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Our knowledge abou microfinance in devdoping courtries has been greatly enriched in
recent years by the experience of numerous ingtitutions. Different sound techndogies and
practices of finarcial services to al segments of the popuation have emnerged; there is no
single best practice or optimal approach that coud be simply replicated. People and
institutions have to find ou what suits them best. Through trial and error, they gain the
experience which may then be @st into lasting innovations. Five @se studies are presented,
each with its own lesons concerning viability, sustainahlity, and ourreach: two from
Indoresia, two from Nepal, and ore from India. In addtion, lessons are drawn from the
recent financial crisis in Indoresia concerning the importance of a triad o framework
condtions: prudential deregulation, macroeconamic stability, and adequae bank
supervision. The data are largely based onthe author‘sfield research andconsultancy work.”

1 BPR Bank Shinta Daya, Indonesia:
Individual vs. group microfinance technologies

11 Lessonslearned

* There aesmall locd banks, like Bank Shinta Daya on Javain Indoresia, which have been
established with private apital and rever relied on subsidies. Offering competitive
interest rates with pasitive rea returns to savers, they mobilize their own resources.
Charging market rates of interest to barowers, they cover their costs and finance their
expansion from their profits.

» Viahility isdifficult to achieve for institutions which provide aedit to low-income groups
only. A diversified clientele enables an institutions to better exploit the locd resource
potential, provide an adequate volume of financia services, and cross-subsidize its
servicesto dfferent, frequently interrelated segments of the popuation.

» By adoping goup techndogies, microfinance institutions (MFIs) may grealy increase
their outreach, particularly to low-income people; and they may do so cost-effectively. In
the short run, this adds little to the volume of their deposits, their portfolio and their
profits. In the long run, havever, they may exped that financial services to low-income
people contribute to the steady growth of microenterpises which will i n turn contribute to
the growth of MFls.

* Collaborationwith alocd NGO has paved the way for Bank Shinta Daya to banking with
low-income groups. However, financia intermediation through that NGO proved fatal.
Learning from the experience, BSD abandored the NGO link, bu adopted its sme of its
group guidance and training practices.

12 Theevidence

A self-sustained rural bark...

Bank Shinta Dayais a private rura bank established in 1970with acapital of US$ 40,000
(equivalent to Rp 92.2millionin 1995 which has financed its expansion from its profits. Its
net worth as of 12/1995was Rp 495.8milli on (US$215,000, comprising Rp 179.5millionin
cgpital and Rp 316.3in retained earnings. Savings depasits amourted to Rp 5.05 hlli on:
equivaent to 10%% of loans outstanding (Rp 4.83 lilli on). Average interest rates were 152%
to depaositors and 27.4%6 to barowers. The default rate was 2.0%. Its total income & per
6/1995was Rp. 822.5milli on, its net profit of the year Rp 63.3milli on (7.7% of total income

" This article was prepared for the INCOFIN Seminar, Leuven, 18 Jure 1998



and 12.8% of net worth). With an operational sustainability ratio of 111%, BSD fully covers
its costs. Its full-financial sustainability ratio of 96% indicaesthat it is basicdly self-reliant
but fail sto make full provisionfor the erosion d its resources by inflation.

...iIncreases its outreach through gouplending, ...

The bank employs two techndogies. retail financial servicesto individuals and wholesale
services through pre-existing self-help groups. Working with groups through alocal NGO
proved to be adisaster. Having learned from the experience, BSD now selects and trains
groups at itsown. As of December 1995, the bank worked with 310groupsin the vicinity
with atotal of 7,750members; 7,400 d them active saversand 6,200active borrowers . At
the same time, the bank had 22,940 ndividual depositors and 6456 individual borrowers.

DepositsandLoars Individud Group Total
Depositors:
Number 22,940 7,400 30,340
Percent 75.8% 24.%% 100.0%
% poa depaositors only 71.3% 28. 70 100.0%
Amourt of depositsin %: 96.9% 3.1% 100.0%
Borrowers:
Number 6,456 6,200 12,656
Percent 51.0% 49.0% 100.0%
% poa borrowers only 29.%% 70.6% 100.0%
Loars outstandngin %: 89.3% 10.7%6 100.0%

By adding the wholesale techndogy the bank has substantially increased its outreach in terms
of number of (end-) customers: group members represent 49% of the bank's dired and
indired borrowers and 24% of the bank's depositors In terms of volume, however, group
lending is of minor importance: 89% of the bank's portfolio goesto individual borrowers and
only 11% to group lorrowers. Group depaosits are dmost negligible, representing only 3% of
total savings depasits in the bank compared to 9726 raised from individual clients.

