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EmcTrIVE SUMARY 

The Provincial Area Development Project, (PDP) has for the past ten years
provided support to eight Indonesian provinces for the planning. implemntation,
mritoring and evaluation of small sub-projects to ircrease the income of the rural 
poor. From the outset it was determired that each of the eight PDP provinces would
 
be required to make sorm arrangements for th} provision of credit facilities in 
support of the developimnt of various sectoral efforts. As the end of USAID funding
for the PDP approached it was noted that most of these provincial credit effortzs 
were merging into a more or less homogereous institutional approach. 

In early 1988 the decision was made to commission an evaluation of the credit 
component of the PDP which would assess the strength of the credit institutions 
fostered a- well as address the question of the future viability of the various 
provincial systers. During the period June-September 1988 the author and Chis
topher James were contracted by Development Alternatives, Inc. under the Employnnent 
and Enterprise Development IQC (USAID Contract No. PDC-1096-I-00-8043-00) to 
cord,,t this evaluation in Indonesia. The resulting report (Dulkesbury, Johr, M. and 
Christopher Jaires, Credit. nSUorxrt Of Rural Development: An Evaluation of the 
Credit Comrnent of the Indorsian Provincial Area IeveloMient Priam,Washington, 
D.C. : Development Alteriatives, Inc., September 1988) for.- the basis for much of 
the present analysis. 

PART I. 
BACK3ROUND INFORMATION
 

Development Of The Credit Systems And Timtitutions 

L; !i7- the ECK system of kecamatan units had been created as a project of the 
Central Java provincial government, from which its original capitalization had been 
received in the form of loans to each of the individual units. By 1979 about one
third of the units had ceased to exist or were operating at such low levels as to 
make them nonviable. It was at this point that th PDP intervention began with an 
experimrent involving 65 units in the five rural kabupaten which had been designated 
as the PDP target area. The PDP experimernt was based upon a package of: 1) recruit
ment and training or retraining of staff; 2) the development of accounting,
supervision and auditing, reporting and classification procedures for the system as 
a whole; and 3) increased capitalization on a graduating scale based upon unit 
classification. Within the first three years of the program the number of lo#e3t 
(Class V) units in the PD area had been reduced from 26 to 7. The suiess of this 
experiment at' cted the attention of the Central Government a.ii, in 1981, a loan 
of Rp. 3 billion ($4.7 million) was provided to extend the rehabilitation efforts 
throughout the remainder of the province. At the sam time the provincial govern
ment was sufficiently encouraged to provide tudgetary suprt of b. 150 million 
for the staged construction of offices and provision of safes &d other equipmint. 
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The 	 EK (Badan Kredit Kocamatan) in South Kalimantan is not only a direct 
product of"PDP credit interventions in that province but, as its name implies, is 
also 	a conscious replica of the Central Java system. Its establishment by Gover
nor 's Decree in January 1985 (the first unit was established in July of that year) 
was the result of collaboration between the provincial BAPPEDA and the BPD, which 
continue to share a supervisory and oversight role with respect to the 28 kwcamatan 
(of 106 in the province) units which now operate in five of the province s kabupa
ten. 

The "Lumurng Kredit Pedesaan' (LKP) in West Nusa Tenggara (NTB) was the last of 
the FDF credit systems to be eetablished. Established by Governor's Decree in April 
1986, the first uLits did riot begin operations until December of that year and 
these events were preceded by a long period of controversy and alternative experi
mentation. At the time of the evaluation only 15 units had been established, with 
plarz for the establishment of an additional 15 units during the- final year of PDP 
fun4ing. 

Amnrg the three credit system, urer cons ideration there is onsiderable 
variation with respect to size, scope of operatiors, facilities, staffing and 
mriagement and leadership. In part this variation is an indication of different 
strategies being pursued in the delivery of financial services, but it also 
represents the different levels of development of these systems. 

The Institutional Sustainability Assessment is being conducted as an integral 
pa-t of a larger evaluation of the Credit Comornt of the Indonesian Provincial 
Area Development Project (PDP) which incl-diet the following dimensions: 

o 	 the development of capacity and performaze of those core institutions-
as well as the interaction amng those institutions -- involved in the 
various provincial PDP credit sy-te. 

o 	 the viability (financial and other) and sustainability of the provincial 
FDF crcdit systeme; and 

o 	 impact on borrowers and other beneflcicaries of the provincial PDP credit 
systems. 

A£though the Institutional Sustainability Akeessment is intended primarily as an 
operatiorl test of the SCOFE Model, it is hoped that the result will form an 
integral part of the larger evaluation. 

II.
 
SUSTARIABILrrY OF (FWIT SYST AND DETITUIOW
 

PnP Ra~tations And Current &-jaz== 

Expectations with respect to the credit coanoent of the PDF have undergone a 
process of transition. Changes in these e)-Teations may be seen with respect to: 
1.) valued reults or outputs; 2.) internal and external institutional mechanisms, 
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procedures and arrangements -- i.e. structure and throughputs; and 3.) type, level
 
and quality of continued inputs.
 

Ultimately, the institutional approach to the provision of credit has accepted 
as criteria for the continued provision of results or outputs following PDP, the 
provision of credit and related fiancial services at levels which: 1) guarantee 
access to those poorer members of society which have been identified as the PDP
 
target group, 2) adequately cover the operations and management costs of both the
 
individual institution and the system; and 3) adequately provide for measured
 
growth of individual services and the system to meet future needs and demands.
 

It is expected that increasing knowledge of local eoonomic conditions and credit 
procedures will lead to the development of loan (ard savings) portfolios at levels
 
which are sufficiently profitable to cover operational costs and provide fcr
 
expansion.. The minux requirements for such operations are. the establishmen-L of 
procedures for: 1) generating and prooessing loan applications at levels which make
 
full and careful use of available resoiures; 2) maintaining records of aco:unts and
 
transactions in an established bookkeeping system; 3) careful monitorig of loan 
quality -rid arrears levels; and 4) limiting bad debt and collecting overdie pay
ments. Internally, at the system level, the expon-tation has been that appropriate 
procedzri-s for bookkeeping, MIS (for reporting and quality arid profitability mea
surement), supervision, auditing and staff recruitzent, training and relief as well 
as r:echanism for the determination and review of unit furdin rm4uirements and 
retiring had debt wuld be in place by the end of PDP funding. 

Establishnent of standards for the involvement of external participa.+-s at 
provunial arid lower levels have been among the most difficult to establih. h. 
evolution of systemn requirements has established the role of the BPD as central tt, 
technical considerations, while the continued role of the provincial BAFFEDA as ".he 
primry channel for development funding under PD? is more difficult to pred :-
beyond the life of the project. 

Development of these credit institutions has come at a time when public econr--r 
rolicv, In Irdonesia has made a major shift in favor of their support. Dzrirg :w 
earlier decade of emphasis on the delivery of an expanding variety of govertr.-:.:
berefits with the proceeds of increasing oil revenue it would have been diff1li." 
to conceive of a rejection of progran lending in favor of a longer-term strategy -.f 
institutional development. These efforts have also benefited from a trend tuarwj
increasing deoentraiization of development planning, imlementation and aco":. A 
bility which has afforded local institutions an expanded role. 

Expectations with respect to the type, levtl, quality and source of con-.i.: 
inputs in suprt of the PDP credit 5ystens following the end of project fr.:a 
have been contingent upon the level of system development at that time. Giver, "_e 
lengthy period of transition in the development of system hoals experienc.':
South Kalimantan and NTB, it has been difficult to predict in advance what level -

development might exist at the end of the PDP. The mast recent expectation has bt-r,
that the individual WCK and LP institutiozz will have achieved a level of - r
tions which is self-sustaining by that time. The imiinent oowletion of FDP f c-, 
has generated considerable discussion of the concept of a "break-even point f-r 
both the individual institutional units and the provincial systems. 
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While it is a fairly straight forward process to determine recurrent credit unit 
operations costs -- e.g. salaries, rent, maintenance, transportation, supplies,
etc. -- and how they can be met from the profits of ongoing operations, there is no 
similar consensus on system requirements and how they can be met. Subsidies tend to 
be more difficult to both measure and justify. Nevertheless, each of the presently
discussed 5yster has been and continues to be the beneficiary of such subsidies 
and it remains difficult to determine how and when they may cease. 

B=ets-= Contlnmd Got 

Following the completion of mode2 efforts to rehabilitate the EEK within FDP 
target areas in Central Java, support for the expansion of that model to the entire 
provtce passed to the FMD Project. The FD continues to support a variety of 
reforre and irm.movements of the institutional mechanisms withn the aim of improving
the effectiveress and efficiency of the capacity-performance dyn&,Lc at institu
tional and system levels. Among the major contributions have been: 1) the institu
tionalization of RT staff ayd supervisor training progras and establishment of a 
provincial training facility; 2) modification and improvement of bcokheiping and 
admnistrative prooedures, including the orderly retirement of bad debt; 3)
modification, improvement and computerization of the system MIlS; and 4) upgrading
of the supervision of EKK units and the program of rehabilitation for problem
uits; rand 5) establishment of adminstrative procedures for the experimental
voluntari savings mobilization program. 

Although unit bookkeeping and administrative procedures in South Kalimantan 
would benefit from further upgrading and refinemnt, they are presently adequate to 
ma~t~aL oerations and moderate growth. Training, super;ision and menagement are 
fLLctions of system development which remain heavily subsidized by the FOP. There 
is little hope that the size of the present system and arrangements for the
generation of internal revenues to cover these oosts will be sufficient to replace
these PD? subsidies. The basic elements of an MIS are in place and, with improve
men.rt in reporting quality and computerization, the system shou.id provide sufficient 
3n orma .on t monitor sustainability. 

In 91B the establishment of mechanisms, procedures and arrangements to woritor 
ard irzrove the capacity-performwo dyrAmic and foster the prospects for institu
tiore! sustainability has proceeded with the need for moderate adjustment and 
im-'vement. But the L system is only now entering the stage where the need for 
consolidation of existing units and the doubling of system size will produce 
serious challenges. 

The record of these provincial credit systems with respect to valued outputs and
mechaniste which support the capacity-performaroe dyramic provide better than 
average prospects for the sustainability and continued dynamic growth of the 
system. One of the major determinants of the level of continued external 3upport
which will be required by these system is the poet-MP strategy of short- and 
long-term development which is adopted in South Kalimantan and NB. Among the 
choices available are combinations of strategies which emphasize eithe. expansion
of the system by adding new units or consolidation, strengthening and growth of 
existing units. 
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Methcds of guaranteeing more even development among the system's units include 
the prcvision of trainn to ua rade staff capabilities and improvement and 
intensification of supervision, particularly for weak or problem units. It is 
unlikely that the costs of such training and intensified supervision will be borne 
by 	routine, system operation,, at early levels of development, but the benefits of 
avoiding erw.rging problems and improving unit operations should mrore than corpen
sate for the additional iriZts required. 

Present estimtes are that a rmjority of the 28 South Kalinentan BKK units have 
already attained a level of profitability which would make them capable of with
standing the withdrawal of operational subsidies. Two units are too new to provide 
a clear indication and at least two additional units have experienced serious 
setbacks (both are among the 16 units which have passed the 24 month deadline for 
subsidies) and are now attempting to be rehabilitted. None of the 15 LKP units in
NTB have exceeded their 24 month grace period and bookkeeping proodures make it 
difficult to Judge the impact of subeidies, but levels of capital accumulation over 
the part 12-18 mnths are high. Indications are that even the weakest unit -- which 
is piesently recovering from the effects of staff malfeasance -- should soon be 
self-sustaining. However, in neithez of these provinces does unit profitability
translate into achievement of the break-even point on system costs. 

Continued sustainability of the South Kalimantan and NIB credit systems will 
require a strategy of consolidation and expansion which will continue to require
aditioral financial Liputs and other support for the foreseeable future. The 
effectiveness and timing of such a strategy will depend upon the sources and level 
of support which can be attracted. Among the sources which can presently be 
oonsidered are: 1) marginal irprovements in the prospects for reaching the break
even poxint: 2) financial and other support from provincial or local development
budgets; 3) financial support from the national government; and 4) continued 
finxiial and TA support from tUSAI or some other dorer. 

The mst logical source of continued support for these FDP initiated efforts 
wo,-,d be a expansion of the FIDT ?Roject by USAD. Of the four provincial credit 

L which are presently being supported by that project, three are systeire 
wracnrja previously been created or supported by the PDP. This alternative offers 
the added advantages of continued cooperation with national and provincial agencies
which are also involved in the FI) and the addition of valuable TA to the provision
of 	fiiaincial 3upport to which the other alternatives are limited. 

ntions For Inproved Sustainability 

eeiCiAPIAIQu~jtzand B&f 

1. 	 Both South Kalimantan and NIB adopt the model of kecamatan based credit instita
tions with a system of revolving village posts and take steps to 3zorporate the 
support of kMcamstan officials (NTB) into the mnagemant of these units. 

2. 	 Expansion of system units in bth provinces should be delayed to allow for 
consolidation of existing units (inclixIing the preceding) and follow a strategy
of incremental saturation within existing kabupaten before proceeding to 
expans ion into new kabipeten. (This recommendation would include t2e possible 
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r onsideration of existing PDP plans to expand the LKP to the Island of Sumbawa 
-- i.e. to the extent that this is politically feasible. ) 

3. 	 Stepe should be taken in South Kalimantan to irorporate the modification of 
seasonal and biweekly loan repayment schedules which are presently in use in 
some BKK units to shorten loan repayrmnt periods and adapt schedules to local 
needs -- i.e. the introduction of a monthly payment alternative. 

4. 	 The present practice in NTB of allowing early reagrrent of loan balaoes -- and 
the use of cormpulsory savings balarmsk for that purpose -- In order to accele
rate the granting of new, larger loans aght to be reviewed to determine the 
extent to which it exmurages excessive growth in average loan size and higher
default rates and discourages the accumulation of bidividual savings and unit 
capital accumulation. 

5. 	 Regulations in South Kalimantan which allow repeat borrowers to almost automa
tic&lly irnrease their loan size by Rp. 50,000 increments and reach msximm loan 
size in tire stepe appear to be causing rapid escalation of average loan size, 
increaing default on large loans, dissatisfaction among borrowars who., have 
reached this limit and distortions in the spread within loan portfolios; they 
ought to be reviewe and modified. 

6. 	 South Kalimantan should consider early action in introducing & savings mobiliza
tion program (corpmulsory or compoleor-Y and voluntary) at existing urits, while 

IT1should take stepe to standardize policies and present practice with respect 
to savings to elimirate existing discr pancies and safeguard existing deposits. 

7. 	 South Kalimantan should review sectoral diversity and the perforim~nce of 
exizting loan portfolios in order to develop guidelines on diversification and 

alance, while NT should begin to expand lending operations beyond petty trade 
to achieve broader diversification. 

ndurzalStruT-ai f Adiustment 

1. 	Both systems have experierced the problems of staff misconduct and need to 
develop standardized procedures for quickly identifying these problems and 
correcting taenm 

2. 	 Basic bookkeeping and admirdstration procedures ard records at the unit level 
need to be reviewed and modified in South Kalimantan tO provide for improved
integration and more accurate and simplified reporting. Ikwaver, the procedures
and for= inNTB are in need of major revision and simplification which should 
take rote of local codifications which have already been made on an experimental 
basis.
 

3. 	 Peporting on unit operations in South Kalimantan lacks uniformity in accuracy 
and timely tabulation which will require inprovement in unit staff capabilities 
nd more intensive supervision as well as appropriate action on the corputerlza

,,ion of the tabulation process. In NTB reports and tabulation are timely, but 
irproved feed back to LKP staff would make them aware of their errors and the 
corrections which have been made at higher levels. 
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4. 	 Steps nead to be taken in South Kalimantan to guarantee more even levels of 
commitment and competence on the part of BPD branch staff who have been ass igned 
responsibilities as MK supervisors. I NTh greater care needs to be taken to 
guarantee that EPD branch supervisors are better informed on and consistent in 
applying LKP policies -- e.g. regarding savings. 

5. 	Both systems need to take steps to convince provincial decision makers of the 
importw e of training to upgrade staff and supervisor capabilities and estab
lish progr- = for such training, particularly for the staff of units wich 
demonstrate problems or weaker than avwr&ge perfornmvn. 

6. 	 In addition to the previous recommendation on training, the systems need to 
develop mechaniss for identifying weak or problem units and more intensive 
supervision efforts to improve the capacity and performarne of those units. 

7. 	 The ED in South Kalimantan and NTB need to establish a mechanism for determin
ing loan capitalization levels among their systems' units. Adaptation of the 
Cen tral Java E(K classification scheme and periodic evaluations would serve as a
 
good starting point for the developpent of such a syste. 

8. 	 There is need in both provinces for the development of a means for sharing the 
risk associated with large aocumulations of bad debt among system units by 
providing a oentral reserve to undex.rite its retirement. Both systems presently 
maintain such reserves at each unit brt do not share such risk among units. The 
res-,dt, in the case of ban uptcy, 15 that the system loses the support of an 
operational unit and all of its investmer.t cets because of what is probably a 
tepcrary reversal, while recapitalizaA.In requires a fresh input of funds. 

9. 	 There is a general need to review the participation of provincial and lower 
level (kabupaten, kecamatan and village) institutions in the management and 
support of the further development of the system, Such a review should emphasize 
t'h t-hical role of tre EFD and the reed to institutionalize the policy making 
az zpuL %. role of other agericie -- e.g. AFEDA, the Governor, the Buph,.i, 
et.. Ore model for the institutionalization is the establishmnt of policy or 
steering committees at provincial and kab.peten levels. 

