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EXECUTIVE SUMMARY

This report reviews strengthening and improving the capacity of Bureau Financing and Guarantee Bapepam-LK’s implementation of regulation and supervision of the market participants in Indonesia. The regulation and supervision are strategic issues to improve the performance of financial markets in Indonesia. The challenges facing the Bureau in regulating the Non Banking Financial Markets (NBFI) in Indonesia are increasing due to the rapid growth of the industry, lack of prudential regulation and no early warning system.
The main objective of this study is how to strenghthen and revitalize the capacity of the Bureau of Financing and Guarantee Bapepam-LK’s implementation of regulation and supervision of financial markets in Indonesia to minimize risk.
The study conducted in depth review of  the regulation and supervision aspects in Indonesia by using comparative analysis of Indonesian regulatory and supervisory practices with those in South Korea, and through literature studies for other countries such as India, New Zealand, and Sweden. Based on the reviews of the countries, it was determined that South Korea provided the best model to benchmark the Bureau’s practices against. Best practices were then selected as recommendations to improve the Indonesian regulatory and supervisory practices. Methodology used in the study is survey, and interviewing with the market participants through Focus Group Discussion, including related officials such as  Bapepam-LK in Indonesia and Financial Supervisory Services (FSS) in South Korea. 

The study identified the following problems faced by NBFI in Indonesia:
1. Legal Basis:
a) There is no umbrella law (Undang-Undang) concerning Finance companies in Indonesia. Legal power of the NBFIs-Non Depository Taking compared to the NBFIs-Depository Taking in Indonesia is much weaker relative to that of the South Korea and other countries which have detailed guidelines that provides transparency in all procedures and legal steps. The South Korean system would create certainty and reduce risk faced by financial industry. 
b) The NBFI’s believe that the lack of a Law creates legal uncertainty within the court and has an adverse effect on their ability to successfully litigate.
c) Contrast to that of South Korea and other prudential regulators, Indonesia supervision does not effectively monitor and evaluate safety and soundness of individual financial companies.
2. Regulatory and Supervisory:
a) Controlling of both regulation and supervision by a single regulator may lead to abuse of power. Accordingly, the holding of both these two major functions by Bapepam-LK requires transparency and clear rules and regulations. 
b) Coordination between the Bureau and other government institutions is lacking and needs to be improved.
3.   Human Resources 
a) Indonesia has insufficient staffing for supervision compared to best practices and this will have to be addressed to improve supervision.
b) At the same time Indonesia also has to build and implement IT solutions to make the supervision process more efficient and effective.
4. Licensing
Interestingly enough when one sees the market entrants to NBFI it is found that:
a) In terms of licensing requirements and procedures Indonesia is less restrictive for new entrants compared to South Korea and other countries. 
b) In addition, Indonesia focuses mainly on individual experiences rather than company’s experiences as South Korea does.  Business plans in Indonesia have not been complemented by risk management systems, internal controls and credit reviews.
5.   Off-Site Surveillance and On-Site Examination (Supervision) 
a) In Indonesia, the focus of supervision is on compliance of financial companies to the regulations and does not produce early warning information about the condition of healthiness of a company or industry.  This is contrasts with that of South Korea where supervision is designed to produce early warning information so that corrective assistance can be delivered promptly to those companies requiring increase supervision.
b) Supervision is more timely in South Korea than in Indonesia. Therefore, reducing the risks to the supervisor.
c) There is no composite rating systems used by the Bureau to rate the condition and risk of each company regulated.
d) In Indonesia it is impossible to produce an early warning system from the Bureau‘s supervision activities due to the lack of a well developed quantitative monitoring tool.  As early warning information has not been developed, it is not possible to implement supervisory tools such as increased supervision that may lead to required prompt corrective actions by those financial companies who face business problems.  


The following are important recommendations to improve the performance of the financial industry especially NBFI through strengthening the power of Bapepam-LK, in implementing regulations and becoming a risk based supervisor:
a. To minimize uncertainty in the business of finance companies, the Government of Indonesia (GOI) through Parliament should pass an Undang-Undang (national law) regulating the non-bank financial institutions, particularly non deposit taking institutions. In addition, the law should be complemented with a set of operating supervision rules.
b. In order to implement risk based supervision, Bapepam-LK should have an appropriate staffing plan to improve its effectiveness in implementing the law and its roles and develop a training plan (in-house training and third party training) on an annual basis. 
c. Adoption of a risk based approach to supervision and the implementation of a composite rating system should be implemented by Bapepam-LK.
d. Improve the main functions of Bapepam-LK in consumer protection services through: (i) providing the government regulation on financial consumer protection based on OECD principles (G20 High-Level Principles); (ii) providing information to the public about the industry and its performances; (iii) establish a consumer protection unit to perform mediation of disputes between the consumer and finance companies. 
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	Introduction 