... covering its costs...
In terms of viability, bah techndogies are profitable; but the individual techndogy isfar

more profitable. 94% of the bank'’s profits are derived from individual , and orly 6% from
grouplending. The profit ratio of theindividual techndogy is 2.6% of loans outstanding, the

profit ratio of the grouptechndogy is 1.4%.

Profitabili ty of individual Individual Group Total
vs. grouptechndogy

Income 97.6 24 100.0
Expenditure 98.0 2.0 100.0
Profit 94.0 6.0 100.0
Profit/Loans outstanding 2.6 14 2.5
Profit/Deposits 2.3 4.5 2.4
Profit/Fin. serv's 1.2 1.1 1.2

... and hopngfor bigger profitsin the future
The grouptechndogy is thus foundby Bank Shinta Dayato be viable & such, bu addsllittl e

to the bank's overall viability. Why then dces the bank engage in businesswith small groups?
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The bank's management explains this with future expedations. By providing financial
services to group members with microenterprise adivities, it contributes to their growth. As
the members microenterprises grow, so will their businesswith bank. Besides providing a
serviceto the mmmunity which coversits costs and even yields a profit, the bank hopes to
grasp alarger market share which might pay off substantially in the future.

2. Himalaya Finance and Savings Company, Nepal:
From informal to formal finance, from group to individual technology

21 Lessonslearned

* Anadequate legal framework can greatly fadlit ate the establi shment and gowth of MFIs.
When the Government of Nepal passed the finance @mpany ad, some rotating savings
groups, which are of traditional origin in Nepal, merged into the Himalaya Finance &
Savings Company (HFSC).

* Through new financial tedindogies, namely doastep collection d small savings and
long-term savings contrads, oureach to low-income groups was grealy increased withou
any crosssubsidization, creding at the same time aterm finance instrument in a market
otherwise dominated by short-term instruments.

» By linking credit to savings, HFSC was able to better manage its risks and dfer lower
interest rates, particularly to low-income groups.

* Like most MFIs which dofer unbiased savings and credit services, HFSC, attraded far
more savers than barowers. The majority of low-income people need accessto safe and
convenient savings deposit faciliti es more than accessto credit.

2.2 Theevidence

From RoSCA...

Rotating savings and credit associations (ROSCAS) are, next to the moneylender, the most
prevalent type of informa finance aourd the world. A group d people cntribute a fixed
amount ead and, in a monthly, weekly, daily or other rotation, turn the total amount over to
(mostly) one member at atime. After acycle, the group dissolves and may freshly reorganize. In
many courtries RoOSCAS have turned into permanent norrotating credit associations with their
own loan funds. Most have stayed informal; but some have alopted the legal status of a
cooperative society. In Nepal, however, the dhikur (sg.) or dhikuti (pl.) as they are cdled here,
took a different course. Centuries ago, they first originated among the Thakali as a socid
insurance ingtitution to proted these trading communities againgt the vicissitudes of the trans-
Himalaya trade. During the past fifty yeas, they turned into smal enterprise financing
ingtitutions and spreal to virtudly al cities of Nepal. In some dhikuti, monthly colledions
amount to thousands of dollars. With a growing demand for scarce financid resources, funds
were dlocaed by bidding. E.g., the lowest bidder may accept a pat of $1000 a $600, returning
the balance of $400 to the participants. In recent yeas, improvident speaulation hes led to cases
of defaulting and grealy damaged the reputation of the dhikuti.

..with daily savings coll ecion at doorsteps...
In 1989, H. B. Pradhananga, then a government employee organized three dhikuti of 25
members ead. He introduced severa innovations. along-term contradua savings sheme, with
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daily contributions of Rp10 (appr. US$0.16 at the 4/1998 exchange rate of US$1 = Rp63) for
threeyeas, which attraded low-income people; daily colledion at doorsteps through a wlledor
rather than at regular meetings, and access to credit at any time. Despite the &sence of legal
status, the number of groups rose to 200 with 5,000 participants within ayea.

..tofinarce mmpary...

