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Abstract. The Community Empowerment Trust Fund is a revolving fund belonging to the community originating from
the former Sub-District Development Program and the National Program for Independent Rural Community Empower-
ment in Indonesia which ended in 2014. Community institutions then manage the Community Empowerment Trust Fund
to fund community economic activities in the form of group loans. The group lending model is a financial inclusion that
reaches the poor who do not have collateral. These funds have been managed well with the group loan model. However,
the success of managing these funds cannot be separated from the social capital built between group members and between
the group and the fund management unit. This study aims to examine the management of the borrower group - group
internal setting; group loan appraisal and group loan control - and social capital on repayment performance. The study
results prove that group lending appraisal, group lending control, and social capital positively impact repayment capacity.
The research finding is social capital strengthens group lending control dynamics to increase repayment capacity. Another
finding explains that women’s loan groups have a higher collectability rate in repayment of loans compared to productive

economic business groups whose members are both male and female.
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Introduction

The existence of microfinance is seen as capable of mak-
ing exciting steps and breakthroughs in providing access
to finance for low-income people, especially the poor and
micro-entrepreneurs. This group is non-bankable in terms
of providing access to financing when measured by the
financial, technical requirements of the commercial bank.
The purpose of microfinance has two views: first, the
purpose of microfinance is based on economic interests
aimed at low-income groups. The second view emphasiz-
es that the purpose of microfinance has broader impor-
tance, namely for economic development. Microfinance
is a practical approach to improving people’s welfare by
increasing the income of the poor through the availability
of access to microfinance services (Robinson, 2002).

The Community Empowerment Trust Fund activity
management unit is a form of the institutional form of
managing revolving funds for the National Program for
Independent Rural Community Empowerment which

ended in 2014. The community empowerment trust fund
management institution develops and manages a revolv-
ing fund that makes it easy for Poor Households to obtain
capital or credit in the form of group loans. The group cat-
egory consists of the Women’s Savings and Loans Group
(WSLG) and the Productive Economy Business Group
(PEG). Credit management uses a group lending model
approach with attractive provisions, including 1) No col-
lateral, no administrative deductions; 2) Light services
with group agreement; 3) The group received assistance
and training. The success of the microfinance institution
that manages the Community Empowerment Trust Fund
(CETF) is determined by the process of developing the
assisted group as a partner of the CETF management
agency in running its business. Assisted groups as part-
ners of the CETF management agency need an effective
financing process to run their business businesses to de-
velop. Women’s Savings and Loans Group and Productive
Economic Business Group are categories of Micro, Small,
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and Medium Enterprises whose existence is in dire need
of loan funds as business capital through groups. This
group of borrowers has proven to survive and continue
to exist in a state of bad economic conditions due to the
COVID-19 pandemic because this sector has high adapt-
ability to unfavourable economic conditions.

The provision of unsecured group loans carries a con-
siderable risk in repayment capacity. The phenomenon is
that the average Non-performing Loan (NPL) of CETF
management institutions during the 2020 COVID-19 pan-
demic in Sragen Regency is around 8.59 percent, which is
greater than five percent following the NPL provisions from
Bank Indonesia. The non-performing loan of the CETF
management agency is related to the repayment capacity
of the group of borrowers. The repayment capacity of bor-
rower groups is highly dependent on the ability of group
governance, including self-internal regulation and screen-
ing process for members to qualify for loans, controlling the
level of arrears of loans from microfinance lending institu-
tions. In the group lending model, borrowers are required
to apply for credit in groups formed voluntarily because the
borrowers know each other and understand the profile of
each group member for shared responsibility and avoiding
higher risks. Reviews of empirical research studies on re-
payment capacity in group loans include:

Table 1. Review-determinant of group lending model on
repayment performance

Studies | Methods Research Findings
area
(Sharma | Tobit Deter- Factors influencing repay-
& Zeller, | Analysis | minant ment rates are group size,
1997) of group |loan rationing rate, the mix
liability | of companies within the
on repay- | group, demographic cha-
ment rates | racteristics, ties, and social
status.
(Chowd- |Game | Group Group lending schemes
hury, model- |Lending |should involve sequential
2005) ing financing or a combination
of lender monitoring
and co-liability. Shared
responsibility will ensure
the viability of the group
loan scheme if there is
intensive supervision.
(Ben Logit Group Internal rules of behavior,
Soltane, |Model |repayment|ordinary business, know-
2008) perfor- ledge of other members
mance of the group before its
formation, peer pres-
sure, self-selection,
gender, education, and
non-financial services
have a positive effect on
repayment. Meanwhile,
homogeneity and marital
status are the main factors
that have a negative effect
on repayment.
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End of Table 1

Studies | Methods Research Findings
area
(Al- Survey/ |Borrower |Peer monitoring, group
Azzam Jorda- | group pressure, and social bonds
etal, nian payment | reduce defaults.
2012) behavior
(Zhang & | Logit Deter- Rural China has a severe
Izumida, |model minants mismatch between shared
2013) of re- responsibility mechanisms
payment | and social and economic
perfor- conditions. Debtor
mance characteristics such as
of group | higher household income
lending | do not improve payment
performance.
However, factors such
as higher levels of
acquaintances within a
group, migrant income,
and employment in
government agencies
positively increase the
chances of repayment.
(Dorf- Binary The term of the loan and
leitner & | Regres- the length of the grace
Oswald, |sion period affect the possibility
2016) of default.
(Jumpah | Logistic | Deter- Debtor characteristics such
et al., Regres- | minants as age, gender, income, and
2018) sion of repay- | the number of dependents
ment rates | increase the possibility of
for small- | repayment.
holder However, membership
borrower | of farmer-based
groups organizations, experience,
interest rates, and the
term or duration of loan
repayments have a negative
effect on loan repayment.