Chapter I
 INTRODUCTION 

[bookmark: _Toc312936898]1.1. Background
Indonesia’s formal financial sector comprises two types of institutions, i.e. banks and non-bank financial institutions (NBFIs). A sound financial sector is a key to the achievement of the national goals of increasing economic growth, increasing employment opportunities, reducing poverty and mobilizing capital for domestic investment. In 2010, 82.9 percent of the financial system assets were held by banks, the remainder being held by NBFIs, including finance companies, venture capital, insurance and pension funds. The role of NBFIs, specifically finance companies (supervised by Bureau Financing and Guarantee Bapepam-LK) in providing funding for the public had been steadily increasing. The onset of the global financial crisis in 2008, however, restrained this growth, resulting in the industry becoming stagnant, although this lasted only for a very brief time. The industry assets of finance companies have increased significantly with the amount being IDR 277.2 trillion as of September 2011, as indicated in Figure 1.1. In addition, the non-bank finance industry, especially finance companies has shown a positive trend. Since 2006, the percentage of Finance Company Assets against nominal Gross Domestic Product has risen by 0.33% from 3.26% in 2006 to 3.59% in 2010. Meanwhile, the percentage of Banking Industry Assets experienced a decrease from 51.44% to 47.54% by the end of 2010[footnoteRef:1]. [1:  Bapepam-LK Annual Report of Finance Companies in 2010] 
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Source: Bapepam-LK Annual Report, 2010 and monthly report (as of September 2011)

Figure 1.1 Performances of Finance Companies


The bank’s investment in the finance companies was increased, due to the business prospects of this industry. For instance, 78.3% of finance company funding came from loans from banks, which increased to 80.9% in 2010 (see Figure 1.2).  

 












          Source: Bapepam-LK Annual Report, 2010 and monthly report (as of September 2011)

Figure 1.2 Source of Funding of Finance Companies
Close linkages between finance companies and banks indicate a high dependence of finance companies on the banking sector. This implies that whenever the finance companies experience financial shocks these could spawn a contagious effect on the banking sector.  In addition, the uncertainty of global economic stability could potentially create market risk for both banks and finance companies. Currently, the potential risk faced by finance companies is the strong competition between them to deliver credit services without the application of prudent risk management practices, particularly consumer finance companies (see Box 1). In 2010, consumer finance companies contributed some 69.8% of the total assets of all finance companies. 
 (
Box 1. 
Lack of Prudent Risk Management 
The low bank interest rate
s
, 
coupled with the diversity of motorcycle
 products with new design and technology, and competition between consumer finance companies has helped trigger increasing demand for motorcycles. This has increased unhealthy competition between consumer finance companies through a ‘down payment war’. For instance, a motorcycle can be ridden away for a down payment (DP) of less than Rp500,000, and with the total price of a motorcycle being around Rp11 million to Rp15 million, the credit installment terms run from Rp350,000 to Rp600,000 per month for up to a maximum of 36 months. In addition, the credit procedure is both quick and simple. From the basic business viewpoint, the consumer finance companies gain a high return, as the prevailing bank interest to the finance companies (around 14%-15%) is substantially lower than that they charge the consumers (around 30%-40%). Unfortunately, the consumer finance companies are only focusing on the high profit aspect without considering the application of prudent risk management to anticipate hidden risks as the implications of the down payment war and the high interest charged to the consumers. 
)

















