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ABSTRACT

This study explores the efficiency and effectiveness of Regional Development Banks (BPD) based on
the results of performance audit conducted by the Audit Board of the Republic of Indonesia (BPK
RI). Performance audit produces conclusion and recommendation on economy, efficiency and effec-
tiveness (3E). BPDs are expected to be regional champions in their respective regions. Data enve-
lopment analysis (DEA) is used to calculate the level of production and operational efficiency of the
BPDs while the level of effectiveness is assessed based on the results of performance audit conduct-
ed by BPK RI. The results show that both efficiency and effectiveness are not always achieved. This
study also identifies BPD that have the highest value of production and operational efficiency and
the level of effectiveness. The BPD obtained the highest efficiency and effectiveness values that
could be used as a reference for other BPDs to make improvements and become a regional champi-
on in their respective regions.
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INTRODUCTION

Based on the article 23E of the 1945
Constitution (UUD 1945), the Audit Board of
the Republic Indonesia (BPK RI) is given a
mandate to audit the management and
responsibility of state finance. According to
the article 15 of the Law Number 15 of 2004
on the Audit of Management and Responsi-
bility of State Finance, the audit conducted
by BPK consists of financial statements
audit, performance audit, and special
purpose audit. Based on this regulation, BPK
has authority to conduct performance audit
on the central government, local govern-
ments (provincial, regency, and city), State-
Owned Enterprises (BUMN), and Local
Government-Owned Enterprises (BUMD).

BUMD is a business entity which the local
government has majority = ownership.
According to Local Regulations (Perda),
BUMDs can be in the form of limited
corporations (Perseroan Terbatas) and local
company (Perusahaan Daerah). The
objectives of BUMD are to produce profit
and provide economic benefits for local
economic development. The number of
BUMD according to Financial Statistics of
State Owned Enterprises and Regional
Owned Enterprises 2017 of Statistics
Indonesia is about 782 BUMDs, consist of
115 BUMDs owned by provincial goverments
and 667 BUMDs owned by regency and city
goverments (Statistics Indonesia, 2018).
There are 16 types of businesses of BUMD
such as financial trading,
transportation, and (Statistics
Indonesia, 2018).

services,
others

One form of BUMD business at the
provincial level is Regional Development
Bank (BPD). There are 26 BPDs throughout
Indonesia. As of May 2018, BPD assets have
reached Rp649.19 trillion or increased by 5%
compared to the position in May 2017 on
Rp618.26 trillion. In May 2018, BPD's loan

position reached Rp401.53 trillion, an
increase of 9.28% compared to the position
in May 2017 of Rp367.42 trillion. While the
position of the Third Party Funds (DPK) of
BPD throughout Indonesia in May 2018
reached Rps517.12 trillion, or increased by
2.53% compared to the position in May 2017
of Rp504.34 trillion (Investor Daily
Indonesia, August 2018).

BPD is expected to support local economic
growth. Bank Indonesia had issued the BPD
Regional Champion (BRC) as the initiation
of increasing the role of the BPD for local
economic growth and strengthening the
national banking structure. The BRC consists
of three main pillars, namely (1) maintaining
and improving banking resilience; (2) the
role of agent of local development; and (3)
improvement of the ability to serve the
community, especially in the regions
(Investor Daily Indonesia, 2018). While the
The Financial Services Authority (OJK) in
2015 also issued a BPD transformation
program, which consisted of: (1) increased
competitiveness of BPD; (2) strengthening
institutional resilience; and (3) increasing
BPD contribution to the local economy (OJK,
2015).

This study is aimed to evaluate the efficiency
and effectiveness of BPDs. The efficiency of
BPDs is assessed based on their production
and operational efficiency whereas the
effectiveness of BPDs is evaluated based on
their ability to implement development
programs. This study seeks to answer the
following questions:

1. What are the level of overall performance
of BPDs?

2. What are the relative production
efficiency and operational efficiency of the
BPDs?

3. Are BPDs effective in implementing local
economic development programs?

4. What is the classification of BPD in terms
of efficiency and effectiveness?
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LITERATURE REVIEW

Data envelopment analysis (DEA) is a well
extablished framework to asses the efficiency
of banks (Asmild, Paradi, Reese, & Tam,
2007, Tsolas, 2010). Barth, Lin, Ma, Seade,
and Song (2013) use DEA to study the
impact of bank regulation, supervision, and
monitoring on bank efficiency. They find
regulations that restrict bank activities are
negatively associated with bank efficiency
and stringen capital regulation is positively
associated with bank efficiency. Kumar and
Gulati (2010) investigate the efficiency and
effectiveness of Indian banks by using DEA.
They find positive correlation between
effectiveness and performance indicators.
Akomea-Frimpong (2017) finds that foreign
banks are not necessarily more efficient than
their domestic rivals. Erasmus and Makina
(2014) showed that the global financial crisis
did not affect the efficiency of the majority of
the banks. Since the banks were efficient
prior the crisis, it could be argued that their
efficiency was one of the contributory factors
for their resilience during the global financial
crisis. All these studies show the importance
assessing the efficiency of a bank in terms of
costs, technical operations and all other
areas which will help to create competitive
advantage over their competitors.

