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BASIC DATA

Loan Identification

1. Country
2. Loan Number
3. Project Title
4. Borrower
5. Executing Agency
6. Amount of Loan
7. Project Completion Report
Number
Loan Data
1. Appraisal
— Date Started
— Date Completed
2. Loan Negotiations
— Date Started
— Date Completed
3. Date of Board Approval
4. Date of Loan Agreement
5. Date of Loan Effectiveness
— In Loan Agreement
— Actual
— Number of Extensions
6. Closing Date
— In Loan Agreement
— Actual
— Number of Extensions
7. Terms of Loan
— Interest Rate
— Maturity (number of years)
— Grace Period (number of years)
8. Terms of Relending
— Interest Rate
— Maturity (number of years)
9. — Grace Period (number of years)
10. Subloan Terms
— Interest Rate
— Maturity (number of years)
— Grace Period (number of years)
11. Disbursement

a. Dates

Indonesia

1978-INO

Small and Medium Enterprise Export
Development Project

Republic of Indonesia

Ministry of Finance

Directorate General of Financial Institutions

$85.0 million ($72.8 million cancelled on 25 January

2007; $5.7 million cancelled on 24 September 2007)
PCR: INO 1112

23 July 2001
16 August 2001

28 October 2002
21 November 2002

17 December 2002

20 November 2003

17 February 2004
18 May 2004
1

19 May 2009
2 September 2008
0

ADB to the Borrower
LIBOR-based

15

3

Borrower to Bank Ekspor Indonesia
ADB LIBOR + 0.6% + 0.5% for Borrower
15

3

Participating banks to subborrower

Bank Ekspor Indonesia rate to participating bank +
participating bank spread

8

3

Initial Disbursement

18 May 2004

Final Disbursement Time Interval

2 September 2008 51 months



Effective Date

Original Closing Date

Time Interval

18 May 2004 19 May 2009 60 months
Amount ($'000)
Net
Category Original Last Revised Amount Amount Amount Undisbursed
or Subloan Allocation Allocation Canceled Available Disbursed Balance
001 850.00 850.00 0 850.00 850.00 0
003 449.00 449.00 0 449.00 449.00 0
004 1,000.00 1,000.00 0 1,000.00 1,000.00 0
005 315.00 110.00 205.00 110.00 110.00 0
006 216.30 216.30 0 216.30 216.30 0
011 200.00 200.00 0 200.00 200.00 0
012 543.48 463.16 80.00 463.16 463.16 0
013 222.22 210.53 11.70 210.53 210.53 0
014 105.43 105.43 0 105.43 105.43 0
015 526.32 526.32 0 526.32 526.32 0
016 388.89 0 388.89 0 0 0
017 241.00 118.20 122.80 118.20 118.20 0
018 955.85 955.85 0 955.85 955.85 0
019 453.31 423.95 29.36 423.95 423.95 0
020 180.00 180.00 0 180.00 180.00 0
022 358.32 358.32 0 358.32 358.32 0
023 273.64 273.64 0 273.64 273.64 0
Total 7,278.76 6,440.70 837.75 6.440.70 6,440.70 0
12. Local Costs (Financed)
— Amount ($) 0
— Percent of Local Costs 0
— Percent of Total Cost 0
C. Implementation Data
1. Number of Subloans by Participating Financial Intermediary
Amount Percent of
Number ($ million) Loan Amount
Bank Danamon Indonesia 1 110,000 2.0
Bank Negara Indonesia 22 5,480,685 98.0
Total 23 5,590,685 100.0
2. Sector Distribution of Subloans
Amount Percent of
Number %) Loan Amount
Agribusiness 3 1,000,000 17.9
Food 2 463,158 8.3
Textile and Garments 1 110,000 2.0
Wood Products 13 2,859,245 51.1
Non-Metal 1 273,643 4.9
Transport 2 526,315 9.4
Other 1 358,324 6.4
Total 23 5,590,685 100.0
3. Size of Subloans
Amount Percent of
Number (%) Loan Amount
Below Free Limit ($450,000) 21 4,193,400 75.0



Above Free Limit (above $450,000) 2 1,397,285 25.0
Total 23 5,590,685 100.0
4. Geographic Distribution
Amount Percent of
Number (%) Loan Amount
Bali 2 383,643 6.9
Semarang 16 3,859,245 69.0
Sidoarjo 2 463,158 8.3
Kalimantan 2 526,315 9.4
Other 1 358,324 6.4
Total 23 5,590,685 100.0
5. Purpose of Subloans
Amount Percent of
Number %) Loan Amount
Investment 13 4,208,885 75.0
Working Capital 10 1,381,800 25.0
Total 23 5,590,685 100.0
6. Type of Subloans
Amount Percent of
Number (%) Loan Amount
New 2 200,000 4.0
Expansion 21 5,390,685 96.0
Total 23 5,590,685 100.0
7. Maturity of Subloans
Amount Percent of
Number %) Loan Amount
Up to 3 Years 7 1,071,210 19.2
Over 3-5 Years 9 2,008,995 35.9
Over 5-8 Years 7 2,510,480 44.9
Total 23 5,590,685 100.0
8. Project Performance Report Ratings

Development

Implementation

Implementation Period Objectives Progress
From 12 December 2002 to 31 December 2002 Satisfactory Satisfactory
From 1 January 2003 to 31 December 2003 Satisfactory Unsatisfactory
From 1 January 2004 to 31 December 2004 Satisfactory Satisfactory
From 1 January 2005 to 31 December 2005 Satisfactory Satisfactory
From 1 January 2006 to 31 December 2006 Satisfactory Satisfactory
From 1 January 2007 to 31 December 2007 Satisfactory Satisfactory
From 1 January 2008 to 30 September 2008 Satisfactory Satisfactory




D. Data on Asian Development Bank Missions

No. of No. of Specialization
Name of Mission Date Persons Person-Days of Members
Review Mission® 10-20 November 2003 2 22 a, hg
Review Mission 12-28 October 2004 N/A N/A N/A
Review Mission 23-29 October 2005 2 24 g, h
Review Mission 5-9 December 2005 N/A N/A N/A
Project Completion Review 27 June—27 July 2009 3 90 f,g,h

IRM = Indonesia Resident Mission, NA = not applicable, SEGF = Southeast Governance, Finance, & Trade Division.
a = director, SEGF; f = staff consultant; g = project analyst, SEGF and project implementation officer, IRM;

h = economist, SEGF and senior financial management specialist, IRM.

a This mission covered four other projects in Indonesia.

E. Related Loans

Loan Amount
Loan Number Date of Agreement ($ million)
Development Finance Loan | 981-INO 23 November 1989 200
Development Finance Loan Il 1223-INO 2 August 1993 200

Total 400




. BACKGROUND
A. History

1. The Small and Medium Enterprise Export Development Project (the Project) for $85
million to the Government of Indonesia was approved by the Asian Development Bank (ADB) in
December 2002 using ordinary capital resources. It became effective in May 2004 and was
closed in September 2008.