In order to spur the implementation of risk management practices in finance companies, Bapepam-LK’s role should provide guidance for the implementation of these practices and improved supervision is of the highest importance. Moreover, financial services globalization has posed additional challenges for supervision in order to anticipate, particularly those related to dealing with issues posed by cross-border activities.  Currently, the supervision approach by Bapepam-LK to implement prudent regulation is more ’compliance based‘, in order to enforce power with purpose to ensure that essential minimum standards are met by finance companies and that the overall regulatory and supervisory approaches have credibility. 
 (
Box 2. What makes financial sector supervision different?
Supervision is not unique to the financial industry. What makes it different is the nature of the relationship between supervisors and industry, particularly in the context of prudent supervision. There is near-continuous involvement of supervisors in the birth, life, and death of the institutions they supervise. In its earlier forms, the supervisory approach was more ‘compliance-based’ or ‘enforcement-based’, with the main supervisory task being to ensure that all the rules laid out for safety and soundness (or conduct of business) were adhered to. There are risks in taking a mainly compliance-based approach, particularly where associated with relatively detailed rules-based regimes. This can lead to excessive focus on more easily observed non-compliance - such as breaches of capital adequacy requirements and demonstrable cases of customer mistreatment - and to insufficient understanding of key business drivers and flaws in risk management practices. It also tends to be backward looking and can fail to identify the major risks that institutions will face in the future. Moreover, it can deal poorly with innovation.
The globalization of financial services and the uncertainty of global economic stability have led to a shift in approach by many supervisors, variously referred to as risk-based or risk-focused, where supervisors focus their limited supervisory resources on major risks. Risk-based supervisory approaches vary, as do the methodologies for measuring risk for these purposes. They comprise a combination of rigorous risk assessment and a careful management of resources to ensure that they are in practice allocated as far as possible to the major risks. To be effective, risk-based approaches need to ensure that resources are committed not simply to the highest risks, but rather to those that the supervisor has the best chance of mitigating. 
Source: IMF (2010), The Making of Good Supervision: Learning to Say “No
”
)Under a compliance-based approach, supervisory activities focus on the financial situation of the supervised entities (finance companies) at a given point in time. To the contrary, however, risk-based supervision (RBS) is a dynamic process with the emphasis more on understanding and anticipating the possible risks to be faced by the finance companies when executing their business plans and thus going beyond their current financial situation[footnoteRef:2]. [2:  Randle,Tony. 2009. Risk Based Supervision. World Bank.] 

Efforts to strengthen the capacity of Bapepam-LK, should include benchmarking against similar institutions in peer countries that regulate and supervise their finance companies based on risks (risk-based supervision) is of importance. A comparative study with a well-structured supervisory institution enables future needs to be identified, as well as the existing condition of BAPPEPAM-LK.  The gap analysis conducted in this study provides clear and operational recommendations for a more powerful and effective function by BAPPEPAM-LK.
[bookmark: _Toc312936899]
1.2. Objectives
There are at least two economic rationales for strengthening financial regulation and supervision: (1) Preserving Financial Sector Soundness; the core objectives of financial regulation are to preserve the stability and soundness of the financial system and to protect the deposits of the public (Llewellyn, 1999); (2) Ensuring Institutional Soundness; regulation should help in setting standards to enhance financial institutions’ soundness thus enabling them to maintain their growth and sustainability, leading to economic development in the country. 
Due to the importance of strengthening financial regulation and supervision, the main objective of the study is to strengthen and improve the capacity of Bureau Financing and Guarantee Bapepam-LK’s implementation of regulation and supervision of the market participants in Indonesia. 
The specific objectives of the study are as follows:
a. To review current supervisory practices;
b. To review peer country experiences
c. To provide recommendations to strengthen the capacity of the Bureau.
The specific focus of the study is also placed on the differences between those in the Indonesian regulatory and supervisory practices compared to those in the selected peer countries. The gap between the presence of the regulatory and supervisory practices of Indonesia compared to those of the selected peer countries will be discussed in the following chapters.
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Chapter II
CURRENT SUPERVISORY METHODOLOGY:
 PRACTICES, PROCESSES AND PROCEDURES


2.1. Legal Framework
Despite the acknowledgement that the regulatory and supervisory function of Bapepam-LK is critical for the sustainability of financial companies’ growth and their overall contribution to the national economy, the government has not provided sufficient legal power to support it.  Its function to regulate and supervise financial companies is based only on Presidential Decree Number 9 of 2009 on Financial Institutions issued March 18, which is a revision of Presidential Decree Number 61 of 1988 on Financial Institutions.  This has created legal uncertainty for both the supervised financial firms and the supervising institution (Bapepam-LK), since in the Indonesian legal hierarchy a presidential decree is only positioned at the fifth layer.    
Another reason for the urgency of improving legal foundation of Bapepam-LK and its function to regulate and supervise financial firms stems from the need to sustain the supervised industry’s growth.  In managing the industry, which has been growing rapidly, it is important to equip Bapepam-LK with a rating system in order to measure the soundness of finance companies performance. A rating system serves as a tool for measuring risk in the future, particularly when the financial market is booming. Under the present legal framework, actions available for Bapepam-LK to take responsibility are limited solely to the imposition of administrative sanctions. It has no authority to impose surcharges penalties, which is due to the fact that the Indonesian legal system allows stipulation of surcharges penalties only at a higher legal framework, called Undang-Undang, not at a lower level such as a presidential decree or ministerial regulation.  
The finance companies have also expressed the same view on the urgent need for improving legal foundation of this business by replacing the Presidential Decrees with an Undang-Undang.  Nevertheless, the industry reminds law makers to consider the possibility of broadening types of financing customers to include not only financing motorcycles, electronics, housing, and furniture. They also ask for the law makers to pay attention to the fact that finance companies serve a variety of market segments. The regulation and supervision should be designed to fit different market segments with different methods of transaction being applied for different objects. For instance, the method for financing motor vehicles is different from that for financing electronics appliances, the former being supported by collateral, which is not the case for electronics (see Annex A.2).