Susta Inum and Growth 

1.As the number of established units retchas its temporary goal of 30 ineach of 
the provinces and these tmits begin to establish records of rerformanro, efforts 
should be made by to reduce BD reserves and Increase the capital allocations to 
levels warranted by that performanoe. (The pressure for such increases should 
aLno increase as village posts are establishad. ) 

2. 	 In view of the limlihkxc that system magent and supenision costs will not 
be met by present provisions for paryent of interest on loan funds, the estab
lisheent of a mianagement and supervision fee which would not be based upon the 
BPD's provision of capital -- but rather on the total capitalization of each 
unit -- should be considered. A variation of this would be the continuation of 
interest payments at present rates, with the addition of a lower rate for the 
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mnagement, supervision and underwriting of risk attached to capital which the 
unit itself fas accumulated or earned. (It remains unlikely that even the 
adoption of this recommendation would be sufficient to offset the costs of 
supervision, management, training and rehabilitation for systems of the size 
being considered here.)
 

3. 	 The long term strategy of system expansion in South Kalimantan should carefully 
consider unit establishment cost and the precedent set by providing a grant of
 
building and equipment to each of the original units at a cost of approximately
 
Rp. 10 million. Not only should this practice be discontinued, but consideration
 
should also be given to converting these earlier grants to loans. (Central Java
 
has established a rechanism for providing such facilities with a revolving fund 
which enters such assistane as a liability which the benefiting WKK unit is 
expected to repay. ) Sucb a method could also be extended to all subsidies in 
both South Kalimantan and NTB, but careful finamial analysis would reed to 
deternine whether such action would overburden these new institutions. 

Strategies for Attracting Continued Suptort 

1. 	 As the end of FDP funiding approaches the BAPPEDA and PD in both provinces will 
need to condot an inventory of system status which forms the basis of a 
(minirmum) five-year projection of the costs and benefits of a program of system
consolidation and modest development. The inventory should provide a careful 
analysis of the mininum financial requirements for continued management and 
supervision of the system. 

2. 	Efforts should be made to increase the awareness of national, provinc.al &a-md 
local decision makers of the success of the present systems and their v-rLer
ability, should financial support be withdrawn following the end of PDP. 

3. Efforts should be made by PPENAS, the Department of Finance and the Departinnt
of Internal Affairs to make adjustments in the RDA (or other program) tc .ai 
I.t 	uicable to the continued support of these successful PDP credit . 
2 t.. tt-a&t dor support. (It skuld be remembered here that the ext&-r. 

of FP? efforts to rehabilitate the Central Java was condtxted under a s,-f 
loan from the Department of Finance which later formed the basis for FID P :'" 
activities in that province.) 

4. 	 tSAID should carefully consider the implications of the possible stagnat;:, :r 
decline of these system if modest levels of support are not ontinued arr mai
efforts to include them in an expansion of the FMD Project or some A tr 
appropriate follow-on activity. 
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FINANIAL INFERMEDIATION FOR NO I RURALENTERISE :FRO-t PROMA CREDIT 110SUSTAINA INETrTTIONS 

The 	 Provincial Area Development Project (P)P)provided support 	 has for the pstto eight Indonesian provinces 	 ten yearsfor the planning, implementation,minitoring and evaluation of small sub-projectspoor. The wide 	 to increase the income of the ruralrange of sectoral activitiesestates crops, livestock, 	
have included: agricultural food crops,fisheries,training, 	 village industry and handicrafts,social welfare, cooperatives and credit. 	 manpowiz

project intervention 	 Of these substantive areasthe 	 provision of 
prover, to 	

of cash credit for productive purposes hasbe amrig the mast conplex to develop and institutionalize.
 
From the outset it was determined 


req .ired to make some 	
that each of the eight PDP provirces would bearrangements for thesuport of the development of various 	

provision of credit facilities insectoral efforts.facilities 	 Hwever thewhich were perceived to be 	 type of credit 
from provire to province. The extent t 

relevant for this purpose varied considerably 
ments were consciously addressed 

which these credit facilities or arrangeduring the project design phasealso varied considerably, 	 in each provincewith 	the result that the following institutional configurations were 	conceived: 
o 	 In two of the Java provinces previously existing formalwere 	 identified as credit facilitiesthe appropriate vehiclescredit in 	 for the channelling of cashsupport of sectoral efforts -- i.e. EKin Central Java and LPK 	

(Madan Kredit Kecamatan)(Lembaga Perkreditan Kecamatan) in West Java; 
o 	 In two of the provinces plans were

continuing to base these 
made to create new systems, whileon existing institutional channelspractices. 	 or traditionalIn East Java the KURK system was established atwith close linkages to existing 	 the desa level 

units) and LKMD 	
KD (government sponsored cooperatives(quasi official village councils) forms,included the 'formation of 	 while in NTF plansthe LUB ascooperative which has its roots 

a local comurLity based form of prein local church-based cof=irty develo;r entapproaches; and 

o 	 In the remaining four 
would work with some 

provinces it was considered that sectoral agenciessort 	of cooperative
credit in either cash or 	

or group arrangement to providekind -- e.g. Bengkulu, Aceh, South Kalimantan andNrTB. 
In met of these cases limited design or attention toarrangements did little to existing institutional 

support of 
mask the real intention of providing programcommodity production. Technical agencies 	 credit in 

delivering credit 	 had little difficulty in- in cash or kind -- asefforts, but had 	 inputs to their commodity productionlittle understanding ornotable exceptions 	 capacity to administer repayment. Two,iere 	the Central Java EKKr-uplVsis 	 and the East Java KJRK systems,was placed on institutional development 	 where 
or rehabilitation.*he market for financial services 	 In both caseswas 	 Judged to exist and project efforts were 
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directed at the creation and mintenance of viable institutions capable of respond
ing to that d&.brnd. 

The remaining six provincial credit programs faltered throughout the early year
of PDP. In some instances the pressure to spend annual bidgetary allocations led to 
credit disbursements which resulted in cumulative arrears and later problems With 
USAID's system of reimbarsement of GOI (Government of Indonesia) pre-financing. In 
the more fortmate cases provincial officials reomgnized the inherent dangers of 
disbur-sing credit funds in the absence of adequate mechanisms for repayEnt. 
However, these provincial programs were criticized for their seeming inability to 
absorb and utilize the fund allocated for credit. Nevertheless these accumilations 
of unspent furis were later to form the b&s is for experiments with institutional
ized lending systems. 

As the end of USAID funding for the PDP approached it was noted that most of 
these provirzial credit efforts were merging into a mre or less homogereous 
institutional approach In all but one province -- i.e. NTT or East Nusa Tenggara
- te d-sbursement of program credit by separate technical agencies had given way 
to the development of credit institutions which served a variety of sectoral 
clients. Recognizing that thi.- shift had occurred rather late in the program, 
effortz had increased over the past several years to accelerate the process and 
consolidate the gains which had been made. 

In ear1y 1988 the decision was made to commission an evaluation of the crelit 
comrponet of the FDP which would assess the strength of the credit institutions 
fostered as well as address the question of the future viability of the various 
provincial systems. During the period June-September 1988 the author ard Chris
topher James were contracted by Development Alternatives, Inc. under the Employment 
and Enterprise Development IQC (LEAID Contract No. PDC-1096-I-00-8043-00) to 
corlu 'L'his evaluation in Irsdonesia. TIh resulting report (Dukesbury, JohnA M. and 
Christopher James, Credit In Su~ort Of Rural Development: An Evaluation of the 
Credit Cormonent of the Indmnesian Provincial Area Devejlopent Program, Washingto)n, 
D.C.: Development Alternatives, Inc., September 1988) forms the basis for mrch of 

ne presernt analysis. 

The following analysis of institutional sustainability treats three of the above 
cited provincial PDP credit systems as case studies in a purposive sample of the 
larger program The selection of the Central Java EKK, the Scuth Kalimantan BKK and 
the West Nusa Tenggara LKP (Lumbung Kredit Pedesaan) is intended to recognize the 
role of the Central Java system a model for much of what was later developed in 
the other provinces, while also providing a clear indication of bow the exigencies 
of differing socioeconomic milieux in off-Java locations leads to further institu
tional adaptation. 



PART I. 

BACKROUND INFOMAT ION 

A. Development Of The Credit Systems And Institutions 

At commercement of PDP activities in 1978 in Central Java and Aceh the institu
tional focus was the Provincial r*velopmrent Planning Boards (BAPPEDA) which had 
beer, created in each of the nation's provinces in 1974 to coordinate decentralized 
development efforts. In the design of the provincial programs each BAPEDA was 
granted considerable autonomy in determining which of the technical line agencies 
was rot appropriate for inclusion in the program. With the subsequent creation of 
Ditrict (KaDpaten) Development Planning Boards in 1980 a similar function was 
delegated to these bodies. Tre relative inexperience of the provincial -- and later 
kabupatoen -- BAFFEDA led to variation in teir fulfillment of this role along a 
continuum which ran from timid acquiescence to technical agency demands, at one 
extreme, 'to attempts to displace or override technical judgement, at the other. One 
oa the challenges faced by the PDP was to foster the growth of the BAPPEDA as the 
ccordinator and overseer of the technical agencies. 

With respect to the PDP credit component a complex interaction evolved among the 
B?=FDA, the sectoral line agencies, the Cooperatives Agency and the Regional
Developrment Bard- (BPD oz Bank Pembangunan Daerah). In most of the PDP provinces 
iritial recognition of the need for provision of credit derived from -the demands of 
the technical line agencies for support for commodity production efforts in the 
forn. of subEidized inputs. The size or recurrent need for such inputs to achieve 
and meint.ain desired production levels and the limited capacity of target popula
tiors to bear the expense involved led to rec gnition of the need for credit 
as_ ta e. In those cases where the technical agencies acknowledged their inabili
ty or the inappropriateness of their direct management of the desired credit 

. t.he C.eeratives Agency was a leading choioe for mllaboration. 

Cooperatives have a well developed ideological position in Irdonesian economic 
,hstory.The 1945 Constitution states that economic life will be organized along

cooperative lines. But the history of uncontrolled growth, malfeasance and collapee 
of cooperatives in the 1950 's has done mach to tarnish their image. BeginJdig in 
the 1970's the governrant has done much to reestablish the cooperative as one of 
the cornerstones of the econowr through the Cooperatives Agency, but the record has 
been uneven. External efforts to establish cooperatives without real coimuzty
participation have generally ended in failure. Ths as the danger that many of the 
sectoral agency initiatives faced and often the reascn for their lack of success. 

The evolving role of the Regional Development Bank (Bank Fembangunan Daerah or 
BFD) in the provision of PD? credit was the result of both demonstrated success in 
the case of Central Java and national policy decisions which were aimed at the 
strengthening of that institution. The 1962 national law which provided for the 
establishment of the BPD sustem in each province set in motion the creation of 
institutions which would serve as both provincial treasuries and banks which would 
serve development and conzercial pA.rpoes. We will see below that, when the Central 
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Java EK was created in 1970, the EFD was assigred responsibility for technical 
support and oversight. The suessful perfornarse of that function during the early 
years of FDP support attracted considerable attention and led to emulation in other 
provinces. At the same time the elevation of the Directorate for Regional Develop
ment of the Department of Internal Affairs to the level of Directorate General in 
1981 led to increased interest in the role of the BPD in support of decentralized 
development efforts. 

On the other hand, their existed among the technical line agencies considerable 
distrust of formal banking institutions because of their indepe-ndent criteria for 
the selection of credit recipients and their increasing commitment to economically 
viable interest rates aid lcoin periods. These souros of contention were to 
continue under the FDP and remain today a- one of the major areas of dispute 
between advocates of program and institutional credit. 

In each of the PDP provinces under review the complex interaction among these 
institutional actors played an important role in shaping the development of credit 
syster,- and irtitutions. It is also important to note that PDP support itself has 
shaped thi' interaction in ways which makti. it both difficult and important to 
predict what changes will take place once that support has been withdrawn. 

A.1. Origins, Evolution and Status 

Central Java EEK 

Ore of the unique features of design actlvities in Central Java was the identi
fication of the MK credit system as one of the key elements of the PDP there. The 
B had been in existence for about five years prior to the PDP intervention, but 
it a weak overall and a large number :,f it- sub-district (kecamatan) units had 
ceaseie to function. In 1970 the EKK system of kcamatan units had been created &s a 
project of the provincial government. fr. which its original capitalization had 

Y-r, v i the form of loans to each of the irndividual unitz. Zstablishmertnt 
and ca-italization of the units was begun in 1972 with a loan of Rp. 200 million 
($476, 19C) and was coarleted in 1975 with the establishment of 486 units in the 
provrice's 492 kIcarmtan Each unit received a three-year loan of Rp. 1 million 
($2,351) for three years at 1%interest per month. with the intention that initial 
loan capitalization would be reurred to the provincial treasury at the end of that 
priod. By 1979 about one-third of the urn'i- had oeased to exist or were operating 
at such low levels as to mke them nonviable. It was at this point that the PDP 
intervention began with an experiment inwolvir 65 unit- in tht five rural kabupa
ten which had been designated as the PEP target area. 

Although the EFD had been designated as the channel for initial loan capitaliza
tion and overseer of the system, there arm indications that this was intended as 
only a temporary zole. Interest paymnts during the initial three-year operating 
period were to be made by the individual E1K to the E) to cover the cost of 
supervision, but following repayment of the loans these interest payments were to 
cease. The K themselves were viewed as kIcamstan 3zustitutions which fell under 
the jurisdiction of the local kecamatan chief (camat), who was responsible for 
their performarntr. Studies of the defunct units indicated that failure was due to a 
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pattern of: malfeasance (52%), borrower unwillingness or inability to repay (21%), 
inappropriate lending (18%) and lack of staff (2%). All of these were judged
 
capable of being iuproved with improved training and supeivision by the BPD, while
 
only the residual categories of natural disasters (5%) and inability to compete 
with other sources of credit (2%) might rezmain beyond their control. With respect 
to initial capitalization, there was also ewidence to indicate thrat tho-e units 
which had repaid their loans to the provincial goverrent on schedule had done so 
at the expense of severely limiting their available loan capital. 

The PDP expe-riment was based upon a package of: 1) recruitnent and training or
 
retraining of staff; 2) the development of accounting, supervision and auditing.
 
rep r-cing and classification procedures for the system as a while; and 3) irreased 
capitalization on a graduating scale based upon unit classification. Within the 
first three years of the program the number of lowest (Class V) units in the PD? 
area had been reduced from 26 to 7. The success of this experiment attracted the 
attention of the Central Government and, in 1981, a loan of Rp. 3 billion ($4.7 
million) was provided to extend the rehabilitation efforts throughout the remainder 
of the province. At the same time the provincial government was sufficiently 
encouraged to provide budgetary support of Rp. 150 million for the staged construc
tion of offices and provision of safes and other equipment. Increased attention 
also brought a change in the legal status of the EKK. A 1981 provincial government 
statute recognizes the MKK as a system and has changed its project designation to 
that of a regional government enterprise. 

It is evident from the above description that the IKK does not owe its existence 
to the PDP, but timely project intervention has played a key role in rehabilitating 
and revitalizing a largely defurct institution in a large part of the prov1r-e. 
Some B1Y units did exist and, in fact, flourish without PDP assistarge, but thie 
units did not constitute the viable system of financial institutions which they 
represent today. It is this system which has provided a model for the developme. t 
of FD? credit interventions in other provinces. 

The K (Badan Kredit Kecamatan) in South Kalimantan is not only a dr .
product of FDP credit interventions in that province but, as its name implle L.i 
also a conscious replica of the Central Java systenL Its establishment by Gov.r
rr s Decree in January 1985 (the first -nit was established in July of that y-Ar 
was the result of collaboration betwe*n the provixcial XPTEDA and the BMD. wu :?. 
continue to share a supervisory and oversight role with resat to the 28 kecaim'arl 
(of 106 in the province) units which now operate in five of the province "s hatz;b 
ten. However, the South Kalimantan EKK is also a product of an earlier five y- ars 
of PDF credit history n the previrne. 

During the first three years of PDP 43 credit projects or oMonents of sectcral 
projects were designed with total funding of Pp. 827,732,000 to be inplementeiby 
agriculture food crops, livestock, fisheries, small industry and estates crme 
agercies at the kabMzaten level. Plans for the one time (non-revolving) crvd*&t *a. 
be channelled through the local government sponsored cooperatives (KiD) ass q
them no further responsibilities. In this case the cooperatives seemed U, 
nothing more than a convenient institutional reference for the provislo, f. 
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commodity inputs by the sectoral agencies. None of this credit was disbursed and by 
1982 thinking had evolved to a more institutionalized approach which delegated 
greater overall responsibility to the KU. 

Following a study tour to East and Central Java. in early 1981 a Governor's 
Instruction was issued establishing the 'Kredit Usala Ralwat Kecil" (KURK) progr(a 
to be implemented by the KUD. The prtA ulars of the program were extracted from 
similar documents in East and Central Java. It called for establishment of kabupa
ten supervision teams ('Tim Pengawas') and threu member kecamatan credit ommittees 
CPanitia Kredit Keamatan" or PKK). Program credit remained at the heart of tis 
concept which ^-vered four sectors: 1) fisheries (boats, nets, cages); 2) small 
industry (puran, coconut oil, b-,nl",o, rattan and brick making; 3) agriculture and 
livestock (s,eds, pesticides, land preparation, fertilizer. chickens and ducks; and 
4) estates crops (land preparation, fertilizer and pesticides, primarily for 
cloves). This first iteration of the KURK system was also never impleented. 