Deregulation after 1990 creded a fertile ground for financia innowetions in Nepa. After the
enadment of the Finance Company Act in 1992, H B. Pradhananga took a big step on the
evolutionary scde of organizationa morphogenesis. he registered his business as the Himalaya
Finarceand Saings Compary Ltd., HFSC. The new legal status creaed enough confidence for
the participants to abandan the group structure. By May 1996,HFSC comprised 49 kranches all
over the country and with 600 daily depasit colledors, ead serving 125400 clients. Due to new
regulation, the number of branches, including the headdffice was subsequently reduced to six,
and the remaining units were transformed into colledion dfices, covering 43 of 75 digtricts in
Nepal. By conwverting saaries into commissons of 3% and increasing the daily colledions to
Rp10-500 (further increased to Rp50-500 as of 4/1998), H. B. Pradhananga was able to reduce
the number of colledors to 98, collecting Rs10,000-15,000 ead per day and serving 52,000
depaositors.

..with innovative microsavings and microcredit products

Savings contrads are for three yeas: a nowelty in a ourry largely devoid o term finance
Savings products include savings colleded a doorsteps at 7% interest p.a. and savings deposited
at the office a@ 11%. Loan products comprise ollateral-freeloans for savers and coll ateralized
loans for others: 2-yea businessloans of Rp100,000-2m at 21% interest; 2- to 5-year agricultural
loans of Rp10-500,000 at 15-19% p.a; 2- to 5yea housing loans of Rp0.1-3m at 20-21%; 2-
year vehicle hire-purchase loans of Rp50-150,00 at 24% p.a.; and persond loans up to 50% of
acamulated savings at interest rates 3% above the respedive savings interest rates. The share
capital of HSFC as of 4/1998 is Rp100m ($1.6m): eaned within a 10-year period. As savings
mohilization in finance companies is limited to ten times the share caital, H.B.P. plans to
transform the finance mmpany into a bank for which no such restrictions exist.

3. India:
Linking formal and nonformal finance, or banks and self-help groups

3.1 Lessonslearned

* InlIndia asin Indonesia, Thailand, the Phili ppines, Burkina Faso, Nigeria and Zimbabwe,
thousands of self-help groups gained access to banking services through the linkage
banking approach. This has enabled banks to lower their transadion costs and increase
repayment rates from around 4046 to near-100%. NGOs have been instrumenta in the
process

* NGOsading asfinancia intermediaries are alvised to adopt soundand profitable banking
pradices and convert their financia activities into a banking operation with an appropriate
legal status. Examples are SEWA in India; BPR Jatiarta Swadaya in Yogykarta, a rural
bank subsidiary of Yayasan Bina Swadaya, and Bank Purba Danarta in Semarang, a
commercia bank establi shed by Y ayasan Purba Danarta.

3.2 Theevidence
From unsustainal e subsidized targeted credit...



Rural financein India has been the mandate of NABARD, the National Bank for Agriculture
and Rura Development. Since 1980NABARD has provided $2bin subsidized targeted credit
through 150,000 pmary lending institutions for 49 milli on rural household. Repayment
performancewas dismal. Well i nto the 1980s the rural interest rate structure was inverted,
with deposit rates excealing interest rates on loans, undermining savings mohili zation and
ingtitutional self-reliance Inthe early 1990 Regiona Rura Banks charged 1% on loans
under the NABARD program: 13.9% below the average break-even rate of interest, thus
undermining institutional viabili ty. Despite massve subsidies, vast numbers of the rural poar
remained beyondthe reach of the government programs. In addition it was foundthat large
volumes of credit were obtained by the wrong people & the wrong time for the wrong
purpose. During the 199G the Indian government has been revamping its development
paliciesin thediredion d amarket econamy.

... to business relations between formal and norfiormal financial institutions...

In this context, NABARD, together with the Reserve Bank of India, RBI, dedded to
experiment with linkage banking, which APRACA had been propagating among its member
institutions snce 1987.Inspired by the design of the linkage banking projed in Indoresia,
NABARD adoped its chief principles of working through existing institutions (banks, self-
help groups and NGOs, with NABARD in therole of lender of |ast resort), institutional
autonamy (with perticipating institutions working out their own businessterms and
conditions), institutional viability (through cost coverage from the interest rate margin for all
participating institutions) and self-reli ance (through savings mohili zation). During the test
phase, the number of participating self-help groups (SHGs) grew from 255in 199293 to 620
in 199394 and 2,112in 199495. During the first two years of national implementation, the
number of SHGs grew to 4,757in 199396 and 8,598 n 199697: 13% of them linked dredly
with banks without fadlit ation by NGOs, ancther 45% linked with banks with NGOs as
faalit ators, and 4246 linked with NGOs as financial intermediaries. As of 31 March 1997, 120
banks and 220NGOs were involved: still aminute fradion d the banking and NGO sedors
in India. Presumably due to NGO influence, 76% of the SHGs are women's groups.