2.2.	Supervision Related
The current regulations relating to supervision are mainly compliance based. This includes direct and indirect supervision. Direct supervision is conducted by on-site inspection, while indirect examination (off-site examination) is carried out by analyzing reports, both annual, semester and monthly. The main focus of supervision is to measure the level of compliance of all of the finance companies to the existing provisions such as gearing ratio, capital requirements (MOF’s Regulation No. 84/PMK.012/2006 on Finance Companies), Know Your Customer Principles (MOF’s Regulation No 30/PMK.010/2010 and Bapepam-LK Chairman’s Regulation No.PER-05/BL/2011 on Know Your Customer Principles), and Fit and Proper requirements (Bapepam-LK Chairman’s Regulation No. PER-03/BL/2008).
The current supervisory methods possess some weaknesses that make it desirable for them to be improved.  By law, on-site 'audits' are carried out once every five years.  This practice hardly matches the dynamics of the industry, so its effectiveness is highly questionable.  Meanwhile, off-site supervision consists primarily of gathering information that measures growth and other statistical components.  However, the information collected is only useful for verifying the periodic reports submitted by the finance companies, as the data is insufficient for the analysis of safety and soundness issues. For instance, finance companies are required to submit information on non-performing finance (NPF), but are not required to submit any verifiable information regarding renewed or restructured loans. Thus, off-site supervision cannot be carried out as an early warning analysis that would lead the on-site team to re-prioritize supervisory activities. 
Since risks in the non-bank lender industry continue to grow over time, internal controls are an important function to be included in the management/operations of finance companies. Yet, the current supervisory methods do not establish any guidelines for internal controls for supervised institutions. As management of the risks that finance companies face is the primary concern of the supervisor, it makes sense for supervision to be prioritized on the companies facing the highest risks. However, the current supervisory methods do not allow for the adoption of such a supervision strategy due to the lack of a composite rating system.  There are no standard methodologies developed to measure the financial indicators needed to assess the soundness of the companies and the industry as a whole.  For example, the industry needs a direction in respect of consistent methodology for the determination of the adequacy of loan loss reserves for its supervised non-bank financial institutions 

2.3. Human Resources Related
In implementing supervisory activities, the quantity and quality of supervisors plays a crucial role. The first dimension relates to the number of supervisory personnel available to Bapepam-LK relative to the number of companies it supervises. In this respect, it appears that presently the Bureau is inadequately staffed.   As of 2011, it has only 17 persons to supervise 195 finance companies.  Under the current regulation that a company be directly supervised every five years, this implies that every year the 17 supervisors must examine 38 companies. As has been previously argued, this once every five years supervision is not realistic since this practice does not match the dynamics of the industry. 
Shortening the current period for company supervision is required to meet international standards. Supervision should be performed on a biannual or annual basis based on risks and this would create a severe staffing shortage at current staffing levels. This problem intensifies even further when staffing for special projects and other unplanned activities is also considered.  Resolving this problem requires a formal staffing plan but to date Bapepam-LK has not yet developed a formal staffing plan. 
Another aspect of human resources to be considered in the provision of supervisory services by Bapepam-LK concerns quality of staff.  Market dynamics will result in the industry becoming more complex in the future, thus requiring the supervisors to improve their skill to match industry dynamism.  Such a development of the regulatory and supervisory regime is also desirable for inclusion in the development of skills of the supervisors. However, Bapepam-LK does not appear to have anticipated the need for such dynamics in its staff development, as it has yet to introduce any formal training plan.     