Table 1 shows the results of a review of several empiri-
cal studies on the factors that affect the ability to pay in a
group loan model that gives different results. Based on the
research gap and existing business phenomena, the prob-
lem with the group lending model research at a commu-
nity empowerment trust fund management institution is
how community-based loan groups can encourage the re-
payment capacity of the poor. Community empowerment
trust fund management institutions provide trust and the
flexibility to develop with their abilities to the borrowing
group. Empowerment, partnership, and assistance to the
group of borrowers is a social capital that is expected to
encourage the group to avoid default. This is in line with
Putnam’s theory of social capital. In his book Making De-
mocracy Work: Civic Traditions in Modern Italy (1993,
p- 36), Putnam defines social capital as “features of social
organization, such as networks, norms, and trust, that fa-
cilitate coordination and co-operation for mutual benefit,”
characteristics of social organization, such as networks,
norms, and trust that facilitate coordination and coopera-
tion for mutual benefit.
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Discourse in institutional economics has paid atten-
tion to why group-based institutions perform well while
others fail. The idea of a group-based lending model stems
from the failure of market institutions to provide financial
services to the poor. Group-based lending models by non-
market institutions, interpersonal relationships, and coop-
eration among group members can be social collateral that
replaces the powerlessness of the poor to provide physical
collateral. This substitute collateral increases the guaran-
tee of group members’ loan repayment capacity through
peer monitoring and sanctions functions. The success of
group-based lending models, such as the Grameen Bank,
has increased the poor’s access to unsecured loans (Hasan
& Renteria-Guerrero, 1997).

Several previous studies that provide evidence that
social capital had a positive effect on repayment include
(van Bastelaer & Leathers, 2006; Zeller, 1998; Cassar et al.,
2007). In addition, research on the role of social capital
in the group lending model includes (Brown et al., 2011;
Al-Azzam et al., 2012; Sanrego & Antonio, 2015; Okello
Candiya Bongomin et al., 2017; Zhang et al., 2020). Okello
Candiya Bongomin et al. (2017) examined the mediating
role of social networks in the relationship between finan-
cial intermediation and financial inclusion of poor house-
holds in rural Uganda. The findings of this study reveal
that social networks partially mediate the relationship
between financial intermediation and financial inclusion
of poor households in rural Uganda. In addition, social
networks and financial intermediation have a significant
and positive impact on the financial inclusion of poor
households in rural Uganda. This implies some effects of
financial intermediation on financial inclusion through
social networks that impact the financial inclusion of poor
households.

This study aims to examine the existence of social capi-
tal in encouraging the determinants of repayment capacity
in the group lending model based on community empow-
erment. The novelty of this research is to use social capital
as a reinforcing factor that determines repayment capacity.
This study includes the category of borrower group con-
sisting of women’s savings and loan groups and productive
economic business groups as dummy variables. The female
group exhibits better repayment behavior (Dorfleitner &
Oswald, 2016; Jumpah et al., 2018).

1. Literature review and hypotheses

1.1. Repayment capacity on group lending model

The elements contained in the provision of credit are:
(1) Trust, trust is a belief of the creditor that the credit
given in the form of money, goods, or services will be re-
ceived back at a certain period in the future; (2) Agree-
ment. Besides the element of trust in the credit, it also
contains a piece of the agreement between the creditor
and the credit recipient. This agreement is stated in an
agreement where each party signs its rights and obliga-
tions; (3) Term. Each loan granted has a certain period;

this includes the agreed repayment period. This period
can be in the form of short or medium and long term.
(4) Risk. The existence of a grace period for the return will
cause a risk of uncollectible/jammed lending. The longer
the term of credit, the greater the risk of being uncollect-
ed. (5) Repayment. It is an advantage or granting of credit
or better known as interest. Compensation in interest and
credit administration fees is advantageous for financial in-
stitutions (Kasmir, 2015).

Microfinance institutions provide microcredit to un-
banked borrowers and require no collateral. On the other
hand, group lending is an innovation that allows poor
borrowers to act as collateral for one another through
shared responsibilities. Shared responsibility can achieve
better screening for adverse selection, encourage peer
monitoring to reduce moral hazard, provide incentives to
group members to enforce loan repayments. In addition,
by leveraging the local knowledge that members have with
each other, group lending solves some of the problems of
information asymmetry between borrowers and creditors
(Ghatak & Guinnane, 1999).

The theory underlying microfinance and group lend-
ing by works Stiglitz (1990) and Varian (1990), analyse
how shared obligations can influence borrowers in groups
to screen their capacity and monitor their joint efforts, to
reduce the moral hazard problems involved in loans to
the unsecured, and to encourage borrowers to encourage
partners to choose safer projects. The basic philosophy of
the group lending model lies in the fact that deficiencies
and weaknesses at the individual level are overcome by
the collective responsibility and security afforded by the
formation of such groups of individuals. The communal
togetherness of individual members is used for several
purposes: educating and building awareness, collective
bargaining power, peer pressure, etc. The group lending
model is closely related and has inspired many other lend-
ing models. These include Grameen, community banking,
village banking, self-help, solidarity, peer pressure, etc.
One example of the group model is a joint liability. When
a group takes out a loan, they are jointly responsible for
repaying it when one group member defaults (Srinivas,
2015).

The most important element of a group-based lend-
ing system is a joint liability and the extent to which the
lender interacts with the group as a whole or even with
individual members. Experience has shown that factors
that promote group formation and group involvement
in joint activities — other than credit - can affect group
performance. In addition, a strong social network and in-
tensive interaction can facilitate the collection of informa-
tion about the reliability of agents or members and build
mutual trust and confidence. A strong network can stem
from repeated transactions (interactions), generating in-
centives for agents or members to behave honestly. They
consider the norms of reciprocity and loyalty that underlie
the transaction to build reputation and credibility.

