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Abstract

This paper is a cost study of the six most commonly performed micro-enterprises in four
village organizations. It is an investigation to see whether loans for these micro enterprises
restrict borrower’s ability to meet the purchase cost of working capital and thus sustain
themselves. Fixed and variable costs were estimated to calculate total investment cost.
Project viability was assessed by calculating the return on investment in terms of the return
on investment. Out of a total sample of 114 respondents, the key findings show that for
IGAs with no gestation gaps, namely trading and paddy husking, loans were on the whole
sufficient to cover investment cost. However, investment costs in these cases are also a
function of factors such as the scale of operation and prior involvement with the activity.
For IGAs with gestation gaps, namely vegetable cultivation, milch cow and chick rearing, it

is recommended that loan sizes mayv be increased due to large initial investment outlays.
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1. INTRODUCTION

1.1 Context of the study

Micro-finance over the past decade has been successful in raising the socio-
economic status of the rural poor. Although income generating activities (IGAs)
create little fixed capital leading to relatively smail growth potential, rural credit
helps in primarily reducing underemployment in the rural sector by raising
household productivity. However, insufficient credit may stifle client graduation
and project sustainability. It is, therefore, vital to determine appropriate loan sizes
for particular enterprises as this will have implications on their productivity, income
and sustainability. If the finances required for a programme are not sufficient to

cover the cost, then the programme’s effectiveness may be jeopardized.

BRAC provides micro-finance through its Rural Development Programme (RDP).
Credit is disbursed either for ‘sector programmes’ or as general loans. In the
former case loans are invested in particular micro-enterprises for which BRAC
provides trainirig, inputs and logistic support. Loan sizes in these cases are
predetermined. In the case of general loans, no extension services are provided
and, therefore, the loan size is determined after field staff have evaluated

particular applications.

A previous study by Zaman et al(1995) on the profitability of BRAC-financed
projects commented that credit disbursement was too focused on “achieving
targets as opposed to ensuring that the loans make a significant contribution to
household income.” Although this is not a study purely on the profitability of
IGAs, it is an investigation to see if loans for particular micro-enterprises enable
the berrower to meet the cost of working capital to sustain themselves throughout

the growth cycle of the micro-enterprise.

" Zaman, H. 2t al., “Progtabilic of BRAC-financed Projecis: a studv of seven microenterprises in Matlab™
BRAU-ICDDR.B Jomt Research Projeet - Working Paper Mo, T (1995)
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1.2 Objective

The study’s main objective was to calculate the initial investment cost of some of
the most common micro-enterprises to determine whether the loans disbursed
were sufficient to finance them. The initial investment cost referred broadly to
those costs incurred in the peried before the income start accruing. This will be

outlined in more detail for each activity below.

Another objective was to look at the gross return per taka invested/return on
investment® of the enterprise wherever applicable. This would help the members
to determine the profitability of the enterprise. In cases where the ROl had a value
greater than the cost of capital, the enterprise was regarded to be a profitable

enterprise.

Factors such as differing abilities to meet cost and fluctuating market prices
prevent determining particular loan sizes but findings of the study may give an

indication on the funds required to run a programme.

1.3 Methodology
The cost information of six most common micro-enterprises was collected from the

members of four Village Organisations (VOs) administered under four different
Area Offices (AOs).

The initial investment cost in this context mainly focused on the variable costs and
the depreciation value of the fixed assets(mainly equipments). Depraciation was
calculated not for their entire expected lifespan but for the period for which cost

had been estimated.

1. Fixed costs: costs incurred in obtaining tangibie assets for runring the

business and dees not vary with the level of output.

- o R § W .. AN =
SR CISOroas vRane - ilerest ivesunent
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2. Variable costs: costs of goods which have to be purchased on a regular basis
i.e. costs that vary with the level of output (operation and maintenance cost).
Theory dictates that to remain in business in the short run, one will have to

cover at least the variable costs.

Some points further need to be clarified for subsequent calculation. Loan size

referred to the amount of loan received after deduction of compulsory savings.