2.4. Industry related
The information discussed in this section is mainly from industry perspective that was gathered through focus group discussion. 
The main source of funding for finance companies is banks. If competing for the same market segment, banks will defeat financial companies since they can offer customers lower interest rates compared to those of finance companies.  Therefore, direct market competition between banks and finance companies will adversely affect the existence of finance companies. 
Increasing numbers of finance companies due to remarkable economic growth leads to strong competition between the companies, particularly for those focusing on financing motor vehicles. Saturation may have occurred, particularly in the Jabodetabek area and it could lead to unhealthy competition as indicated by unhealthy methods of financing, e.g. down payments being very low and large discounts from the dealer. Financial companies are of the view that it is necessary to set regulations or restrictions on the number of branches a finance company can be set up in an area. 
MOF’s Regulation No. 84/PMK.012/2006, Article 6 Regarding Finance Companies stipulates that “The consumer need as means in paragraph (1) shall be, among others: (a) financing of motor vehicles; (b) financing of home appliances; (c) financing of electronic goods; and (d) financing of housing”. Therefore, consumer finance can be expanded to other type of products, not only 4 types above.  Based on the result of FGD with the finance companies at November 9, 2011 indicated that the regulation should be still socialized to the consumer finance companies due to there are companies' perception that the regulation has limited their business coverage (see Annex A.2).    
In regard to VAT on repossessed items, there is difference in the points of view between the finance companies and the government tax authorities.  When re-selling products that have been repossessed from customers facing difficulties in repaying their liabilities, the tax authority imposes a tax. The financial companies view this as the imposition of a double tax on the same product, which has already been previously taxed.  The companies need the assistance of Bappepam-LK to facilitate a solution to this double tax problem
All stakeholders should be well informed on how finance companies operate.  In the case of default when the goods should be repossessed, finance companies experience difficulties dealing with the customers and related government officials such as the police.  This is mainly due to different views on how to handle repossessed items. There are also some indications of the involvement by certain NGOs who support consumers in committing improper behavior. This problem is very difficult to resolve and sometimes creates social problems.
Finance companies agree that the government should enact regulation on risk management to ensure sustainability and growth of their operations. Nevertheless, they disagree with the idea of implementing a risk management approach for finance companies similar to that applied in the banking sector. It is argued that using CAMELS as applied in the banking industry is too heavy for finance companies. If the regulations are more restrictive or apply a risk-based approach, the development of the industry will be inhibited, while industry development is currently advancing. This is partly due to the industry regulations being less restrictive than bank rules and if the regulations are set up more rigidly as for banks, there will be restrictions of latitude in business implementation.
Compliance with rules and regulation is necessary, but risk-based rules should not shackle the industry from moving forward. Everything should be standardized, but there is no need to be as restrictive as the banking industry. One of possibilities for applying a risk-based approach is for NPF. Bapepam-LK should develop NPF indicators that are appropriate for the industry with detailed explanation as for banking and related to indicators of quality. The banking industry is very complex and thus needs strict indicators, while the multi-finance industry has very simple products compared to the banking industry. Therefore, the indicators to be developed should be tailored to the characteristics of the industry.
While finance companies have recognized the importance of risk management for the sustainability and growth of their business, their approach to risk management is generally partial, not comprehensive. In addition, different companies employ different indicators and standards for same type of risk.  This is because the existing regulation about the finance companies does not oblige the finance companies to practice prudent risk management in operating their financial business. In fact, the regulation focuses on use of compliance approach in directing and supervising the companies in operating their business.  Accordingly, the finance companies have to select the risk management approach that appears appropriate to them.
Loan to Value (LTV) is only one of several parameters of risk management used by finance companies. Although, this parameter is widely accepted by the companies, each company uses a different rule in the application of this parameter. This rather negates the usefulness of LTV for Bapepam-LK in supervising business operations of the companies. Standardization of the rules is needed for LTV to be used as an instrument for supervision.  Nevertheless, it is recognized that LTV, as well as NPF are not sufficient to measure the soundness of the finance companies. Other indicators, such as rating system (using CAMEL approach) are also important indicators for measuring the soundness of the finance companies. Again however, no regulation has been implemented as yet offering guidance of the ways for measuring the soundness of finance companies. 
Risk reserve management is also considered an important instrument in supervising the operation of the finance companies.  Yet again though, the finance companies have different perspectives as to the best way to implement it. One opinion is that the Standard for Financial Statement (PSAK 50-55) can be used to support the risk reserve management, since the quality of the companies’ financial statement is controlled by external auditors. Another perspective is in disagreement with the first, as the existing regulation does not rule the use of risk reserve management by the finance companies. This implies the use of the Standard for Financial Statement (PSAK 50-55) is not legally founded and thus it is not compulsory for finance companies to use it for risk reserve management. Since risk reserve management is important for finance companies, a new regulation in regard to risk reserve management by the finance companies needs to be both developed and implemented. In addition, this new regulation should also determine the standard measurement for risk reserve management to be applied by finance companies.  
Consumer protection is another important issue that concerns finance companies. Consumer protection is very important in the finance industry due to the risks embedded in financial products themselves. The Financial Service Authority (OJK) that has just been enacted by law will supervise all the financial industry. There should be a bureau or institution specialized in handling all consumer issues.  The most important role of BAPEPAM-LK is related to the education issues and is actively involved in the socialization (understanding of finance companies) to stakeholders. Besides the socialization, coordination between the institutions related to this industry is also required. There is no need to introduce further rules, as those already in existence are sufficient. In respect of the arbitration institution, such an institution already exists under the Ministry of Trade. In the resolution of disputes however, this institution focuses more on protection of the interests of consumers and less on protection of the sellers’ interest (the NBFIs industry). Securing fairness in conflict resolution when finance companies and their customers are in dispute would appear to be more likely if consumer protection is managed under Bapepam-LK, such as is the practice in South Korea.








