of further duve­

lopment of institutional finance and nhance ment of the efficacy 

of monetary and credit policy.
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10. 	 G. Carillo-Lucas and G.T O'More. The Urban Informal Credit Market
 
in a Developing Country under Financial De ression- The Peruvian
 
Case, Institute of Latin American Studies, University of Texas, 
174,
 

11. 	 Reference has been made of the regional study on ICM initiated
 
by the Asian Development bank. The countries chosen for the 
study aie Korea, the Phillipines, Indonesia, Thailand, India 
and Bangladcsh. For an understanding of the design of the study
and other relevant issues see: Some Issues for Regional Study 
on Informal Credit Uarkets. Preliminary discussion paper. ADD, 
19 April, 1985.
 

12. 	 For an idea about the existing statL ef knowledge about ICHs 
in Bangladesh see: Informal Credit Markets in Bangladesh, Review 
of the Literature and a Study Outline. BIDS. March 1986.
 

13. 	For a brief account of the sector underlining its importance, 
present size and future potential see chapter 2. 

14. 	 The broad objectives of the UIFM study are to examine:
 

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

ii) 	whether it is desirable to develop IFN for promoting, urban 
informal sector, particularly the small scale enterprises 
who hav little access to for;',l sector institutions; 
and 

iii) if found desirable the modlities for promoting UI1,1. 

Soe for details: Terms of Referunce of Urban Informal
 
Financial Market in Bangladesh. BIDS, 1986.
 

15. 	According to onL estimate of BSCIC, on 1985 there were a total 
number of 519 units in Dholaikhal area of which 100 were manufac­
turing, 42 repairing 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. 

16. 	 For a detail profile of the sample units se chapter 3. 

17. 	See for details: World Bank. Bangladesh Issues and Prospects 
of Industrial Development. Vol. II. 1970, p.99. 

18. 	 The establshments covered under thu CkI were those 'factories' 
registered under sector 2(j) and 5(ii) of the Factories Act, 
1934 or under section 2(f) of the Factories Act, 1965 which 
means that the factory employs (i)20 or more 10 or more workers 
using power or not, or (iii) 10 or moru workers using powcr 
or 	not but the manufacturing process do not include a mine sub­
ject. See for details Bangladesh Census of anufacturing Indus­
tries. Summary Report 1980-81. BBS 1984. 
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19. See: Statistical Yearbook 1986 DBS. p. 454-455.
 

20. Rural Industrj.es Study Project (RISP) of 
BIDS classified
per cent of the total enterpries surveyed 
2.4 

under the metalworkingand enginecing sector where 1.7 per centemployed. of the workforc . :asSee for details RISP Final Report. BIDS. 1981 p- 7 0-72, 
21. Small and Ncdium Scale Metalworking Industries Phase - Two JICA/-TEGINNONET ASIA. 1979-80. p. 15. 
22. The study us,.d the information from th, cotLage industriesof BSCIC as they and 

surveycre Lstimated thL relevantindustries from values of small 
the 

thL other ESCTC survey, adjusting theij by using,growth rate* achieved by each of thL sub-sectorperiod. over thefor details: liabibur Rahman, et.al. A Study onthe Small and Cottage Industries of8a nladcsh. 1986. 
23. It should bc noted that as theper ISICbasic metal industries (ferrous 

or BSIC 371 and 372
and non-ferrous) denoteiron and steel mills/foundries/rurolling th,

mills, and productionof basic aluminium, copper, their alloys, etc.the sector Whilst describingin th. foregoing paragraphs these sectors havebeen considereud. nor 

24. According recunt estimateto a of BSCIC (1986), there are atpresent more than 2000 such 
a 

units in Dhaka district alone, showingspectacular increase over BSCIC survey (1978) which put thecorresponding number at 662. 
25. Whilst the construction sectt r bears the bulk of the burdenof high cost of locally produced steel,sector it is the engineeringwhich is crippled by the high ofFor costs imported stecl.a detail understanding of the policies affecting the sector
See relevant TIP Studies. 

26. By entreprcneur' in this study meanwe the ownereven when he does not run the 
of the uniL 

day to day affairs ofIn those cases, where there were 
the unit. 

joint. ownership, theshareholder principalhas been interviewed, although whilstasset taking stockof and liabilities of the unit, the enterpris, in totalityhas been considered.
 