In Indonesia, the study conducted by Abidin
and Endri (2009) shows that large BPDs are
more efficient than medium and small BPDs.
Consistent with Abidin and Endri (2009),
Sparta (2017) finds BPDs that have larger
assets will have a higher level of efficiency.
The results of these studies indicate that the
size of BPD, as measured by asset,
determines the efficiency of the BPD. Akbar
and Djazuli (2014) conducted study that
shows the efficiency of BPD tends to be
higher in the era after regional autonomy
when compared to the before regional
autonomy period. The results of this study
indicate that there is a relationship between

provincial government regulations in the era
of regional autonomy towards the level of
BPD efficiency. Study conducted by
Lisdayanti, Daniel and Anindita (2013)
shows that BPDs have not been effective in
supporting development in their region.

Previous studies by Abidin and Endri
(2009), Sparta (2017), Akbar and Djazuli
(2014), and Lisdayanti et al. (2013) on bank
performance in Indonesia mostly focus on
efficiency and do not investigate the
correlation  between  efficiency  and
effectiveness. Therefore, there is a room to
make a contribution by investigating the
performance of bank and investigating
efficiency and effectiveness relationship. It is
interesting to explore whether an efficient
BPD is also effective.

Rai (2008) defines performance audit as an
audit conducted objectively and
systematically against various types of
evidence to assess the performance of
auditees in terms of economy, efficiency and
effectiveness, with the aim of improving
performance and  increasing  public
accountability. The Standard of State
Financial Audit states that the objectives of a
performance audit are to provide
conclusions of the economic, efficiency and/
or effectiveness aspects of a state financial
management, as well as to give
recommendations to improve these aspects
(BPK, 2017). The International Standards of
Supreme Audit Institutions (ISSAI) 3000
defines performance audit as an independent
examination of the efficiency and effective-
ness of government activities, programs and
organizations, taking into account economic
aspects, with the aim of encouraging
improvements (INTOSAI 2016).

The result of a performance audit is the
conclusion related to economy, efficiency
and effectiveness (BPK RI, 2017).
Mardiasmo (2009) describes economy as
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obtaining input with certain quality and
quantity at the lowest price or minimizing
input resources. Efficiency is defined as
achieving maximum output with certain
inputs or using the lowest input to achieve a
certain output and effectiveness is defined as
the level of output that reaches the set target
(Mardiasmo, 2009).

There are various approaches to measure
banking efficiency. Among others are
production approach, intermediation ap-
proach, and operations approaches. The
differences in each approaches can cause of
input/output variable determination
(Depren & Depren, 2016). This study uses
production and operation approaches,
considering that both approaches are closer
to the function of driving economic growth.

The production approach is used to measure
the efficiency of a bank in managing savings
accounts and loans. This approach defines
output as a total of savings accounts. This
approach also describes banks as service
producers for depositors and borrowers
using all available production factors such as
labor and other physical capital. Production
approach was initiated by Todhanakasem,
Lynge, Primeaux, and Newboldet (1986) also
Bell and Murphy (1968), which consider
banks as producers of savings accounts for
depositors and financing accounts for
borrowers. This approach is suitable for
measuring the internal efficiency of bank
branches (Freixas & Rochet, 1998). The
operational approach compared costs
incurred with incomes earned. This appro-
ach is equal to the concept of matching cost
against revenue in accounting.

RESEARCH METHODS

This study is based on BPK audit report on
the performance of BPDs. The audit was
carried out on 13 BPDs covering the 2014

financial year and the first semester of 2015.
The audit used Data Envelopment Analysis
(DEA) to find the efficiency of BPDs and
qualitative analysis to investigate the
effectiveness of BPDs in implementing local
economic improvement programs.

DEA is basically developed on the basis of
linear programming techniques. To measure
production efficiency, the input variable
consists of personnel expense, capital, and
interest expense and the output variables
consist of deposits and loans. Whereas for
the measurement of operational efficiency,
the input variable consists of personnel
expense, interest expense, other operating
expenses (excluded personnel expense and
interest expense) and the output variable
consists of interest income and other
operating income.

BPK uses seven criterias to assess the
effectiveness of BPDs. These criteria are (1)
the BPD has adequate human resources
(HR); (2) marketing communication (mar-
keting activities) has responded to the deve-
lopment of bank business and dynamic
competition; (3) BPD has adequate customer
service quality; (4) BPD has adequate
collected funds from third parties; (5) BPD
sets a competitive interest rate; (6) BPD has
an adequate capital structure; and (7) the
BPD has provided sufficient loan (BPK,
2015a, 2015b, 2015¢, 2015d, 2015€e, 2015f,
20158, 2015h, 20151, 2015j, 2015k, 2015],
2015m).