	Page 10
	Fact Findings  



Chapter III
 OVERVIEW OF CURRENT SUPERVISORY ON FINANCE COMPANIES IN KOREA  


3.1 Introduction
The comparative studies have been conducted with South Korea, India, Sweden, New Zealand, and Malaysia. Compared to those selected peer countries (by financial assets as percentage of GDP in 2010) performance of Indonesia’s finance companies was the lowest.  The financial systems in these selected peer countries are more advance and their regulatory frameworks are relatively different to Indonesia.  Nevertheless, the dynamics of the financial market will possibly lead Indonesia to have a similar structure in the future.













Figure 3.1 Indonesia’s Finance Companies Compared to Selected Peer Countries by Financial Assets (% of GDP) in 2010
Information from India, Sweden, New Zealand, and Malaysia are mainly based on literature studies. Several information regarding NBFIs, particularly related to finance companies in the selected peer countries can be seen on the Table 3.1 below.

Table 3.1 Finance Companies in the Selected Peer Countries
	
	Indonesia
	Malaysia
	India
	New Zealand
	South Korea
	Sweden

	Parent Agency 
	Ministry of Finance 
	Bank Negara Malaysia 
	Reserve Bank India (RBI)
	Reserve Bank of New Zealand (RBNZ) 
	Financial Services Commission (FSC) 
	Ministry of Finance 

	Supervisory Institutional of NBFIs 
	Bapepam-LK 
	-
	-
	Trustee Companies 
	Financial Supervisory Services (FSS) 
	Financial Supervisory Authority (FSA) 

	Target in NBFIs 
	Financial
Companies:
1. Leasing,
2. Factoring,
3. Consumer Financial,
4. Credit Cards 
	Leasing, 
Factoring
	NBFCs: Loan Companies, Asset Finance Companies, Investment Companies, Infrastructure Finance Companies 
	Non-bank deposit takers (NBDT): Business Finance (leasing), Property Finance, Consumer Finance, Motor Vehicle Loans
	CSFCs: Leasing, Consumer Finance, Credit Cards, New Technology Venture Capital 
	Other Credit Market Companies (OCMC): Consumer Finance, Leasing, Factoring, Credit Cards, Hire Purchase Finance 

	Depository/ Non-depository 
	Non- depository 
	Depository & Non- depository 
	Depository & Non-depository 
	Depository & Non-depository 
	Non-depository 
	Depository & Non-depository 


Source: various sources
In addition to literature studies approach, comparative studies performed with in-depth interview approach. South Korea was selected to carry out the in-depth interviews activity with the following reasons:
1. Most comprehensive regulatory and supervisory system
2. The Credit-Specialized Financial Business Act (CSFB Act)  was established in  1997 
3. Learning from crisis,  financial regulation is adjusted from time to time
4. Financial system is more advanced, therefore more complicated in nature.  The Indonesian financial system will have a similar structure in the future.
Based on the supervision management system and historical experience of CSFCs, the objectives of visiting Korea were as follows:
1. To learn how the Koreans (FSS) manage their supervision and examination activities on CSFCs;
2. To learn about the soundness indicator in order to measure the CSFCs performance; and
3. To learn about the contribution of FSS in order to improve consumer protection and dispute resolution on CSFCs, in order to maintain public confidence in the finance companies.

3.2. South Korea
3.2.1 Market trends and risk in CSFCs 
In 2002, there were 9 credit card companies, but due to the crisis in 2003, this number decreased to just 6 by 2004. There was a similar situation with installment finance companies, which declined from around 21 companies in 2002 to just 13 in 2004. Nevertheless, the number of CSFCs had increased to 51 units by 2011, compared with about 48 in 2002 (see Figure 3.2).