27. The RISP found that amongst the urban proprietorshad no formal education and only 22 
15 per cent 

pL cent read upto secondaryand above. Sei- RISP Final Report. p. 208. 
28. Here by 'establishing' we have meant procurenent of machineriesand equipment (old new)or and organisation

be of production (mayat premise which was previously used foI this purpose). 

http:Industrj.es
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29. 	 This figure excludes the proprietors. The proprietors are some­
times engaged in the production (partly or wholly) sometinies 
they are involved in management oijly. It has also been observed,
although in very few cases, that the proprietor is not at all 
associated with the running of the business where it is looked 
after by an employLU. So as to evade this confusion we have; 
presented the figure excluding thL proprlitors. 

30. 	 However, there were workers who belonged to the same family. 

31. 	 This information was provided by thC rLspondents themselves 
in responscs to the query what wrill the assetvalue currently
fetch if sold in the market in its prtsent condition. 

32. 	 Note that this estLmate of exturnal contribution to the working
capital do riot include other informal borrowings (institutional 
sources do not usually provide credit for working capital) for 
working capital purpose. Thus, the share of Lxturnal sources 
in financing working capital is probably morL than 24.8 per 
cent. 

33. 	 Paradoxically, incontrast to the low rat;.es of duty on most machi­
nery imports, materials used in thu manufacture of those machinery
and equipments are taxed at a highur rate. in Bangladesh, thus 
providing a low effective rate of protection to the engineering 
and matalfabrication section. Se 	 for details Overview of Assis­
tance Policies for the Steel and Engineering Sector. TIP Doc. 
MU-A. Sept. 1985. 

34. 	 Whenever dtailed information wo: not available average input-out­
put co-efficiLIts of the smail engincering and metalworking 
activities were used to treat the data. 

35. 	For details on role of credit or dofered payment in raw material 
procurement see chapter 4. 

36. 	 Some of thc valid criticisms worth mentioning are (i) practic­
ability of accuratL measurement of inputs especially of capital,
(ii) validity Of such assumptions of the production functions 
as a maximisation of profits by each entrepreneur and (b) smooth 
and continuos isoquants i.e. smooth factor substitutability.
 

37. 	 As explained erlicr, our estimates of working capital based 
on observation may not be accurate enough measurement of normal 
working capital requirement. However, exclusion of working

capital from the estimates of capital would have distorted the 
results as timely availability fo various working capitUl compo­
nents in adequate quantity may be an important determinant of 
value addud and profits. 

38. 	 Details on institutional credit operations for small engineering 
and metalworking sector have been provid,d in chapter 6.
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39. For details see chapter 5.
 

40. Accurate measurement of depreciation of machinery and equipmentis difficult. For simplicity we have divided the resale valuLof each of the fixed 
life 

asset items by their respective prospLctiv;span, as indicated by the ruspondets. It assumedwasthat all asse:ts deprtciat at cunstant rates over their lifCtime. iilst hasthis taken care of material depreciation ofthe fixed asS;ts, aspects relating tr; moral obsolescence couldnot bL accounted foz, which is consid red to be important fora dynamic sector thriving on modern technology. Howevur,may also bL argued that this aspect has not 
it 

yet acquired criticalrelevance in smallthe engineering and metalworking sector underthe prevailing circumstancLs. 

41. See for cxample: Indrjit Singh, N.S. Gupta. Financiig of SmallIndustry Ncw Delhi 1977; 1H.S. Parcuk, Financing of Small ScaleIndustries in Dcvelopinga Economy, [ULw 1978;Delhi, DcvelopmkunLFinance for Modern Small Factories, McGraw Hill, 1967, 

42. However, thiis positLon beenhas ttrmed by a ofnumber scholarsas "the capital scarcity illusion". They maintain thatentrepreneurs often have substantial resources 
the 

uneconomicallyemployed and airc not likely to maLe optimum us, of additionalcapital if they can obtain it. otherThe argument in the samevein is that there is no shortage of capital, the problem isof limited availability of viable projects. See for example.Malcolm Harper. Small Business in th Third World. John Wiley
& Sops 1984. p. 45-46. 

43. It was felt during the discussions with entrepreneurs that theycould hardly distinguish the relative contribution of varioussources of owntheir resources, moreso, when the mobilisationof these internal resources took place 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.
 