...asacomnercially viable propasition

RBI has declared linkage banking a regular banking program in India, authorizing banks to
lend to urregistered SHGs, and SHGs to accept savings deposits from their members. RBI has
also moved away from interest rate regulation. The interest spread of participating banks and
NGOs averages 5.5% p.a. SHGs charge aound 26 per month to end-users, with some going
as high as 3-4% per month. Questioned abou what appears as exorbitant interest rates by
preferential credit standards, SHG members cited the standard moneylender interest rate of
10% per month and indicated that the interest earnings are ploughed bad into the SHG loan
fund,thus increasing accessto credit from their own internal resources on an increasing scale.
With bank loans disbursed amourting to $3.38n and a volume of $3.04n of NABARD
refinancing, the scheme is gill of a modest size by Indian standards. Yet NABARD considers
some of the program's feaures remarkably succesdul and worth emulating: a cnsiderable
increase in rural savings; areduction in bank transadion costs by 40%; a substantial reduction
in barower transaction costs, and a near-100% repayment rate.



4, Bank Rakyat Indonesia:
an agricultural development bank with self-sustained microfinance oper ations

41  Lessonslearned

* In aderegulated pdicy environment, ailing government-owned agricultural development
banks, dependent on government dole-outs for subsidized targeted credit, may turn into
profitable institutions which mobilize their own internal resources and serve vast numbers
of low-income people & market rates of interest.

* Inthe cae of Bank Rakyat Indoresia (BRI), the number of depositors (16.2 million as of
12/1996 exceeals the number of borrowers (2.5million) by aratio of 6.51.

* Interms of outreach and vdume of financia services, BRI, with some 3,500 vll age units,
has outperformed the totality of almost 10,000small | ocd MFIs.

» Both, BRI village units, and small locd MFIs of the forma and semiformal financial
sedors, have weéhered the recent Asian financia crisisrelatively well.

4.2  Theevidence

The failure of subsidized trageted credit - in arepressive poli cy environment

Until 1983, century-old BRI was a major provider of subsidized targeted credit through 3,300
bank unts (unit desa) and a staff of 14,300in rural areas. Heary losses resulting from poar
repayment rates (around 4G8%), plusfiscd cuts, had made the bank ursustainable.

Making microfinance vable—in a deregulated pdicy environment

After the financial deregulation d June 1983,the government as the bank‘s owner dedded to
commerciadize its operations by transforming the units into self-sustaining profit-centers.
With TA from the Harvard Institute for International Development, the bank caculated
microsavings and microcredit transaction costs and carefully crafted two commercial
products: arura savings scheme with a lottery comporent (SIMPEDES) which proved to be
immensely attradive; and a norntargeted credit scheme (KUPEDES) open to al: with smple
procedures, short maturities, regular monthly instaiments, flexible ollateral requirements,
incentives for timely repayment, and market rates of interest amourting to 2% flat per month
(equal to an effective rate of 44% p.a., minus 11% for timely repayment = 33% p.a.) to cover
all costs and risks. Nominal interest rates were drastically higher than the previous sibsidized
rates of around 126, but much less ® in actual fact as under-the-table payments had al but
disappeaed. As of 1984,al of BRI*s vill age units were turned into profit centers with profit-
sharing incentives for staff and penalti es for excessve arrears for managers in terms of lossof
credit authority. Programs carried ou on behalf of the government and o donas were kept
from the vill age units and confined to the branch level (including the Bank Indoresia linkage
banking projed designed and implemented by the author as GTZ team lealer). During
2/198412/1996, a total of 18.47m loans had been made, with a long-term loss ratio (total
overdue one day or more, including amourts written off, divided by total which hasfalen due
during 2/199412/1996 of 2.13%; and a 12-month lossratio of 1.5%%6 for 1-12/1996. Tota
payments in arrears one day or more & a percentage of total |oans outstanding as of Dec. 31,
1996, excluding write-offs, amounted to 3.6446. Consolidated profits at unit level amourted in
1996to $177n, or 10.4% of loans outstanding.