The problem of determining the cost for home supplied inputs was overcome by
employing the opportunity cost doctrine. Opportunity cost of an input was defined
as the income which an input was capable of earning in alternative employment in

the firm or outside the firm.

Interest on loan which had to repaid in instalments was another form of cost borne
by the borrowers and was used in the present context to estimate the investment
cost. it referred to the borrowing rate, i.e., the effective interest rate payable to

BRAC for the proj'ect to be financed.

Labceur forms an important component of total cost. Usually the price of iabour is
determined by how much the labour would have earned in alternative
employment. However, in this case opportunity cost of labour had been excluded
for two reasons. First of all, women regarded their business primarily as a means
of supplementing household income as IGAs fit around househoid responsibilities
and were thus not considered as full time occupation. Secondly, the opportunity
cost of the borrowers may be assumed to be close to zero particularly when

considering their occupation alternative to BRAC membership was almost nil.

In cases where the husband of the borrower was inveived in the enterprise (panrly
or wholly;, as in vegetatle cultivation and rickshaw. the opportunity cost of iabour
nad been estimated on the assumption that his next best aiternative occupation

was day labour.
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Inflationary adjustment has not been made on the assumption that the inflationary

changes in benefit will compensate for similar changes in costs.

Sample Area and Sample Size

This report is an extension of an earlier report on the “Sources of Weekly
Instaiment Payments”. An attempt was made here to estimate the initial
investment costs of some of the most common enterprises found in four Village
Organizations in four regions namely Comilla and Manikgonj (two better off areas
in terms of economic activities) and Rangpur and Nilphamari (two relatively
depressed areas). Areas were purposively selected and so were the activities and
members. Area Offices (AO) were chosen on the basis of diversified activities.
Data collection was carried out from mid-October to mid-November,1997. All 110
respondents had to fill a structured questionnaire about the initial investment cost
of their project. Field visits were undertaken in Gazipur and Matlab by the

researchers as preiiminary preparations to conduct the study.

Limitations:

1. Due to the limited size of the sample, the study may not be a frue
regpresentative of the entire programme. Findings may help to give a general
indication but resuits should be interpreted with caution.

2. Transaction costs have been excluded - going to the office for receiving the
ioan, going to weekly meetings (all these incur implicit cost in terms of foregone
work).

3. Due to a lack of basic accountancy and literacy skills it is difficult to obtain very
accurate information on revenue from the borrowers. It is probable that the
costs are overstated. Moreover the recall method questions the reiiability of the
cost information.

4. Distertions in market prices may also affect the cost informaticn.
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Findings and Discussion
The most common loan uses were found to be in trade, paddy husking, rickshaw,
vegetable cultivation, chick rearing and milch cow. Table 1 summarizes the

investment cost of each type of activity and their revenue.

Table 1: Average Investment Costs and Loan Sizes (Tk.)

IGA Sample Loan size Invest. Duration  Total rev. Net ‘

size(n) (TK) cost (TK) (TK) income |

(TK) %

Trade® 8(7) :

-rice 4 7125 1393 1 week 2116 723 j

| -fish _ 4 3325 1175 o 1450 358 i

' Paddy husk™ 24(22) 5344 389 " 409 20 |

: Rickshaw’ 16(14) 4275 14361 50 .. 27450 6089 |

: Veg. cult” 24(22 3325 2781 12 . 2465 - ;

. Chick rear 4(4) 5700 8150 3 - - i
t Chick rear 4(4) 760G 10497 N 10.88C 383

- Milch cow 30(27) 4738 94¢9 50 ., - -

Figures in parenthesis indicate percentages

For activities like paddy husking, where items may be stored and traded on the
buffer stock principle, cost and revenue per unit had been calcuiated as weekly
figures (for costs and revenue) would otherwise give a distorted picture. In such
cases prefitability was determined by the following equation which had also been
used by Miah (1920).

