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ABSTRACT

This study focuses on the determinants of the success of microenterprise owners in
receiving loans from one of the successful microfinance institutions, namely, BRI
Unit in Medan City, North Sumatra, Indonesia. This study applies the methodology of
the before and after approach for measuring the success. It utilizes some financial
indicators to measure the success of the microenterprises, namely income, fixed
assets, and household expenditure. The findings show that financing in terms of the
amount of loan accessed has a positive relationship with success indicators in terms of
changes in income and fixed assets. However, it does not have a positive relationship
with changes in household expenditure. In the meantime, firm characteristics in terms
of dummy variable for type of business of food and household facilities and
necessities have a positive relationship with changes in income. In terms of
KUPEDES loan, financing indicates that it has a positive relationship with changes in
income, changes in fixed assets, and changes in household expenditure. The dummy
variables for food; and household facilities and necessities indicate that they have a
positive relationship with changes in income. In terms of KUR product, the firm
characteristics in terms of dummy variables of garment, and technician and repair of
vehicles and watches show a positive relationship with changes in fixed assets.
Further, the household characteristic in terms of household income indicates a positive
relationship with changes in household expenditure. In conclusion, financing, firm
characteristics, and household characteristics are the factors that determine the success
of microenterprises in terms of income, fixed assets, and household expenditure. It is
expected that policy makers of microfinance institutions (MFIs), including the BRI
Unit and Indonesian government could solve the common problems faced by MSMEs,
such as financing, raw materials, marketing, advanced technology, and others, as
MSMEs play a crucial role in increasing economic growth in terms of reducing
poverty and unemployment; and increasing GDP. In this respect, the policy makers of
MFIs including the BRI Unit are also expected to provide the facilities besides credit
services, such as training, health programmes, education, family planning, and other
programmes to make greater effectiveness of the microfinance on the performance of
microenterprises.
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CHAPTER 1

INTRODUCTION

11 OVERVIEW

Countries from around the world are giving attention to microfinance institutions
(MFIs) because of their role in generating employment and economic growth (Bhasin
and Akpalu, 2001; Santos, 2003). MFIs such as Grameen Bank in Bangladesh,
BancoSol in Bolivia, and Bank Rakyat Indonesia (BRI) in Indonesia have spread
throughout the world indicating their success in alleviating poverty and improving
microenterprise performance. Various studies in the past have successfully proven
that MFIs are not only crucial in alleviating poverty but also play an important role in
supporting the performance of microenterprises in various countries. Mosley (1997),
for example, deliberated on how microfinance has helped to improve the income and
employment of borrowers of the BancoSol lending programme. And in another study
where the Subsidy Dependence Index (SDI) was used, Mosley and Hulme (1998)
showed how BancoSol has had a positive impact on income in Bolivia. Similarly for
Bangladesh, Khandker, Samad and Khan (1998) demonstrated how MFIs in the
country, such as Grameen Bank, Bangladesh Rural Advancement Committee (BRAC)
and Rural Development Project (RD 12) had positively influenced income,
production, and employment in Bangladesh; while Bhasin et al. (2001) and
Vogelgesang (2001) showed that microfinance has helped improve technical
efficiency, productivity, and growth of microenterprises in Cape Coast and Bolivia

respectively.



A case study by Yamauchi (2005) demonstrated how microcredit can generate
more employment for Indonesia. This is supported by Retno and Adwin (2011) who
illustrated how microcredit can bring significant improvement on female
entrepreneurs’ standard of living. Furthermore, according to Agricultural Finance
Corporation Limited (2008), many clients use microcredit to develop their existing
activities or diversifying into new activities with a view of increasing their sources of
income.  Microfinance has also brought positive effect on performance of
microenterprise in terms of income, savings, and loan repayment (Simeyo, Martin,
Nyamao, Patrick, and Odondo, 2011). Microfinance indicates positive on education in
Philippines (Karlan and Zinman, 2009). And in a case study of Amanah Ikhtiar
Malaysia (AIM), Saad and Duasa (2011) explained how microfinance had brought
positive effect on the business performance of microenterprises. AIM is also said to
have positive impact on assets owned by older clients compared to new clients (Al-
Mamun, Adaikalam, and Mazumder, 2012). Given these studies, it can be concluded
that microfinance helps to alleviate poverty and improve the performance of
microenterprises.

This study focuses on factors that determine the success of microenterprises
that access microloans from the BRI Units in Medan City, the third biggest city in
Indonesia. BRI is a world leader in commercial microfinance (Robinson, 2005).
Development of microenterprises plays an important role in supporting economic
growth in Indonesia by generating employment (job opportunities) and increasing
productivity. This view is supported by Sandiaga Uno (2010), Vice Chairman of the
Board of Industry and Trade of Indonesia (KADIN), who stated that Indonesia needed

around 4.4 million enterprises including microenterprises to achieve economic



growth!. For this reason, KADIN motivates Indonesian enterprises, including
microenterprises, to keep expanding their business activities.