In late 1982 the idea of prog-ram credit wr-s dropped and six KUD were provided 
with initial loan capital of Pp. 500,000 each for credit to local haryicraft
prodkters and petty traders. In June 1983 the early Governor s Instruction was 
upgraded to a Decree and the same six KUD were each provided with an additional Rp.
1 million. Despite growing corcerri over poor perfornce, in November 1984 teri 
additornal KUD were selected to deliver KTJK loare. Qkestions have been raised 
about expansion at that time because it 'ad been noted that in early 1984 a 
decision had been made to again redesign the system. The only plausible reason is 
that it was considered to be politically unwise to appear to be abandoning the KUD. 
At the time of this Evaluation Team's visit several of these units were still in 
operation, although it was considered to be only a matter of time before they would 
also fail. 

TI& recent PDP Credit Advisor in South Kalimantan estimates the cost of this 
experiment with the KUD at Rp. 75 million. One of the signifiaint features of this 
system was that responsibility for technical supervision of the system had been 
a-sig.i to the BPD in spite of the abeence of any clear statutory basis for such 
au-:scr.ty. it is likely that the lessons learned by the BPD proved valuable in 
y1p= ihaL. ixstitution for an even more prominent role in the BX system wrach 
was atout to be created. 

W Nusa T ngMara LKP 

The 'Lumbang Kredit Pedesaan' (LP) in Kest Nusa Tenggara (MB) was the las' of 
the PDP credit system to be established. Established by Governor's Decree in Ap.ril
1986, the first units did not begin operations until Debember of that year and 
these events siere preceded by a long period of controversy and alternative experi
mentation. At the time of the evaluation only 15 units had been established, with 
plans for the establiswnt of an additional 15 units during the final year of ESP 
furxeing. 
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Of particular significanoe in the development of PDP credit here was the 
dominant role of the provincial BAPE, vis a vts the sectoral agencies. NTB was 
one of several provinces involved in the PDP which had difficulty limiting the role 
of the RAPFDA -- at both provincial and kabhpaten levels -- to planning, coor
dination, monitoring and evaluation. At one tine they were responsible for the 
implemntation of projects which accounted for 35%of all available funds. This 
resulted in ambitious manpower development activities (e.g. village furniture 
production) which were implemented withnut the involvement of appropriate sectoral 
agencies and also became t.;' h-is f.fur early credit efforts. The approach called 
for the development of village training centers ('balai karya') which would later 
become cooperatives with responsibility for the provision of a wide range of 
services, including credit. Substantial resources were invested in the construction 
of "balai karya" in often remote village locations and one credit advisor who 
visited them described the activities which were being supported as "non-bankable". 
In spite of the domignre, of BAPFDA in both the design and implementation of this 
approach, the emphasis on subordinating the provision of credit to the role of 
support for a sectorai' activity places this early NTB approach within the 
category of program credit. 

At som ;.oint early in the PDP the credit component evolved into a dual system 
which w&- managed, respectively, by the Cooperatives Agency and the BPD. While the 
cooperatives based system will be described below, the BPD initiative is of 
interest here because, once again, it gives an early indication of 0-e system which 
later emerged. The BPD saw the planned PDP credit activities as an opportunity to 
extend its commercial credit operations into the village by means of mobile banks. 
For a brief period the bank attempted to bring crwdit services to rural areas by 
outfitting ordinary vehicles to transport staff from branches to rral areas on 
reg@ larly scheduled rounds. While providing a solution to problems of access and 
transportation, this system did not eliminate the difficulties of client selection 
which remained the responsibility of agencies outside of the bank. Smell industries 
or artisans were again the pingry beneficiaries and fail~ire was to a large extent 
due to the non-viability of the enterprises supported. 

The Rural Entrepreneur's Improvement Credit Program (*Kredit Peningkatan Usaha 
Rakz'at Pedesaan') was launched by a G.overnor's Decree of 19 September 1981. As 
mentioned above, it was one of two parallel system developed for the FTDP in NTB. 
As in the case of South Kalimantan described above, funds were channelled from BPD 
branches to KUD in those three kabupaten which participated in PDP. Te lending 
continued to be progr=m oriented, covering fish farming, trade and small industry. 
Lists of proposed borrowers were compiltd by village chiefs and passed through 
channels to BAPPEDA at kabupaten and provincial levels. Allocations of funds were 
made on the basis of these lists and release was processed via the BFD branch 
network to the K[;D and, ultimately, the village borrowers. 

It is uncertain how mnwh of the Rp. 486,064,200 which was allocated in the 
period 1980/1981-1984/1985 .as actually channeled through this system or how mch 
was actually recovered. We do knom that the former PDP Credit Advisor to East Java 
made at least four tripa to 1TB prior to the end of his ass ignnment in December 
1982. During the course of .t)e visits he: 1) designed and introduced a new 
bookkeeping sytem; 2) conducted audits of PDP lending through 6 IUD which had been 
in operation for two months; 3) participated in pre-feasibility studies of the 
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program potential of 7 additional K[UD; and 4) assisted in linking PDP credit 
activities with those of the Swiss Development Cooperation Agency. (J. Kern, Finl 
E-Mrt, December 10, 1982: 24) In the Final Report of the PDP Credit Advisor for NTB 
who has just completed a six-mnth assignment there, the ultimate failure of the 
system is attributed to a variety of weaknesses which are not unlike what we have 
seen earlier: lending to groups which had no prior identity; loanL for small 
industry and fisheries activities which were not economically feasible; inadequate
lending and collection procedures; and poo? inter-agency coordination. (P. Robin
son, EiraLFer= May 1988: 9) 

By at least late 1984 it was clear that the system was not functioning properly
and the decision was made not to expend the FY 1983/1984 funds which had been 
allocated. However the debate over what to do about improving the system continued 
until 1986. DWring this period the shift away from program credit for poor,
isolated areas with a cooperatives base was resisted by BAPPEDA until early 1986, 
when the decision was made to create the 'Lumbung Kredit Fedesaan (LP). Once 
again this new institution borrowed heavily from the Central Java IKK, but also 
took into consideration seoond generation developtmnts from South Kalimantan. 

In both South Kalimantan and NTB what began as program credit in the hards of 
sectoral agencies (or BAPFFA) passed through an interim stage of institutionaliza
tion via cooperatives before proceeding to the development of w~rilly new credit 
institutions. In both of these cases critical events are intimately linked with PDP 
efforts to generate a viable system of rural credit in support of that program. It 
has been argued that PDP allowed too much experimertation which resulted in 
redndant exercises in recreating the wheel in each successive province. However, 
oorarison of these systems with those created in Bengkalu and Aceh -- which moved 
directly from unsutcessfu1 program credit to the adoption of EKK mdels without 
similar atterr ts at local adaptation -- indicate that the latter have been less 
surssful in developing viable bistitutions and systems. 

A.2. Institutional Size, Location and Leadership 

imang the three cred .i systems under consideration there is considerable 
variation with respect to size, scope of operations, facilltie,, staffing and 

emargement and leadership. In part this variation is an indication of different 
strategies being pursued in the delivery of financial services, but it also 
represents the different levels of development of these systems. 

System Size Wid Snoe of Institutional Oprations 

The Central Java BK system has units in 497 heocmatan, effectively covering the 
entire provine. Population density is sufficient to warrant the establishment of 
an extensive network of revolving village posts which are serviced by EKK staff on 
weekly market days. At present there are 3,018 such posts, representing 36% of the 
total number of villages in Central Java. (The target of 50%of all villages has 
already been surpassed in some kweamatan.) Although the EKK are primarily rural 
instiurtions, they are also present are sometimes high]' successful in the large
urban areas. After fifteen years of operation the system has more than half a 
million borrowers, representing perhape ten peroent of the households in the 
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pr-vince. There is considerable variation among kecamatan, with some EEK serving up..o 50% of the households in their areas. Continuing growth sam to indicate that 
saturation has riot yet been reached. 

Although the Central Java EEK is priimrily a credit institution, it has long 
been involved in the mobilization of savings. Lending operations are directed at 
the low end of the enterprise ladder which lhs not yet been reached by more formal 
financial institutions -- i.e. private and public banks. In the early hays of 
operation initial loans were as small as Pp. 5,000, generally on a repayment 
schedule of 12 weeks. (There are a number of loan packages which range from daily 
payments to seasonal loans with a lUmp sum payment of principal and interest after 
up to six months, but the 12 week loan is by far te most popular. ) The present 
average loan size is Rp. 61,900 ($36.30) over that same period of 12 weekly pay
ments. Each payment represents 10% of the principal with an addition of 10% 
interest and 10% compulsory savings. 

From the beginning the inclusion of corquisory savings as a loan requiretnt was 
seer., in part, as a way of educatig society in fi-ial planning and as a mear 
of increasing the institution's available loan capital. Until recently, regulations 
of the Fiance Department limited this mobilization of savings to active borrowers. 
Thtee restrictions have now been relaxed ard the BFK is engaged in an aggressive 
campaign to mbilize savings from non-borrower-. 

In South Kalimantan the number of BYY uiL-s has grown, since July 1985, to cover 
28 of the province 's 106 kecamatan in five kabupaten. Daring this final year of FDP 
fuidLng two mexre units will be estabii--hed in locations which have already been 
-elected. Their distribution is presently limited to the relatively densely 
pcpJated rural area along the provine "s win Nortr-South highway. Plans are being
develoed for the opening of village posts with a schedule of weekly nmrket day 
visits 7 staff, but at present only ore unit ha done so. There are currently more 
tha . 7,200 borrower- for an average of 5 1%of the households in their respective 
k~ra-an, but variation is significant at 0.5%to 26.5%. During the evaluation 
vi-i- there were indications that some urits may be reaching a point of sat

,, - may largely a furictivr, cf concentration in kecanetan capitols-,+is be 
or 1,utations placed on the sectoral content of loan portfolios. 

The South Kalimantan EIK has deliberately limited its services to the provision 
of smll, short-term lending. Although mode-Iled on the Central Java system, loan 
packages here tend to be larger and about twice as long in duration. After a much 
ihorte-r period of operation the average loan size has already reached Pp. 87,950
($51.58) and many borrowers have already reached the maximum loan size. The 
decision not to offer a saving3 rogram at the outset was based on considerations 
of the difficulty in training new staff to perform complex bookkeeping functions 
for two separate &oounts similtaeously. Wiring the evaluation visit the EPD was 
making plans for the addition of a couLsory savings program and interviews with 
borrowers indicated that such an addition would be welcome. 
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Although six of NTB's 15 presently operating LP have been in operation for 18 
months, the remainder were estahlished ordy 3ix mnths ago. While all of the 
present units are located on the densely populated island of Lombok, plans for 
doubling the number of units in the last year of PDP funding include the establi-h
ment of five units on the relatively more remote and underpopulated island of 
Sumbawa. The 'Location and scope of operations of existing units is indicative of 
one aspect of the controversy which has surrounded development of the system The 
oeervation that no kecamatan has more than one unit -- rot necessarily in the 
kecamatan capitol as in Central Java and South Kalimantan -- and that rits, in 
fact, service almost the entire population of their respective kecamatan, does not 
regate the designers" intention that the institution be village based. At t e time 
of the Evaluation Team's visit the BPD seemed to be unaware of the alternative 
represented by Central Java 's system of kecaratan units with revolving village
posts, but was attracted to the idea as a means of limiting administrative complex
ity. Through the end of June 1988. 14,122 loans had been made to 5,776 individuals 
(of wdch about 70% were women). Saturation has reached an average of 5.7% of the 
house.cids in participating kecamatan. with a range of 1.2% to 20.6%. None of the 
indications of reaching the saturation noted in South Kalimantan were found here,
but again the opening of village posts and diversification of sectoral portfolios
should provide added potential. 

Lending and savings facilities offered by the LKP are much more similar to thse 
offered by the Central Java BK Loanz of 12 weeks duration are also lired tri 
comrplsory savings and the average loan size is Rp. 67,100 ($39.35). A unique
feature of the LKP is that they have been successful -- in some locations -- in 
motilizing voluntary savings both froi active borrowers- (in excess of the ccnV;.
scry nequirements) and from non-borrowers. This is even more impressive wher, w. 
consider that such savings deposits do not bear interest. 

Facilities and Staffirg 

n C,.tr: Js.va eetablishment of the E(K limited the use of provincial fuaii ;
loazn capital, placing the burden of providing physical facilities and staff or. tr 
e e ard kabuaten governments. Throughput the first decade of their exlztos:*. 

the B were quartered in borrowed room within the kecamrtan goverriment .or. 
and were staffed by officers paid by the local government (with the exceptizrn :f 
profit-sharing distributions which were rade in units where profits exiz . 
Village posts were -- and, for the most part, continue to be -- borrowed marke t 
stalls or the porch of the village chief's house. Safes, calculators, typewre*rs.
motorcycles and other equipment were nonexistent or borrowed. These humble beg,.n
nings stand in stark contrast to what has developed with PD? funding in the otter 
provinces.
 

Following PDP intervention and the rediscovery of the EK in the early L96 s 
these shortcomings were addressed in a way which remains unique among the systeti
being considered. The need for a means of transportation with which to serv: -t 
village posts was recMzed bv PDP and a revolving loan fund was establi-.ed a't 
the EFD from which individual units, which qualified by certain stanKy-i :f 
profitability, were provided with mtorcycles on credit. When the prcvL .. 
development budget allocated funds for the construction of permanent off ice jL 
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provision of equipment, this established principle of making the EK responsible
for capital expenditure by providing credit was also applied. In this way the
integrity of the individual B( institution has been nintaired, the need for 
subsidies has been limited and profitability has becow. the Mjor criteria govern
ing the allocation of resources. 

In the mid-1980's it was also recognized that the continuing status of MK staff 
as local government employees represented a continuing subsidy as well as a source 
of turnover and weakening of control over the orcrned personnel. Notification was 
provided to tinse onerned that, within a stipulated period of time, they must 
make a choio' between relinquishing their status as local government employees and 
being replaced as M staff. At the same time all new recruitment was made as BKK 
personnel without the rights of local government enployees. For those staff at a 
pmcfitable M( the choice was made easier by the substantial profit-sharing bonuses 
which they could expect to continue to receive. Each unit is staffed by a mirdrjm
of three permanent, full-time staff -- M manager, cashier and bookkeeper -- who 
receive a fixed salary and a share of profits. New staff may be added as the 
demand-- and profitability of the unit warrant. At least one EKK has grown to the 
point of employing a staff of seven and the entire system employs 1,743 persons. 

In South Kalimantan the e tablishment of the EKK with PDP funds has set a 
precedent which may seriously detract from future expansion efforts. The opening of 
each new unit has been attended by the provision of a fully equipped and operation
al building and motorcycle transport. The facilities thus provided are listed as 
part of the kabupaten government inventory and entail no obligation for repayment.
PDP has also guaranteed to underwrite the cost of wages and other operational 
expe- e for the first two years of each BKK's operations. Expansion of the system
througho-ut the province will require almeto 80 new units and it is doubtful whether 
the provincial development budget will be able to afford to continue this prece
dent. 

With respect to staff recruitment efforts have been made to avoid some of the 
problems experienced by Central Java. Although appointments of new staff are made 
by the kabupaten government, multiple candidates for each position are proposed by
the camat and testing and final selection is conducted by the ED. Staff are
designated as permanent, full-tine EEK eff.loyees without the rights and privileges
of local government civil servants. Regardless of these attempts to increase 
control over personnel, attempts to discharge individuals for malfeasance have 
resulted in lengthy delays and negotiations among tfr A.D, kabupaten government and
the responsible camat. The Central Java staffing pattern of three has also been 
adopted in South Kalimantan. 

Facilities provided by PDP to the LP in NTB lie somewhere between the two
earlier cases. While provision has been made to rent office space, such other 
facilities as safes, typewriters, calculators, motorcycles, etc. have been provided
by the project as well as a subsidy which underwrites each unit's salary and other
operational expenses for two years. Although this model provides for start-up costs 
for each new unit which are substantially less than those in South Kalimantan, the 
prospects for post-PDP expansion would still be considerably enhae if this 
expense were to become a deferred liability of the recipient unit. 
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Staffing and recruitzent in NTB also differs in ways which are partially 
attributed to the intended status of the LKP as a village institutior. While the 

D and BAPPEDA appear to take a much mre active role in recruitment, the recom
mendation of candidates is mip-& by village officials. Staffing patterns appear to 
be somewhat excessive, with the standard o'lement of three (see above) augmented 
by a messenger and a night watchman. StafI are permanent, full-time, salaried and 
recipients of profit-sharing as well as having no claim to civil service status. 
Evidence from Central Java and South Kalimantan indicates that three staff are 
quite capable of operating a unit and providing relief for occasional absences due 
to illness or other reasons. 

[edership and Managenmnt 

Tese attribute.- must be considered at a number of levels which tape, into 
consideration both the systemic and institutional characteristics of organization. 
The distinction which is intended here is that leadership is the exercise of 
influenoe over a policy making process which affects the growth and direction of 
both the system and the institution, while management has more to do with the 
fuiillment of those requirements which guarantee maintenance of both system and 
institution in their daily operations. At the same tine the credit systems and 
institutions under examination here span the full range of tiers of local govern
ment and society which include provincial, kabupten, kecanmtan and village levels 
at which both leadership and management mist be practiced. 