[T=Ps.Qs-ZPb

[T =profit

Ps=per unit price of output sold
Qs=quantity of the output sold

T Pb=summation of per unit price of input

© Weekly costand revenne s shown

“Cost per md has Deen denved us paddy o B2 stored
- Vewlv ostimetes are givan

i asLtor Three months iy estimatad

SO IOT Gt L2, IO 21Z00 Weeks 15 CONS1eered
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i. Petty trading

Only seven percent of the members were involved in trading activities (though
there were other activities for which costs were not estimated). It must be
mentioned that petty trading was not a uniform category. In our sample, trading
did not involve the purchase of any fixed capital. Investment costs only comprised
operating costs such as the purchase of goods to be traded, electricity/lighting
facilities and transport. Members had been found to carry on this activity with a
sum as low as Tk.800 or as high as Tk.4000 depending on the scale of operation.

Average gross revenue varied accordingly from Tk.500 to Tk.4400.

Fish and paddy were found to be the most common goods being traded in our
sample theugh the investment sum differed between the twe, for fish ranging from
Tk.1800 to Tk.2C00, but the range was much larger for paddy (Tk. 1875 to Tk.
10,125). Scale of operation for fish was iow due to the perishable nature of fish as
it had to be soid immediately. In both the cases, the value of the inventory had
been added to the revenue for which reason, the total revenue showed such a
high figure and as a result, profit higher amounting tc Tk.7804. In few instances,
members’ involvement in trading acted as a subsidiary activity to some other
micro-enterprise. Often the latter were projects with gestation lags so that the

income from trading could be used to support household expenses.

ii. Paddy husking

Cost of paddy per unit (maund) had been considered as different amounts of
paddy were bought and then sold despite the loan size being the same which is
mainly due to people having different perceptions. The average ican size was
Tk.5344 and oniy 55% of it was invested. Total paddy bought was above seven
maunds which came to six maund of rice after processing and out of this, only four
maund of rice was sold in the market. The rest one and a half maund was held as

inventory® .

R : 35 ~ s P yiie - LN v
collie DD mventary vas net aunieied o iregsunng the vt cost
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The variable costs constituted the largest portion of the expenditure which was
due to the high purchase price of paddy amounting to 63% of the total cost. The

total revenue was Tk. 409.17 per md and the net income’ per maund wais Tk.20.

Table 2 : Investment cost of paddy husking

| Cost (per md.) Investment (Tk.) % of Total Cost l
| ?
L !
! Fixed Cost '™ 312 - |
! After depreciation |

Fixed Cost T 1.8 J'

Variable Cost 355 91.3 !
I - Purchase of rice 243 63 '
| - Equipments & misc. 112 29
| Cost of capital” 27 7 ;
| Total Cost : 389 100 :

Estimates of weeky net income came to Tk.95.

iil. Vegetabie cultivation

The programme participants constituted primarily women who were given three
day training for this activity. Although each member was expected to cuitivate
about 33 decimals of land, the average landholding of the members in the study
was feund to be roughly 25 decimals; however, the study may involve a selection

bias.

The cost and benefits of vegetable cultivation per season, i.e., three months is
summarized in Table 3.

Cost of labour had been calculated in this instance referring mainly to the labour
of the member's husband required for preparing the land for cultivaticn. Wage
labeur referred to the payment made on the hired labour on daily basis. Human

labour constituted the most important input used in iand preparzation. weeding,

S om capingl 1 25% o TSI "D avasls




and harvesting. Use of insecticide was quite low in all the study areas. Members

were found to use both home supplied and purchased seedings.

Table 3 : Investment cost of vegetable cuitivation

Cost Investment (Tk.) % of Total Cost

Fixed Cost 125 4.5 |

- Land rent'* 125 45 ?

Variable Cost 2404 86

- Seeds 413 16 |

- Tiller 256 9 ;
' - Chemical fertilizer 274 10 |
| - Pesticide 69 25 !
| - Irrigation 462 17 }
| - Fence 190 7 !
¢ - Misc 20 0.7 ;
| - Labour {own) 303 1 |
| - Labour (wage) 417 15 ]
| - Service charge 45 16 i
| Cost of capital™® 207 7.4 :
: Total cost 2781 100

Seedlings when purchased were valued at the prevailing market rate in the study
area. The cost 6f hcme supplied seedlings were determined by the expenses
incurred in the process of producing those seedlings. Home produced manure
was also used and the cost of the manure was charged on the basis of the

prevailing local rate. 83% of the loan has been invested in vegetable cultivation.