Group lending programs use a collective obligation
to leverage borrowers’ local information about their
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respective projects through the self-selecting of group
members in the group formation stage (Ghatak, 1999).
According to Zeller (1998), each group member is respon-
sible for repaying the other members’ loans, and any other
credits are disbursed after all group members have paid
their loans in full. This helps ensure members pay and
monitor individual borrowers’ efforts to repay loans. Ac-
cording to Conning and Udry (2005), group lending is an
innovation that allows the poor to borrow because it re-
places physical collateral used by commercial banks with
social collateral. In group-based lending programs, the
functions of screening, monitoring, and guaranteeing loan
payments are primarily transferred from the bank agent to
the borrower or the group members themselves. Stiglitz
(1990) and Varian (1990) discuss the perceived benefits
of collective action in screening potential borrowers and
monitoring borrowers. Incentives for screening and moni-
toring the actions of fellow group members arising from
the existence of a system of joint responsibility for the po-
tential loss of opportunities to gain access to future loans.

Sharma and Zeller (1997) and Zeller (1998) investi-
gated the effect of program design, community and group
characteristics on group repayment performance. Analysis
of the determinants of loan repayment rates shows that
groups with higher levels of social cohesion have better
rates of return. Moreover, the results conclude that it is not
the level of physical and human assets of group members
but the level of variance of risk assets among members
that contributes to better loan repayments. The results,
therefore, suggest that heterogeneity in asset holdings
among members, and the associated intragroup diversifi-
cation across firms on and off the farm, allows members
to pool risks to better secure loan repayments.

Their article shows Feder and Huppi (1990) that suc-
cessful group loan schemes work well with homogeneous
groups and are jointly responsible for the default. The
practice of denying credit to all group members in the
event of a default is the most effective and cheapest way
to enforce shared responsibility. According to Brandt et al.
(1998) in the “Lending Methodology Module”, those bor-
rower groups have an essential role in lending procedures
where group lending programs disburse loans through
groups. In this case, group members guarantee the repay-
ment of their respective loans. Collaterals and co-signers
are generally not used, but there is peer group pressure
and collective responsibility for loan repayment within the
group. In addition, the functions normally performed by
bank staff are delegated to groups of borrowers, including
screening of peer clients determining who will be accepted
into their group; loan analysis by lending institutions is
minimal, depending on the assessment of each business
partner. Based on this understanding, it can be summa-
rized the factors in group loans that affect the repayment
capacity of groups as follows:

1) Group internal settings (GIS). Group internal set-
tings are the process of establishing and managing
borrower groups. Group internal settings will deter-
mine the character of the group. GIS is concerned
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with how the group screens colleagues or clients
who will become group members. Group expec-
tations of members who are committed to shared
responsibility;

2) Group loan appraisal (GLA). Group loan appraisal
is a process in which the group conducts a credit-
worthiness analysis of each of its members;

3) Group loan control (GLC). Group loan control con-
cerns the group’s control of collective responsibility
for loan repayments.

Empirical research on group lending on repayment ca-
pacity includes (Ben Soltane, 2008; Nanayakkara & Stew-
art, 2015; Rathore, 2017; Abdirashid & Jagongo, 2019).
Ben Soltane (2008) examines the factors that influence
group payments. The estimation results show that pay-
ment is positively influenced by internal rules of behavior,
the same business, knowledge of other group members
before its formation, peer pressure, self-selection, gender,
education, and non-financial services. Factors that predict
repayment capacity in Sri Lanka are the term, loan cycle,
gender and age of the borrower, group or individual bor-
rowers, the purpose of using the loan, and the frequency
of visits by loan officers (Nanayakkara & Stewart, 2015).

Rathore (2017) investigates the role of shared responsi-
bility in improving the repayment performance of micro-
finance programs. The role of shared responsibility does
not run alone and only uses the model of peer selection,
peer monitoring, and peer pressure. Still, the effect de-
pends on the social, cultural, and economic environment.
Abdirashid and Jagongo (2019), findings of their study
show that there is a strong correlation between loan per-
formance and internal group regulations, credit scoring
processes, credit policies, and credit risk control measures.
Based on theoretical studies and empirical research, the
following hypotheses can be developed:

H1: The process of group internal settings and forma-
tion has a positive impact on repayment capacity;

H2: Group ability in loan appraisal has a positive effect
on repayment capacity;

H3: Good group loan control will increase group re-
payment capacity.

1.2. Social capital

The contingency theory, first presented by Lawrence and
Lorsch (1967), states that different environments place dif-
ferent needs on organizations. This theory says that the
best practice for managing an organization will depend on
the environment in which it relates. Contingency theory
is part of the theory of organizational environment has
brought many implications in management decisions in
any organization. The theory has also helped organiza-
tional management improve decision-making quality by
overcoming contingent variables. Social capital is one of
the main components in moving togetherness, mobility of
ideas, mutual trust, and mutual benefit to achieve mutual
progress. The social capital theory is primarily rooted in
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the notion of trust, norms, and informal networks (Bhan-
dari & Yasunobu, 2009). Fukuyama (2000) defines social
capital as trust as a community’s ability to work together
for a common goal in groups and organizations. Interper-
sonal trust is the basis for emerging social relationships.
Mutual trust will increase cooperation between individu-
als, reduce transaction costs, and increase business trans-
actions. Fukuyama emphasizes qualities in social relation-
ships (interpersonal trust, shared norms and understand-
ing, etc.), which enable people to get along with others
and help to develop social capital (Bhandari & Yasunobu,
2009).

Putnam (1993) defines social capital as “features of
social organization, such as networks, norms, and trust,
that facilitate coordination and cooperation for mutual
benefit” Social capital is a set of horizontal relationships
between people. This means that social capital consists of
“networks of civic engagements’, networks of social at-
tachment that are governed by norms that determine the
productivity of a community group or community. Two
things are the basic assumptions of the concept of the so-
cial model, namely the existence of a network of relation-
ships with related norms, and both of them support each
other to achieve economic success for the people included
in the network. Social capital in the form of norms and
networks of linkages is a precondition for economic devel-
opment. In addition, it is also an essential prerequisite for
the creation of sound and effective governance. There are
three important reasons (Putnam, 1993) to explain this.
First, social networks allow for coordination and commu-
nication that can foster mutual trust among community
members. Second, trust has positive implications in so-
cial life. This is evidenced by the fact that the relation-
ship of people who have mutual trust in a social network
strengthens the norms regarding the necessity to help each
other. Third, the various successes achieved through co-
operation in the past in this network will encourage the
continuity of cooperation in the future. Putnam (1993)
further said that social capital could even bridge the gap
between groups with different ideologies and strengthen
agreement on the importance of community empower-
ment. Trust, norms, and social networks are core concepts
in social capital (Coleman, 1988; Putnam, 1993).