2. The 1997-1998 Asian financial crisis pushed many people below the poverty line in
Indonesia. During this crisis, however, small and medium-sized enterprises (SMEs)—especially
export-oriented firms—proved to be resilient, as they benefitted from the depreciation of the
rupiah. They also provided many job opportunities, thus contributing to poverty reduction. Due
to their demonstrated importance in economic recovery and job creation, the Government
considered SME development among the country’s most important economic initiatives,
especially in its strategy for poverty reduction. Thus, the poverty reduction partnership
agreement, 2001-2004, noted SME development as a key area for future ADB assistance in
Indonesia." The Project also followed up the earlier Industrial Competitiveness and Small and
Medium Enterprise Development Program, > which focused on developing a regulatory
framework and policies, and technical assistance toward the development of SME business
development services.?

3. The Project aimed to support economic growth, assist in reducing poverty through job
creation, and promote labor-intensive exports. As part of ADB’s larger assistance strategy, the
Project supported the SME export sector directly through investment capital, a market niche
within total SME sector lending. Indirectly, the Project was expected to improve the appraisal
capacity of banks to undertake investment lending as well as exporter capacity to apply for bank
credit. Priority was given to subprojects in provinces with export potential, such as East and
Central Java (part of ADB’s geographical focus), Sulawesi (part of the East ASEAN Growth
area), and Bali. The Project was estimated to cost $113 million equivalent ($85 million or 75% in
foreign currency and $28 million or 25% in local currency, with the former involving funding of
$85 million from the Small and Medium Exporters’ Investment Facility [SEIF]). Of this, ADB
provided the full foreign currency cost of $85 million. The balance of $28 million was provided
equally by subborrowers’ equity and participating banks.

4. The Project had two components.

(i Small and Medium Exporters’ Investment Facility. The SEIF was set up to
help small exporters to meet investment requirements for capacity expansion and
modernization. The ADB loan augmented the SEIF funds and these were to be
channeled to public and private banks through Bank Ekspor Indonesia (BEI). BEI
was expected to manage the participating banks’ risks, while participating banks
managed exporters’ risks (with exporters to assume the foreign currency risk of
the subloans). These funds were expected to provide
long-term foreign currency debt funding to SME exporters and indirectly to their

' ADB. 2001. Poverty Reduction Partnership Agreement between the Government of Indonesia and the Asian

Development Bank (2001-2004). Manila.

2 ADB. 1999. Report and Recommendation of the President to the Board of Directors on a Proposed Loan to the
Republic of Indonesia for the Industrial Competitiveness and Small and Medium Enterprise Development Program.
Manila (Loan 1738-INO).

3 ADB. 2002. Technical Assistance to the Republic of Indonesia for Strengthening Business Development Services
for Small and Medium Enterprises. Manila (TA 3829-INO).



supporting industries. The purposes were to finance capital investment loans,
excluding land purchasing, and to finance preinvestment and permanent working
capital, including financing for essential imported inputs (without exceeding 35%
of the subloan). The ADB loan was expected to make available long-term funds
across Indonesia to SME exporters, who could prudently manage the foreign
currency risk. The project appraisal outlined the criteria for bank selection and
monitoring by BEI's technical assistance and monitoring unit (TAMU) through
quarterly reports (report and recommendation of the President [RRP]*, para. 43).
Based on a range of financial criteria (RRP, para. 43), six participating banks
were preselected for the Project.’

(i) Technical assistance grant. TA®, in the amount of $500,000 and financed
through the Asian Currency Crisis Support Facility, was designed to support
project implementation. It sought to strengthen the credit and project appraisal
capacity and lending operations of the six participating banks through TAMU. It
was also designed to train bankers on SME credit scoring and use of basic trade
finance instruments, and to provide financial advisory services for SME exporters
to use SEIF funds. TAMU was also expected to assist the Ministry of Finance
and ADB in monitoring project implementation and managing the Project. In
parallel, the Government of Japan financed an SME promotion program for $5
million to complement this TA.

5. Loan Terms. The Government was the Borrower of the $85 million loan, with the loan
currency, interest modality, and repayment schedule stated in the Loan Agreement and in
accordance with ADB policy on its London interbank offered rate (LIBOR)-based loan product.
The Government relent the loan proceeds to BEI, the sole implementing bank. The relending
terms and conditions were identical to those of the ADB loan to the Borrower except that the
Borrower charged BEI 50 basis points. BEl managed these banks’ risk and charged an
administration fee. The participating banks managed the commercial risk of exporters and
charged onlending interest rates to the final subborrower (i.e., the SMEs) at market rates. TAMU
was to support the participating banks’ credit assessment of SMEs if necessary. For individual
SME exporters, the maximum subloan size financed by ADB was $600,000, with a free limit of
$450,000.7 For exporters with demonstrated business networks of more than 20 SMEs, the
maximum subloan size financed by ADB was $1 million, with a free limit of $750,000. Under
either type of free limit, the first three subloans made by each participating bank was subject to
ADB's approval. Subloans exceeding the free limit continued to require prior ADB approval. The
maximum tenor of subloans was 8 years, including a grace period of 3 years.

B. Scope of Operations

6. As stated previously, SMEs demonstrated particular resilience after the Asian financial
crisis. Because of their employment-generating capacity, ADB and the Government supported
their development as an effective poverty-reduction strategy, as reflected in the poverty
reduction partnership agreement. The Government also prepared a midterm action plan for

4 ADB. 2002. Report and Recommendation of the President to the Board of Directors on a Proposed Loan and
Technical Assistance Grant to the Republic of Indonesia for the Small and Medium Enterprise Export Development
Project. Manila, para 43.

® These were Bank Bukopin, Bank Danamon Indonesia, Bank Mandiri, Bank Negara Indonesia, Bank Niaga, and
Bank Rakyat Indonesia.

® ADB. 2002. Technical Assistance to Republic of Indonesia for Small and Medium Enterprise Export Development.
Manila (TA 4041-INO for $500,000).

" Subloans below $450,000 did not require prior ADB approval and are referred to as “free-limit”.



SMEs in April 2002, which highlighted the role of SMEs in broadening Indonesia’s economic
base and in accelerating necessary structural reforms.

7. After the financial crisis, SMEs grew at a faster pace than the rest of the economy,
because many turned to exports to benefit from the favorable exchange rate. SME exports grew
by 3.6% in 1998 and 5.8% in 1999. In contrast, larger exporters' exports declined by 0.8% in
1998 and by 0.9% in 1999. Smaller firms (i.e., those with fewer than 100 workers) had higher
export growth than larger firms between 1996 and 2000, and their share of exports doubled,
although their contribution to exports continued to be modest (2.8% in 1996 and up to 4.1% in
2000). While the recovery was faster among SMEs, it could have been higher if constraints
inhibiting their development had been addressed.

8. Direct SME export growth was achieved by finding niche markets and adapting costs
and quality to market demand. However, a significant part of SME exports went unrecorded,
because they occurred indirectly through subcontracting for larger firms or traders.

9. The industrial structure in Indonesia was dominated by large enterprises in terms of
value added, while small firms played a key role in terms of employment creation. The potential
of SMEs to generate employment and to add value was highly desirable in a very populated and
capital-short country like Indonesia. However, there were many constraints, including (i) a poor
policy environment to conduct business; which disproportionately penalized SMEs; (ii) lack of
business development services for SMEs; and (iii) lack of financial and physical infrastructure to
support SMEs with access to markets, including exports with reliable production. ADB and other
agencies had intervened through previous programs (footnotes 2 and 3), which supported the
Government in preparing the SME midterm action plan. The Project intended to build on these
achievements by providing export-oriented SMEs with a foreign currency funding source for
investment in equipment and working capital.