44. By the terrm 'expansion capital' in the present context we meancapital invested for acquiring new fixed assets and asas for supplementing working capital. 
well 

Appreciating thatrespondents may not the
be able to recall precisely the amount ofinvestment madc under specific heads we dcemed it will beappropriate to ask about investment for 

mor, 
expansion of the tntre­prise in general. However, what was mor, rlevant for our purposeis to study each of the loan incidencLs (formal and informal)with respect to its source and Thisuse. analysis, presentedin the following chapter, shedlight on contribution of borrowedcapital in 
financing fixed asset acquisition and additional
 

working capital. 
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45. Refinancing through profit in -.hissavings, gencrated casc means reinvestment ofin the small enginceringfirms. Reinvestnmnt and metalworkingof savings from othcr sources of incomeare included in 'other own sourcs.1 
46. It seems that the figure indicated as reinvestmentin the Tk, of profit1,00,000-2,00,000 investment range hasstted. There been unde.r­is a suspicion that a s.Lgnificantthe reinvested portion ofprofit has been reported by the respondents,for ruaso,; Inflntxoncd earlier, under 'sale of propcrty'. 

47. It is suspected that the respondent enLrepreneursstated thL, liquid usually under­amount at their disposal for meting currzii. 
LXpenses,. 

46. Subconitractor means a firm which contrast company. to do work for anotherThL works include productionand services of unique componentswhich are incorporat,.d
by the subcontractor and furnishing 

in products manufactured 
as nuts standard components suchand bolts, bearings, stundard- auxiliariesSe for d-tails and supplies.,Subcontracting.n.........
ActiviticsIndustri ,s in Ban'PldSlj. in the 

TIP Position Paper Doc. TIP-IIPU-A
14. 1985. 

49. See for exaIplL Capital Market ImperfecioLjs and Economic Develop­
ment. World Bank Staff paper No. 338, 17 

50. Methods of intercst calculation havt bc-n •.laborat(.d latLr. 
51. For an cstimate about the aggregate amount ofinformal loans of all of 

rkal outstandinlg
thL sampl, entLrprises6 where we discuss see chapt.rthC level of indebtedness of the sector tothe ICM.
 

52. So(. for details the following sctions on sources of informal 
credit.
 

53. Of course this 
observation 
does not 
refute the possibility 
of
existenc: of pure professional moncylenders. 
 Had it been known
to us that the dominant source of income of a creditor is derived
from 
usury capitol, then 
we 
could have confidently categorised
him 
under moneylerding profession. Altcrnatively, butthat the borrower primarily identifies the 
the facL 

creditorsional moncylender may be accepted as 
as a profes­

an indicationtude of the moneylending operation of 
of the magi-

However, thL particular creditor.tl:; point is a modern money lender in 
the UIFM
an attempt to mCaximisC his income may 
in 

involve himself into varioustypes of activities, beyond just financing others' business.
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54. Here again, this observagtion dOLs not imply theassumption that tht earl.,.rthe ICMs aro segment(d (ho(rizontally and verti­cally) does not hold truL in the case of small nginering nd 
metalworking sector. Tn;is iSSue has ltbLn disclssed later. 

55. It so happened that one of our creditors involved in enginceriugsector aSsociZjted activiti'.s has direct production link (alongwith credit relation)
units. These 

with units oth " thani our sample debLu(rcases hove beur included under "No linkage' whilstdrawing up TablL 5.8. 

56. Besides other literature, the lively debate which Went on thepages of the Journal Economic and Political ULetkly (EPW) a coupleof yenr. bu.ck may be referrd to thisin context.Acharya, S. See: S.Nedhur. Informal Credit Larkets and Black Money.Do they Frustatc Monetary Policy. EPL Vol. 18, No. 1,K. 1983;Sundaram, V. Pandit. Informal Credit Markets, Black Moneyand Monctary Policy - Some Analytical and Empirical Issuecs,
EPW, Vol. 19, No. 16, 1984.
 

57. For examplL, one of the lenders who is a clerk in the PDB witha monthly salary of less than Tk. 3,000 has lent out a sum ofTk. 2,00,000 to ofone the debtors. 

58. 'It.may be possible that a portion of thes, 'savings' are unearnedincomes, which the respondents could not distinguish or didnot want to distinguish. 

59. Even a 'cost free loan' involvcs transaction cost, usually beafedby the borrower. At this point wL are abstracting from transacti­
on cost as w. 
use the term 'cost',
 

60. There ar( cases where there nowr,,s stipulat4ed interest and noprovision for providing financial bL:i,.fi's to the creditor,
but the debtor 
feIs that h: has to 
make costly presents to
the creditor on various social occassions (e.g. marriage ceremonyof the son of the creditor) only because of his obligated status.We considered it bewill appropriate ro include such 'costs'into transaction costs. 