1.2.1. Core concepts in Social Capital

Trust is the basis of moral behavior on which social capital
is built. Morality provides direction for cooperation and
social coordination of all activities so that humans can live
together and interact with one another. High mutual trust
will increase community participation in various forms
and dimensions, especially in the context of building mu-
tual progress. Fukuyama (2000) defines trust as an attitude
of mutual trust in society that allows the community to
unite with one another and contribute to increasing so-
cial capital. Trust is determined by homogeneity, popula-
tion composition, and the level of inequality. High trust
is found in areas with homogeneous race and population
composition and low levels of inequality. Trust sources

are distinguished into macro and micro sources, where
macro sources include divinity, ethics, and law, while mi-
cro sources relate to institutional arrangements. William-
son (1993) in Casson and Godley (2000) states that trust
cannot be grown by one source alone. Often mutual trust
grows based on the relationship of friends and family.

Rao (2001) states that mutual trust is important for
the development of a healthy market economy. Trust re-
duces the need for contract enforcement and can elimi-
nate monitoring costs. However, persistent trust cannot
be built without showing the truth. The limited rationality
of humans (bounded rationality) affects efforts to build
mutual trust. Therefore, the limits of human rationality
must be expanded through communication and the avail-
ability of reliable information. Several studies show that
trust is significantly and positively related to economic
growth and vice versa; the government’s success in realiz-
ing a better level of economic development can strengthen
people’s social trust.

Zhang et al. (2020) prove that trust as a form of social
capital plays an important role in increasing cooperation
between agents, especially in credit lending activities. The
results show that gift-giving is especially helpful in estab-
lishing trust at the personal level rather than at the com-
munity level. In turn, personal and community trust can
facilitate access to informal and formal sources of credit,
respectively. The article (Brown et al., 2011) discusses the
interdependence in the multi-actor financial system in
Kenya, which includes informal lenders, rotating savings
and loan associations, solidarity groups, savings and loan
cooperatives, and microfinance institutions. This paper
explores the dynamics between these actors and describes
the role of trust and social capital in their complex rela-
tionships.

Findings from the empirical literature conclude that
social capital should not be taken as a single concept but
should be considered in different aspects which may have
other effects on performance (Rathore, 2015). For exam-
ple, trust between borrowers’ cultural and social homoge-
neity has been found to have more significant effects on
payment performance compared to incentives due to peer
pressure. Al-Azzam et al. (2020) examines the complex
relationship between various aspects of social capital and
group loan repayments and find geographic proximity,
trust, friendship, group homogeneity, and acquaintances
to be essential factors in explaining group payments.

Norms are shared values that govern individual behav-
ior in a society or group. Fukuyama (2000) states social
capital as an instant informal norm that can develop co-
operation between two or more individuals. Social capital
norms can be compiled from reciprocity norms between
friends. Social norms will play a very important role in
controlling the forms of behavior that grow in society.
Understanding the norm itself is a set of rules that are ex-
pected to be obeyed and followed by community members
in a particular social entity. Al-Azzam et al. (2012) in their
paper uncovers compelling evidence on the role of social
bonds and religion, especially in areas where religion
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contributes to individual attitudes and beliefs. The find-
ing is that religiosity improves pay performance.

Sanrego and Antonio (2015) in a study on the effect
of social capital on loan repayment behavior in the poor.
This study proves that group-based lending in Islamic Mi-
crofinance can further empower the poor and ensure that
financial services are feasible and able to repay their loans
with three main approaches implemented simultaneously;
(1) spiritual approach, (2) financial approach, and (3) so-
cial approach. This study proves empirically that Islamic
Microfinance-based groups can ensure that the poor de-
serve financial services and can repay their loans on time.
Furthermore, this demonstrates that the values of Social
Capital embedded in Islamic Microfinance-based groups
affect the behavior of the poor in paying off their debts.

Dasgupta (2002) assumes that everyone can interact
with others without choosing. But actually, everyone has a
specific pattern of interacting, making choices with whom
to interact and for specific reasons. The network was origi-
nally a system of communication channels to protect and
develop interpersonal relationships. Establishing this com-
munication channel requires a fee known as a transaction
fee. The desire to join others is partly due to shared values.
Networks also play a role in coalition building and coor-
dination. In general, it is said that the decision to invest
in a particular channel is caused by the contribution of
that channel to the economic welfare of the individual.
Okello Candiya Bongomin et al. (2017) revealed that so-
cial networks mediate the relationship between financial
intermediation and financial inclusion of poor households
in rural Uganda. In addition, social networks and finan-
cial intermediation have a significant and positive impact
on the financial inclusion of poor households in rural
Uganda. This implies that some of the effects of financial
intermediation on financial inclusion through social net-
works lead to impacts on the financial inclusion of poor
households.