Making microfinance sustainaldle — by respondng to the demandfor depositing savings

With this model, BRI becane one of the most succesgul rural-mandate banks in Asia-Pacific.
With liquidity first provided by the World Bank, BRI broke even in 1990 fully mobhili zing its
loanable funds through vill age-level savings and generating excessresources thereafter. Since
then, BRI‘s unit desa network has been completely self-reliant (mohili zing its own resources)
and viable (covering its costs from the margin and making a profit). As of 31 Dec 1996,BRI
served 2.49n borrowers with a total amourt of loans outstanding of US$1.71b (1996
exchange rate); and 16.1™ depositors with savings balances of $2.97b. The ratio of
borrowers to savers of 1:6.5is an indication d the strong demand of rural people for depaosit
fadliti es, far in excessof the demand for credit.

Outreach dof nationd BRI vs. local MFIs

BRI, with 3,482 Vil age units as of 12/1995, owperformed the totality of 1,948formal (BPR)
and 7,413semiformal MFIs, mobili zing Rp6.0ar from 14.48n savers compared to Rp1.45r
mobili zed by 9,361 MFIs from 4.60m savers, and providing Rp 3.19r to 2.26n borrowers,
compared to Rp1.88r provided by MFIsto 2.45n borrowers. BRI has demonstrated that in a
deregulated pdicy environment, a government-owned agricultural development bank is
cgpable of serving vast numbers of microsavers and microbarrowers at competitive interest
rates. mohili zing its resources internaly, covering its costs, and financing its own expansion.
In a more theoreticd vein: BRI has proven that institutional viability, sustainability and
outread to low-income people ae mmpatible.

5. The Agricultural Development Bank of Nepal:
Transforming an unsustainable credit program into viable MFls

5.1 Lessonslearned

* In contrast to BRI, the Agricultural Development Bank of Nepa (ADBN) is 2lving the
problem of unsustainable subsidized targeted credit by transforming its small farmer credit
operations into autonamous loca MFIs owned and managed by the farmers.

* However, with alegacy of government intervention and doror asgstance, the transition to
full institutional autonamy and sustainabili ty is a aumbersome process

5.2 Theevidence

From unsustainak e devdopment banking ogerations...

Since 1975 the Agricultural Development Bank of Nepa, ADBN, has built up its Small
Farmer Development Projed, SFDP: a subsidized credit program targeted at the poar: 70% of
the popuation. Mgjor donas were IFAD ($27.5m) and ADB-Manila ($30m). By mid-1996
SFDP had reached 189,000heads of househdds in some 23,000small farmer groups. Credit
disbursement and tedhnical suppat were aministered through 422 SFDP offices. With
repayment rates snceitsinception barely above 40% and lossratios fluctuating in the 20-30%
range, the program incurred substantial losses. With a savings mobili zation rate of less than
1% throughou its existence, it fully depended on domr resources. As a subsidized targeted
credit program, SFDP turned out to be unviable and ursustainable.

..tolocal MFlIs

With TA from GTZ, ADBN started an experiment in 1993,turning the SFDP operations of
four offices in Dhading, ore of the poaest districts of Nepal, into four Small Farmers
Cooperatives Ltd., SFCLs, owned and managed by their members. Each comprises on
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average 709 small farmers in 100 groups (73% of them male or mixed and 276 female)
organized in turn in 11lintergroups. This transformation hes achieved a miracle: The SFCLs
started mobhili zing their own resources, which reached 20% of all | oans outstanding within the
first two years of their existence the repayment rate of ADBN channeling loans amost
douled to 79%; and the repayment rate of loans from internal resources jumped to 98% as of
7/1995. When | visited ore of them, SFCL Chatredeurdi, in 41998, 706 of the loans
outstanding had been disbursed from internal resources.

The dhallenge of institutiond autonamy and sustainahility

After the succesdul completion d the experiment, ADBN has now entered into the phase of
national implementation d the transformation grogram. By January 1998the operations of 53
SFDP offices had been converted into autonamous SH.Cs, with a total outreach of 31,481
families (representing a popuation d abou 200,000, Rs23.6n ($0.3"n at the aurrent
exchange rate) internal resources and Rs271.0m ($4.3m) loans outstanding. While ADBN

continues to establish new small farmer groups through its existing network of SFDP offices
which will eventually be mnverted into SFCLs, it is planned that within six years abou 4-500
SFCLs will have been establi shed with an oureadch of more than 200,000 pedominantly poor
families (i.e.,. apopuation d 1.2 million). Given their low level of transaction costs and the
excdlent repayment performance their viability seems to be seare. However, full

institutional autonamy, independence from local pdlitia interference, self-reliance (including
the cesstion d loan channeling on ADBN's terms), appropriate supervision and the
establi shment of an apex structure ae among the many isues that need to be asaured if the
SFCL areto fully evolve into a self-sustained movement with an ever-increasing deepening of
financia services to the rura poa. The significance of this experiment extends far beyond
SFDP. Many government-owned agricultural development banks in the region might want to
take a ¢ose look at it through an exposure program.