Profitability in agricultural cultivation is more a function of the season rather than
the initial investment outlay i.e., a question of catching the market at the right time.
Consequently profitability is also affected by factors such as input supply,
marketing facility, irrigation and output prices. The total revenue per season {three
months) on 25 decimals of land had been found to be Tk.2465. However, most of
the cuitivators in our sample used the produce for own consumption for which
monetary value had keen sstimated by =guating the approximate amount

consumed with market value.

W b hrse months iris T 05

YRy g T 20T
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iv. Rickshaws

In this case, investment cost comprised of the depreciation value of the purchase
cost of rickshaw and the license fee, both of which on average accounted for 7%
of the total investment cost. Other costs mainly included the repairing cost, reguiar

maintenance cost, which took up only 2% of the total cost.

Table 4 : Investment cost of a rickshaw

} Cost Invested (TK.) Total Cost (%) |
- _
| Fixed Cost (Purchase cost) 3738 ’
| - Licence: 58 0.4 i
| After depreciation '
| - Purchase cost™ 935 6.5 i
| Fixed cost 993 7
| Variable cost 243 1:3 ;
‘ - Maintenance: 89 0.6 '
. - Repairing cost 154 1.1 ,
- Cost cf labour® 12000 34 i
" Interest on capitai'’ 1125 8 .
. Total Cost 14361 160

Major proportion of the cost was the opportunity cost of the rickshaw puiler(the
member’s husband) which was calculated in this context on the assumption that

his next best alternative would be day labour.

Average loan size was found to be Tk.4275. Rickshaws generated an average
weekly revenue of Tk.549 on the assumption that a rickshaw puller was able to
drive a totai of 50 weeks. Out of a sample of 16 rickshaw pullers, only five could
not meet fixed costs. Average net income per annum was Tk.908S (Tk.27480-
Tk.1236-Tk.12000-Tk.1125)

v. Miich Cow
Model/milch cow is one of the components of the livestock programme. Interested

members are provided reievant training for rearing the miich cow whose optimum

- AR ] W, . TE O33N o - x p— e o T cpral] sy ive BT gar R s dee
289, of TR.ITEE) or TK.92S on the assunpron that i svdd st lor ! rsoss
130, TR GIG cr TR
(TEAD Mo davs, ¥ 30 sr2eks o TR 200

[T

8% ar Tl dR00% =) swads a3
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Table 6 :lnvestment cost of a chick rearing unit

g Investment Cost TK. % of Total Cost

|

| Fixed cost 3336 5

| . Shelter 2862 .

| - Feeders 289 ;

| - Drinker 117 .

3 - Brooder 68 2

| After depreciation

. Fixed Cost 163 1.5

| - Shelter”’ 115 1

' - Feeders™ : 30 0.3

, - Drinkers™ : 11 0.1

. - Brooder™ 7 0.1

| Variable cost 10094 96

! - Purchase cost: 4500 43 |

! - Feed: 4890 47 i

' - Medicine: 423 4

i - Litter: 75 0.7

. - Electricity: 153 15 ,

' - Misc: 83 05 :

" Interest on capitai”™ 240 2.3 ;
Total Cost 10,497 100 ‘

Chicks supplied by the Government farm

Unit capacity: 325

Duration: 8 weeks

No. of lot: 3 lots per vear
Price: Tk.11

Loan size: Tk.3700

Fixed cost accounted for 2% and the variable cost aimost 95% of the total cost
respectively. The revenue from this type could not be ascertained due to the

unavailabiiity of data.