1.2.2. Social Capital in Group Lending Model

Social Capital in Group Internal Setting (GIS). The role of
“trust” and “norms” is used in group dynamics, which is
related to the process from the initial formation of the
group to the evaluation of the group itself. Furthermore,
the role of “social networks” is intended to establish re-
lationships between existing groups and the surrounding
environment. The role of social capital, especially trust, be-
gins with the initial formation of the group, where mem-
bers are selected using the lending group method itself.
As a first step, verification is carried out within the small
group itself. The target group that received the loan capital
was an existing group or a group that had been formed
before applying for a loan from the Community Empow-
erment Trust Fund Management Unit, through exploring
ideas from the Neighborhood Association level, then the
“Kebayanan” level and the Village level. These groups in-
clude Neighborhood Association groups, “arisan” groups,
religious groups, farmer groups, and others. Al-Azzam
et al. (2012) find that religiosity improves repayment
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performance. For new groups, they must go through the
incubation process as a stage to prepare the group. The
process of exploring ideas to get existing groups or groups
that are newly formed is carried out by the Community
Empowerment Trust Fund Activities Management Unit
together with group companions at the Village level (Vil-
lage Economic Motivators) or Village Economic Empow-
erment Cadres. Putnam (1995) states that one that sup-
ports the availability of social networks is through neigh-
borly relations (neighborhood network). Social capital will
develop and become more productive when used, so social
capital needs to be developed to remain productive. In this
network, they see that the more someone knows other peo-
ple, the bigger the network they have, which also means
that the social capital they have is also getting bigger. This
relationship can be shown by the number of close people
who are willing to provide assistance. The process of form-
ing and managing borrower groups is based on ‘trust’ be-
tween group members; based on “norms” that apply in rural
areas and involve social networks in rural areas. This is a
characteristic of social capital. Based on the study above,
the hypothesis developed:

H4: Social capital strengthens group internal setting in
increasing group repayment capacity.

Social Capital in Group Loan Appraisal ((GLA). Groups
that have submitted loan proposals to the CETF Man-
agement Unit will undergo a loan eligibility verification
process by the verification team. All group members and
group administrators must follow this process with the
group being visited by the verification team. Verifica-
tion sheets have been prepared as material to determine
the level of ability to repay loans for each member of the
group. The verification process through a verification team
visit to this group is accompanied by a Village Economic
Motivator or a Village Economic Empowerment Cadre for
each Village. The verification process has been carried out
and the results will be brought to the funding meeting to
obtain a decision on the feasibility of a group loan along
with the loan amount of each group member. Minutes
of decisions from this funding meeting are the basis for
the CETF management agency to provide capital loans to
beneficiary groups. Group loan valuation based on social
collateral; “norms” that apply in rural areas and involve el-
ements of society or “social network” in rural areas are the
characteristics of social capital. Based on the study above,
the hypothesis developed:

HS5: Social capital strengthens group ability in loan ap-
praisal in increasing group repayment capacity.

Social Capital in Group Loan Control (GLC). Group
lending with shared responsibility works through peer
selection, peer monitoring and peer pressure. However,
it appears that shared responsibility does not work in-
dependently, but its effect depends on the social, cul-
tural and economic environment. Level of social ties
and level of development are significant determinants.
Rathore (2017) gives a practical impression of joint
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liability works through different mechanisms as sug-
gested by Cull et al. (2007) that other institutional fac-
tors such as direct monitoring through qualified loan
officers greatly influence the performance of borrow-
ers in groups. Based on the study above, the hypothesis
developed:

Heé: Social capital strengthens group loan control in
increasing group repayment capacity.

Social capital built based on trust, norms, and net-
works between groups of borrowers and community em-
powerment trust fund management institutions is expect-
ed to strengthen the factors that determine the repayment
capacity of borrower groups. Several empirical studies on
the value of social capital in repayment include (1) com-
munity-based cognitive social capital, proxied here with
the general belief that it is highly related to loan repay-
ment performance (van Bastelaer & Leathers, 2006); (2)
The values of Social Capital that are embedded in Islamic
microfinance-based groups affect the behavior of the poor
in paying off their debts (Sanrego & Antonio, 2015). Duf-
hues et al. (2011) Social capital with the strength of the
bond (Bonding) has a positive effect on loan repayment.
The following hypotheses can be developed based on theo-
retical studies and empirical research.

H?7: Social capital has a positive impact on repayment
capacity.

E. Indriani et al. Increasing solvency by moderating social capital: a study on group lending model from community...

2. Methodology

This research is a group lending model research organ-
ized by Indonesias Community Empowerment Trust Fund
management agency. A research object is a group of bor-
rowers consisting of two categories: the Women’s Savings
and Loans Group (WSLG) and the Productive Economic
Business Group (PEG). The research was conducted in
Sragen Regency, Central Java, Indonesia, considering that
this region has the largest population compared to other
regencies with 2,999 groups. The borrower group consists
of 2,348 WSLG and 561 PEG. Using the proportional ran-
dom sampling technique, samples were taken based on
the Slovin formula for as many as 97 group respondents.
This study examines the factors determining repayment
capacity with a group lending model approach with social
capital as the moderating variable. The variable uses fac-
tors in the GLM, which adopt the understanding of the
group lending program from the “Lending Methodology
Module” (Brandt et al., 1998). The variables used in the
empirical research model and their indicators can be seen
in the Table 2.

The analysis technique used is moderating regres-
sion analysis. Here is the model Eq. (1):

RC, =+B,GIS, +B,GLA, +B3GLC; +ByBG, +P5SCs +¢,
(1)

where B, By B3> Bs Ps are regression coeflicients. RC
stands for Repayment Capacity; GIS is a group internal

Table 2. The direction of application of variables, indicators and measurement

Variables

Variable description

Indicators

Measurement

Repayment capacity
(RC)

Assessment of group debtor’s
ability to repay loans

- Accuracy in repayment;
- Relatively low level of bad loans.

Likert scale

Group internal
settings (GIS)

The process of group formation
and group internal rules

- Group members can be trusted as a consequence of
joint; responsibility;

— The desire to help each other;

- Group members know each other well;

- Responsibility for group obligations.

Likert scale

Group Loan
Appraisal (GLA)

Eligibility assessment in group
lending

- Loan Application;

- Group credit selection;

- Approval of loan eligibility;

- Based on people (credit history, characters, etc.).

Likert scale

Group Loan Control
(GLC)

Monitoring and controlling group
member loan repayments

- Coaching and mentoring;
- Anticipate congestion;

- Group cohesiveness;

- Group mentoring ability;
- Incentives.

Likert scale

Beneficiary Group
(BG)

Group lending program

- Productive economic group (PEG);
- Women’s savings and loan group (WSLG).