C. Relationship with the Asian Development Bank and Other Lenders

10. ADB and other lenders maintained close coordination in the development of Indonesia’s
SME sector. Japan, the largest bilateral source of development assistance to Indonesia,
provided significant financial and technical support. In 1998, the Japan Bank for International
Cooperation provided a $1 billion facility to support Indonesia’s export-led economic recovery,
which provided for the settlement of transactions based on letters of credit issued by local banks
to finance necessary imports for the export sector. In December 2000, the facility was revised to
provide working capital ($300 million) in addition to letters of credit confirmation services ($700
million). The Japan International Cooperation Agency also financed a detailed assessment of
Indonesia’s SME sector, which helped formulate an SME promotion program in Indonesia from
2002 to 2006. Japan was the leader of the SME Donor Committee for the Consultative Group of
Indonesia in coordination with ADB; World Bank; and several bilateral sources such as Australia,
Canada, Germany, Switzerland, and the United States (RRP, paras. 29-32).

D. Relevance of Design and Formulation

11. The Project was relevant at appraisal, as it addressed a key impediment to SME
development in Indonesia—the difficulty in obtaining financing, particularly for investment
purposes. A major lesson of the Asian financial crisis was that firms should secure funds to
meet their investment needs in the same currency as their revenue streams. Export-oriented
SMEs were naturally hedged against foreign currency risks. At the same time, given market
conditions prevailing at the time of the appraisal, SMEs had difficulty in obtaining financing, as



Indonesian banks often looked only at collateral and offered only short-term funds. Therefore,
introduction of a foreign currency financing mechanism under the Project was expected to help
develop SME exporters. As mentioned earlier, the Government (RRP, para. 24) and ADB (RRP,
para. 25) gave high priority in their respective plans and strategies for SME development,
particularly in light of their potential for job creation and poverty reduction.

12.  The Project took into consideration lessons from international experience (RRP, para. 22)
and specific lessons from ADB’s experience in Indonesia (RRP, para. 23). The Project expected
its interest rates to be competitive with alternative funding sources. It also anticipated
addressing a constraint in the availability of foreign currency credit for import of equipment by
SME exporters, due to the squeeze on foreign currency availability from the financial crisis and
reduced availability of credit lines to Indonesian banks (RRP, para. 24).

E. Related Technical Assistance

13. The TA (para. 4 (ii)) was implemented with the establishment of TAMU. The technical
assistance completion report® rated the TA as successful. However, the project completion
review (PCR) mission found that BEI had disbanded TAMU during its internal reorganization.
BEI did not give a reason for this decision. Thus, TAMU ceased to serve its objectives of project
data collection, analysis, and dissemination for ADB and the Ministry of Finance, and training of
participating bank staff members in export financing methods and instruments. ADB also did not
follow up on TAMU’s continuing operation during its project supervision work; therefore, project
data for PCR preparation were unavailable.

Il IMPLEMENTATION
A. Lending Policies

14. The Government continued its policy to develop the SME sector. The lending policies of
BEI, the Implementing Agency, and those of the participating banks also continued to be
supportive of SME development.

B. Characteristics of Subloans
1. Loan Utilization

15. Only $5.59 million (6.6%) of the $85.00 million loan was used by only two® of the six
participating banks for subloan financing. The balance of $78.56 million' (92.4%) was canceled
by ADB on the Government's request in January 2007, and the loan was officially closed in
September 2008.

16. The poor loan utilization was due to many factors. The main factor was the difference
between the participating banks’ own resource cost of funds and the ADB loan, with the former
being cheaper. The participating banks, therefore, preferred to use their own resources to fund
the SME requirements for both investment loans and working capital loans. Appendix 1 gives

8 ADB. 2006. Technical Assistance Completion Report on Small and Medium Enterprise Export Development.
Manila (TA 4041-INO)

° These two participating banks were Bank Danamon Indonesia and Bank Negara Indonesia.

% The total disbursement amounted to $6.44 million, which included subloan disbursement of $5.59 million and a
front-end fee of $850,000, treated as a disbursement.



the cost of funds on bank resources versus ADB funds, as well as the cost of funds differences
from 2002 to 2008 on a quarterly basis.

17. Clearly, the cost of funds gap increased significantly during the loan utilization period.
The difference was relatively small (0.88%) when the ADB loan was approved in the last quarter
of 2002 (December 2002). However, it increased significantly to 2.83% in the second quarter of
2004, when the loan became effective (May 2004). The difference increased to 4.38% in the
second quarter of 2006, when the Government and participating banks finally decided to
request cancellation of the unused portion of the loan. When this was canceled by ADB
(January 2007), the cost of funds difference was 4.20% in the first quarter of 2007, and it
decreased to 2.73% in the third quarter of 2008, when the loan was closed (September 2008). It
was further reduced to 1.31% in the fourth quarter of 2008, after the loan was closed.

18. The participating banks’ cost of funds decreased due to increased liquidity, which came
in the form of both local and foreign currency, as a result of continued economic recovery and
restored public confidence in the banking system after the financial crisis. In 2007, the favorable
liquidity positions of banks were reflected by loan—deposit ratios of 52.94% for state-owned
banks and 51.80% for private banks. On the other hand, the LIBOR rate—on which the ADB
loan rate was based—increased from a relatively low rate at the time of the appraisal (July—
August 2001) and at Board approval (December 2002). The 3-month LIBOR in the fourth
quarter of 2002 was 1.38%, but after the loan became effective and ready for utilization in May
2004, the rate increased from 1.60% in the second quarter of 2004 to 3.51% in the second
quarter of 2005. It increased further to 5.51% in the second quarter of 2006 when the
Government and participating banks decided to cancel the loan. The rate decreased slightly to
5.36% in the second quarter of 2007. The LIBOR rate further reduced to 1.83% in the fourth
quarter of 2008, after the loan was closed.

19. Apart from the LIBOR interest rate issue, the participating banks’ cost of funds under the
ADB loan was higher compared to their own resources because of the manner in which the
ADB loan was structured (i.e., the fees payable to the various intermediaries involved). Those
fees were a 0.5% fee to the Ministry of Finance, BEI's provisioning fee of 1.0%, and BEI’s
overhead cost of 0.3%. When all fees were added to the increasing LIBOR rate, the total cost of
funds came to 3.78% in the fourth quarter of 2002. The rate increased to 4.00% in the second
quarter of 2004, 5.91% in the second quarter of 2005, and 7.91% in the second quarter of 2006,
before it decreased slightly to 7.76% in the second quarter of 2007. The rate decreased again to
4.23% in the fourth quarter of 2008. Meanwhile, the average cost of funds for the participating
banks was 2.9% in the fourth quarter of 2002, 1.2% in the second quarter of 2004, 1.9% in the
second quarter of 2005, 3.5% in the second quarter of 2006, 3.6% in the second quarter of 2007,
and 2.9% in the fourth quarter of 2008.