[image: ]




	
	

Source: FSS annual report
Figure 3.2 Numbers of CSFCs, 2000-2011
The credit card industry has made a significant contribution to the financial assets of CSFCs. In 2007, credit card asset were around 43.9% of CSFC’s total assets, and increased to 45.1% in 2010. However, the contribution of credit card industry to CSFC’s asset is very sensitive to the macroeconomic condition, particularly in relation to the purchasing power of community and inflation. When the credit card crisis happened in 2003, the purchasing power of community in Korea at the year declined US$ 17,800 and the inflation rate rose to 3.6% (see Figure 3.3).  In the same year, problems in the bond market that were precipitated by SK Global accounting fraud spread to the entire credit card sector, meaning CCCs had difficulties in issuing new debt and came under a severe liquidity shortage. As the problems in the credit card sector persisted throughout the year and deepened further when LG Card announced a liquidity crisis, the entire credit card sector took a hard hit. As a whole, the nine CCCs reported losses totaling KRW 9 trillion for 2003.  
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 Source: FSS annual report
Figure 3.3 Real Growth Rate and PPP in Korea, 2002-2010

After the credit card crisis of 2003, proper and tighter supervision such as CAMEL evaluation system was implemented effectively in the CSFCs, particularly the CCCs.  The financial assets of CSFCs have improved during the period 2004 to 2010, reaching KRW 120.8 trillion or around 10.3% of GDP in 2010 for example (see Figure 3.4). 
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Source: http://www.indexmundi.com/g/g.aspx?c=ks&v=67, 1 January 2011

Figure 3.4 Growth of Financing Activities and Number of the CSFCs Financial Assets of CSFCs (% of GDP)
In 2008, amid rising distress in global financial markets in the wake of the collapse of Lehman Brothers, the FSS committed itself to market stabilization to ensure an early recovery from the crisis. It operated a round-the-clock monitoring system that was linked with its offices overseas, government agencies, and financial institutions, while closely coordinating policies with the relevant organizations to promptly deal with factors having the potential to cause instability. The FSS also established a contingency examination system that required its examination competence to focus on preventing systemic risks, its on-site general examination functions being deferred to accommodate the screening of potential risks. 
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3.2.2. Legal Framework 
 (
Figure 3.6 Financial Service Organizations
) (
Note:                  Authority line
                            Coordination line
Source: The Act on the Establishment, etc. of Financial Services Commission
 (FSC)
)Based on Act No. 10303 regarding the establishment, etc. of the Financial Services Commission, the regulatory and administration agency is FSC, while supervisory and examination activity is managed by FSS. FSS is staffed by non-civil servants, which means that the institution is an independent organization that has the authority to manage its resources. The intended effect of its legal status as an independent public entity rather than a governmental operation is twofold: 1) to minimize government interference in the FSS supervision and examination of financial institutions; and 2) to ensure a fair and independent execution of its supervisory services. Further details regarding the main function of FSS and the supervisory system in South Korea can be seen in Annex A.1.
[image: ]Legal Framework of the CSFC 
 (
Figure
 
3.
7
 Legal Frameworks of Finance Companies in South Korea
) (
Source: 
The Act on 
Credit 
Specialized Financial Business
)In Korea, Credit Specialized Financial Companies are regulated through Act No. 5374 regarding Credit Specialized Financial Business dated August 28, 1997. During the period 1997-2010, the act has been amended approximately 25 times with the latest amendment, Act No. 10062 being issued on March 12, 2010 (see Figure 3.7). 


3.2.3. Supervision and Prudent Regulation
Supervision is a comprehensive supervisory tool used to achieve two overarching supervisory goals: ensuring sound management of financial institutions and maintaining fair and orderly financial markets. The supervision process mainly consists of off-site surveillance, examination planning, pre-examination preparation, on-site examination, debriefing and post-examination actions, and post-examination follow-up. 
Table 3.2 Supervision Process
	Off-Site Surveillance
	· Review and analysis of business and operation reports
· Quantitative assessment (e.g. CAMEL for CSFCs), risk management assessment, internal controls assessment
· Guidance as to internal audits and financial incidents
· Partnership meeting, ad-hoc financial institution visits 

	Examination Planning 
	· On annual (comprehensive examination) and quarterly basis (quantitative evaluation)

	Pre-Examination Preparations
	· Pre-examination preparation meetings
· Determination of key examination areas
· Development of an examination program

	On-Site Examination
	· Implementation of on-site examination procedures (General Examination & Partial Examination)