Dummy
variable: 0 =
PEG;1 = WSLG

Social Capital (SC)

Something that refers to institu-
tional dimensions, the relation-
ships created, and the norms that
shape the quality and quantity
of social relations in society
(Woolcock & Narayan, 2000)

- Giving climate- trust;

- Community empowerment;

— Charitable involvement;

— Spirit of volunteerism; and

— Active citizenship.

- Adopted by Putnam (2000) in (Woolcock &

Narayan, 2000)

Likert Scale

Note: * indicator GIS, GLA, GLC adopted from “Lending Methodology Module” (Brandt et al., 1998).
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setting; GLA is a group loan appraisal; GLC is group loan
control; BG is the Beneficiary Group (0 - productive eco-
nomic business group and 1 - women’s savings and loan
group), and SC is social capital. The full model Eq. (2) can
be written as follows:

RC, =+B4GISg +B,GLA, +BgGLCg + By BGy +
B,oGIS_SC,y +B;;GLA_SC,, +B1,GLC_SC,, +¢,, (2)

where B¢, B, B> Bos Bio» B11> Pia are regression coefhi-
cients. GIS_SC is the interaction between social capital

and group internal settings. GLA_SC is the interaction
between social capital and group loan appraisal. GLC_SC
is the interaction between social capital and group loan
control.

3. Results and discussions
3.1. Result

Descriptive data from respondents consisting of ben-
eficiary groups, Productive Economic Group (PEG) and
Woman Saving and Loan Group (WSLG) with percentages
in Table 3.

Table 3. Percentage of loan group respondents

Frequency Percent
PEG 32 33.0
WSLG 65 67.0
Total 97 100.0

From Table 3, it can be seen that WSLG is 67 per-
cent greater than PEG as much as 33 percent. This data
represents the population of the borrower group in the
Community Empowerment Trust Fund, where WSLG
is more than PEG. WSLG represents a group of female
borrowers, and PEG represents a mixed group of male
and female borrowers. The regression equation model
(Eq. (1)) and the full model Eq. (2) have met the clas-
sical assumptions (normality, multicollinearity, and het-
eroscedasticity). The results of the regression equation
can be shown in Table 4.

The results of the regression equation in Table 4 pro-
vide evidence regarding the factors in the group lending
model that determine repayment capacity as follows:

1) Group internal settings positively affect repayment
capacity with a probability value of 0.144. The inter-
nal group setting has a positive but not significant
effect on repayment capacity—formation of com-
munity empowerment-based groups. The group
formation process is carried out with the participa-
tion of the village community in the loan recipient
sub-district. The group’s formation is based on the
agreement of the village community by consider-
ing the proximity of the area. Selection of members
through village deliberation meetings independent-
ly and provision of village cadres who work volun-
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Table 4. Result of regression equation model
Variables Model 1 Model 2
Group internal settings 0.108 0.062
(GIS) (0.144) (0.429)
Group Loan Appraisal 0.533 0.521
(GLA) (0.000)*** (0.000)***
0.410 0.440
Group Loan Control (GLC) (0.000)** (0.000)**
. -0.189 -0.170
Beneficiary Group (BG) (0.075)* (0.104)*
. . 0.219 0.198
Social Capital (SC) (0.005)** (0.014)**
-0.073
GIS_SC - (0.343)
-0.057
GLA_SC - (0.466)
0.216
GLC_SC - (0005)***
R Square 0.570 0.607

Notes: 1) * The coefficient is significant at 0.1. *** The coef-
ficient is significant at 0.01. 2) GIS_SC; GLA_SC; GLC_SC:
interaction between the independent variable and the moderat-
ing variable - social capital - to test the moderating effect.

tarily and the ability to comply with and implement
the provisions in joint liability. The formation and
arrangement of groups based on regional proximity
do not guarantee that groups will be able to commit
to joint liability provisions. However, the consensus
agreement will have a positive impact on repayment
capacity. The results of this study do not support
(Abdirashid & Jagongo, 2019) self-internal regula-
tions affecting loan performance.

2) Group loan appraisal positively affects repayment
capacity with a significance level of 1%. The results
of this study prove that if the group can carry out a
good group loan feasibility analysis, it will increase
the repayment capacity of the group. Groups that
have submitted loan proposals to the Community
Empowerment Trust Fund will undergo a loan
eligibility verification process by the verification
team. The verification team verifies the loan group
accompanied by a Village Economic Motivator or
Village Economic Empowerment Cadre. The verifi-
cation results will be brought to a funding meeting
to get a decision on the eligibility of group loans
and the loan size of each group member. Minutes
of decisions from this funding meeting serve as the
basis for the Community Empowerment Trust Fund
Management Institution to provide capital loans to
the beneficiary groups. The group conducts anal-
ysis and selection of loan proposals for its mem-
bers based on the feasibility of the proposed loan.
Analysis of group loan eligibility based on group
members’ character, credit history, and ability to re-
pay. This finding is in line with (Ben Soltane, 2008)
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regarding factors that influence group payments,
namely internal rules of behavior, similar business
ventures, knowledge of previous group members’
payment history.

3) Group loan control positively impacts repayment
capacity with a significance level of 1% (H3 is prov-
en). In addition, credit risk control is carried out by
the group by monitoring and putting pressure on
group peers to avoid bad loans. These results are
in line with the research of (Al-Azzam et al., 2012;
Rathore, 2017; Abdirashid & Jagongo, 2019) on the
role of shared responsibility in improving the repay-
ment performance of microfinance programs using
peer monitoring, peer pressure, and credit control.

4) Social capital (SC) has a significant effect on repay-
ment capacity. Social capital is built because of a
supportive climate of mutual trust, group empow-
erment, involvement in social activities; charitable
involvement; the spirit of volunteerism; and active
citizenship. Social capital is formed through men-
toring activities, group development, and giving re-
wards to orderly groups in terms of loan repayment.
The results of this study are in line with (Zhang
et al., 2020; Okello Candiya Bongomin et al., 2017;
Sanrego & Antonio, 2015) that the values of Social
Capital embedded in the group affect the behavior
of the poor in paying off their debts.