20. Other factors also made the ADB loan unattractive for the participating banks.
(i) In addition to the higher cost of funds under the ADB loan, the banks were also
liable to pay a commitment charge of 0.75% on the undisbursed portions of the
ADB loan allocated to them'' and their portion of the front-end fee'? (e.g., Bank
Rakyat Indonesia’s portion of the front-end fee came to $150,000, and it had to

" The ADB loan of $85 million was allocated under subsidiary loan agreements as follows: $50 million for BEI, $20
million to Bank Negara Indonesia, and $15 million to Bank Rakyat Indonesia.

2 The front-end fee of 1% was payable as follows: BEI, $500,000; Bank Negara Indonesia, $200,000; and Bank
Rakyat Indonesia, $150,000, for a total of $850,000.



21.

22.
that

pay a commitment fee of 0.75% on the undisbursed portion of its loan of $13.5
million, which made its operations under the ADB loan unprofitable).

Only up to 35% of ADB-financed subloans could be used for financing working
capital, which restricted loan utilization as the main SME requirement was for
working capital subloans.™

The maximum subloan size allowed was only up to $600,000 for a single
enterprise and up to $1 million for a group of SMEs, whereas that limit of a bank
was as much as $5 million.

The free-limit of $450,000 for a single enterprise and up to $750,000 for a group
of SMEs was also considered too low, whereas a bank could approve a loan up
to a maximum of $5 million for a single enterprise according to their internal
financial guidelines. These loan conditions were considered too restrictive. The
longer-term tenor of ADB subloans (up to 8 years, including a 3-year grace
period) was not attractive for SMEs, as they preferred shorter-term loans
particularly for financing working capital loans.

Based on discussions with ADB during October—December 2005, the Government
requested that ADB

(i)

reduce the ADB interest rate from ordinary capital resources to an Asian
Development Fund basis;

allow subloans by participating banks to be made for working capital loans up to
100%;

increase subloan ceiling amounts;

allow lending in rupiah, including to indirect exporters;

extend the loan project period; and

increase imprest account limits to overcome the long delays experienced in
disbursing loan proceeds. BEI also requested that in addition to acting as the
implementing bank, it would also be allowed to function as a participating bank.

ADB staff informed the Government, through an aide-mémoire dated 12 December 2005,

(i)

no change in loan pricing could be considered, and it was not possible to switch
from ordinary capital resources to the Asian Development Fund;

subloans could be financed up to 100% of working capital requirements;
maximum subloan size could be increased to $2 million;

local currency lending under the Project was not allowed, as there was no
rationale for ADB adding more local currency liquidity to a market, which already
had a high degree of liquidity;

extending the loan period was considered a non-issue as project performance
had to improve significantly in a short period or the Project would be canceled;
the size of the imprest account was not considered to be an important factor in
poor loan performance, particularly as subloans—if used purely for working
capital—would increase the pace of fund flow significantly, and

for BEI to become a participating bank, it would need to be fully supported by the
other banks and the Executing Agency.

'3 At this time, SMEs were still recovering from the effects of the financial crisis; therefore, they had excess unused
capacity. Hence, the demand was more for working capital than investment loans for import of equipment.

" These discussions were led by staff from ADB Headquarters in Manila. Indonesia Resident Mission staff
participated in the discussions.



Only $5.59 million of the loan was used to finance 23 subloans—one at Bank Danamon
Indonesia and 22 at Bank Negara Indonesia—for a total of 14 subprojects (Appendix 2). The
appraisal estimated the financing of about 150 subloans. As stated, only two banks
participated,’® and the number of subloans was lower than the appraisal estimate.

23. The changes to which the ADB agreed were incorporated in a proposed amendment to
the Loan Agreement and sent to the Government in a letter dated 11 May 2006. However, as
consensus could not be reached between the Government and ADB, the Government decided
to proceed with the cancellation of the unused portion of the loan.

2. Description of Subloans

24, The major portion of the loan proceeds was used by Bank Negara Indonesia (98% by
amount) and small portion by Bank Danamon (2%). The major portion of the subloans was used
to finance expansion projects (96%), had maturities less than 5 years (55%), was below the free
limit (75%), financed mainly the wood products industry (51%), and was located in Semarang
(69%). Bank Negara Indonesia used a greater portion of the loan, as its liquidity position was
tighter than that of other banks, with loan growth outpacing deposit growth. In 2008, Bank
Negara Indonesia loan growth was 26%, while its deposit growth was only 12%.

C. Implementation and Internal Operations of Subprojects

25. The 14 subprojects financed were implemented and are in successful operation. '
Except for one that had a debt repayment grading of marginal in accordance with Bank of
Indonesia (BI) guidelines, all others had good ratings.

D. Operational Performance of the Implementing Agency and Participating Banks

26. BEI, the Implementing Agency, and the two participating banks, Bank Danamon
Indonesia and Bank Negara Indonesia, are operating satisfactorily. A summary of their
operational performance for 2004—2008 is in Appendix 3.

27. Bank Ekspor Indonesia. BEl's loans to other parties increased from Rp6,050,117
million ($590 million) in 2004 to Rp9,216,530 million ($898 million) in 2008. A 47% increase
from 2007 to 2008 was especially significant. The loan—deposit ratio of 578% was exceptionally
high in 2004, increasing to 1,017% in 2008. This is because BEI does not take deposits from the
public, and it is funded mainly by borrowings, equity from the Government, and reserves.

28. Bank Danamon Indonesia. Deposits increased from Rp40,765 billion ($4.0 billion) in
2004 to Rp75,373 billion ($7.3 billion) in 2008, reflecting increasing depositor confidence in the
bank. The deposit increase in 2008 was significant, jumping by about 27% from Rp59,528 billion
($5.8 billion) in 2007 to Rp75,373 billion ($7.3 billion) in 2008. Loans increased from Rp30,294
billion ($3.0 billion) in 2004 to Rp66,898 billion ($6.5 billion) in 2008, increasing 25% from
Rp53,330 billion ($5.2 billion) in 2007 to Rp66,898 billion ($6.5 billion) in 2008. The

'® Three banks (Bank Bukopin, Bank Mandiri, and Bank Niaga) did not participate due to excess liquidity and cheaper
funds available based on their own resources, while Bank Rakyat Indonesia found its operations under the ADB
loan unprofitable.

'® The PCR mission visited two subprojects as samples in Semarang on 14 July 2009. Both were processing local
wood into export products, operating satisfactorily with no debt repayment problems, and meeting environmental
guidelines of the Government and compared alternative quotations for procurement under loan proceeds. Both
also had incremental increases in employment and exports as a result of using loan funds.



loan—deposit ratio’ increased from 72.2% in 2004 to 86.4% in 2008, reflecting comfortable
liquidity positions. Excess liquidity was invested mainly in government bonds, which declined
from Rp17,324 billion ($1.7 billion) in 2004 to Rp13,083 billion ($1.3 billion) in 2008. Bank
Danamon Indonesia extended its banking services, with the number of bank branches
increasing from 929 in 2004 to 1,871 in 2008, and the number of ATMs increasing slightly from
804 in 2004 to 814 in 2008.