61. However, it is our field experience that our rLspondents arutstill very sensetive to the issue of usurious money lending.All of them refused to theaccept possibility that such formof lending (in overt or covert fashion) exists as one of themodes of financing of the sector. 
62. These types of profit sharing should be distinguished from thatof the cosharers, who are usually associated with enterprises
from the moment of establishment and even if comethe picture later they 

they .ntodo not make their involvement contingent
to the time frame'. 
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63 	 Strilctly speaking 'bad 	 debt' is , subjunctivc perception of thecreditors. Although creditors were niot 	 available to express
their opinion on this issue, it is belived that the creditorswould have likc:d to se thuir funds r"emain invested in the sector as it would be bringing higher recurring incomes to them. 

64. 	We discuss later the transaction cost as a part of costs of 
borrowing. 

65. 	 Of course. there, arc s ctors wherL thu rates of return to invest­ment may be mort- than 29%. But due to basic characteristics
of the capital market, particularly du, its segmented naLure,the creditors usually can not take :'dvantage of these high-r
rates of return. 

66. 	 Comparable uvvdcrcts in this rugcrd :is absent in Bangladesh
economic literature. Iowevr Tun in ofU. ,Jai one his articlcs,
based on a study of informal crLdit markets in 15 duvelopin 8courtries estifmAtCs that orc-sixth of 29 pLrcentage point diffe­rUncL betwCen institutional r,.,teC: (averaging 11%) and non-institu­tional rates (avLraging 40") is dut. to defaults nnd risk factors.
In other word3 in the high level of interest rates of informal
loans about 4.8% is explained by riskin.::ss of informal lending
and possibility of defaults. Se: 	U. Tun WA, The l ole of Unorga­nised Financial iarkets in Economic Development and in the Foruln­
tion of Monetary Policy, SavirIs_,nd_ Lvlopment No. 4, Vol. 
4, 1960. 

67. 	 SeG for example H. Rahman et. al. Entpfrencurship and Small
Enterprise Devlopment in 	 L, igld sh. Bureau of Business
Research, Dhaka University, 1979. 

68. 	 For a short synopsis on the background and activities of BSCIC 
see Bangladcsh Small and 	 Cottage Industries Corporation. AnIndustrial Extension Serviceand Org_2.anisetion. Dhaka, October,
1986. 

69. 	 The other credit programmLs of BSCIC ireSpecial Cr.:dit Progranme
under th. lead bank system, USAID Fund in collaboration withBnngladesh i(rishi Bank (BKB), UNCUF Fund in colliboration with
UNDP/ILO, Fund for rural women in collaboration wrth BKB, USAID 
Fund for irnovative industries. 

70. 	 Obviously thZr arc much mor,. units in thUsL oreas than thu 
BSCIC estima tes. 

71. 	 For a systematic analysis of policies use-d 	 by COB to influence
credit allocation sce A. Virmani Evaluation of Financial Policy!
Credit Allocation in Bangladesh, World Bank Staff Paper No.
672, 1984.o 

B 



72. 

73. 

74. 

75. 

76. 

77. 

78. 
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Two more units have, olso indicatd that they have receivudloans, but as one of 
Banlc

them only received it in early 1987the other had only applied but did 
and 

not get any fund as yet,we have not reported them here.
 

The usual practice 
is that the borrower 
mcnt has to comL to an arrangec­with functionaries of the Banks and BSCICThe arrngemcnt usually imply 

to get a loan,
paying of cash money for lubricat­ing the approval process ,nd sr.crificizig a cut oninstallments each of theduring disbursemeent. Anybody not agreeable toabide by th,,sc unwritteni rules mayapproved, arid even 

iot havu his :pplicationif he guts it aprcvwd after much delay, the.money may not get disbuiscd. 

A.M. Syed mirtind, Future of Light Enineevino Industries, BSCIC,
Oct. 19(7. 

SeL for example.: Some Issues for th!_e - P gional Study on InformalCredit Market, ADB Discussion Paper, April 1985, p.15. 
A.G. Chandravarkar, The Non-Institutional Financial Sector inDeveloping Countries: Macroecoaiomic ImplicationsPolicies, Sovings For Savingsand Developments No. 2, 1985 (IX), p. 139.
 

We are yet to the
see modes of financing by the envisaged Small­scale Industries bank. However, if cognisancL wouldtaken of have beenthe opinions expressed by the entreprLneurs (in Section6.9.3), it would have helped the &-nk of achieve many of it,
declared objectives.
 