5) The beneficiary group affects repayment capacity in
the opposite direction. This provides evidence of a
significant difference between WSLG and PEG in
repayment capacity. WSLG has a better repayment
capacity than PEG. This is because WSLG consists
of all women, while most PEG members are men.
This finding is in line with research by (Dorfleitner
& Oswald, 2016; Jumpah et al., 2018; Schurmann
& Johnston, 2009; Shahriar et al., 2020). Accord-
ing to Schurmann and Johnston (2009), women are

Table 5. Result of hypothesis testing

Hypotheses Result

H1: The process of forming and regulating
the internal group has a positive impact
on the repayment capacity of the group;

H2: The group’s ability in loan appraisal has a | supported
positive effect on the repayment capacity
of the group;

H3: Controlling group loans will increase
group repayment capacity;

H4: Social capital strengthens group loan
control in increasing group repayment
capacity;

H5: Social capital strengthens group loan
control in increasing group repayment
capacity;

not supported

supported

not supported

not supported

Heé: Social capital strengthens group loan supported
control in increasing group repayment
capacity;

H?7: Social capital has a positive effect on supported

repayment capacity.

the primary target beneficiaries of the microcredit
program in Bangladesh. This is because women feel
more sensitive and more reliable in terms of bor-
rowing and borrowing.

6) The test of social capital strengthens the factors that
influence the repayment capacity of the group, as
shown in the results of the second equation. The
test of social capital as a moderating variable uses
the absolute difference test to consider that the in-
teraction test has the potential to occur multicollin-
earity between independent variables. The results of
testing social capital as moderating variables such as
GIS_SC and GLA_SC showed insignificant results
with probability values of 0.343 and 0.466, respec-
tively. Meanwhile, social capital strengthens group
loan control to increase the repayment capacity of
the group. This is indicated by the probability value
of GLC_SC of 0.005 significant at 1%. This indicates
that group loan control supported by social capital
will increase the repayment capacity of the group.
The results of hypothesis testing can be summarized
in Table 5.

3.2. Discussion of research findings

As predicted by theory, the empirical analysis of this
study proves that the management of group loans con-
sisting of group loan appraisal, group loan control, and
social capital is a determinant of repayment capacity. The
process of screening and selection of group loans moni-
toring and controlling group loans and social capital im-
pact repayment performance. These results align with
research (Al-Azzam et al,, 2012) that peer monitoring,
group pressure, and social ties reduce defaults. Ghatak
and Guinnane (1999) analysed how joint liability loans
encourage repayment screening, monitoring, verification,
and enforcement. Social capital acts as a moderating fac-
tor or a factor that strengthens the control of group loans
to increase repayment capacity. The actualization of so-
cial capital in enhancing the control of group loans can
be proven by the performance of non-performing loans
from community empowerment trust funds. Based on
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CETF non-performing loan data during the pandemic in
18 regions of Sragen Regency Indonesia in 2020, it can be
seen in Figure 1. The average NPL for WSLG and PEG
in 18 regions in 2020 is 8.59 percent. Even 14 of the 18
areas have an average NPL of 4.91 percent. The 14 regions
consist mainly of WSLG. This ratio meets the provisions of
healthy microfinance with the criteria for a non-perform-
ing financing ratio of a maximum of 10 percent.

The findings of this study are in line with the concept
of social capital according to Putnam (2000, pp. 18-19)
in Bhandari and Yasunobu (2009), which says that social
capital refers to the relationship between individuals and
social networks and norms as well as a trust so that he as-
sumes that social networks have values and social contacts
affect individual and group productivity. Social capital as
a shared network with norms, trust, and understanding
that facilitate cooperation between or between groups.
Social capital refers to the institutions, relationships, and
norms that shape the quality and quantity of a society’s
social interactions (Grootaert, 1998; Narayan, 1999). In
the internal group setting, groups are formed by extracting
ideas from the neighborhood Association level, the “Ke-
bayanan” level, and the village level. These groups include
the Neighbourhood Association group, social gathering
group, recitation group, farmer group, and others. For ex-
ample, suppose the community group that will apply for
a loan to the CETF management agency turns out to be
newly formed. In that case, an incubation process must
be carried out to prepare the group, and the group ad-
ministration is ready to get loan capital from the CETF
managing agency. The process of exploring ideas to get
existing groups and newly formed groups are carried out
by the CETF management agency and group assistants at
the Village level, namely the Village Economic Motiva-
tor or Village Economic Empowerment Cadre. Borrower
groups are formed based on geographical proximity, trust,
friendship, group homogeneity, and acquaintances are im-
portant factors in explaining group payments (Rathore,
2015; Al-Azzam et al., 2020).

Social capital as a factor that strengthens group loan
control in increasing repayment rates is the finding of
this study. This finding can be explained by the general
theory of peer monitoring (Stiglitz, 1990). Peer group
lending addresses the three main issues of the lending
relationship: screening, incentives, and enforcement.
These three loan relationship problems can be solved
by having substantial social capital. The process of
strengthening social capital for controlling group loans
is formed by a network between management institu-
tions, loan groups, and community empowerment. First,
the management agency gives permission to the group
to conduct group loan appraisal screening to avoid the
possibility of group members being in default. Then,
the group selects the creditworthiness of its members
and submits a group loan proposal to the Community
Empowerment Trust Fund Management Agency.

Furthermore, the verification team will assess the
feasibility of group loans through visits to groups
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accompanied by village economic motivators or village
economic empowerment cadres in each village. The
verification results will be brought to a funding meet-
ing to get a decision on the eligibility of group loans
and the loan size of each group member. The minutes
of the decision from this funding meeting serves as the
basis for the Community Empowerment Trust Fund
Management Institution to provide capital loans to the
beneficiary groups.