29. Bank Negara Indonesia. Deposits increased from Rp105,097 billion ($10.2 billion) in
2004 to Rp163,164 billion ($15.9 billion) in 2008, reflecting increased depositor confidence. In
fact, deposits increased by 12% between 2007 and 2008. Loans increased from Rp57,868
billion ($5.6 billion) in 2004 to Rp111,994 billion ($10.9 billion) in 2008, increasing 26% between
2007 and 2008. The loan increase outpaced that of deposits, and the loan—deposit ratio
increased from 55.1% in 2004 to 68.6% in 2008, reflecting comfortable liquidity positions.
Excess liquidity was invested mainly in government bonds, which decreased from Rp38,943
billion ($3.8 billion) in 2004 to Rp34,655 billion ($3.4 billion) in 2008. Bank branches increased
slightly from 943 in 2004 to 998 in 2008, and the number of ATMs increased significantly from
2,272 in 2004 to 2,918 in 2008.

E. Financial Performance of the Implementing Agency and Participating Banks

30. The financial performance of BEI, the Implementing Agency, and the two participating
banks, Bank Danamon Indonesia and Bank Negara Indonesia, is satisfactory. A summary of
their financial performance for 2004—-2008 is in Appendix 3.

31. Bank Ekspor Indonesia. BEI operated profitably during 2004-2008. Interest income
increased from Rp354,927 million ($34.6 million) in 2004 to Rp1,042,985 million ($101.7 million)
in 2008. Interest income increased 13% from Rp924,724 million ($90.0 million) in 2007 to
Rp1,042,985 million ($101.7 million) in 2008. Net income after tax increased from Rp182,176
million ($17.8 million) in 2004 to Rp241,648 million ($23.6 million) in 2008. It declined from
Rp278,398 million ($27.1 million) in 2007 to Rp241,648 million ($23.6 million) in 2008, a drop of
about 13% due to increases in interest and other operational expenses. The return on equity
increased from 4.9% in 2004 to 5.8% in 2008, while the return on assets declined from 5.1% in
2004 to 2.9% in 2008, but remained within the ADB prescribed limit (i.e., it should be positive).

32. Bank Danamon Indonesia. The bank operated profitably during 2004—-2008. Interest
income increased from Rp6,395 billion ($0.6 billion) in 2004 to Rp14,189 billion ($1.4 billion) in
2008, increasing 18% from Rp12,048 billion ($1.2 billion) in 2007 to Rp14,189 billion ($1.4
billion) in 2008. Net profits after tax decreased from Rp2,408 billion ($0.2 billion) in 2004 to
Rp1,530 billion ($0.1 billion) in 2008, partly due to an increase in interest expenses, which
increased from Rp2,376 billion ($0.2 billion) in 2004 to Rp5,835 billion ($0.6 billion) in 2008. The
nonperforming loan—total loan ratio'® remained at a fairly satisfactory level and within ADB’s limit
for a participating bank,'® dropping from 4.0% in 2004 to 2.3% in 2007, remaining at that level in
2008. Loan loss allowances to nonperforming loans were satisfactory, although dropping from
161.2% in 2007 to 136.7% in 2008. Returns on equity and assets also remained satisfactory,
although the return on equity fell from 38.6% in 2004 to 14.6% in 2008. The return on assets
dropped from 4.5% in 2004 to 1.5% in 2008, but it was still within the ADB prescribed limit.

" ADB mandated that a participating bank’s loan—deposit ratio should not exceed 100%.
'® ADB mandated that a participating bank’s nonperforming loan ratio must not exceed 5%.
' ADB mandated that a participating bank’s return on assets must be positive.



33. Bank Negara Indonesia. The bank was profitable in 2004—-2008. Interest income
increased from Rp11,788 billion ($1.1 billion) in 2004 to Rp16,628 billion ($1.6 billion) in 2008,
increasing 12% from Rp14,878 billion ($1.5 billion) in 2007 to Rp16,628 billion ($1.6 billion) in
2008. Net income after tax dropped from Rp3,090 billion ($0.3 billion) in 2004 to Rp1,226 billion
($0.1 billion) in 2008, due to an increase in interest expenses as well as allowance for possible
losses. Interest expenses increased from Rp4,648 billion ($0.4 billion) in 2004 to Rp6,716 billion
($0.6 billion) in 2008. Allowance for possible losses on earning assets jumped from Rp2,128
billion ($0.2 billion) in 2004 to Rp4,359 billion ($0.4 billion) in 2008. The nonperforming loan—
total loan ratio increased from 4.6% in 2004 to 8.2% in 2007, but it decreased to 4.9% in 2008,
which was still within the ADB maximum limit of 5.0%. Loan loss allowances to nonperforming
loans improved from 71.9% in 2007 to 101.0% in 2008. Returns on equity and assets also
remained satisfactory, with the return on equity dropping from 29.6% in 2004 to 9.0% in 2008,
and the return on assets dropping from 2.5% in 2004 to 1.1% in 2008.

F. Financial Statements and Ratios

34. BEI, the Implementing Agency, and the two participating banks, Bank Danamon
Indonesia and Bank Negara Indonesia, have sound financial positions. A summary of their
financial statements and ratios for 2004—2008 is given in Appendix 3.

35. Bank Ekspor Indonesia. BEl's assets increased from Rp7,437,724 million ($725
million) in 2004 to Rp11,191,257 million ($1,091 million) in 2008, with a 9% increase between
2007 and 2008. Shareholders’ equity increased from Rp3,729,931 million ($364 million) in 2004
to Rp4,285,237 million ($418 million) in 2008, increasing slightly by about 3% between 2007
and 2008. BE| was adequately capitalized with a capital adequacy ratio® above the required
minimum of 8%. The ratio was 39% in 2008 versus 114% in 2004.

36. Bank Danamon Indonesia. Its earning assets increased from Rp52,555 billion ($5.0
billion) in 2004 to Rp94,980 billion ($9.3 billion) in 2008, with a significant 20% increase
between 2007 and 2008. Shareholders’ equity increased from Rp7,804 billion ($0.8 billion) in
2004 to Rp10,579 billion ($1.0 billion) in 2008. However, it dropped slightly by Rp254 billion
($0.02 billion) between 2007 and 2008. The bank was adequately capitalized, with a
consolidated capital adequacy ratio of 15.4% in 2008.

37. Bank Negara Indonesia. Its total assets increased from Rp136,582 billion ($13 billion)
in 2004 to Rp201,741 billion ($19.7 billion) in 2008, increasing 10% between 2007 and 2008.
Shareholders’ equity increased from Rp12,624 billion ($1.2 billion) in 2004 to Rp15,431 billion
($1.5 billion) in 2008, but it dropped slightly by Rp1,789 billion ($0.2 billion) between 2007 and
2008. The bank was adequately capitalized, with a capital adequacy ratio of 13.5% in 2008,
which is above the Bank of Indonesia and ADB minimum limit of 8%.

G. Covenants and Conditions

38. The Government and participating banks generally complied with ADB loan covenants.
Monitoring occurred through TAMU. In addition, the participating banks submitted quarterly
progress reports and their audited annual reports to BEI on time. They generally met the
applicable prudential regulations and guidelines of Bank of Indonesia and ADB. Subproject
selection was done by the participating banks on sound due diligence as shown by the

2 The capital adequacy ratio is that between the paid-in capital and risk-weighted assets. Bank Indonesia and ADB
mandated that for the participating banks, the capital adequacy ratio must not be below 8%.
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subprojects’ operational and financial success and satisfactory debt repayment performance.
Two sampled subprojects also showed that they generally met ADB requirements on
procurement and the environment. However, the subsequent discontinuation of TAMU caused
noncompliance with the related loan covenant by BEI. As a result, subproject data and their
compliance status with ADB covenants and conditions were not available. The compliance
status with ADB loan covenants and conditions is summarized in Appendix 4.