The auditor classified output of DEA into
three categories: efficient, quite efficient and
inefficient. While the effectiveness of BPDs is
classified as effective, quite effective, not yet
effective and ineffective. Measurement of
BPDs performance is conducted by giving
score on the level of efficiency and
effectiveness. The level of efficiency would be
rated on a scale of one to three while the
level of effectiveness would be rated on scale
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of one to four as shown on table 1. Overall
performance of a BPD is measured by using
the formula (2):

Score=(PE* EF )+(OE *EF )+(PE*OE)

PE : production efficiency;
EF : effectiveness;
OE : operational efficiency.
Source: BPK (2015a).

RESULTS AND DISCUSSION

Efficiency of BPDs

DEA Program produces efficiency score for
every BPD. The efficiency score is classified
into three categories presented in table 2. A
BPD will be classified as inefficient if the
score of production efficiency is below

Table 1. Weight Assessment

81.60% , quite efficient if the score is 81.61%-
99.99%, and efficient if the score is 100%.
Likewise, a BPD will be classified as
inefficient if the score of operational
efficiency is below 90.45% , quite efficient if
the score is 90.46%-99.99%, and efficient if
the score is 100%.

Figure 1 presents the number of BPDs based
on the level of operational and production
efficiency. There are five BPDs that are
inefficient from operational perspective and
six BPDs that are inefficient from production
perspective. On the other hand, there are
only three BPDs that are efficient from
production perspective and five BPDs that
are efficient from operational perspective.

Efficiency Weight Effectiveness Weight
Efficient 3 Effective 4
Quite Efficient 2 Quite Efective 3
Inefficient 1 Not yet Effective 2
Ineffective 1
Source: BPK (2015a)
Table 2. Efficiency Classification
Production Limit Operational Limit
Classification
Lower Upper Lower Upper
Inefficient 63.20% 81.60% 80.90% 90.45%
Quite Efficient 81.61% 99.99% 90.46% 99.99%
Efficient 100.00% 100.00% 100.00% 100.00%
Source: BPK (2015a)
I Production [ | Operational
6
5 5
4
| I |
Efficient Quite Efficient Inefficient

Figure 1. The Number of BPDs Based on the level of operational and production efficiency
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Based on BPK’s audit reports (BPK, 20154,
2015b, 2015¢, 2015d, 2015e, 2015f, 2015g,
2015h, 20151, 2015j, 2015k, 20151, 2015m),
the causes of production inefficiency are the
lack of deposits outside of local government
funds, non-optimal loan distribution, non-
optimal investment placement, high labor
costs, and high interest costs in raising
funds. While the causes of operational
inefficiency are high labor costs, high
interest costs in raising funds, and high
general also administrative costs.

The Effectiveness of BPDs

The effectiveness classification on BPK’s
audit reports consist of four tier, as
presented in table 3.

Table 3. Effectiveness Classifications

Production Limit
Classification

Lower Upper
Ineffective 0 24.99
Not yet Effective 25 49.99
Quite Effective 50 74.99
Effective 75 100

Source: BPK (2015a)

The level of BPD effectiveness in imple-
menting programs that can encourage local
economic growth can be seen in figure 2. As
shown on the figure 2 there is only one BPD
that is effective. The majority of BPDs fall
into category quite effective (7 BPDs) and

Effectiveness

I |
I . I

Effective Quite Effective Not Yet Effective ineffective

Figure 2. Effectiveness Level of BPD in Implementing
Programs that Can Encourage Local Economic
Growth

not yet effective (4 BPDs). The causes of
ineffectiveness identified are (1) the lack of
optimal involvement of BPDs in the storage
of Local Government Cash Accounts, Local
Public Service (BLUD) Accounts and BUMD
Accounts; (2) the less optimal role of the
BPD in the development and capacity
building of the Micro, Small, and Medium
Enterprise (MSME) segments; and (3) the
inadequate role of the BPD in the
implementation or realization of -capital
expenditures.

Is An Efficient BPD Also Effective?

The weighting results of production
efficiency, operational efficiency and
subsequent effectiveness are included in the
scatter plot to find out which BPD has a
higher efficiency and effectiveness level than
average. Scatter plots of production
effeciency and effectiveness can be seen in
the figure 3.