This form of organisation should be differnti.tedFund fromm Chitsystcra (rotating credit arrangemceit), which isprofitable not alwaysfor the dcpositors and wherL it is often run by thetraders who use the funds to mcet
need and where 

their own working capitalthe funds are frequently used to for non-productive 
purposes.
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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
 

Thu small scale and cottage industry sector accounts for about 

half the GDP contributed by the industrial sector in Eangladesh. 

In the small scale industries sector, textile sector (Handloom and 

small scale units) perhaps is the largest conLributor, but no less 

important is the small metal products and engineering workshop sector, 

particularly when considered not only from their absolute contribution
 

to GDP, but also from their growth linkages and future potentials 

perspectives. From a virtually nonexistent sector evcn about a decade
 

ago, this sector has taken up a place of importance in the urban 

and semi-urban areas. It is estimated that -t prcsent there are 

well over 2000 such small engineering workshop.. in Dhaka district 

alone (BSCIC 1986) showing an increase of about 100 per cent over 

1978 when a BSCIC survey put the number at 897 in basic metal industry 

and 310 in metal fabrication. The average employment is roughly 

20 and 12 employees respectively with an average capitalisation of 

over taka 100,000. There were about 1140 light engineering workshops 

in the cottage industries category with average employment 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 parts for industrial machincry and 8% agricultural
 

machinery, Hany (about 40%) worked as sub-contractors of larger
 

enterprises.
 

The high turnover of these units and rather high capitalisation 

value 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 sm-ill enterprises and also in the context of growth
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and linkage potential of this sector with other sectors. It isbelieved that the small firms do not have access to formal financialinstitutions which usually lend to borrowers w.ith acceptable colla­terals. 
 The small firms with 
their needs 
for short-term 
credit,
credit at short notice without collaterals. etc have to turn toinformal sectors for their financial rc.quir,"ncnts. In many case.s,the informal sector consists of fri,_nds and r elatives, but with agreater degr(1 of specialisation of this acLiviLy, moneylenders,middlemen axind activity specific traders also output loans and creditunder vattous financial terms and conditions. Th objective of this
specific case study is to find out in-depth and iij as much detail as possible the nature of financial transactions, tue role of informaland formal financial sectors, 
the nature and 
structure 
of interest
rates etc. 
 It is hoped that the study will also be able to comeup with rccommendations for development and growth of an optimal
financial arrangnient for this sector.
 

The case study methodology
 

This case study will primarily examine tht: financial aspectsof small mu-ta! products sector (Uncli!ding small engineering workshops)in Dhaka, concentrattii., primarily Gn the units situated in the oldDhaka city (Tipuareas Sultan Road, l/holai Mal, etc). Some metalforging, ship breakutig units in the outskirts of Dhaka should alsobc covered for this Study on complete the chain of trading in the 
metal working sector,
 

An anthropological 
 study approach would
case be taken 
to know
more about the sector, its composition, working c-pital requirements.
The Techjonet Study 
of JICA could 1._ good refcr.rnce poinc for the
study. 
 The rese.archer could also sek the assistance of the SmallScale EnginLering Workshop Owners Association in providing further 
reference, 

Once the trading links and 
structure 
of th. industry is known,
the researcher could seek in-depth information about their financial
transactions, 
 working capital 
requirements_ 
 etc, The 
researcher
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should also seek to quantify somc: aspects through a small sample
 

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

of the questionnaire within a reasonable limit.
 

Specific Terms of Reference of the Study
 

a) 	A brief account of this sector underlining its importance, pre­
sent size, future potential and growth. 

b) 	An assessvicnt of the structure, and ccposition, detailing the 
trading links and flow of funds and inputs. 

c) 	An assessment of working capital requircments and financial 
ne0 s. 

d) 	An assessment of government policy, if any, towards financial 
support to this sector. 

e) 	An assessment of thu dependence of this sector on informal finan­
cial markets, establishment of link, amolig trantsactions and 
trading aspects and asscssment of their implications. 

f) 	Assessment of formal/informal financial s:ector interaction,
 
if any. 

g) 	Resourcc genration, mobilisation and flow through this sector. 

h) 	The equity and income distribt:Lon aspect.: of fin-ancial transac­
tions. 

i) 	Recommendations about the development of an optimal financial 
rigime to serve Lha specific needs of this sector, with emphasis 
on the possible modes of dvelopment of the informal fLnancidl 
sector.
 