Leadership at the provincial level has to do with the creation and maintenance. 
of a policy environment which is conducive to the establishment and growth of a 
system of credit institutions which are service oriented and economically viable. 
This requiez the elimUiation or lessening of influences which would subordinate 
the provision of financial services to other 3ectoral priorities or subject the 
prov-iion of those services to such nori-econondcally feasible practices as support 
for non-profitable enterprises or subsidized intoarest rates. 

in tre case of Central Java such leadership has been exercised by the past and 
.: eivL corship of the EPD and one of the assistants to the Secretary of tie 
Provincial Government who has been involved in the development of the EM since its 
early years. They have helped to guarantee that the Governor is kept informed of 
developments and policy requirements and have been influential in gaining the 
sup;xrt of the provincial BAFFMA in rmeting EEK's financial reeds through the 
development budget. Their interest and voice in matters affecting the continued 
health and growth of the ECK is guaranteed by their leadership positions on the 
Provincial BKK Supervisory Board. Evidence of such leadership was seen in the late 
1970's and early 1980's when the Governor of Central Java directed that the EEK 
become cashier for a nuzer of poorly conceived -ectoral commodity credit programs 
and slash interest rates. They were able to convince him that the latter would 
bankrupt the system, while they collected and reported &ourate data on the 
escalating default rates of the former progras until they ware ordered to be 
withdiawn. 
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In South Kalimantan the Credit Director of the EPD has Joined with provincial 
BAMDA officials to keep the Governor informd of the growth of the EKK to the 
extent that he has become the primary advocate of its expansion throughout the 
province. Their efforts have resulted in the EEK and its principles of operation 
becoming a popular theme in the Governor's discussions with kabtpaten chiefs 
(bupati), to the point where those wl already have BKK units closely monitor their 
operation, while those who do not are -emanding expansion of the system into their 
kabupaten. A similar partnership has L,. ;n formd in NTB between the dynamic Princi
pal Director of the PD and the provincial BAPFEDA. One of the results of their 
influence has been the Governor's demand that the system be expanded beyond Lombok 
to the island of Sumbawa. However, weither of these provinces have established a 
high level supervisory board -- such as that found in Central Java -- which could 
act to institutionalize this exercise of policy leadership. 

At the kabupaten level Central Java has also established a supervisory board 
which overseas the uperation of the EKK and reports to the bupeti. During the 
period of B'Y decline in the mid-1970 's the Bupati of Boyolali provided both direc
tion and support which made the EKK there amng the rist successful in the pro
vince. In all three provinces the active interest of katupaten leaders acts to 
remind kecamataan and village leaders of their responsibilities in maintairning the 
BJ: and LKP credit institutions within their respective Jurisdictions. There is 
evidence from all three provies of kabupaten leaders who have acted to reduce or 
reverse patterns of mounting arrear-s by inforirng their subordinates of their 
interest and attention to that developmrent. 

The decision to designate the FK as a kecamatan institution in both Central 
Java and 'South Kalimantan has been a conscious attempt to mobilize the leadership 
of the camat in its support. In Central Java the performance of the EKV has become 
a formal criteria entered into the evaluation of a camat's performance of his 
duties. A1thogh not directly involved in the day-to-day management of the K, he 
is exp-eted to keep himself informed of its operation and take act-ion when exces
sive bad debt or other problems warrant it. Field observations indicate that the, 
x--- rc n caat in monitoring BKK activity, informing village chief_ a d 
borrwer groups of right and obligations and tiaely action to address problemsr is 
one of the key variables which influences the succss of a CK. NTB's neglect of 
this level may have deprived the KP system of an important source of local leader
ship. 

In all of the credit systems under review the village chief plays an important 
leadership role not only in guaranteeing the reliability of individual borrowers, 
but also in keeping the village informed of the availability, intent and obliga
tions entailed with credit. All of these system require no further collateral than 
the good name of the borrower and it is the role of the village chief to attest tc 
this. Numerous WX and LP staff report that the influene of good village leader
ship makes a substantial difference in the quality of loans and repayment rates. 
Loan recommendations are as mich a reflection of the village chief as they are of 
the loan applicant. 
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It is with respect to mnagemnt that the most important distinction is made 
between the individual credit institution or unit and the system In each of the 
three provinces the EKK or LKP is intended to be a local oomnity institution in 
which members of that commmity take pride in owrership and responsibility for 
sixoss or failure. 

To the greatest extent possible staff are recruited locally in order to guaran
tee knowledge of local conditions and mutual trust and respect. The EKK or UP 
manager tear overall responsibility for the day-to-day operation of the individual 
institution. Where the E( assigns the camat &supervisory role, this is not 
intended to detract from the responsibility of the mnager. LA both Central Java 
and South Kalirr!ntan the caret's approval is required for loans in exce.s of a 
certain set amount, while in NTB this function is performed by a supervisor from 
the local branch of te E D. Where smooth workirg relationships have been estab
lished between the canst and the KK manager, the latter's recommendation is 
usually sufficient for the former's approval. However, cases are also noted where 
the canat tecor directly involved in mnagement of daily operations, with a 
consequent loss of efficiency and slow down in such operations as the processing of 
loan applications. 

In a small institution such as the individual EKK or LKP it is hoped that 
mFnagers will not only provide direction to other staff members in processing and 
collecting loans and maintaiing books. records and reports, but that they will 
also samre in these work responsibilitis. Finding good managers for new insti
tutions is not easy and without the beref it of selection and promotion from amng 
staff with established records, mistakes are bound to be made. Indonesian culture 
and erployment practices do not make it easy to rectify mistakes which are made. 
All of these systems are continuing to experiment with methods to improve this 
lowest level of management within the context of those cultural constraints, 

At the tine when PDP began its program of rehabil itation of the Central Java E(K 
it was found that there was little to 1lr k these highly autonomous urLits into a 
sirie svst r.. What followed was the development of a system level management 
str,)cture based upon staff training, the development of common reporting proce
dures, introduction of a unit classification system based on performre, the 
streng-thering of supervision at provincial and kabupaten levels and the establish
ment of a central mechanism for underwriting individual unit's capital and other 
ree. At the center of this management structure stands the BPD in its role as 
supervisor and provider of techrical siwort. The recent expansion of the ED 
branch system to almost every kabu;aten in the provirce has greatly aided in the 
development and decentralization of this sm getment system, allowing the central 
(provincial) management unit to limit l'.self to modest growth in personnel and 
other facilities. At each EPD branch there is now a full-time EKK supervisor who 
makes regular rounds of the units within his or her Jurisdiction. 

Although this relatively sophisticated sytec has been of considerable influence 
on the management structures and procs established in South KaliMantan and NB, 
economies of scale have been a serious 1imiting factor. The continuing dominance of 
PDP as the prime mover in the funding of these systems has also been a limiting 
factor. The intimate linkage of P funding with the role of BAPPEDA in the 
development of the U(Kand LKP systesm has also sometimes resulted in overlap and 
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friction between that Planning Board and the BFD. In South Kalimantan and NTB
supervision by the provincial and branch offices of BPD is limited to part-time
personnel who have little experience and less time to carry out these duties. In 
both provinces supervision responsibilities are also shared with units or personnel
from the provincial and kabupaten BAPPEDA, creating a further drain on scace
financial resources and conflicting lines of accountability. 

B. USAID And Other Donor Support 

The following description of PDP and other ESAID support for these provincial
credit systems is intended to provide insights into the degree to which such 
support has influerced or dominated the development of these systems. Once again
there is onsiderable variation in the degree to which such funding has acted as
catalyst, exercised leverage or dominated the development of the provincial creditsystems under PDP. hile that influence may have important consequences for the 
prospects for institutional sustainability, any attempt to draw such conclusions is 
reserved for a later section of this report. This description is intended as part
of the historical record which forms the baseline for later analysis. 

B.1. PDP Funding and TA Support 

Although PDP support for credit in the eight participating provirres was 
envisioned as an important component at the outset of the program, recogntiol of
the need for any specialized treatment was limited. With the exception of Central 
ard East Java -- where credit had teen identified as specific programs during the
design phase -- it was considered as an integrated component which would emerge as 
each of te provincial programs took shape. 

Of the three PDP provinces which are included in this in depth evaluati,-..
funding levels for credit and absorptive capacity varied considerably. In pert.:
ular. South Kalimantan and NTB have been cited for their early involverner." ::. 
crl,. . wch relied heavily uponr sectoral agery interet in tit dearer!
of credit for the benefit of their comdity production project clients 7,->,
eriefit&4 -- in the long rmn -- from the wezadeas of operational planning. If, ro' 

cases early rtoogrLition of the inadequacy of plans for credit implementation by
sectoral agencies caused delays and a backlog of unspent credit funds which w.-..
greatly benefit later plans for the development of new systems. However. tie
beneficial aspects of these delays ms, at the time, offset by cons derat:e 
pressure from both central and provincial governments to expend the allorA* d
funds. In South Kalirmntan the pressure was sufficient to cause an interrupt :',, x,
PDF funding in FY 1983/1984 to allow that province to catch %W on inplementati..r.
The magnitude of the problem in the early years and the overall influence of cr.
on program spending may be seen from the following breakdosn of PD? budget &d 
credit allocations for the three provinces: 
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C JAVA S KAL NTB
 

TOT % Tor TOT 
NDF CRDT RN8 CRU FENS CRDT 

EY (Rp. in millions) 

78/9 804.5 16.4 N/A N/A 

79/80 525 12.4 350.4 9.9 N/A 

80/1 750 8.7 820 35.0 600 30.5 

81/2 733 8.9 822 61.6 745.5 7.2 

82'/3 N/A 820.1 22.0 750 13.5 

83/4 900 1.7 0 0 717 6.2 

84/5 1,100 1.2 400 0 1,100 9.4 

85/8 900 0 800 0 900 0 

86/7 1,250 0 800 0 900 0 

87/8 1,200 0 g00 13.3 900 11.6 

88 19 N/A 900 21.5 900 59.1 

a1iring the six years of PD? funding from 1978/1979 to 1984/ 1985 (FY 1982/1983
far_, !t v,. 4 TYAID funding which was filled exclusively b the provLcia! develc
ment budget) the successful program in Central Java committed 14.6% of almost Rp. 
5.3 billion to its credit efforts. The funding of rehabilitation efforts was 
higeest during the first year (16.4%) and declined steadily to a token 1.2% which 
was entirely devoted to training and a voluntary savings mobilization experiment. 

The South Kalimantan PDP committed 35.8% of a total budget of Rp. 2.8 billion 
during the first four years of the program. This was followed by a year of no fresh 
PDP funding and three more years of no allocations for credit. Following the 
launching of the WKK, the final two years of PDP funding have seen an additional 
allocation of 17.5% of Rp. 1.8 billion to supplement these efforts. The end result 
has been that South Kalimantan has allocated 20% of its total Rp. 6.6 billion in 
PDP funds (over nine years) to credit. (If we consider only those six years during 
which credit allocations ware made, credit represents 28.7% of the total Rp. 4.6 
billion.) 

For NTB early credit experimentation was less ambitious and establishment of the 
LP has- had a very late start. During the first five years of the PD, FY'5 
1980/1981 - 1984/1985, 12.4% of Rp. 3.9 billion was allocated to credit. With 
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efforts to establish the LP in late 1986, it was soon recognized that the reeds of 
a viable provincial system co.ild not be met from the modest balare of funds 
salvaged from the earlier credit efforts. In the last two years of the PDP (FY's 
1987/1988 - 1988/1989) 35.4% of the Rp. 1.8 billion PDP budget was oo~mitted to 
development of the LKP. Over nine years of PD? funding in VTB 17% of Rp. 6.6 
billion has gore to credit activities. (Seven years of credit allocations repre
sented 23.3%of Rp. 4.8 billion budgeted for those years.) 

The numbers for South Kalimantan ard RB indicate that the average cost of 
experimentation, leading to the establishment of new provincial systems has been 
Rp. 1.2 billic , (almost $705,000 at today's exchange rates). Rehabilitation of the 
Central Java HT has consumed Rp. 361 million -- i.e,. about ore-quarter of the 
comparable experimentation and establishment costs. Difficulties in assessing these 
overall costs arise from the lack of reliable data on the costs of early unsuccess
ful experiments in South Kalimantan and NTB and, therefore, on estimates of what 
balance of those fuds was available to begin the establishment of new institu
tions. In Central Java the success of PDP rehabilitation efforts has led to the 
infusion of fresh support for the FYJ by a new USAD project (which vill be 
described below). 

Although Technical Assistance (TA) support for the PDP was initially concen
trated at the provincial level in aocordarce with the expressed needs of the 
province concerned, there was provision for a sole technical advisor at the 
retional level who was committed to spending 50% of his tinm on credit matters. 
Much of this time was spent launching the Central Java BK rehabilitation program, 
but attention to credit in other provinces became irreasingly important as the 
size ard problematic nature of these efforts became clear. At the beginning, only 
the FD? in East Java made provision for a full-time credit advisor, who later came 
to share responsibility for the provision of short-term assistance to other 
provice*s. 

BE0 the end of the provision of TA to the PDP five of te eight provinces had 
full-tine credit advisors and a full-time PDP credit advisor continued to be 
emloved in Jakarta at the Directorate for Regional Developmeat. Of the other three 
provLnces, two (Central and West Java) had been incorporated into the new USAI 
Firwcial Institutions Development (FM) Project and the third (Fast Rusa Terggara) 
had abandoned its attempts to develop a cash credit program Of the three proviwe-' 
included in this evaluation, each has been the recipient of specialized credit TA 
at some point during the program. 

The Central Java EI( was the recipient of substantial attention and advice from 
the Central Credit Advisor during the early years of the PDP. Supplementary 
assistance was provided on a routine basis by the Planning and Management Advisor 
who was assigned to the provincial BAPPEDA. Additional short-term TA was provided 
in te development of a ooquterized management infcruation system (MIS) and 
specialized lending program for industry by experts in those fields. In FY 
1983/1984 allocation of funds from a special RP. 3 billion soft loan had begun and 
was subsequently linrd to the provision of TA by the FID Project. 
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One of the earliest indications of TA suport for the South Kalimantan credit 
program was the provision of recommendations to revise the cooperatives-based
 
program by the Central Credit Advisor during intermittent visits to the province
 
beginning in late 1982. Full-time support by a resident credit advisor was begun in
 
February 1985 -- following a two-month assignment in late 1984 -- and continued 
until the withdrawal of all PDP TA in June 1988. The.presence of this advisor 
closely paralleled the dev1opment of the new EXK institution and its expansion to 
pr-sent levels and represents one of the longest commitments of full-time TA to a 
provincial credit program under the PDP. 

TA support for credit in NTB has been among the shortest in duration of any of 
the PDP provinoes. Although periodic visits by the East Java Credit Advisor were 
begun as early as 1981 and were continued and supplemented by Central Credit 
Advisors until the end of the program, a full-time resident Credit Advisor was only 
assignred to the province in DEf4*.aber 1987. All TA support was withdrawn in June 
1988.
 

B. 2. Reviews and Evaluations of PDP Credit 

USAID's system of pre-financing of project funds by the host government and 
reimbursement upon inspection of completion of implementation entails a process 
whereby each PDP project undergoes review at two important stages. Problem in the 
iin:lementation of early PDP credit efforts were detected either at the design or
 

implemntation of reinbursernent reviews. Mounting backlogs of unspent credit funds 
and the difficulty of tracing those funds which had been expended caused increasing
 

preszure to be brought to bear at the earlier project planning reviews. The failure 
of these early credit efforts to qualify for immediate reimbursement also caused
 

the corerred Lr-onesian Government agencies to become increasingly critical of 

tliese s-tndard credit proposals. 

As d.ifficulties with credit activities in other provinces were beginLing to 
mot:, ax± evaluation of the Central Java H<I" was commissiored in 1982. The results 
of the evaluation by Development Alternatives, Inc., which was conducted under a 

contract with the ESAID Enqloyment and Small Enterprise Division of the Bureau for 
Scierrne and Technclogy, pointed out that the RK was one of the few successful 
credit programs of its type in the world. (See: Goldmark, Susan and Jay Rosengard, 

Qit to Indorws In Entreprerearts: An Assessretnt of the Badsrl Kredit Ke&aman 
Prorx ,Washington, D.C.: Development Alternatives, Inc., May 1983.) This review 
of a successful PDP intervention in an institutionalized credit program and initial 
indications that similar institutional programs in East and West Java were showing 
signs of healthy growth added strength to the argument that program credit ought to 
be abadoned in favor of approaches to institutional development. 

SuLoessive annual planning reviews empbasized the point that t - oany acceptable 
way to provide for FDP's credit needs was through the establishment or strengthen
ing of an institutional base. Between 1984 and 1986 the four provinces which had 
previously been committed to various program credit schemes made the shift to the 
establishment of a wholly new credit institution, drawing heavily upon the Central 
Java model. What remained to be determined was the principal institutional locus 
and sponsorship of these systems as well as the pace of development. Influence over 
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the determination of both of these issues was also exercised during the budget 
reviews. While the pace of development was guided by the asure nt of performnce 
in experiding those funds previously allocated, in several of these provinces the 
struggle for domination of the development process between the EFD and the BAPPEDA 
was to continuie through to the end. 

B.3. Other Donor Support am Local Participation 

One of the more unique features of PDP sponsorship of the development of these 
credit institutions U', that they attracted no substantial support from other 
international or bilateral aid programs. Although a variety of such progranm 
operate in provinces where FDP efforts have beer. directed, there is no evidence 
that any of these programs showed interest in supporting these development efforts. 
On the other hand, one of the distinguishing characteristics of the support for the 
Central Java BKK program is that FDF support was matched at each step by the 
efforts of both the provincial and national governments. Measures of the volume of 
assistance provided by FDP are dwarfed by the ass ztnce which was locally provid
ed. To date no siilar coraittent has been made by either national or local 
governmnt in the cases of South Kalimantan and NTB. 

C. Conduct of the Institutional Sustainability Assessment 

The Institutional Sustainability Assment is being conducted as an integral 
part of a larger evaluation of the Credit Component of the Indonesian Provincial 
Ar.a Development Project (FDP) which incl2x's the following dimensions: 

o 	 the development of capacity and performance of those core iintitutions-
as well as the interaction among those institutiorz -- involved in the 
various provincial PDP credit sy-teim. 

o 	 the viaoility (financial and other) and sustairiability of the provirnial 
FPDF credit systems; and 

o 	 iract on borrowers and other beneficiaries of the provincial PDP credit 
syst.ems.
 