Production Efficiency

35
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@remna2 31 @
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25 BPD.08
BPD.13

0| ¢

0 1 2oge| 3 4 5
BPD.10

BPD.05
Effectiveness

BPD.03
1l @ @001

BPD.09

BPD.04

05
BPD.1L

0

Figure 3. Scatter Plot Effectiveness and Production
Efficiency

As shown in figure 3, there are five BPDs in
the first quadrant. These BPDs (BPD.o2,
BPD.o5, BPD.o6, BPD.o7, BPD.08) are
considered effective and efficient in
production. In contrast, there are two BPDs
(BPD.12 and BPD.13) that are efficient in
production but not effective.
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Scatter plots of operational effeciency and
effectiveness can be seen in the figure 4.
There are two BPDs in the first quadrant.
These BPDs (BPD.o5 and BPD.0o9) are
considered effective and efficient in their
operational activities. In contrast, there are
three BPDs (BPD.o4, BPD.10, BPD.11) that
are efficient in operational activities but not
effective.

Production Efficiency
BPD.I04 3P

o1 3| @

BPD.04 25

BPD.05
BPD.09

BPD.12

0 1 2 3 4 5

BPD.06
Efectiveness

BPD.I3 P

BPD.07

contrast, there are two BPDs (BPD.o1 and
BPD.o3) that are inefficient in operational
and production activities.

Overall Performance of BPDs

This study is using Spider Diagram and the
formula to measure the overall performance
of BPDs. The spider diagram shows the
comparison between operational efficiency,
production efficiency, and effectiveness. The
BPD’s production and operational efficiency
based on DEA Program and the level of
effectiveness based on BPK’s audit reports is
presented in figure 6.

BPD.02

| e

@501
BPD.03

05 BPD.08

0

Figure 4. Scatter Plot Effectiveness and Production
Efficiency

Scatter plots of production efficiency and
operational effeciency can be seen in the
figure 5. Figure 5 shows there is only one
BPD in the first quadrant. This means there
is only one BPD is considered efficient in its
operational and production activities. In

Operational Efficiency

BPD.10 3
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01— N
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) e ¢
B3 05 | 8008

Figure 5. Scatter Plot Effectiveness and Operational
Efficiency
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Figure 6. Comparison of Operational Efficiency,
Production Efficiency, and Effectiveness

Generally, the value of operational efficiency
is higher than production efficiency and
effectiveness. However, a BPD that has a
high score of operational efficiency is not
always has a high score of production
efficiency and effectiveness. The total score
of effectiveness and efficiency is calculated
using formula (1) and the result is presented
in figure 7.

There are two BPDs (BPD.o5 and BPD.06)
that have the highest score. Based on the
three scatter plots analysis (figure 3, figure 4
and figure 5), BPD.05 is in the first quadrant
which shows that BPD.o5 has a higher level
of effectiveness and efficiency than the other
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BPDs. Therefore, BPD.o5 can be used as a
reference for other BPDs in an effort to
improve their effectiveness and efficiency.
Based on the score produced by DEA
Program, BPD.o5 gets a production
efficiency score of 0.896 so that BPD.o5 falls
into quite efficient category. BPD.o5 did not
achieve efficient level because:

1. BPD.o5 did not have performance-based
human resources planning and policies;

2. BPD.o5 has not have a robust marketing
planning;

3. Determination and awarding of deposit
interest rates at BPD.o5 has not complied
with the provisions and results in
increasing the ratio of operating costs to
operating income;

4. Low Cost Deposit activities on BPD.o5
were not sufficient;

5. High dependency to a few high profile
depositors;

6. Giving special interest rates to local
government deposit accounts above
market interest rate.

BPD.o5 gets an effectiveness level of 66% so
that BPD.oj5 is included in the quite effective
category. BPD.o5 did not achieve effective

level because:

1.

. The

BPD.o5 has not collected information
about forecasting of cash deposit and

withdrawl from local government
treasurer;
. The management of regional cash

accounts (regonal government treasurer/
treasurer of  receipt/treasurer  of
expenditure), cash accounts of BLUD and
cash accounts of BUMD is not optimum;

development programs in
strengthening the capacity of the MSME
segment have not been fully supported by
adequate Standard Operating Procedures
(SOP) and human resources;

. The role of BPD.o5 in carrying out the

development and strengthening of the
capacity of the MSME segment and other

productive segments has not been
optimum;

. BPD.o5 has not been optimum in
planning its activities to participate in
financing local government capital
expenditure;

. BPD.o5 has not been optimum in
financing local government capital
expenditure.

21 21
15 15
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11 1 11 11 11 11
9
I |
RN IR SN R R BN I RN TN SN SN
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Figure 7. Score of Effectiveness, Production and Operational Efficiency
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CONCLUSION

There is a BPD that is relatively higher in
efficiency compared to other BPDs but has
not been effective individually. Internal
improvement needs to be conducted so that
the relative efficiency obtained is in line with
individual effectiveness. In total assessment,
the BPD obtained the highest efficiency and
effectiveness values could be used as a
reference for other BPDs to make
improvements and become a regional
champion in their respective regions.
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