H. Performance of the Asian Development Bank

39. Project implementation was made difficult due to the change in the economic
environment (example, increase in bank liquidity and reduction in the cost of funds of the PBs
below the interest rate of the ADB loan) during the project implementation period. There were
other early warning signals that the ADB loan was unlikely to succeed, including
(i) delay in signing the Loan Agreement by about 1 year,
(i) delay in loan effectiveness by about 4 months that included one extension, and
(iii) the cost of funds differential began to shift in favor of the participating banks’
own funds as early as the fourth quarter of 2002 (see Appendix 1) or when the
loan was approved in December 2002.

40. The Government was reluctant, at a very early stage of project implementation, to
request cancellation of the unused portion of the loan for political reasons. However, ADB
should have taken the initiative under “spring cleaning” exercises to cancel the unused portion
in consultation with the Government and participating banks. Earlier cancellation would have
saved the Government and participating banks a considerable amount of commitment fees paid
on the unused portion of the loan. In addition, the time, effort, and resources expended by ADB,
the Government, and participating banks in pursuing the loan over such a long period of time
could have been saved.

41. ADB's discussions with the Government and participating banks took place as late as
October—-December 2005 in regard to the interest rate issue and other constraints on use of the
ADB loan. As mentioned previously, ADB agreed to remove some of these restrictions, but it
was too late in the project implementation (December 2005 following those discussions). By
then, the Government and participating banks had decided not to proceed any further with the
ADB loan, mainly on the issue of the cost of funds difference in favor of the banks’ own
resources, leading to its ultimate cancellation. Hence, those discussions should have begun
much earlier, which would have shown that the loan did not have any prospects for success and
that it needed cancellation.

42. Secondly, subloan and subproject data as well as socioeconomic data on subprojects
financed were not readily available to the PCR mission, impeding PCR preparation. The PCR—
which BEI was required to submit to ADB within 3 months of the loan’s closing date—was not
submitted. In addition, the appraisal required that project and benefit monitoring and evaluation
mechanisms be set up within TAMU. However, these mechanisms did not appear to be
functioning properly within BEI. ADB review missions should have ensured that these appraisal
requirements were actually met by BEI, and continued to work properly within BEIl to make
available project data when required. These actions were not done by ADB as expected. The
Project was transferred for follow-up by the Indonesia Resident Mission (IRM) on 15 July 2004,
that is, about 2 months after the loan became effective.

43. IRM’s capability in project management, particularly relating to the financial sector,
appears to need strengthening. Weaknesses were shown by the delay and vacillation in taking
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action to cancel the unused portion of the loan, as well as shortcomings in general project
supervision work. These shortcomings were reflected by the unavailability of required project
data, and their continuous analysis and reporting. In the future, before projects are transferred
for IRM management, arrangements should be made to train staff members properly. Trainings
should cover project management to ensure effective project follow-up and supervision, and
staff members should also take full responsibility for overall project management.

lil. EVALUATION
A. Loan Appraisal

44, Although the Project design and formulation appeared appropriate at appraisal, its
suitability reduced considerably during project implementation, leading to the poor loan
utilization status. The appraisal envisaged the financing of about 150 subloans, but only 23
(15%) were ultimately financed. The case for the loan was made on the basis of these points.

(i) SMEs had difficulty in obtaining financing (RRP, para. 17).

(i) Access to finance for private enterprises and SMEs was drastically reduced
during the financial crisis, and the mobilization of financial funds continued to be
challenging until the time of appraisal.

(iii) Long-term funds in foreign exchange available for investment had declined (RRP,
para. 18).

The ADB loan’s interest rate to the subborrowers was also expected to be competitive—a
premise that changed considerably during project implementation.

45, The appraisal should have foreseen that change in the economic environment was
likely to arise, because there were signs in that direction even at the time of appraisal. The
gross domestic product growth rates, foreign exchange reserves, and liquidity in the banking
system were all showing upward trends.?' Had those signs been taken into consideration and a
forecast been made at appraisal of the likely economic environment during project
implementation, there would have been indications that the ADB loan interest rate might not be
competitive.

46. A forecast could have led to alternative foreign currency resources being made available
for SME use. Based on such a forecast, it was quite possible that ADB might not have
proceeded with the loan or proceeded with a reduced loan size (the subproject pipeline was
only $28 million at appraisal). Another option would have been to make the ADB loan structure
flexible (in terms of interest rates, fees payable to intermediaries, and subloan conditions) to
accommodate any changes necessary arising during project implementation. As stated earlier,
with the improving economic performance after the financial crisis, liquidity (local and foreign
currencies) of banks increased to the extent that they were able to fund SME working capital
and import requirements at cheaper rates with a cost of funds advantage. In these
circumstances, the need for the participating banks to utilize the ADB loan diminished

' The gross domestic product increased from —13.1% at the height of the financial crisis in 1998, to 4.3% at the time
of the appraisal, to 5.0% in 2004 when the loan became effective, and to 6.3% in 2007 when the Government and
participating banks requested cancellation of the unused portion of the loan. Foreign exchange reserves increased
from $22,401 million in 1998, to $30,754 million in 2002, to $34,724 million in 2004, and to $54,737 million in 2007
(ADB. {2008}. Key Indicators for Asia and the Pacific {2008}. Manila). In 2001, the loan—deposit ratio of banks were
6.7%, Bank Bukopin; 26.3%, Bank Danamon Indonesia; 24.7%, Bank Mandiri; 45.0%, Bank Niaga; 35.2%, Bank
Negara Indonesia; and 56.1%, Bank Rakyat Indonesia (RRP, Appendix 3, Table A3.4).
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considerably during project implementation, leading to a much smaller number of subloans
financed against those envisaged at appraisal.

47. The project design and formulation also included too many subloan conditions or
restrictions on the use of loan proceeds, including limits on maximum subloan size, low free
limits, use of the subloan for working capital only up to 35% of its size, and various criteria that
subprojects had to meet to qualify for a subloan. The restrictions were found inappropriate
during project implementation, as the participating banks could finance SME requirements
better without those limits. These banks also conducted due diligence on prospective borrowers
in accordance with their own prudent financial guidelines, and considered the ADB criteria as
superfluous. The appraisal should have synchronized the ADB subloan and subproject
conditions with those of the participating banks, which would have facilitated greater loan
utilization, although the cost of funds difference would still have been present.

B. Implementation

48. Project implementation was not satisfactory. The loan used only $5.59 million (6.6%),
and the balance of $78.56 million (92.4%) was canceled.?? Only 23 subloans were financed
against the appraisal’'s envisaged number of 150 subloans (15%). The Government and ADB
discussed ways to increase loan utilization, but the cost of funds differential in favor of the
participating bank funds remained as an overwhelming issue that led to loan cancellation.?®

49. The 14 subprojects, financed with the ADB loan, are operating satisfactorily and
repaying the subloans generally within the scheduled dates. Since all are export-oriented, they
are generally protected from major changes in the exchange rate. BEl and the two participating
banks are also operating satisfactorily, maintaining sound financial positions, and meeting
ADB-prescribed financial covenants and those of Bank of Indonesia. An updated project
framework is given in Appendix 5.