Atho',jgh the Institutional Sustainability Assesmnt is intended primarily as an 
operatioal test of the SCOPE Model, it is hoped that the result will form an 
integral part of the larger evaluation. Interaction between the theoretical 
concerns of the test and further development of the SCOPE Model and the need fcr 
greater practical understanding of the prospects for sustainability of the FDP 
credit programs shorild produce an assesinent and recommendations which are both 
theoretically insightful and of practical use to policy makers and practitioners. 
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II. 

SUSTAINABILITY OF CREDIT SYSTEM AND INSTITUTIONS 

A 	 PDP Credit Coaporent Expectations And Current ssessmert Of Institutional 
Sustainability 

Earlier sections of this report indicated that expoctations with respect to the
 
credit component of the PDP have undergone a process of transition. Changes in 
these expectations may be seen with respect to: 1.) valued results or outputs; 2. ) 
internal and external institutional mechanisms. procedures and arrangements -- i. e. 
structure and throughputs; and 3.) type, level and quality of continued inputs. In
 
each case the expectations represent conditions or levels to exist following the 
end of the PDP intervention, which form the basis for the assessment of whether
 
those corditions are likely to have been met at that time. One of the problem in 
making thiz assessment is that expectations have escalated as the institutions 
evolved. The role of the Central Java BKK as model for the development of the other
 
provircial systems has not remained static, nor have the other systems remained 
tied to a linear process of erialation. Yet, it is inevitable that this rost wel 
developed of the PDP credit programs should be the standard by zhich the others are 
masured. 

Such an assessment must take into consideration that furing for the Central 
Java PD? ceased on 12 April 1988 (PACD) and TA was withirawn from that provirne in 
May 1987, but the BM continues to be supported by the FD Project for the rear 
future. The support for South Kalimantan and NTB will terminate on 31 December 19E9 
and TA was withdrawn at the end of June 1988. Not only are the latter two systemc 
smaller, younZer and more fragile, but there remains no indication of prospects f-r 
continued external support. 

'n n.mi consideration of whether those conditions or levels would be -uI 

cient to giarantee sustainability is dealt with in the following section. 

A. 1. Valued Results or Outputs 

It is with respect to this category of expectations of the PDP designer- tta • 

the most radical change has occurred. At the outset PDP planning seldom saw tme 
provision of credit as an end itself, but rather as a necessary support elem.n t 
the continued achievement of results by the sectoral agency ommodity program 
which the provision of credit was subordinated. Recognition of the failure of 'Jai 
approach to achieve sustainable levels of support engendered a search for a 
different method which would be more successful. What followed was a shift in the 
identification of tie priority beneficiaries and client groups as well as t4. sup
porters or stakeholders who were identified as benefitiig from the ca.i*L~d 
provision of outputs. 

The search for institutional mechanism which would Viarantaee results set l:, 
motion a shift in client beneficiaries, supporters and stakeholders which ont LrLv 
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to leave some policy makers diszatisfied. They argue that the shift to an irstitu
tional approach has abandoned the very sectoral agency commodity progrs which 
credit was originally intended to suppurt. It is difficult to defend the develop
ment of credit institutions against this criticism. Many of the PDF commodity 
production programs have been experimental in mature and, therefor, inclined toward 
higlar than average risk which credit institutions are Justified in avoiding. 
Where.ver the demand for credit is widespread, institutions will tend to seek those
 
c lients engaged in relatively low risk enterprises. In the three PDP provinces this 
has mean-. emphasis on petty trading and processing of agriculture products with 
quick turnover and avoidance of the longer term crop production programs which have 
been central to the PDP. Food Crops, livestock, fisheries and industry agency
 
officials oompl&in that it is difficult for their clients to qualify for institu
tional loars and demand pgeferential treatrent for their program beneficiaries. 
Credit institution officials respond that each potential borrower is Judged on his 
or ter own merits and those of the enterprise. Prefertntial treatment of a group or 
class of "orrowers be!-ause of their involvement in a government program has led to 
misinterpretation of borrower obligations and high default ratps by placing the 
credit institution in the position of cashier without ontrol over the selection of 
their credit portfolios. 

It has also been argued that the shift to institutional credit has caused the 
BD to become a major stakeholder and displace the sectoral agencies as supporters 
of the program. The Ea arid LKF systems are seen by some as an extension of the BPD 
beyond their previous limits of societal penetration at the kabupaten branch. 
Inreasing errphasis on the expansion of financial services to include compulsory 
and voluntary savings is taken as further evidenoe that institutional viability has 
ome.to replace the original objectives of delivery of credit. 

Ultimately, the institutional approach has accepted as criteria for the contin
ued provision of results or outputs following PDP, the provision of credit ard 
related fizencial services at levels which: 1) guarantee access to those poorer 
members-of society which have been identified as the PDP target group; 2) adequate
ly uover the operations and management costs of both the individual institution and 
t;- _:-. __ 2) adequately provide for measured growth of individal seric,z 
and tie system to meet future needs and demards. The argument here is that selecti
vity in clients by sector is a terrorary expedient and that, as the institutions 
and systems gain strength and experience, they will expand their operations to 
include those sectors which now appear to have been abandoned. With the expansion 
of such services it is expected that the technical agencies will find that their 
clients have increasing access to those services on an individual basis. However. 
it is not envisaged that such access will be provided on a preferential basis 
solely because of the particl"yion of a group in a government program. 

The types and targets of present credit institution outp.th are consistent wi:th 
the expectations of the development strategies which have evolved, but it remains 
unclear whether they are gsufficient to guarantee sustainability. The variety of 
financial services offered by the Central Java K and the diversification of 
client groups has established a position for that institution which will be 
difficult to challenge. Moreover, the system and its units continue to experierce 
growth ard expnsion. Building fruo a network of units which covers the entire 
provirne with a solid portfolio of multiple lending packages, the system is now 
expanding its savings mobilization effcrts from oormxilsory to voluntary deposits. 
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Sectoral lending is diverse and ,=xiamu loan size has been raised without danger of 
adversely affecting acoess to disadvantaged econaic groups. 

By comparison, the EXK and LKP in South Kalimantan and NTB appear mch more 
fragile with respect to scope and variety of services provided and the target 
populations which they reach. Neither of these systems operates in more than a 
small percentage of their provirnes kecamatan and have yet to develop the village 
post system which oontinxus to expand in Central Java. South Kalimantan's plans to 
introduce these post? will be implemented so..n on a pilot scale and MTB remains 
uncertain as to whether this scheme or a system of full village units is most 
appropriate f-r its needs. Variety in loan packages and other financial services 
offered also remain limited. 

South Kalimantan's limited variety of loan packageb have required modification 
in the field and failure to provide for savings mobilization has deprived thz undts 
of a source of increased loan capital and limited the scale of their operations. 
There are also some izdications that repeat loans of rapidly escalating size may be 
coryentrating portfolios in higher risk loans and limiting access to new borro;ez's. 
A higher incidence of default at levels approaching maxim=x loan size would seem to 
support this observation. Yet, the overall level of lending and number of clients 
served is increasing and loan quality remains relatively good. 

In NB lending packages are even more standrdized ard the record on savings 
mobilization varies greatly amorg uLits. In some titc voluntary savings are 
already teing attracted, while in others compulsory savings requirements &re only 
temporarily observed. Both lending levels and the client base are expanding 
stedily in spite of the fact that units serve only a limited number of surrounding 
villages. 

Bcth provinces have limited lending, in fact, to only a few, low risk, sectors. 
While high levels of arrears and slow turnover have caused South Kalimantan to 
retreat from the seasonal agricultural loans which it once saw as a major part of 
its loan portfolio, NTB had, from the outset, limited lending to petty traders. 
Althugh neither province has yet experienced difficulty in expanding its client 
base, both have expressed willingness to expand their sectoral activity when 
increased strength has been achieved. 

In each case where potential weakness has been observed, there is evidence that 
'die = system managers recognize these sIirtco.aings and are preparing plans or 
taking more immiediate action to address them. The early stage of develolrfent and 
dynamic nature of the systes indicate that the ability to maintain and expane 
output levels, quality and variety will be largely dependent on the institutiorg-L 
arrangements to be discussed below. 

A.2. Institutional Mechanisn, Procedures and Arrangements 

Among the institutional nechanisms, Procedures and arrangements which must be 
considered here are those at three different levels of organizational complexity
both internal and external to the credit institutions and systems. In each case the 
credit institution has been established with the aim of granting considerable 
autonomy; if not to the individual units, to the system which they co prise. At the 
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same time, creation under the FDP and the orgizational coplexity of the systems 
being created have dictated that the early stages of developnt be supported by a 
omlex institutional retwork at the level of operational units, system managernt 

and policy guidance. 

Onit Operations 

In order to attain a viable and self-sustaining level of financial services it 
is expected that by the end of FDP funding each unit would have an experier>ed core 
staff which is capable of generating and servicing art expanding local clientele. It 
is expected that increasing knowledge of local econmic conditions and credit 
procedures will lead to the development of loan (and savings) portfolios at levels 
which are sufficiently profitable to cover operational costs and provide for 
expansion. The minimum requireents for such operations are the establishment of 
prooedures for: 1) generating and processing loan applications at levels which make 
full and careful use of available resources; 2) maintaining records of acounts and 
transactions in an established bcokkeeping system; 3) careful monitoring of loan 
quality and arrears levels; and 4) limiting bad debt and collecting overdue 
payments. 

While it has been possible to establish a set of procedural guidelines for 
meeting these requirements system-wide, effective operations depend, to a large 
extent, on the ability of local staff to establish mechanisms and arrangements 
which link the institution with important clients, stakelsrders and other external 
act.or. Of particular impoirtanoe here are the relations which are established with 
local community leaders and government officials. Requirements that loans be 
secured by the "good name" of applicants in the form of recommendations from 
village officials (and approval of the camt for loans above certain levels in 
Central Java and South Kalimantan), confers upon them a key role in mintaining 
loan quality. The active cooperation of these officials is also seen as a key 
factor in oontrolling and recovering bad debt. Interest in and oversight of unit 
operations by the camat may also be important in guaranteeing staff performance and 
a hedge against misconduct. In Central Java end South Kalimantan this link has been 
f i v-ia , red by affording the camit a role in the appointment of Et-ff, 
while in 117B a similar function is performed by the recommendation of village 
o-ficials. 

Length of operations and the broad experienoe base of EEK staff in Central Java 
have established a strong core of experienced personnel wko are conversant with 
local conditions. At the same time, strong policy support from provincial levels 
(to be discussed below) has guaranteed the attention of local officials and their 
support. EKK operations in South Kalimantan are less uniform in this respect, but 
there are clear indications that where local staff are coupetent, aggressive and 
supported by local officials, unit performanoe is corrspondingly high. In NTB 
there are observable difference in staff conetence between the original units and 
those which were established during the second phase. These differers are 
sufficiently uniform to indicate a shift in either selection criteria or training. 
Failure to institutionalize the support of kecamatan officials and the greater 
difficulty in maintaining close contact with widely dispersed village officials, 
my point to a potential problem in the local base of support for the LKP. 

23 



S.S toa MnanW nt and Overight 

InterTally, at the system level, the expectation has been that appropriate 
procedures for bookkeeping, MIS (for reporting and quality and profitability mea
surement), supervision, auditing and staff recritment, training and relief as well 
as mechanisms for the determination and review of unit funding requirements and
 
retiring bad debt would be in place by the end of PDP funding. Although the Central 
Java BU,model has provided standards by which to Judge the level of such prepared
resS, subeequent observation of the size and operational requirements of the off-
Java systems raised questions about the appropriateness of those standards. 

Development of the bookkeeping system in South Kalimantan recognized that the 
Central Java model -- which was developed for a system with 497 active units -- far 
exceeded the requirements and capabilities of that much smaller system. The result 
has beer, the development of a system which is less complex and which has, in turn, 
become the model for the smaller PDP systems. One of the major functions of these 
procedures is to provide the basis for the retporting and quality and profitability 
measurerxrnts of the system-wide MIS. Although there remains considerable variation 
in the practice of the three provines, some minimum standards have been set and 
each province is moving toward the provision of information which will satisfy its 
reeds. The major criteria has been set as the provision of adequate information 
with which to measure the performance of individual units and the system as a whole 
in exceeding the break even point and achieving profitability. 

Standards for unit bookkeeping and the incorporation of reports into the system 
M'2S among the three provinces contin, to show sutetantial variation and the 
possible need for further cross-fertilizdtiorn. The Central Java procedures wich 
were rejected by the newer provincial systems have undergone revision and simplifi
cation (under the FIM Project) in an effort to create a coxpterized MIS capable of 
providing up to date information at all leveLs. 

Tie various elements of South Kalimntan bookkeeping procedures do not apper to 
inwt=11 iitgrated and, as a result. st:Aff have difficulty in extracting the 
require information with which to file accurate reports. Errors and ir-onsisten
cies in reports require tim-consumirwi review and correction at higher levels, 
resulting i, tim lags and delays in the identification of problems. Slowress in 
the development and implementation of a conpiterized system for tabulating and 
anay' zig reports has also added to the problem of providing up to date information 
or, the units and the system as a whole. 

In RTE the bookkeeping procedures ar aersome and, in the newer units, the 
South Kalimantan model has been overlaid on the existing BFD system The result has 
been that an inordinate amount of stAff time is required each day to ocuwlete 
bookkeeping and errors in transcription ocair. On the other hand, these newer units 
have developed a modification of the South Kalimantan procedures which is worthy of 
emulation. Cotauterization of FD statua reporta is well developed, making it easy 
to plot system and unit progress routirely. 

Standards for supervision and auditing relate to the technical capability of the 
BFD to exercise control over and provide support for the continued functionig and 
growth of the system and its individual units. What has evolved here is the 
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requirement that each institution be the subject of regular, periodic visits by a 
supervisor who is assigned such responsibilities by the EFD provincial office or a 
local kabupaten branch. The supervisors are expected to perform such unit vis its 
both as part of a routine cycle of guidance and upgrading and as trouble-shooters 
to help resolve problems which emerge from their careful study of routine opera
tional reports. The costs of such supervision and auditing by specialized staff are 
expected to be covered by the fees which individual units pay to the EPD in the 
form of monthly interest payments on the loan capital provided to them. 

Provision of adequate numbers of supervisory staff by the BPD was a source of 
contention during the early days of PDP rehabilitation of the GKK system in Central 
Java. Today the system is well established and each BM branch has at least one 
full-time supervisor for the BE} units within his or her jurisdiction. A related 
feature of the Central Java rehabilitation program which has been continued is a 
program of specialized treatment for problem units to bring them out of bardruptcy 
or assist them in overcoming other problems. Although no separate atit function 
has been developed, this rerains a routine task of supervisory staff, particularly 
in the case of problem or suspect units. 

The nLmbers and distribution of E'2. and LJ' units in South Kaliantan and NTB 
make it difficult to justify the commitmtrt of full-time staff for supervision, 
while the inexperience of local st.ff underline the imprortance of this function. In 
both locations supervision responsibilities have been assigned on a part-time basis 
to BED branch staff wh are busy with other responsibilities or are consiJered 
expendable. 

With respect to recruitmrent and training of EKK and LKP staff there haz been 
substantial divergence in the individual province s perception of these arrange
ments as part of establisment procedures or a recurring requirement. The estab
lished ommitment of Central Java to fresh recruitment and training to upgrade 
staff capabilities may be easily misinterpreted as a consequenr of the size cf the 
system. Although both South Kalimantan and NTB have established procedur" f-',r 
initial staff recruitment and training, ic remains less clear to what extent Irv 

- continuing nature of such needs. The reed for provisions for s'.A: 
relief has not been an important consideration in any of the systeme. Eviderne fr
each of the provirces indicates that illness, removal or incapacity of staff ! r 
varying periods of time is provided for adequately by continued opert::r. " 
reduced staff levels or by the secundment of personnel from kecamatan or vi'.ao
offioes. 

One of the strengths of the Central Java system has been its recognition "Ja" 
training is an important arid continuing requirement of system maintenance. (ie f 
the major elements of the PD? rehabilitation program was the recruitnert wi 
training of new staff as well as the upgrading of existing staff. Under the F:: 
Project a new training facility has been established which will continue to p.v:
for thi needs of this extensive system In the newer province the pressur-_ f 
establishing new systems and expanding the number of operational units have tersmd 
to ez hasize training as a start-qp activty. In some instances budget prv.
for staff upgrading and training have been cut in favcr of increased capitalIza-. 4, 
or unit expansion. 
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The dependence of units on infusions of additional capital following establish
ment and the assessment of tlse capital needs -- as well s absorptive capacity-

is difficult to determine, particularly in the case of new units in South Kaliman
tan and NTB. A combination of empirical observation, analysis based on tentative 
assumptions about performarne and growth and speculation have arrived at the 
conclusion that seed capital of PP. 15 million per unit st'uld be sufficient to 
guarantee unit sustainability. In Central Java the emphasis has been on the 
establishment of measures of performance quality and absorptive capacity as a basis 
for determiying allocation of capital from BPD loan funds by means of a semester 
evaluation of all units. Introduction of these measures was one of the early steps 
taken in the rehabilitation of the E}K by PDP and it has worked well to govern the 
distribution of new capital into the system. 

The reed for such a distributive machsnism has not been strongly felt in either 
South Kalimantan or RTB because of the relative age and small number of units found 
there. However, the lack of a strong correlation between BPD allocations ard such 
indicators of performwancze as accumulated profits would !z-em to indicate the need. 
It should also be noted that few of the units in South ralimantan and none in NTB 
have reached the Rp. 15 million capitalization target cited above. 