According to Stiglitz (1990), there is a risk trans-
fer from lenders to group members, so group members
strive to earn income for repayment. The potential for
recurring loans is a clear incentive for repayment. Such
is the enforcement function performed by group mem-
bers. The role of the manager of the community em-
powerment trust fund in assisting and strengthening
groups is a representation of social capital that strength-
ens the filtering, incentive, and enforcement functions
in controlling group loans. This is in line with the re-
search results of Dufhues et al. (2011), van Bastelaer
and Leathers (2006). Capital loans to groups of bor-
rowers with a joint responsibility system and without
collateral — group lending model - require strong and
rooted social capital through a group empowerment ap-
proach to improve repayment performance. The find-
ings of this study support the research of van Bastelaer
and Leathers (2006) community-based cognitive, social
capital has been shown to be strongly associated with
payment performance. This suggests that the attitudes
and values shared by community members create an
environment in which group borrowers respect their
involvement. Social capital is formed based on trust,
norms, and networking both within the internal group
and with the Community Empowerment Trust Fund
management unit through activities including:

- Regular meetings of management and group mem-

bers every month;

- Regular meetings of the group management associa-
tions every month in each village;

- Monthly meetings and coordination meetings for vil-
lage economic motivators or village economic em-
powerment cadres;

- Assistance and development of group administration;

- Group training from primary level, advanced level,
and independent level;

- Visits of the Community Empowerment Trust Fund
Management (CETF) Institution to members and
groups to strengthen the kinship ties of kinship be-
tween the Community Empowerment Trust Fund
Management Agency and groups;

- Group gathering to enhance the relationship and
emotional bond between CETF management agency
and the group;

- Incentives from lenders to groups in the form of
rewards for group members as group motivation in
repayment;

- Incentives are social in the form of social responsibil-
ity funds to the poor in the form of basic necessities,



322  E. Indriani et al. Increasing solvency by moderating social capital: a study on group lending model from community...

giving to the community for health protocols during
the COVID-19 pandemic.

This research contributes to the body of knowledge of
social capital theory. Social capital enhances repayment
behavior in group loan programs seen not as causal but
in moderation. This study reinforces the findings that have
been documented in the paper (Al-Azzam et al., 2020)
about having proven that various aspects of social capital
and their interactions have an impact on payment per-
formance. Meanwhile, several empirical research results
explain social capital as an intermediary in increasing
group loan repayments (Okello Candiya Bongomin et al.,
2017; Sanrego & Antonio, 2015). The findings in this
study imply that strong social capital will encourage the
group lending model to avoid default. This success was
made possible because the basic principle of social capital,
which emphasizes the importance of maintaining good re-
lations and trust between fellow citizens and lenders, has
been able to replace collateral in the form of collateral, a
standard regulation in providing bank credit in general. In
other words, substantial social capital is a reliable “collat-
eral”. Moreover, the bank can accept this alternative collat-
eral because, within the community itself, there has been
an agreement to assume joint responsibility and mutual
control between fellow citizens.

Deviations committed by a citizen in the use and
repayment of credit are considered a personal problem.
Still, they are actions that cause a loss of trust in society.
Therefore, the community can impose social sanctions
on citizens who cause a loss of trust. This is in line with
Coleman’s thinking as described earlier that “the main
pillar of social capital is in the form of a social structure
that creates confinement in a social network that makes
everyone interconnected in such a way that obligations
and sanctions can be imposed on everyone who becomes
members of that network” (Coleman, 1988). Social capi-
tal has important policy implications for investing in the
organizational capacity of the poor and helping to build
bridges between communities and social groups. To this
end, the use of participatory processes can facilitate con-
sensus building and social interaction among stakehold-
ers with diverse interests and resources. In addition, social
capital finds ways and means to address social inequalities
and build social cohesion, and trust is essential for eco-
nomic development.

Conclusions

The Community Empowerment Trust Fund is a continua-
tion of the revolving fund of the National Program for In-
dependent Rural Community Empowerment which ended
in 2014. The fund is managed by the community indepen-
dently through the Community Empowerment Trust Fund
activity management unit to provide easy access to busi-
ness capital for both the community as beneficiaries and
groups business, improving services to poor households
in meeting the need for business capital through benefi-
ciary groups. This study attempts to explain the factors

that affect the performance of loan repayments using the
group lending model approach. The factors in the group
lending model approach are the management of loans in
groups starting from the formation and arrangement of
groups; group loan screening or group loan appraisal; and
group loan control and social capital.

This study has succeeded in showing the resolution
of three main problems of group loan relations, namely
screening, incentives, and enforcement, represented by
factors such as group loan appraisal, group loan con-
trol, and social capital to increase group repayments.
Social capital strengthens the control of group loans to
increase repayment capacity. This study provides evi-
dence that the unbanked poor are able to manage group
loans to grow their business. Social capital can play an
essential role in making loans effective for community
development. The most significant contribution to the
development of social capital is financial inclusion for
rural communities and creating more independent rural
community groups. This study also provides evidence
that the group of female borrowers has a higher col-
lectability rate than the group of productive economic
enterprises whose members are primarily male.

The results of this study provide theoretical implica-
tions that Group Lending with Joint Liability does not
only work using a model with peer selection, peer eligi-
bility assessment, and peer monitoring and control, but
requires the support of social capital. This is in line with
joint liability work through different mechanisms (Ra-
thore, 2017). Trust among group members towards joint
liability; norms that apply in rural communities; social
networks bonding between group lending - communi-
ties — lending institutions are characteristics of social capi-
tal. Social capital provides strengthening to group lending
control dynamics to increase repayment capacity

The practical implication is that group lending with
joint liability will be able to increase repayment capacity
by strengthening social capital through the role of the
CETF managing institution in controlling group lend-
ing through regular group assistance. Assistance uses
a group empowerment approach that aims to increase
loan repayment capacity and increase group independ-
ence in using funds for entrepreneurship to increase
the income of group members. Assistance requires ad-
equate resource capacity.

The limitation of this research is that strengthening
social capital with a group empowerment approach re-
quires large costs with a risk of default. Future research
could add reward factors as repayment incentives and
social sanctions to prevent default.
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