6. Indonesa:
Deregulation without supervision

6.1 Lessonslearned

* An adequate pdicy environment is a crucial determinant of viability, sustainability, and
outread for any type of MFI. This entail s interest rate deregulation; libera practices of
establishing banks and branches; and an appropriate legal framework, particularly for
small locd MFIswith low equity cgpital requirements.

* The aticulation d demands for an adequate palicy requirement must come from below,
ie. from the MFIs themselves; it shoud na be left to governments, central banks, or the
IMF.

* In Indoresia, prudentia deregulation d interest rates and the banking sedor,
maaoeconamic stability and communicaion ketween the government, the central bank
and the banking and MFI sector, have greatly contributed to financial deepening, MFI
growth and increased accaess to financial services by low-income groups. However,
banking supervision proved inadequate, causing a financial, econamic and pditi cd crisis.

* As MFIs canna rely on adequate bank supervision by centra banks or bank
superintendencies, they are alvised to establish their own networks with apex
organizations of externa auditing, inspedion and supervision.



6.2 Theevidence
Finarcial deregulation: a story of success
In Asia, Indoresia has rved as a modd case for the deregulation of the policy and legal
framework since 1983, paral eled by maaoecnanic stability and the deregulation d the foreign
trade regime. This resulted in considerable financial deepening: an upsurge of domestic savings
mohilization, credit disbursement, number of banking ingtitutions, and ouread. The upsurge has
been most impressve in microfinance Deregulation of the monetary and banking system
proceeded in the foll owing steps:

e 1983 Interest rate autonamy isgiven to al banks, state-owned and private. Bank
Indonesia (BlI) asthe central bank drops dired interest rate controls and adopts market-
oriented monetary padlicies. Between 1983and 1990savings mohili zation increased 6.7
fold, bank loans outstanding 6.4-fold. From 1990to 1995savings mohili zation increased
2.5fold, bank loans outstanding 2.4-fold.

» 1988 BI deregulatesthe institutional framework by easing the establi shment of new banks
and the opening of branch branches. A new rural banking law permits the establi shment of
rural banks (BPR) with an equity capital of Rp. 50milli on, requiring the existing
semiformal financial institutionsto be eventually transformed into banks (BPR). 1,643
rural banks (BPR) were established urtil 1995.The total number of registered small
financia institutions grew from 8,003in 1990to 9,271in 1995 the number of commercia
banks from 171to 24Q and the number of their branches from 3,563to 5,191.

e 1990 BI withdraws most of the interest rate subsidies. Commercia banks are required to
alocae & least 20% of their portfolio to the microeconamy, either directly or through
MFls.

e 1991 Inresporseto some spectacular bank fail ures, Bl steps up bank supervision and
imposes a caital adequacy ratio.

* 1992 A new banking act deregulates bank ownership. Only two types of banks are
recognized: commercia banks undrural banks (BPR) with a paid-in capital of Rp10b
(USS$. 4.82n, at 1992exchange rates) and Rp50m ($24,100), respectively.

Inadequete supervision: a story of failure

Wedknesss in bank supervision hed been apparent all along, to which Bl responded in 1991,
though ineffedively. The fact of pdliticdly instigated lending was al'so known, but nat its
excesgve extent. The belief was upheld that in a dimate of rapid ecnamic growth, the
hedthy portion d the banks' portfolio might outgrow the sick portion. However, within the
framework of an autocratic padlitica econamy withou democratic controls, this belief turned
out to be aroneous.

Thetriad d finarcial system deveopment

Threeregulatory reform measures are esential for sustained financial and econamic growth:
prudential deregulation, maaoewmnanmic stability, and effedive bank supervision. Indonesia
performed well on deregulation and stabili ty, bu failed on ank supervison. This, in the wider
framework of the Asian financial crisis of 1997,led to a bank run, the mllapse of the Rupiah,
soaring inflation, massve unemployment, and, last not least, pditicd instability.
Microfinance was least affeded, indicating that MFIs at the locd level were more successul
in sound tanking and the aroidance of pdliticd influence The dief lesson of the Indanesian
experienceisthat financial deregulation withou adequate bank supervision can be disastrous.
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