A ¥ . S o T (U Il - S o (O B
1 20% ef Th 28620 S awe, Tl 11T
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Table 7 : Investment cost of a chick rearing unit

| Cost Investment (Tk.) % of Total Cost J
|

| Fixed cost 3232 - ‘,
' - Shelter 2875 - !
| - Feeder 162 -
] - Drinker 171 - i
| - Brooder 24 = [
{ After depreciation Q
! Fixed cost 150 1.8 {
| - Shelter™® - 115 1.4 i
1 - Feeder™’ : 16 0.2 |
| . Drinker™® - 17 0.2
| - Brooder” 2 0.03 |
| Variable cost 7700 94.5 [
| Purchase cost: 3600 44 |
| Feed: 3600 44 /
¢ Medicine: 193 2.4
. Litter: 80 0.6 ;
, Electricity: 227 2.8 :
¢ Misc: 30 04 '
. Cost of capital™ 300 3.7

. Total Cost 8150 100

in both type of chick rearing sample, 71% of the costs of the inputs had been

covered by credit.

Conclusion

The findings revealed that in all the cases except for chick. milch cow rearing, and
rickshaw pulling, loan sizes on average seemed quite adequate to meet the total
expenditure of the project. In the case of milch cow especially, where an additional
58% of funds had to be pooled from different sources before income started
flowing implies that lcan disbursed was not quite compatible with the investment
cost. Similar case applied for chick rearing unit where the shortfall occurred due
to high variable cost which may be attributed tc a longer gestation peried. For

activities like trading and paddy husking. an optimum lcan size couid not be

P23 T 000 S v
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determined by unit cost alone as these IGAs were conditioned by other factors
such as number of years the member had been invoived with the IGA, actual item
being traded, price fluctuation of the item and so forth. On the other hand, the
returns of both the agricultural and non-agricultural activities may be affected by a
variety of economic as well as non-economib factors which should not be ignored

while selecting any microenterprise.

Return on investment for different projects had been estimated to find out the
benefits incurred for one taka invested. It was calculated by dividing the gross
revenue with investment. It is important as it informs the borrowers of choices
among the alternative enterprises. This was used to determine the cost-
effectiveness of each enterprise. Hence, the higher the return | the more effective
the activity.

The following table will show a comparative analysis on the relative performance

of 2ach enterprise on a weekly basis.

Table 8 : Comparative analysis of different enterprises

IGA Loan Weekly Tortal Net RCI ROl (net)
size cost revenue  income (gross)

: Trade :
. -rnce 7125 1393 2116 72 1.51 0.51 |
i -fish 3326 1175 1480 35 1.25 0.03 i
i Paddy husk 5344 1847 2455 608 138 0.36 !
. Rickshaw 4275 276 549 273 1.99 0.9 !
. Veg.cultiv. ™’ 332 231 205 -26 088 -0.11 {
i Chick rear 7600 1372 1360 48 1.04 0.04
i Milch cow - - - - - -

Figures in parenthesis indicate percentages

The above table suggests that those invelved in rickshaw puiling 2arn the highest
rate of return from their investment fcilowed by traders. This may expiain the
reason as to why so many borrowers sreferred o go into activities such as

rickshawpulling or trading. Even ‘n case of ricksnaws, f the opportunity cost of

©ORveiue TV seem Low either due to bew markst pnes of Jue o aer-rEnading
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labour was considered to be equal to zero, then the gross return or the net return
per taka invested would still have been the highest among all the projects
considered, i.e., 2.3 and 1.15 respectively. Paddy husking had also been found to
be quite promising. It should be mentioned here that in trade and paddy husking,
which are indeed profitable ventures, entire amount of loan does not have to be
invested. Substantial return could be earned without having to spend the entire
loan amount. Due to lack of information revenue from milch cow could not be
estimated/ascertained but is hoped that once the cow starts producing milk high
return can be obtained by selling milk. The return figure of vegetable cultivation
was so astonishingly low as many factors could be held responsible for affecting
the profitability in such a short span of time. The worst picture amerged in the
case of chick rearing where the loan size not only matched the investment cost
but also generated insufficient income to the members. It is pertinent to pecint out
here that except for trading and agricultural activities, investment cecst of the

enterprises had far exceeded the average loan size.

Policy Implications:
1. Loan size needs to be increased in enterprises with a gestation periocd as it
proved insufficient to cover the variable cost. In addition, the seasonality of the

project must also be considered in trying to match the loan size with the project.
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