Iv. ASSESSMENT AND RECOMMENDATIONS
A. Relevance

50. Although the Project was relevant at appraisal, its relevance declined during project
implementation and completion due to changes in economic circumstances. With economic
growth, expansion in foreign exchange reserves, and increased liquidity in the banking system,
the participating banks were able to fund SME requirements with their own resources at rates
cheaper than those under the ADB loan. The Project's design and structure—with LIBOR-based
interest rates and payment of fees to intermediaries—raised the interest rates under the ADB
loan above those prevailing in the market, and strict subloan conditions further constrained loan
utilization. Thus, the participating banks were not in a position to use the ADB loan, resulting in
the Project being rated as partly relevant.

22 The total disbursement amounted to $6.44 million, which included subloan disbursement of $5.59 million and a
front-end fee of $850,000.

2 Under the TA, a consulting firm (GFA Management) was engaged to support BEI and the Executing Agency in the
implementation of the Small and Medium Exporters’ Investment Facility. A staff consultant (Frank van Gelder) was
also engaged to assist the IRM project officer to provide approval to SME export subprojects. A notice to proceed
was issued to GFA Management on 27 November 2003, and the consultant was fielded on 1 December 2003.
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B. Effectiveness in Achieving Outcome

51. The Project is rated less effective in achieving outcome. The appraisal estimated that the
loan would finance about 150 subloans, resulting in additional investment and employment in
150 direct individual exporters and indirectly in up to 3,000 SMEs via subcontracting
arrangements (RRP, para. 49). However, the loan financed only 23 subloans for 14 subprojects.
Because of the small number of subprojects financed, the envisaged outcome was not achieved,
that is, contributing to the development of the SME sector, supporting economic growth, and
reducing poverty through job creation and promotion of labor-intensive exports.

C. Efficiency in Achieving Outcome and Outputs

52. The Project is rated inefficient in achieving outcome and outputs. The appraisal
estimated that the loan of $85 million would be fully used and that the Project would be
completed on 31 December 2007. However, when the decision to cancel the unused portion of
the loan was made in January 2007 and the loan was canceled in September 2008, only 6.6%
of the loan amount had been used. That amount of loan utilization was not commensurate with
the time, effort, and resources expended by ADB, the Government, and participating banks in
appraising the Project and in its subsequent follow-ups. The few subprojects financed,
Implementing Agency, and two participating banks, however, are operating satisfactorily.

D. Preliminary Assessment of Sustainability

53. The Project, as designed and formulated at appraisal, is not workable; therefore, its
sustainability is unlikely in the prevailing economic environment. As pointed out earlier, because
of increased liquidity, the participating banks are able to fund SME requirements with their own
resources at cheaper rates than the ADB loan. Since the participating banks and small number
of subprojects financed are operating satisfactorily, they appear sustainable.

E. Impact

54. The impact of the Project was minimal compared to that envisaged at appraisal,
because the small number of subprojects financed was able to make little impact in developing
the SME sector, contributing to economic growth, and reducing poverty through employment
creation and promotion of labor-intensive exports. Since the envisaged benefit monitoring and
evaluation mechanism was not operating satisfactorily within BEI, information on these aspects
could not be extracted. However, the PCR mission was able to gather information in the field,
which showed that the few subprojects financed contributed to value addition, employment
creation, and export growth. To that extent, they made some impact, but not to the extent
envisaged at appraisal. Socioeconomic data on four subprojects financed indicated that they
created additional employment for 920 persons and generated additional exports to the value of
about $6.9 million per year.

F. Overall Assessment
55. Taking the above individual ratings into account, the Project is rated as unsuccessful.

The PCR mission discussions with the Ministry of Finance showed that the Government also
believed that it was unsuccessful.?* ADB rated both development objectives and implementation

2 Discussions were held with the Directorate General of Treasury, Directorate of Investment Management System,
Ministry of Finance on 13 July 2009.
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progress as satisfactory from December 2004 to September 2008 (see “Project Performance
Report Ratings” of IRM/ADB as given under item C.8 of Basic Data above), which is unrealistic
in view of the overall unsatisfactory performance of the Project during its implementation period.

G.

56.

Lessons

The following lessons are learned from the Project.

(i)

(iif)

The Project environment changed from the time it was appraised to when it was
implemented. Thus, it is important at project appraisal to make the effort to
forecast what the project environment will likely be during project implementation.
At appraisal, it would have been possible to predict with some degree of
accuracy that the liquidity of participating banks would increase, and their cost of
funds might be lower than those under the ADB loan, because of the ongoing
improvement in the Indonesian economy after the financial crisis. Had that been
done, it is possible that the Project might not have occurred or occurred only on a
scaled-down basis.

Delay in the cancellation of the unused portion of the loan made the Government
and participating banks pay ADB unnecessary commitment fees. That, as well as
other resources expended by the Government, participating banks, and ADB in
following up the Project during its implementation period, could have been saved
had the unused portion of the loan been canceled earlier. The lesson learned is
that early warning signals should be watched carefully. If signs indicate that a
loan is going to be unsuccessful, ADB should initiate decisive action to cancel the
unused portion of the loan. It can save resources and commitment fees from
unnecessarily being incurred on a project that does not have much prospect for
success.

Market fluctuations in interest rates affect lending through private sector banks
for private sector entities. The ADB loan, however, did not have flexibility to
adjust to the changing interest rates in the market. The long-term tenor of the
ADB loan was not a decisive factor, as SMEs mainly required shorter-term
working capital loans. The Project was designed on the basis of a traditional
public sector development finance institution credit line modality. The structure
included LIBOR-based lending and required fees to be paid to the intermediaries
involved, which made the loan price out of the market. In addition, the strict
conditions and procedures for subloan approval made the use of the ADB loan
both inconvenient and time-consuming for the subborrower. The lesson learned
is that a public sector-type modality and structure does not have much prospect
for success for financing private banks and private sector enterprises, particularly
in a more open and fairly successful economy with sizable bank liquidity and
foreign exchange reserves, as in the case of Indonesia. In this environment,
SMEs seek the cheapest funds available and the most convenient sources from
which they could borrow their needed funds. On both counts, this ADB loan was
not competitive.

A more viable instrument for SME promotion would have been to consider the
use of ADB credit guarantees scheme under the Partial Credit Guarantee Facility,
that is, the ADB private sector window. This facility could have been extended to
a selected number of viable private banks operating at the regional level to
guarantee up to a certain percentage of well-defined SME loan portfolios without
a counterguarantee from the Government. Credit guarantee operations had
greater success prospects than loans in situations where there was high liquidity
and foreign currency reserves in the market. ADB used such a facility through a
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selected number of private banks for SME promotion with success in the
Philippines.

Recommendations

The following project-related recommendations are made.

(i)

(iii)

(iv)

An ADB inception mission should clearly establish project monitoring and benefit
monitoring and evaluation mechanisms as recommended in the RRP within the
project implementing agency and ADB. Thereafter, the subsequent ADB review
missions should rigorously follow up, check, and report in their back-to-office
reports whether the Implementing Agency is, in fact, receiving the reports
expected, analyzing them, and taking appropriate action on them.