One of the difficulties in judging the performare of the system or its individ
ual urits with respect to loan quality has been the failure to make provision for 
the liquidation of had debt after an acceptable period of time. The Central Java 
5K(ha aocumulated, over a period of fifteen years, an aggregate of bad debt which 
is mearingless as a measure of loan quality and performance, but has been -- until 
rece.ntly -- constrained by law from purging it from current accounts. At present 
the system's tax advisors are studying the question of what method is most benefi
cial for tax purposes. In the meantime the system has long established a metod for 
underwriting the inevitable oocurren t of bad debt in a way that would share risk 
amnrg the units. The newer systeme have emulated this latter provision, but have 
opted for a unit-by-unit system and allowed the eaamrrked "insurance" funds to 
remain at risk as part of the uLit's circulating loan capital. 

Kstablishment of standards for the involverent of external particiarts at 
provincial and lower levels have been among the most difficult to establish. The 
evolution of system requirements has established the role of the BFD as central to 
tech.ical considerations, while the continued role of the provincial BAFFEDA as the 
primary channel for development funding under PDP is more difficult to predict 
beyond the life of the project. In Central Java the established nature of the EKK 
and the substantial support of the provincial government which has been engendered 
by its success has established a pattern of cooperation between the BD and BAPPEDA 
which is difficult to emulate in the provinces where the latter considers itself to 
be more closely linked with the establishment of the BKK or LKP. In general, PDP 
has tried to establish a pattern of technical responsibility for the routine 
operation of these systems on the part of the EFD, while assigning BARDA a role 
in support of the continued funding and expansion of the systems. 

In Central Java this pattern of functional division of responsibility has been 
well established and has been relatively free of institutional rivalry. The EPD 5 
caution in expending funds for EKK system development -- which have been allocated 
from the provincial development budget by BAFPEDA -- has, from time to time, been 
the cause of suspicion, but the working relationship has generally been _m5th. 
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Throughout the period of PD? support for rehabilitation of the EKK the BAFFEDA 
limited its role to that of planning noordinator and monnitor of technical implemen
tation by the EFD. In South Kalimantan and HTB this functional differentiation has 
been less clear and some overlap in technical areas has occurred. In both cases 
special units have been established within BAPPEDA to perform monitoring and 
technical advisory functions which have been delegated to the BFD. 

Joli=y Support 

Development of these credit institutions has come at a time when public economic 
policy in Indonesia has made a major shift in favor of their support. During the 
earlier decade of ezphasis on the delivery of an expanding variety of government 
benefits with the proceeds of increasing oil revenue it would have been difficult 
to coreive of a rejection of program lending in favor of a longer-term strategy of 
institutional development. These efforts have also benefited from a trend towards 
increasing decentralization of development plarming, imlementation and aocounta
bility which has afforded iocal institutions ar expanded role. However, translating 
these broad national trerds into the discrete policy actions required for the 
sustainability of these credit institutions has not been a simple process. It has
- and continues -- to require attention to detail and the mobilization of support 
from the provincial down to the lowest levels. 

Central to this mbilization of support has been the effort to inform and 
edY.ate policy rwakers at all levels of the basic requirements for the maintenance 
and development of these institutions and systems. This requires the establishment, 
initially, of rore or less informal mechanisms and arrangements and, ultimately, 
structures for policy support at provincial and kabupaten levels. There is evidence 
to indicate that the mobilization of this support requires a strategy of interven
tion at all levels. 

An earlier section pointed to the need for credit institution staff to mobilize 
kec--atan and village officials in support of day-to-day operations and goals. Such 
wrJl-A1i ion efforts are even more effective when they are supported by the 

. .... _ rrelicy dictates of officials at higher level-. In Central Jav_ t*.. 
effect has been achieved by the inclusion of EKK unit performance as one of the 
formal criteria in the routine evaluation of the camiat for promotion. 

Support. for the EEK at provincial and kabupaten levels in Central Java has been 
guaranteed by the establishment of steering committees which play an active role in 
overseeing operations and setting guidelines for further development. The attention 
of the Governor guarantees that bupati can ill-afford to neglect the operations and 
welfare of these institutions within their jurisdictions and, consequently, require 
the camat 's accountability for unit performrxc. BPD officials have noted that, 
where local officials take an active interest ti the EBK, few problems are encoun
tered. Of course, the position and support of both the E'D and BAPPEDA play an 
active role in generating this support at early stages of development. 

The strong support of the EPD and BAPPEDA in South Kalimantan and NTB have given 
the development of the PDP credit systeme high visibility and gained their respec
tive governor s support. Evidence is insufficient at this time to indicate to what 
extent this high level suport has beer, translated into supportive policy initia
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tives at lower levels, but there is considerable pressure for the expansion of the 
systems both within the kabupaten where they now exist and into new kabupaten. 

A.3. Expected Inpits and Sources 

Expectations with respect to the type, level, quality and source of continued 
inputs in support of the PDP credit systems following the end of project funding 
have been contingent upon the level of system development at that time. Given the 
lengthy period of transition in the development of system go&ls experienced in 
South Kalimar.-in and NTB, it has been difficult to predict in advane what level of 
development might exist at the end of the PDP. Te most recent expectation has been 
that the individual M1G and LKP institutions will have achieved a level of opera
tions which is self-sustaining by that time. The imminent completion of PDP funding 
hga generated considerable discussion of the concept of a "break-even point" for 
both the individual institutional urits and the provincial systems. 

e~asurement of te achievement of self-sustaining operations at the level of the 
individual BFX or LKP unit is less complex than at the system level. Lengthy 
experiene and wide variation among the 497 BKK units in Central Java indicates 
that it is difficult to specify optimal levels of capitalization and .measures of 
profitability. What has been helpful in making judgments on the appropriate level 
of capitalization for individual EKK units from loans administered by EFD has been 
the classification of all Lzdts into five categories on the basis of capacity and 
perfornarce indicators which are reviewed each six months. With the shift in the 
employrent status of MKK staff no substantial subs.dy of unit operations continues 
to exist in Central Java. 

Following an initial two year period of PDP subsidy for wages and other operat
ing expenses, the individual EK and LKP uits in South Kalimantan and NTB are 
ex-petted to generate sufficient profits from lending to cover these recurrent 
cost.. Host of the EKK units in South Kalimantan which are approaching or have 
reer.tly passed that two-year mark are generating sufficient profits to cover costs 
P u- ,I Ac ,q]nwy add to capital accumlation. Once again, variation in experiere 
an levels of initial capitalization make it difficult to specify where that unit 
"break.-evern point" might lie. The narrow timr frame and limited number of LP units 
in h7B makes it difficult to assess progress toward self-sustaining operations 
there, but the same basic principles apply and some units are already demonstrating 
their capacity to accumulate capital. 

While it is a fairly straight forward process to determine recurrent credit unit 
operations costs -- e.g. salaries, rent, mgaintenanoe, transportation, supplies, 
etc. -- and how they can be met from the profits of ongoing operations, there is no 
similar consensus on system requirenents and how they can be met. Subsidies tend to 
be more difficult to both measure and Justify. Nevertheless, each of the presently 
discussed systems has been and continues to be the beneficiary of such subsidies 
and it retmains difficult to determine how and when they may cease. 

The costs of the management and supervision provided by EPD is an aspect of the 
PDP credit systems which has been heavily subsidized during the development stage. 
The precise cost has been hard to establish because it is largely dependent on the 
size of the system, its stage of development and the allocation of staff time and 
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other resources. The BD has not been forthcoming about ttir precise labor and 
supervision costs, probably because they themselves have difficulty in accurately 
assessing them. 

In theory, the costs of system supervision will be borne by the individual MK 
and UK units through the interest that they pay on the capital provided through 
EFD. A formula wa-s devised whereby 30 units, each with Rp. 15 million in initial 
loan capital, would pay 6% p.a. and adequately cover the supervision costs. 
Subsequent practice has indicated some of the weaknesses of the formula and the 
model on which it was based. 

On the cost side of the equation, it is difficult to accurately predict such 
things as transport costs for supervision of marginal units established in remote 
locations for political considerations -- e.g. on Sumbawa in NTB. While on the 
supply side, it has 1een found that few new tnits are capable of absorbing Rp. 15 
million in initial capitalization. As staff administrative abilities improve, the 
capital accumulation of tie unit s own operations tend to provide for their 
expanding capital needs. Even the economies of scale and experiergne found in the 
Central Java BKK system have not guaranteed adequate contributions from the units 
to cover system costs. 

The need for continued subsidy is clear, though the precise level of subeidy 
remains in question. Interest payment- from unit operations appear to cover between 
ore-third and one-half of the costs of maneans rit and supervision in South Kaliman
tan and NTB. In 1987 units of the Central Java EKK system paid Pp. 408 million to 
BPD in interest on Rp. 4.9 billion in capital, while the BPD was required to 
further sutsidize managernt and supervlslon of the system to the exterit of Rp. 
96.4 million. At the same time the costs of an extensive training program were met 
by the FIM project. The size of the Central Java subsidy has been declining each 
year, but complete elimination is rnct yet in sight. 

In tie short term all the evidence points to the need for continued subsidy at 
leveL- wlich will allow for maintenance of tke systems developed. However, it is 
..... t:t. tis status quo will be mantained. Without further growth in the 
size o the South Kalimantan and NTB systetm and inproved quality in management and 
supervision, it is more likely that erosion will ocur. The provincial development 
budget is currently the most likely source of the modest funds required to maintain 
the system or provide for gradual growth by expansion, but it is more likely that 
only substantial growth will make these systegm viable. 

Any ambitious development effort aimd at ejqmsion or substantial upgrading 
will require assistance from either tte national government or furher donor 
support. One of the best possibilities would be the combination of donor and 
national government support via inclusion of the South Kalimantan and NTB programs 
in the USAID-funded Financial Imtiitione Developnt (FID) Project. 

At the unit level the record on profitability is clear. Despite modest perform
ance in term of loan tkrrover (in Central Java) and in terms of using capital 
available (in South Kalimxntan) units in all thre provinces are miakiBg profits, 
with the subsidies which are presently Povi. While paying only a moderate 6
7% a year for BFD loan capital and supervision, they are lending at interest rates 
high enough to cover substantial bad debt which does rnt (yet) exist. However, 
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these gross measures of profitability are inflated by contin.ued operations subsi
dies and the fact that they are not paying the full supervision costs. The follow
ing provides a more detailed picture of the relative size of the subsidies concern
ed.
 

In 1987 the Central Java EKK registered a profit of nearly Rp. 2.4 billion after 
peying Rp. 408 million to EPD for supervision and the use of Rp. 4.9 billion in 
capital. BPD further subsidized their supervision to the extent of Rp. 96.4 
million. The costs of an extensive training program and other supports were met by 
the FD Project. 

The South Kalimantan EK made gross profits of Rp. 128.5 million in 1987 and 
profits in the first five monthe of 1988 were Rp. 80.4 million. All units have teen 
provided with a permanent office from project funds and seventeen units continue to 
be provided with suh-.idies covering staff salaries and other operational expenses 
at an annual cost of Rp. 1.8 million. 

The 15 117B LJ-_ have an aocumilated paper profit of Rp. 56. 1 million, of which 
Rp. 24.6 million is attritutable to the first year's operation of the original six 
units. Subeidies include an undisclosed amount for office and administration costs, 
Pp. 2.5 million per month (Rp. 30.6 million p.a.) in salaries and transport costs 
and K lost Pp. 16.2 million in 1987 in supervision costs and is expected to lose 
another Rp. 13.9 million in 1988. The units presently pay about Rp. 0.6 million a 
month in interest on Rp. 95 million (net) in capital. 

B. Prospects And Strategy For Continuing Dynamic Growth
 

On the basis of the above description it is possible -to draw some tentative 
corrlusions about the present and short-term prospects for the sust&nibihty -f 
the three FD? provincial credit institutions. The conclusions are tentative Lrx the 
sense that certain assumptions are made about the sucessful implementation cf 
plans made during this final phase of FDP support and the direoction wrch f.A-. r-. 
deveioprient will continue to take following the erd of that support. Tke arhi ya_ 
also irludes an assessment of the extent to which previously described expe'
tiors and their realization might be expected to accomplish the goal of sus'..,
bility. 

Oce again the framework for such analysis in the following sections I-&'r 
distiriction among outputs, mechanisms or processes and inputs. All of the pmv;-.
cial system continue to exhibit growth in their production of valued outp7uts 1e 
characteristics of such growth are the scope, variety and volume of firaknc a. 
services provided by both individual credit institutions and the systeim The 
strengther.ing of institutional mechanisms or processes is directed towards u~-aa
ing and improving the capacity-perforance dynamic at both the unit and s5,'- m 
levels. The concluding section on inputs combines the description of a model ft;r 
further development with an assessment of how closely the expectations of achaev " 
the break-even point are likely to be matched by reality. 
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B.1. Unit and System Size and Growth 

In Central Java the system has probably already grown to full scope with 
tspect to the number of kecamatan units, but continus to expand its network of 

viliazt posts towards the present target of 50% of te province 's villages. Tie 
volume of services provided continues to grow at a steady pace and there is little 
indication that market saturation will threaten that growth at any time soon. The 
distribution of quality among the individual units continues to rise, as indicated 
by the increas5 in the number of Class I units (the highest in the five class 
scheme) increased from 113 (22.8%) to 138 (27.8%) between second semester evalua
tions in 1985 and 1987. 

The recently initiated campaign to attract voluntary savings represents a major 
step toward diversification of the services provided and early indications are that 
it is attracting a new clientele. Although the system does not tttempt to gather
information on sectors of client activity in a systematic manner, impressionistic
data reinforces the contention that diversification of loan portfolios continues to 
be maintained. 

The orUdy perceived threat to continuing sustainable grouth of the Central Java 
BPY system is external competition. Rationaliza.on ef BI lending schemes and the 
consolidation of rural credit in the KJPEDS schL.i -everal years ago was -- at 
least in part -- a response to and modelled on tha KK. It was feared that the 
superior capital resources, lower interest rates and higher loan ceilings would 
seriously challenge the IEKK in its established market. But the E( has resporded by 
raising loan ceilings and is considering the provision of discounted interest rates 
for its preferred clients. While that threat has not yet completely passed, present 
indications are that the superior service and speed of loan processing by the EFK 
continue to make it a more popular choice among its clients. ContLnu-d improvement
of the quality and variety of finarnial services provided are onsolidating the 
position of the BK< and guaranteeing its sustainability. 

For the South Kalimantan EKK the three years since its establishment in 1985 has 
been a period of rapid growth. With the opening of two new kecamatan units in the 
last year of FDP funding the system will have reached its initial goal of 30 
operational units. Tie hard choice which mast now be made is between continuing
rapid expansion with alternative sources of funding and entering a transitional 
period of consolidation. It is most likely that the shortage of development furids 
for substantial further expansion will decide the matter in favor of consolidation. 
However, a combination of political pressure for expansion and scarce funds could 
overburden the system and seriously undermine the prospects for sustainability. 

Under a schem of transitional consolidation or one which is limited to only
incremental expansion, the agenda for growth would orientrate on irreas ing, 
broadening and diversifyJmg the volume, scope and variety of financial services 
provided. Plans for the first step include the establis'4ment of village posts,
which is the key to increased volumes of lending and lower transaction costs in 
mrany of the system's existing units. It is also hoped that the proximity of these 
posts will encourage a higher percentage of transactions at established postz
during regular hours of operation, which contrasts with the presently common 
expectation that MK staff will collect loan payments from clients at locatiors and 
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tines which are convenient for the client. This practice, which results from 
distance and the desire of EEK staff to keep accounts current, has resulted in the 
inefficient use of EKK staff time and higher costs. 

It is likely that increased lending will require substantial infusions of loan 
capital at selected units. The most recent data indicates tit unit capita.lization
by the BFD averages only slightly more than half of the Rp. 15 million per unit 
originally planned. Foever, many of the units are demonstrating very good records 
of capital accumulation from profits, while others are experiencing difficulty in 
maintaining acceptable levels of capital utilization. The ED continues to maintain 
capital reserves (which will be increased by the final year s PDP budget alloca
tion) which will need to be carefully apportioned on the basis of reed ard perform
ance with respect to loan quality and demonstrated levels of capital utilization. 

The survey cornucdted as part of the evaluation in South Kalimantan provided
eviderne that there is considerable popular support for the introduction of a BKK 
savings program While the BPD has voiced support for such a program, there 
ontiinue to be ro concrete plans for its introduction. Other efforts at diversi
fication appear to be in a period of retrenchment and healthy adjustment to local 
market conditions. 

With respect to sectoral diversification, the designers of the BKK seem to have 
-- at least partially -- misjudged structural characteristics of the local market. 
A number of the units invested substantial portions of available capital in 
seasonal agricutural loans which have proven to be low yielding and have been 
plagued by higher than average levels of arrears. Most of these units are adjusting
their portfolios to include higher percentages of short-term loms for petty
tradL'%g, while some are also adjusting repayment schedules to speed up turnover. 
However, one of the mjor incentives for accelerating repayment has been the 
expeztation of repeat loans of substantially increased size. In some cases the 
resultLng increase in average loan size is distorting the spread within loan 
,-rtfolios, increasing risk and incurring high levels of arrears and outright
default. Expanding the scope of services with a network of village posts might also 
srr ll l a ,Y,, nd the client base and adjust portfolio spread between large 
smalI loans, but care will need to be taken that the early experience of rapidly 
es ,alating average loan size is not repeated there. 

With the attainment of the target of 30 operational units a period of trarni
tiorbl consolidation will provide an opporturnity to test the assumption of atinirom 
sustainable size. However, the experience of the Central Java EK with its continu
ing program of special treatment to rehabilitate problem units highlights the 
danger of assuming that all units will continue to operate at viable levels. While 
the South Kalimantan BKK system appears to have an encuraging distribition of 
strong to weak unit, a strategy will reed to be found to strengthen t-e weak and 
distribute risk across the system 

Attempyting to assess the prospects for sustainability of the NTB LKP on the 
basio of Its produ.tion of valued outputs after only 18 months of operation is much 
more speculative than the earlier cases. The present total of 15 units (nine of 
which had only been in operation for six months at the tine of the evaluation) and 
plans to double that number in the last year of PDP funding makes any plan for 
system consolidation clearly premature. Efforts to establish the new units -- five 
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of which will be located on the distant Island of Sumbawa -- will require full 
attention for at least the next year. 