The development of microenterprises has been the focus of Indonesia’s
development policy, particularly in improving and broadening access to financial
sources (Asia-Pacific Economic Cooperation [APEC], 2003). APEC also indicates
that one of the problems faced by microenterprises is access to credit, particularly
from commercial banks. Microenterprises face many obstacles in getting credit from
commercial banks. Only 12 per cent of Small and Medium Enterprises (SMESs) are
able to receive credit from commercial banks, with the following reasons being cited
as the main problems (Indonesia Delegation for APEC SMEs Ministerial Meeting,
2003):

I. Products of banks do not match the needs and conditions of SMEs
ii. Banks often overestimate lending risk to SMEs
iii. High credit transaction costs for SMEs

iv. ~ SMEs are not able to fulfil banking technical requirements
V. Limited access of SMEs to financial equity

Vi. Inefficiency in monitoring and collection of SMEs credit
Vii. Less effective technical assistance provided by the bank itself, therefore
service cost for SMEs is high
viii.  General bank is not used to financing SMEs

In addition, commercial banking credit creates difficulties for SMEs to fulfil
banking technical requirements, especially collateral and other administrative
requirements. Furthermore, according to Timberg (1999), formal financial institutions
are sometimes the critical missing factor in supporting or promoting the growth of
small and microenterprises (SME). He also added that many Indonesian SMEs do not
have access to financial services for which they would be willing to pay.

The complex requirements from commercial banks are obstacles for

microenterprises to start or to expand business productivity. This is similar in African

! Sandiaga Uno,” Pengusaha Minta Bunga Kredit UMKM Bisa 10%, Detik.com, 10 April 2013,
http://www.finance.detik.com.
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countries where the main problem faced by micro, small, and medium enterprises
(MSMEs) is to secure financing (Santos, 2003).

Due to the difficulties faced by microenterprises in accessing loans from
commercial banks, MFIs have emerged as an important alternative source of financing
for many new business ventures or enterprises. MFIs have emerged as a solution for
microenterprises due to the reluctance of formal financial institutions to provide
microcredit to microenterprises that may not have the capability for repayment.
APEC (2003), therefore, suggested the establishment of MFIs is an important factor
that encourages the development of microenterprises. MFIs help microenterprises by
increasing business activities of microenterprises by providing working capital or
investment funds, and by promoting and developing the spirit of entrepreneurship.

The role of MFIs is, therefore, critical in improving microenterprises’ self-
sustainability. Schreiner and Yaron (2001) defined self-sustainability as the long-term
ability to meet goals. They further explained that for financial institutions and
business firms, self-sustainability requires private profitability; namely, a return on
equity and net subsidy that exceeds the private opportunity cost of resources. Thus,
by accessing microloans from MFIs, microenterprises could augment their capital to
enlarge their business activities and improve their self-sustainability. In addition,
microenterprises could also raise the number of their workers and raw materials or
inputs to boost their production. At the same time, microenterprises could gain access
to microcredit to improve their fixed assets, current assets, market size, and financial
performance, such as income and profit (USAID, n.d.).

According to Copestake, Simanowitz, and Knotts (2005), in the last few years,
the fundamentals of MFIs have shifted from a supply led industry; inspired by a

number of blueprint models of how access to financial services might be improved, to



a more client-focused and demand led approach. Furthermore, the success of a
number of MFIs such as BancoSol, BRI, FINCA, Grameen Bank and BRAC, and
Inicjatywa Mikro in Bolivia, Indonesia, Latin America, Bangladesh and Poland
respectively have inspired the growth of a new generation of MFIs. However, even
though a few of these new MFIs have managed to replicate the success achieved by
their predecessors, MFIs in general are still facing various problems. One of which is
that many MFIs are still heavily dependent upon subsidies (Copestake et al., 2005).
MFIs also have to face the reality that they have to compete with each other, facing
high client exit and turnover rates. These problems are stern reminders for all MFlIs to
review and redesign their services (Copestake, 2005).

According to Olu (2009), microfinance has emerged as an economic
development approach targeted to benefit low-income, by providing financial services
to low-income clients, including the self-employed. He stated that the general
objective of any MFI as a development organisation is to service the financial needs of
the served and undeserved market as a means of meeting development objectives.
Specifically, the development objectives are as follows:

i.  To reduce poverty,
ii.  Toempower women or other disadvantaged population groups,
i_ii. To create employment,

iv.  To help existing businesses grow or diversify their activities,
v.  To encourage the development of new businesses,

vi.  To create employment and income opportunities through the creation and
expansion of microenterprises,
vii.  To increase the productivity and income of vulnerable groups, especially
women and the poor; and finally,
viil. To reduce rural families dependence on drought prone crops through the

diversification of their income generating activity.
In this regard, the Indonesian government has realised the importance of MFIs
in providing microcredit to microenterprises for many years, and has encouraged the

growth of MFIs in urban and rural areas, including those based on shari ‘ah



principles. There are a variety of conventional and Islamic MFIs in Indonesia, with
the conventional MFIs consisting of BRI Units (Microbanking Division of BRI), and
BPR (Bank Perkreditan Rakyat/Rural Credit Bank). Seibel et al. (1999) classified
three types of rural MFIs in Indonesia. They are as follows:

I. BPR-Non-BKD: This is the transformation of LDKPs (Lembaga Dana
dan Kredit Pedesaan/Village Credit and Fund Institutions).

ii. BPR-BKD (Badan Kredit Desa/Board of Village Credit): These are
village-based, hitherto semiformal financial institutions established and
owned by local villages and controlled by BRI.

iii. LDKP consists of BKPD (Bank Karya Produksi Desa), LPK (Lembaga
perkreditan Kecamatan), BKK (Badan Kredit Kecamatan), KURK
(Kredit Usaha Rakyat Kecil), LPD (Lembaga Perkreditan Desa), LKP
(Lembaga Kredit Pedesaan), and LPN (Lumbung Pitih Nagari). These
LDKPs were sponsored by the provincial and local governments of
Indonesia in the early 1970s as non-licensed rural credit institutions. They
are controlled by provincial law and usually supervised by the provincial
development bank (BPD).

Indonesia also has many types of Islamic microfinance institutions. In the
Indonesian banking sector, there are banks such as Bank Muamalat Indonesia and
BPR Syariah (Rural Bank of Syariah), as well as cooperatives like the Baitul Mal Wa
Tamwil (BMT); which is under the supervision of Pusat Inkubasi Bisnis Usaha Kecil
(PINBUK), Baitul Tamwil (BTM), and Koperasi Syirkah Muamanah. However,
Budiantoro (2005) cautioned that the progress of microfinance in serving
microenterprises in Indonesia is quite slow. He further added that even though

microfinance activities are backed up by well known institutions such as Bank Rakyat



Indonesia/Indonesia people’s Bank (BRI) and Bank Perkreditan Rakyat/Rural Credit
bank (BPR), there is still a huge gap between the demand and supply of microfinance.
The Indonesian Movement for Microfinance Development (Gema PKM) stated that
MFIs has helped finance only 10 million of the 41.8 million microenterprises in
Indonesia. Obviously, this rate is far from ideal if Indonesia is to encourage the
growth of microenterprises.

Even though there are still microenterprises that lack access to working capital
from MFIs in Indonesia, BRI has shown its success in improving the performance of
microenterprises in almost every province in Indonesia. BRI has demonstrated the
success of transformation from the microfinance section of a government-owned bank
to become a highly profitable, self-reliant financial intermediary; and a major
microfinance provider by offering microsavings and microcredit products to low-
income people at market rates of interest (Seibel, 2005).

Nowadays, BRI uses savings mobilisation as its source of funds, and no longer
depends on the Indonesian Government or World Bank. Seibel (2005) added that by
December 2003, BRI had been successful in achieving 30 million accounts for savers
and 3.1 million accounts for borrowers. In this regard, BRI has covered its costs from
the interest rate margins and financed its expansion from its profits. Furthermore,
BRI’s Microbanking Division noted that by December 2003, its portfolio had reached
US$1.7 billion in loans outstanding and US$3.5 billion in savings balances. Its excess
liquidity was around US$1.85 billion. Seibel (2005) further noted that other MFI
providers; both in Indonesia and other countries, can learn several lessons from BRI.
These lessons are in terms of its success in transforming itself from a subsidised
government-owned bank to a viable, competitive and self-sufficient financing

intermediary; and its ability to remain profitable during the 1997-1998 East Asia



economic crisis (Seibel, 2005). While many Indonesian banks collapsed, BRI Units
somehow managed to secure 1.3 million new savers during the crisis (Seibel, 2005).
BRI is also recognised as the first commercial bank in the world to provide
commercial financial services; such as savings and loans, as well as other products to
millions of economically active poor and lower-middle income households, and, most
importantly, does so profitably (Robinson, 2005). Robinson further added that BRI’s
microbanking, otherwise known as the BRI Unit system, which has been profitable
every year since 1986, is now an integral part of Indonesia’s financial system and
provides microcredit for microenterprises. This study concentrates on factors
determining the success of microenterprise owners who access microloans from the
BRI Unit. BRI Unit is chosen because it is one of the largest and most successful
microfinance institutions in the world (Maurer, 2004), and one of the most successful
government-owned bank in Indonesian that offers microcredit schemes for micro,
small, and medium enterprises (MSMES). The success factors applied in this study
are based on previous studies. In this regard, it focuses specifically on BRI Units
under the supervision of BRI Medan Putri Hijau in Medan City, North Sumatra,
Indonesia. BRI Medan Putri Hijau is located in Medan and is one of the five branches
of BRI in Medan®. There are two branches of BRI in Medan which have the authority
to control BRI Units in Medan, namely BRI Medan Putri Hijau and BRI Medan
Iskandar Muda. In 2009, BRI Medan Putri Hijau had 27 BRI Units, while BRI Medan

Iskandar Muda had 25 BRI Units.

2 Mr. Herry Husni, former supervisor of the administration unit, which focuses on micro units in BRI in
Medan, North Sumatra, Indonesia. Recently, he became the supervisor of the business support unit,
which handles credit administration in BRI. Mr. Husni was interviewed over the phone from Gombak,
Selangor on 5 January 2012.