To facilitate PCR preparation, ADB should send a reminder to the Implementing
Agency on PCR preparation and submission to ADB. In addition, ADB should
send a questionnaire to obtain information and data as required for PCR
preparation to the implementing agency 2 months before commencement of PCR
fieldwork. Thereafter, ADB should make regular contact with the Implementing
Agency to ensure that that information is being prepared and will be available to
the ADB at least 2 weeks prior to commencement of PCR fieldwork.

Before a project is transferred for IRM custody, arrangements should be made to
train IRM staff members in the skills and expertise needed to ensure proper
management of that project and its success during implementation and
completion. Thereafter, IRM’s portfolio management unit should fix staff
responsibilities and ensure that project management is being rigorously carried
out with proper data collection, analysis, and regular reporting to management.
The project performance evaluation report on the Project should be prepared in 2
years, in 2011.

The following general recommendations are made for ADB consideration.

(i)

ADB should conduct, in the design and formulation of a project, appraisals to
take into account the economic conditions at the time of the appraisal, as well as
those likely to prevail during project implementation and to ensure project
success during project implementation and at completion.

ADB should take immediate and decisive action to cancel the unused portion of a
loan, if early warning signals show that a project is unlikely to succeed. This
saves resources and commitment fees unnecessarily being incurred on a project
that had no prospects for success.

ADB should extend partial credit guarantees under the Partial Credit Guarantee
Facility to a selected number of regional-based private banks to guarantee up to
a certain percentage of well-defined SME loan portfolios without a counter
guarantee from the Government.



Statement on Cost of Funds of Participating Banks

and those under the ADB Loan
2002—2008
(Quarterly Basis)

Description 2002 2003 2004 2005 2006 2007 2008
Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

LIBOR 3 million 1.383 1.288 | 1.116 1.16 1.157f 1.111] 1.604] 2.005| 2.558 3.1] 3.505 | 4.055 4.53] 4.99| 5509| 5.373 5.36] 5.348 | 5.359 5494 | 4.979| 2.783| 2.765 3.122 1.829
OCR Rate
(LIBOR + 0.6%) 1.983 1.888] 1.716 1.76 1.757] 1.711] 2.204| 2.605| 3.158 3.7 4.105| 4.655 5.13] 5.59| 6.109| 5.973 5.96| 5.948 [ 5.959 6.094 | 5579 | 3.383| 3.365 3.722 2.429
MOF fee (0.5%) 2.483 2.388] 2.216 2.26]| 2.257| 2.211| 2.704| 3.105| 3.658 4.2 4.605| 5.155 5.63] 6.09] 6.609| 6.473 6.46]| 6.448 | 6.459 6.594 | 6.079 | 3.883| 3.865 4.222 2.929
BEI Provisioning (1%) 3.483 3.388] 3.216 3.26] 3.257| 3.211| 3.704| 4.105| 4.658 52| 5.605| 6.155 6.63] 7.09] 7.609| 7.473 7.46| 7.448 | 7.459 7.594 | 7.079| 4.883| 4.865 5.222 3.929
BEI Overhead Cost (0.3% 3.783 3.688] 3.516 3.56] 3.557| 3.511| 4.004| 4.405| 4.958 55| 5.905| 6.455 6.93] 7.39] 7.909| 7.773 7.76] 7.748 | 7.759 7.894| 7.379| 5.183| 5.165 5.522 4.229
Risk Premium
(assuming lowest risk
premium of 0%) 3.783 3.688] 3.516 3.56] 3.557| 3.511| 4.004| 4.405| 4.958 55| 5.905| 6.455 6.93] 7.39] 7.909| 7.773 7.76| 7.748 | 7.759 7.894 | 7.379| 5.183| 5.165 5.522 4.229
Total COF to Participants 3.783 3.688] 3.516 3.56] 3.557| 3.511| 4.004] 4.405| 4.958 5.5| 5.905| 6.455 6.93] 7.39] 7.909| 7.773 7.76| 7.748 | 7.759 7.894| 7.379| 5.183| 5.165 5.522 4.229
Average Bank Cost 2.9 2.24 2.29 2.2 1.91 1.16 1.17 1.01 1.3 1.5 1.9 2.59 3.03] 3.37 3.53 3.45 3.43] 3.55 3.63 3.9 3.55| 3.28 2.91 2.79 2.92
Range of Bank COF 8—4.63 | 5—3.34 | 05—50| 0—2.34 | 6—4.69| 4—1.79| 2—1.84 5—1.52| 9—2.119—2.41| 7—2.94| 3—4.35( 2—4.04 |7—4.27] 9—4.57] 3—4.68] 0—4.57|4—4.97| 3—5.04| 5—5.86| 1—4.58/7—4.09 7—3.74 0—3.67[9—3.94
COF Gap (SMEEDP COF{ 0.883 1.448| 1.226 1.36 1.647| 2.351] 2.834] 3.395| 3.658 4] 4.005| 3.865 3.9] 4.02] 4379]| 4.323 4.33] 4.198 | 4.129 3.994 | 3.829 ] 1.903 | 2.255 2.732 1.309

BEI = Bank Ekspor Indonesia; COF = Cost of Fund; Libor = London Interbank Offered Rate; MoF = Ministry of Finance; OCR = Ordinary Capital Resources; SMEEDP = Small and Medium Enterprise Export Development Project.
Sources: Bank Ekspor Indonesia

Analysis of the interest rate movement
The LIBOR rate, on which the ADB loan rate was based, increased from a relatively low rate at the time of the appraisal (July-August 2001) and at Board Approval (December 2002). Three month LIBOR in the fourth quarter of 2002 was 1.38%, but after the

loan became effective and ready for utilization in May 2004, the rate increased from 1.60% in the second quarter of 2004 to 3.51% in the second quarter of 2005. It kept on increasing to 5.51% in the second quarter of 2006 when the Government and the PBs

decided to cancel the loan. The rate decreased slightly to 5.36% in the second quarter of 2007. The LIBOR rate further reduced to 1.83% in the fourth quarter of 2008, after the loan was closed.

Apart from the LIBOR interest rate issue, the COF of the PBs under the ADB loan was higher compared to their own resources, because of the manner in which the ADB loan was structured, i.e., the fees payble to the various intermediaries involved. For
example, those fees were: 0.5% fee to MOF, BEI provisioning of 1%, and BEI overhead cost of 0.3%. When all these fees were added to the increasing LIBOR rate, the total COF to a PB under the ADB loan came to 3.78% in the fourth quarter 2002. The rate
kept on increasing to 4.00% in the second quarter of 2004, 5.91% in the second quarter of 2005, 7.91% in the second quarter of 2006, before it decreased slightly to 7.76% in the second quarter of 2007. The rate decreased again to 4.23% in the fourth quarter of
2008. Meanwhile, the average cost of funds for the PBs was: 2.9% in the fourth quarter of 2002, 1.2% in the second quarter of 2004, 1.9% in the second quarter of 2005, 3.5% in the second quarter of 2006, 3.6% in the second quarter of 2007, and 2.9% in the

fourth quarter of 2008.
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Appendix 2

Table A2.1: List of Sub Loans / Sub projects and Their Characteristics

No. of
Sub-project Sub Amount Purpose
Loans
. BNI
Name
1 CV Mekar Abadi 1 449,000 Investment
2 118,200 Working capital
567,200
2 CV Sumber Alam Sakti 