Fortunately, the relatively high population density found on the Island of 
Lombok and the fact that most of the units there presently serve a number of 
surrounding villages decreases the immediacy of the need to establish village 
posts. Although this alternative to establishing a much more ambitious scherre of 
village-based units has attracted the attention of the BPD, it is unlikely that 
stepe in this direction will be taken soon. The addition of 10 new units on Lombok, 
the distribution of 25 units within the island s three kabupaten provide a good 
concentration within a manageable land area. 

The establishment of five new units on Sumbawa is expected to pose logistical 
problers which will be dealt with in greater detail in the following section. The 
low population density found there may also require adjustment in the previously 
established strategy for delivering financial services on Lombok- We are reminded 
here cf the contrast between operations in South Kalimantan, where BKK staff are 
frequently expected to make collectiorn at clients" homes or places of busirss. 
and those on Lombok, where the proximity of markets makes transactions at the UP 
office quick and convenient. 

High population density on Lombok and the activity of markets, which is similar 
to conditions on Java, has guaranteed large volumes of small loans with good growth 
potential. The decision to locate some of the original units outside of the 
kecamrtan capitol has resulted in improved access to local markets for some, but a 
few have been located in places which are far removed from centers of economic 
activity.
 

Average capitalization by the EPD of Rp. 4.9 million per unit is far below the 
pla=n ed level of Rp. 15 million. But PD's present capital reserves and urirealized 
PDP allocations should guarantee the increase in unit capitalization tr levels 
con-sistent with their capacity for the foreseeable future. Even at low levels of 
initial capitalization by BPD capital accumlation from profits and savings 
der-ris have been impressive, while bed debt has been largely avoided. 

Two decisions on the diversification of financial services provided have proven 
to be fortuitous for short-term growth, but will require early review. First, the 
impressior that Central Java BKK siss was attributed to its exclusive concentra
tior on 12 week loans to petty traders -- who are predominantly female -- led the 
LKP to rrmandate a similar restriction. The result has been an established record of 
high capital utilization, quick turnover, low default rates and moderate increases 
in average loan size. While there is r clear evidence of iminent saturation of 
that mrket, failure to expand ito other sectors deprives those sectors of needed 
financial services and leads to the potential dangers of undiversified portfolios. 

Second, the decision to mobilize savings by dictating manratory savings require
ments for borrowers has increased capital aocumulation and, in sore units, led to 
the attraction of additional voluntary savings derosits. The danger here is that 
the administration of these savings accounts has greatly exacerbated the already 
serious bookkeeping problems to be described in the text section. The long-term 
effect of these administrative shortomings could be a serious loss of confidere 
in the institution on the part of dissatisfied or injured clients. The record on 
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savings mobilization is also not uniform among units. While some have established 
very strong mobilization records, others have disoouraged the long-term maintenance 
of savings accounts by allowing them to be converted to firl loan payments. 

B.2. Institutional Mechanisms and the Capacity- Performenoe Dynamic 

Following the completion of model efforts to rehabilitate the EEK within FDP 
target areas in Central Java, support for the expansion of that model to the entire 
provirce passed to the FD Project. Te FID continues to support a variety of 
reforms and .mprovements of the institutional Mech-da-i with the aim of improving 
the effectiveress and efficiency of the capacity-performance dyrnmic at institu
tional and system levels. Amorg the major contributions have been: I) the irstitu
tionalization of BKK staff and supervisor training programs and establishment of a 
provLncial training facility; 2) modification and improvement of bookkeeping and 
administrative procedures, includinge the orderly retirement of bad debt; 3) 
modification, improvement and computerization of the system MIS; and 4) upgrading 
of the supeorvision of BU. units and the prra. of rehabil tation for problem 
uits; and 5) establishment of admiListrative procedures for the experimental 
voluntary savings mobilization program.
 

The combined efforts of the Central Java Provincial Government and the BPD, 
supp rted by the FD, continue to improve the capacity-performance of the BXK and 
further guarantee its sustainability. These efforts continue to provide a model for 
such actions in the other provinces and. although it would be dangerous to assume 
that they can be replicated without mod-f aion. shou].d continue to be studied by 
those corcerned with the development of cr 4.1t institutions. 

After three years of practical experience the South Kalimantan BKK has developed 
a c:re of experienced staff who can mhk& -ube, antial contributions to the continued 
development of the system. The BPD has recognized this resource and now attempts to 
prvile a forum for the exchange of knowledge and experience among the staff of 
dzfferent units. Three years of experience has also been sufficient for the system 
Tr eatrer tre challenge of several case- of staff defalcation ard replacement. In 
some inst-nces the identification and resolution of problems has been difficult, 
tir. consuming and brought the involved BY unit to the brink of berruptcy. The 
legacy of these experiences has been greater sensitivity to and early idertifica
tion of emerging problems as well as a set of procedures for dealing with them. 

Te demands on time and financial re-ores of providing initial trairzi Inr 
uni- mnagement, loan processing and supervision, and bookkeeping and administra
tion for the newly recruited staff of the e riding system have not allowed such 
formal training to be extended to the u;qradir of existing staff. At present there 
are indications that provincial decision mJkers view the costs of such upgrading as 
a possible drain on the higher priority of syste expansion, bat uneven performarne 
by those veteran staff indicate the reed for ear wis on upgradlng. 

During a period of consolidation the oordct of uvaaading training could also be 
linked to further modification arid reflenent of bookkeeping and administrative 
procedux which auld streamline unit operations. The establishment of village 
posts will require procedures which are capable of integrating their operation into 
that of the kecaratan unit and, should the decision be made to introduce savings 
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mobilization within the near future, this will necessitate the further development 
of appropriate procedures and their introduction by training.
 

The reed for early identification of potential problems and appropriate remediez 
points to the irportarxe of further development of the procedures for supervision 
and the MIS. It is unlikely that pre.ent system size will warrant the assigrnerit of 
full-tine responsibilities to those BFD branch personnel who have been d:ignated 
as BFX supervisors for their respective kahupaten. But actions will need to be 
taker, by the provincial EPD to guarantee a more uniform quality and level of 
cormatment among the personnel who are appointed. The present practice of assigdng 
the dual role of kabupaten supervisor and provincial RK, mragement unit staff (for 
kabupaten within close proximity of the provincial capitol) is a useful and 
efficient temporary expedient.
 

Aside from the problems of staffing the supervisor positions, there is an 
apparent lack of clarity with respect to their job descriptions and their ability
 
to perform their appropriate -tasks. The stipulation that a supervisor is expected 
to visit each BKK with some specified frequency provides few guidelire-s for the
 
actions which he is expected to perform there. On site supervision needs to be more 
closely linked to the monitoring of a set of indicators of unit Ierformance and the 
routine reports wich each unit is required to submit. 

Many unit reports are presently submitted to the provincial BFD with little 
indication that they have been reviewed by the responsible superv"sor. The result 
is that errors and inconsistencies remain uncorected until the reports are 
reviewed at this level and entered into a provirial recapitulation. At the time .f 
the evaluation visit provirial staff ecqiaired two days to correct data for peric.is 
endizig ore ard six months before and the results remained incoplete and lackirg L, 
consistency. Incremental growth in the size of the system has resulted in the 
continued hand tabulation of reports ard the under-utilization of the microcopuiter 
provided by PDP. 

MI ~m-Ars have also recognized that the MIS m.ast be expanded t- prtv' .) 
c.oi,the capitalization requirerments arid capabilities of the ii, L. 

units. They are working towards a system of unit classification which is siru.&r :.r. 
principle to that developed in Central Java. To date the allocation of at 
capital has been guided by a trial and error process which has resulted in . 
periodic withdrawal of funds from units which do not maintain high leveL. -f 
capital utilization. Eight of the fifteen units which have been in existe. .) 
monthe or more have experienced such withdrawals in a manner which, at -ue 
appears somewhat arbitrary. The establishment of system standards whach r' 
periodically applied by the collection of supplemental information on unit perf'mr 
ance would strengthen the MIS as well as aid in making loan capital allcatLr, 
decisions less arbitrary. 

At the provincial level supervision, monitoring and managewent responsibil1tI-
are presently funded by PDP and shared by the BPD and a special unit which haa tim
created within BAPPEDA. Responsible BPD staff included the prt-time servioe -f 
the chief of the R&D section and to kabupaten supervisors until BAPPEDA irisis', 
upon the addition of a full-time assistant who is fully funded by the project :t 
is questionable whether these staffing arrangements can be maintained after F7.f 
funding is withdrawn. 
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Although unit bookkeeping and administrative procedures would benefit from 
further upgrading and refinement, they are presently adequate to maintain opera-
tions and moderate growth Training, supervision and management are functions of 
system development which remain heavily subsidized by the PDP. There is little hope 
that the size of the present system and arrangements for the generation of inter'ial 
rmvenues to cover these costs will be sufficient to replace these PDP subeidies. 
The basic elemnts of an MIS are in place and, with improvement in reporting 
quality and computerization, the system should provide sufficient information to
monitor sustainability. 

The smaller size andr more limaited experience of the LKP in NTB make it more 
difficult to assess the adequacy of existing mechanisms to support the capacity
performance dyramic and the prospects for ontinted dynamic growthL Although the 
staffing pattern of the LKP would appear to be excesive in orparison with the 
other provircial institutions, the system is developing a core of professiorals who 
are capable of providing quality financial services to their respective communi
ties. The 18 months of system operation has not beer. sufficient for the system 
managers to accumulate experience in facing the inevitable cases of staff impro
priety and replaceme.at but, at the time of the evaluation visit, the first such 
case was being processed. While identification of the problem was nt difficult, 
the proc-ss of rectification has been tire consuming and there has been eviderce of 
indecision as to what action would be appropriate for the offending staff members. 
In the meantime unit operations have been rehabilitated and are being closely 
monitored, altough the failure to replae staff has hindered those operations. 
Early resolution of these problems would aid the recovery process and set a 
precedent by establishing procedures for similar action in the future. 

At the unit level it has now been recognized that the existing bookkeeping and 
adxm.istrative procedures are at the point of being overloaded. Although there are 
observable differernces among units, unneessary duplication of records of transac
tions and reports are .esulting in transcr'iption errors, inonsistent and missing 
information in unmanageable record files and an inordinate amount of staff time 

:. n drily a&inistration. the serious- dicrepnciez have teeSome of more b-r 
noted in the case of reords of savings deposits and matching these with related 
loar accounts. The problem appears to be more a matter of developing simplified 
prc edares rather than staff capability. At several of the units visited during the 
evaluation two parallel bookkeeping systems wre in use. One of these is based upon 
& fairly standard set of formal Idones ian banking procedures, while the second is 
mode.led on South Kalimantan aKK procedures. In the latter instance several 
modifications had been made which substantially improved the efficiency and 
efiectiveness of that EKK system. 

The two-phase establishment of existing LKP units appears to have produced 
discreparries in the level and quality of training received by new staff. It is 
likely that observation of the experience gained during the intervening year 
resulted in modification and i~rovement of the second phase training curriculum. 
But the result as been the need for staff upgrading, particularly at the original 
units. As in the case of South Kalimantan, there is reluctace to invest in such 
upgrading when the demands of doubling the number of operational units within the 
next year are taken into oonsideration. Provincial decision makers have rejected a 
reqiest for the allocation of funds for staff upgrading during the final year of 
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PDF support. Modification of the book1fveping and administrative proedures describ
ed above will increase the pressure for such training. 

Supervision of the LKP system is carried out by part-time EPD branch staff in 
their respective kabupaten. Concentration of the present 15 units and 10 of the 
planned units within three kabupaten on Lombok should create a critical mass which 
will make such supervision more efficient and demand substantial allocations of 
these part-time supervisors time. It is premature to judge the quality and commit
ment of t~tte supervisors, but there is some evidence to indicate that tese 
responsibilities are being given adequate attention by branch managers. 

The LKP has established an impresSive record of data collection and tabulation 
on the performance of the system. Early computerization of this component cf the 
MIS and the small size of the system make it possible for monthly reports to be 
quickly arA accurately produced at the provincial BPD. However, it is not yet clear 
to what extent analysis of available data has formed the basis for mrragement of 
the sys.tem and supervision of individual units. Allocation of BPD funds for 
capitalization of the units continues to be guided more by a set formula of 
standardized installments than a result of the demrnstrated need and capital 
utilization record of the unit concerned. It is likely that the need for standards 
for differential allocations will de'velop as new units are established and existing 
units demonstrate different performance records. 

At the provincial level management and supervision of the LKP system is much 
more closely linked to the EFD than in the case of South Kalimrntan. LKP management 
las been located in the credit section where responsibilitie, have been assigned to 
three staff memters. Close coordination with BAPPEDA is maintained, particularly 
with respect to FDP funding, and two BAPPEDA staff have been assigned part-time 
responsibilities for onitoria4 the development of the system Once again it is 
obvious that the costs of such management and supervision are being heavily 
subeidized by PDP. It is unclear what adjustnentxs will be made when that subsidy 
become- no longer available. 

T. hAMihent of mechanisms, proceduress and arrangements to monitor end 
improve te capacity-performnce dynamic and foster the prospects for institutional 
sustairability has proceeded with the need for mrnderate adjustment and improverment. 
Bit the LAF system is only now entering the stage where the need for o-nsolidation 
of existing units and the doubling of system size will produce serious challenges. 
This is particularly true in view of t2e expansion into distant locations on the 
Island of Sumbawa. 

Each of the provincial units has attempted to provide a hedge against te risk 
of substantial levels of bad debt which might be expected in systems which provide 
unsecured loans to the rural poor. Both of the Outer Islard provinces have opted 
for a system of aownlating reserves to guarantee against bad debt which provides 
insurance on a unit-by-unit basis, while Central Java has provided a mEchanism for 
risk sharing which is system wide. This may seem more equitable for the units 
concerned, but the experience of units in Central Java and South Kalimantan which 
have experienced substantial losses or closure due to staff misconduct (or location 
specific natural disasters lihe crop failures or flood) points to the need for a 
broader oncern for system afintenance. Central Java's program of rehabilitation 
and recapitalization demonstrates that the loss of an operational unit due to 
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temporary reverses can not be tolerated. The smaller size of the South Kalimantan 
and tNTB systems -- and consequent larger impact of unit closure on the viability of 
the system -- would make such an event even less tolerable. 

A second danger inherent in the present maintenance of unit reserves in these 
two provinces is that the reserves appear to be pooled as loan capital. The result 
is that reserves which are also placed at risk provide protection against normal 
levels of default, but do little to protect against the danger of more substantial 
loss. If these funds are to act as protection, they sould be held in reserve or 
guaranteed by an external body which can guarantee their availability in case of 
need. The maintenance of reserves at the system level ontinueL to provide a hedge 
against moderate unit loss, while adding an element of risk sharing among the 
units. 

B. 3. Inputs and Strate&' for Continued Support 

The balance, of evidere presented in the two preceding sections indicate that 
the record of these provincial credit systems with respect to valued outputs and 
mechanisrms which support the capacity-performance dynamic provide better than 
average prospects for the sustainability and continued dyrnaic growth of the 
systems. The extent to which those prospects are judged good is positively corre
lated with the size and experience base of the respective systems. These character
istics will also influence the extent to which the continued growth of these 
sy-terf will be dependent upon the availability of external inputs and continued 
support. 

The demonstrated strength and continued growth of the Central Java BKK as well 
as it increasing capacity to generate inputs and support internally require little 
furher elaboration here. The younger and smaller systems in South Kalimantan and 
97E remai more problematic. Without the continued provision of external inputs and 
sup--ort the prospects for their continued growth and sustainability will be 

. .... red. It remains for this section to identify the nature and extent 
" ~t:~ .. ^- s'ach continued inputs and survey the potential sources of supor-t. 

One of the major determinants of the level of continued external support which 
will be required by tase systems is the post-PDP strategy of short- and long-term 
development which is adopted in South Kalimantan and NTB. Arong the choices 
available are combinations of strategies which emphasize either expanzion of the 
system by adding new units or onsolidation, strengthening are growth of existing 
units. While the present size and age of the two systems dictate that they will 
face different challerges, the termination of PDP funding for both at the end of 
1989 and the fact that they both plan to have 30 operational units by that time 
provides an element of similarity. 

The choice of strategies should not ignore the lessons to be learned from the 
early experience of the Central Java HKK attempt to quickly develop a province-wide 
system which was both under-capitalized and poorly managed. The ultimate oollapse 
of many of the EK units and the need for a lengthy and expensive program of 
rehabilitation should underline the dangers of rapid expansion. It should be 
evident from the preceding description and analysis that the expected level of 
development of the South Kalimantan and NTB system units at the end of PDP funding 
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will be sufficiently fragile to warrant concern on this point. On the other hand, a 
strategy which concentrates on long-term development of existing inits is in danger
of losing political momentum and declining into a state of atrophy. The strategy
which is recommended here -- and forms the basis of this analysis -- is one of 
sh:rt-term consolidation and strengthening of the systems and their existing units 
balanoeH by long-term, incremental expansion. It will be seen that the timing of 
this strategy will depend to a large extent on the availability and size of 
required inputs.
 

PDP development strategy has been based upon the expectation that individual 
units ari system size will have reached a level of self-sustaining operations by
the end of the project. Levels of unit capitalization were set with a view toward 
guaranteeing that expected levels of capital accumulation and utilization will 
cover unit operational costs. There is little to indicate that this expectation
will rit be met and present levels of capital accumulation may prove that the 
target of Rp. 15 million per unit exceeds those needs. It is unlikely that capital
ization requirements of the sysverm -- at its present size -- will exceed the levels 
which have already been provided by PDP. 

There is no similar guarantee that those capital utilization and cumulation 
targets will be uniformly achieved by each unit within the two-year Teriod which 
has been set for the withdrawal of unit subsidies. Both of these systems presently
demonstrate uneven levels of growth which ull require special attention for weak 
or problem units. The threat of temporary unit failure due to misconduct or other 
extraordinary losses also represents a real cause for concern and will require some 
method of sharing or limiting risk across t.e system. 

Beth of the new systeme have presently adopted Mechanisms which limit and 
underwrite the risk of bad debt or other lceses by establishing the unit reserve 
acco,x described in te previous section The fact that these unit reserves do 
riot shanee risk amng units leads to the reed for fresh capital inputs to revive 
urts wich have experienced unit failure or a temporary cessation of lending 
operations. Unless reserves are capable of covering higher than average bad debt 
and t.& recaitalization of closed units, marlitenarce of syo-tem size and individu!i 
unit operations will require continued sube dies from sources which have yet to be 
detern-nd. 

Methods of guaranteeing more even development among the system's units include 
the provision of training to upgrade staff capabilities and improvement and 
in'ensification of supervision, particularly for weak or problem urits. It is 
unlikely that the costs of such training and intensified supervision will be borne 
by routine system operations at early levels of development, but the benefits of 
avoiding emerging problem and improving unit operations shuld more than compen
sate for the additional in;xts required. 

The practice of linking even routire system management and supervision costs to 
the payment of interest on EFD capitalization loans to the individual units has 
proven inadequate even at the substantially higher levels of te Central Java BKK 
The shortfall becomes even more serious when tbp addition of rehabilitation,
training and imroved supervision eosts ae added. It should be expected that these 
system will ontinue to require subsidies for the period of tine which will be 
required to institute the long-term stratagy of system expansion. 
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There appear to be three alternative methods for closing the gap between 
management and supervision incom and exrenditure in the long term. The first would 
entail a straight iicrease in the interest rate now paid by units to BFD for loan 
funds. Second, a flat rate supervision charge could be levied against each unit 
either in lieu of -- or in addition to -- their interest payments. Third, the EFD 
could claim a percentage of profits as a management fee. Each of these alternatives 
has something to recommrd it, but the important point is that ultimately the 
system management and supervision costs must be met from a routine source of 
revenue and this is not likely to happen soon. 

The strategy for incremental expansion of the number of system units needs to 
balance the marginal cost of establishing each additional unit against the capacity
of the management system to absorb such additions. Efforts should be made to 
minimize unit establishment costs by providing only those facilities which are 
essential to operations eaxd giving careful consideration to marginal increases in 
the cost of system management and supervision. 

It is obvious from the preceding analysis that the continued sustairiability of 
the South Kalimantan and NTB credit systems will require a strategy of consolida
tion and expwision which will continue to require additional financial inputs and 
other support for the foreseeable future. The effectiveness and timing of such & 
strategy will depend upon the sources and level of support which can be attracted. 
Amorg the sources which can presently be considered are: 1) marginal improvements 
in the prozpects for reaching the break-even point; 2) financial and other suppcrt
from provincial 
rational governmrent; 

or local 
and 4) 

development 
continued fir

budgets; 
acial and TA 

3) financial 
support from 

support from the 
MSAID or scme 

other dorr. 

Present estimates are that a majority of the 28 South Kalimantan BKK uits av' 
already attained a level of profitability which would make them capable of wit
staLing the withdrawal of operational subsidies. Two units are too new to provide 
a clear indication and at least two additional units have experienced sernz 

-.P--,, are among the 16 units which have pe.ed the 24 mcn~th dea !:-, f! r 
subsidies) and are now attempting to be rehabilitated. None of the 15 LKP uz,'- . 
TB have exceeded their 24 month grace period and bookkeeping procedures maie 

difficult to judge the impact of subsidies, but levels of capital accumulation (v. 

. 

the past 32-18 months are high. Indications are that even the weakest unit -- w, :t. 
is present ly ,recovering from the effects of staff malfeasance -- should coxr, t,. 
self-sustairdng. However, in neither of these provinces does unit profitat'1:'y 
translate into achievement of the break-even point on system costs. 

In both cases payment of interest to the EFD an capitalization loans (averagi-re
roughly 50% of targeted levels) is far from sufficient to cover system mariagwnt 
and supervision costs. Improvement of this record will require that increased urat 
profitability be matched by increased absorption of BD capitalization fnis a"i 
that the cost of management and supervision be reduced by eliminating some of the 
functional overlap between BFD and BAPPE)A which is presently being subsidized 

The temporary continuation of PDP funding will probably discourage the o=it
ment of provincial development funds for further consolidation and development .f 
the system, but there is evidence that the EKK and [UP have attracted suff Ic le:t 
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attention and support to change this situation. Unfortunately, such support would 
probably be more easily gained for a program of expansion than for the consolida
tiorn efforts which are more appropriate in the short-tem At a minimm the BPDs 
will need to make strong arguments in favor of oontinued subsidies for the manage
ment and supervision of their systems. 

It is also conceivable that kabupaten which presently enjoy the services of 
these credit institutions could be encouraged to contribute to maintenaxx costs. 
but again expansion is a much mre politically attractive alternative. Mechanisms 
for the provision of support by a kabuipaten to the reeds of a provincial system 
would also be complex and difficult to establish. 

Conduct of the PD? Credit System Evaluation has attracted the attention of 
national policy makers at the National Planning Board (BAPPENAS), the Department of 
Finance ard the De rtent of Internal Affairs. The declire in oil revenues has 
caused shifts in national development policy which places greater emphasis on the 
support of decentralized efforts which offer strong potential for development oost 
recovery. The World Banik is working with the Departuent of Finance to develop a 
mechanism for loan funding of such efforts by means of a Regional Development
Account (RDA). The RDA is presently linked to urban infrastructure projects, but 
there is support for the extesion of this concept to cover the type of institu
tiorbl development characterized by these provincial zredit systems. 

It was noted earlier that the development of these provincial credit systems 
have rnt attracted the attention or support of donors other than SAMD. It is 
unlikely that this situation will change, unless some effort. is made by the GOI to 
attract such attention. At present such efforts tend to be limited to attracting 
supp-rt for national banking programs such as the Bank Irdonesia's Investment and 
Worki.ng Capital (KD(KP) Program and the BI's KUPED. Expansion of the above 
mentiored RDA with donor support does represent an alternative in which there is 
some interest on the part of BAPPENAS and the Department of Finance. 

The most logical source of continued support for these PDP iritiated efforts 
wouic be an expansion of the FID Project by USAID. Of the four provincial credit 
institutions which are presently being supported by that project, three are system
which had previously been created or supported by the PDP. This alternative offers 
the added advantages of continued cooperation with national and provincial agencies
which are also involved in the FID and the addition of valuable TA to the provision
of financial support to which the other alternatives are limited. 

C. bcommendations For Improved Sustainability 

This concluding section provides a set of concrete rwommendations for the 
improving the prospects for continued sustainability and tte dynamic gowth of the 
BKK in South Kalimantan and the LKF in NTE. The re=mndations provided represent 
a mix of actions which are Judged to be appropriate during this final period of PDP 
support, in the short-term following the end of that support and during te long
term development of the systeRs. Although the presentation here follows the basic 
outline -- i.e. outputs, procedures and inputs -- followed in the previous 
sections, some deviation has been required in cases where the recommeration for an 

41 

http:Worki.ng


inprovement requires action which differs in nature from the analysis of the source 
of that problem. 

C.1. Outputs and Beneficiaries 

Previous analysis of results and valued outputs suggested that attention ought
to be directed toward the provision of financial services by these institutions and 
Bysteme, wi particular attention to the scope, diversity, volume and client bwse. 
It was also concluded that the Central Java EEK continies to offer a viable model 
for the continuing improvement of the delivery of those services. 
BgXg ndationns 

1. Both South Kalimantan arnd NTB adopt the model of kecarratan b.sed credit institu
tions with a system of revolving village posts ard take steps to incorporate the 
support of kecamatan officials (NTB) into the management of these units. 

2. 	 Expansion of system units in both rovires s~muld be delayed to allow for 
consolidation of existing units (including the preceding) and follow a strategy
of incremental saturation within existing kabupaten before proceeding to
expansion into tew kabupaten. (This recommendation would include the possible
recorsideration of existing PDP plans to expand the UP to the Island of Sumhewa 
-- i.e. to the extent that this is politically feasible. ) 

3. 	 Stes should be taken in South Kalimantan to incorporate the modification of
seasornal and biweek-y loan repayment schedules which are presently in use in 
some BXK trits to shorten loan repayment periods and adapt schedules to local 
reeds -- i.e. the introduction of a monthly payment altern&tive. 

4. 	 Tr present practice in NTB of allowing early repeyrent of loan balances -- and
the use of compulsory savings balances for that purpose -- in order to accele
rate the granting of new, larger loans ought to be reviewed to deterrinie te
&V' +r%w.ich it encourages excsive growth in average loan size and higier
default rates and discourages the accumulation of individual savings ard unit 
capital accumilation. 

5. 	 Regulations in South Kalimantan which allow repeat borrowers to almost automa
tically increase their loan size by Rp. 50,000 increments and reach maxiram loan 
size in three steps apar to be causing rapid escalation of average loan size,
increasing default on large loans, dissatisfaction among borrowers who have
reached this limit and distortions in the spread within loan portfolios; they
ought to be reviewed and modified. 

6. 	 South Kaliiantan should consider early action in introducing a savings mobiliza
tion program (compulsory or oupui ory and voluntary) at existing units, while
NTB should take steps to standardize policies and present practice with respect
to savings to eliminate existing discrepancies and safeguard existing deposits. 

7. 	 South Kalimantan should review sectoral Jiversity and the performance of
existing loan portfolios in order to develop guidelines on diversification and 
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balame, while NTB should begin to expand lending operations beyond petty trade 
to achieve broader diversification. 

C.2. Structural and Procedural Adjustment 

Although both of the provincial systems reviewed have established the cessary 
procedures, mechanisms and arrangements to guarantee the functioning of both 
individual units and the systems themselves, a number of shortcomings and oportiin
ities for improvement have been identified. It should also be noted that several of 
the above recommendations on outputs also entail strvctural and procedural adjust
ments which should be self-evident and will not necessarily be further elaborated 
here.
 

1. 	 Both systems have experienced the problem of staff misconduct and need to 
develop stani ized procedures for quickly identifying these problems and 
correcting them. 

2. 	 Bas ic bookkeeping and administration procedures and records at the unit level 
need to be reviewed and modified in South Kalimantan to provide for improved
integration and more accurate and simplified reporting. However. the procedures
and forms in NTB are in need of maJor revision and simplification which should 
take note of local modificatiors which have already been made on an experirmental 
basis.
 

3. 	 Reporting on unit operations in South Kalimantan lacks uniformity in accuracy 
and timely tabulation which will require improvement in unit staff capabilities 
and more intensive supervision as well as appropriate action on the computeriza
tion of the tabulation process. In NTB reports and tabulation am timely, but 
improved feed back to LKP staff wuld make them aware of their errors and the 
_-.-e which have been made at higher levels. 

4. 	 Steps need to be taken in South Kalimantan to guarantee more even levels of 
commitment and competence on the part of BPD branch staff who have been assigned 
responsibilities as KK supervisors. In NTB greater care needs to be taken to 
guarantee that P) branch supervisors are better informed on and consistent in 
applying LP policies -- e.g. regarding savings. 

5. 	 Both systems mased to take steps to convince provincial decision makers of the 
izzortance of traizing to upgrade staff and supervisor capabilities and estab 
lish programs for such training, particularly for the staff of units which 
demonstrate problems or weaker than average performence. 

6. 	 In addition to the previous rt erndation on training, the systems need to 
develop mechanisms for identifying weak or problem units and more intensive 
supervision efforts to imrove the capacity and performarme of those urLits. 

7. 	 The EFD in South Kalimantan and NTB need to establish a mechanism for determin
ing loan capitalization levels among their systems' urits. Adaptation of the 
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Central Java EKK classification scheme and periodic evaluations would serve as a
 
good starting point for the development of such a system.
 

8. 	 Tere is reed in both proviraes for the developent of a mpAns for sharing the 
risk associated with large accumiuations of bad debt among system units by 
providing a central reserve to underwrite its retirement. Ekth systems presently 
maintain such reserves at each unit, but do not share such risk among units. The 
result, in the case of bankruptcy, is that the system loses the support of an 
operational unit and all of its investment costs because of what is probably a 
temporary reversal, while recapitalization requires a fresh input of funds. 

9. There is a general need to review thie participation of provincial ard lower 
level (kabupaten, kecamatan and village) institutions in the management and 
support of the further development of the system Such a review should emphasize 
the techdical role of the BFD and the reed to institutionalize te policy waking 
and supporting role of other agencies -- e. g. BAFEDA, the Governor, the Bupati, 
etc. One mordel for the institutionalization is the establishment of policy or 
steering concittees at provincial and kabupaern levels. 

C.3. Sustained Inputs and Growth 

ExTectations with respect to the type. level, quality and source of continued 
inputs in support of tie PDP credit systeme following the end of project funding 
Izve btsen difficult to predict becaize of urnertaity as to what level of develop
ment might exist at the end of the PDP. Planning has proceeded on the expectation 
that tie individual E and LP institutloe will have achieved a level of self
srz.ain g operations by that tine. Plaxe- tave beer based upon te corcept of a
".reak-even point" for both the individual irtitutional units and the provincial 
sy-s+,ers. Earlier analysis has posited the reed for a strategy of short-term system 
corzolidation and long-term growth for true sustainability. 

ui.. Lit is a fairly straight fori.~-i process to determine recrrernt .unit 
..... t::r: s. -- e.g. salaries, rent. imirtenran-e, trarnzportation, .lie.. 
etc. -- and how they can be met from the prof-.ts of ongoing operations. It has been 
observed that the prospects for reaching the unit "break-even point" are good, but 
there is no similar consensus on system requirements and te reed for continued 
subsidies. Each of these systems (including the Central Java EKK) has been and 
continues to be the beneficiary of such subeidies and it remains difficult t. 
predict when they might cease. 

Reommendations 

1.As the number of established units reaches its temporary goal of 30 ineach of 
the provinces and these uits begin to establish records of performance, efforts 
should be made by to reduce BFD reserves and Increase the capital allocations to 
levels warranted by that performance. (Mie pressure for such increases should 
also increase as village Posts are establlhed.) 

2. Inview of the likelihood that system managent and supervision costs will not 
be met by present provisions for peyment of interest on loan funds, the estab
lishment of a management and supervision fee which would not be based upon the 
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BPD's provision of capital -- but rather on the total capitalization of each 
urdt -- should be considered. A variation of this would be the continuation of 
interest payments at present rates, with the addition of a lower rate for the 
management, supervision and underwriting of risk attached to ^apital which the 
urnit itself has accumulated or earned. (It remans unlikely that even the 
adoption of this recommendation would be sufficient to offset the costs of 
supervision, management, training and rehabilitation for systems of the size 
being considered here. ) 

3. 	 The long term strategy of system expansion in South Kalimantan should carefully 
consider unit establishment cost and the precedent set by providing a grant of 
building and equipment to each of the original units at a cost of approximately 
Rp. 10 million. Not only should this practice be discontinued, but consideration 
should also be given to converting these earlier grants to loans. (Central Java 
has established a mechanism for providing such facilities with a revolving fund 
which enters such assistance as a liability which the benefiting BKK unit is 
expected to repay. ) Such a method could also be extended to all subsidies in 
both South Kalimantan and NTB. but careful financial analysis would need to 
determine whether such action would overburden these new institutions. 

B. 4. Strategies for Attracting Continued Support 

The continued sustainability of the South Kalimantan and NTB credit systems will 
require a strategy of consolidation and expansion requiring additional fian,-iial 
inuts and other support for the foreseeable future. Among the sources which c&r, 
presently be considered are: 1) marginal improvements in the prospects for reactang 
the brea--even point (including the full range of adjustmrets recommerded in t v 
previous section); 2) financial and other support from provincial or local deye- 
ment budgets; 3) financial support from the national government; and 4) coritiraed 
financlal and TA support from USAID or some other donor. 

Reomen-ndations 

1. 	As the end of PDP funding approaches the BAPPEDA and BPD in both provir_- w:.. 
reed to conduct an inventory of system status which forms the has "sf a 
(rminimum) five-year projection of the costs and benefits of a program of sy-s' et. 
cornsolidation and modest development. The inventory should provide a -ar-.f .. 
analysis of the minimum finamnial requirements for continued managemer." ws 
supervision of the system. 

2. 	 Efforts should be made to increase the awareness of national, provincia. and 
local decision makers of the success of the present systems and their vulrer 
ability, should financial support be withdrawn following the end of PDP. 

3. 	 Efforts should be made by BAPPMA, the Department of Finance and the Deparlim. 
of Internal Affairs to make adjustments in the RDA (or other Programs) to 
it applicable to the continued support of these successful PD? credit pr-cr 

___ 

and to attract donor support. (It should be remembered here that the exterme,: 
of PDP efforts to rehabilitate the Central Java was conducted under a s-.' 
loan from the Department of Finance which later formed the basis for FID Pr- . --: 
activities in that province.) 
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4. 	 USAID should carefully oonsider the inplications of the possible stagnation or 
decline of these system if modest levels of support are not continued and make 
efforts to include them in an expansion of the FM Project or some other 
appropriate follow-on activity. 
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