	Debriefing and Post-Examination Actions 

	· Debriefing and drafting a report on examination findings 
· Review of the report by the department in charge 
· Review of the report by the Enforcement Review Committee 
· Reporting to the FSC 
· Notification of key examination findings to the financial institution for corrective actions 

	Post Examination Follow-Up 
	· Follow-up monitoring and assessment of the financial institution implementing measures to address shortcomings and deficiencies identified during on-site examination 


Source: Presentation material of FSS, December 2011

Prudent Regulations and Requirements
FSS has established risk-based supervision systems for CSFCs and adopted market-friendly approaches to implement the risk-based supervision. The risk-based supervision consists of management guidance ratio, asset classifications, loan loss provisioning, management evaluation, and prompt corrective action (see Annex A.1). Figure 3.8 shows that guidance and supervision activity of FSS is synergized with the outcome so as to improve the CSFCs performance.
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                             Source: Won, Kim Seok, “Prudential Regulation of CSFCs, December 2010

Figure 3.8 Risk Based Supervision Cycles

Other Prudent Regulation Tools
Regulations on corporate governance for CSFCs have been strengthened significantly with the adoption of outside directors, audit committees and compliance officers: 
a. Outside Directors 
  	The board of directors of credit card companies whose asset size exceeds 2 trillion won must appoint three or more outside directors who account for at least 50% of the total number of directors. 
b. Audit Committee 
Credit card companies whose assets exceed 2 trillion won must establish an audit committee, two thirds of which consists of outside members. 
c. Internal Controls 
CSFCs must develop and put in place internal controls, which are subject to FSS examination. In addition, CSFCs must retain at least one compliance officer whose job is to prepare and report any violations to the examiners or auditing committee.

3.2.4. Industry Related 
In accordance with the Act on the Establishment, etc. of FSC, the FSS has the mandate to protect financial consumers who are in trouble in financial transactions with financial institutions. The Act, in Article 51, stipulates that the Consumer Protection Division (CPD) under Financial Dispute Settlement Committee (FDSC) be staffed by FSS personnel and experts.  In addition, the FSS has been stepping up efforts to enhance consumers’ financial capability and widen their knowledge in order to help consumers protect themselves through putting their knowledge to practical use. Moreover, FSS does not accept fees in order to provide consumer protection and financial dispute settlement services, all such activities being funded by the internal budget of FSS. 
3.2.5. Organization Capacity
Number of Examiners
As of the end of 2010, the FSS had 1,655 employees, with around 800 of the total FSS staff being examiners and the remainder administrative staff.  For instance, the number of examiners in credit cards companies and banks is shown in Table 3.3 below.

Table 3.3 Number of Examiners in CCC and Banks
	
	Number of Company (unit)
	Number of Examiners
(person)

	Credit Card Companies (CCC)
	7
	10

	Banks
	55
	100


                                       Source: Based on in-depth interview with FSS’s senior examiner, 2010

In order to improve the quality of FSS employees, several training programs have been conducted by FSS during the period 2007-2010 as follows:
1. In-house training program for FSS examiners in order to ensure the quality of advice provided by FSS examiners in the consultancy service program for financial institution, including that related to consumer protection services;
2. Workshop to motivate employees and promote ethical behavior;
3. FSS officers and employees actively participated in international conferences and exchanged views with financial supervisors worldwide.

Human Resources in the Consumer Protection and Financial Dispute Settlement Service 
There are around 100 employees in the Consumer Protection Division, while the number of Financial Dispute Settlement Committee (FDSC) members in 2011 was 30 members consisting of: (i) 2 internal members: FSS Senior Deputy Governor and FSS Deputy Governor; (ii) 28 outside members: legal profession consisting of judges, prosecutors, police and lawyers (9 persons); consumer groups (6 persons), financial profession (4 persons), academics (4 persons), medical profession for insurance (3 persons), claims adjuster for insurance (1 person), electronic finance for banking and financial investment (1 person). In addition, there are 45 advisors in FDSC consisting of: lawyers (10 persons), professors (15 persons), medical doctors (27 persons), automobile-industry expert (1 person), and IT expert (1 person).   
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	Key Findings: Gap Analysis  



Chapter IV
 GAP ANALYSIS

4.1. Matrix of Gap Analysis
The objective of this chapter is to present a comparative study of regulation and supervision of Non-Bank Lenders using Gap Analysis based on findings presented in Chapter II and III.  Several main gaps between Indonesia and South Korea regarding regulation and supervision system of Non-Bank Lenders) are presented through Logic Model approach (Input, Process, Output and Outcome) below.

Table 4.1 Matrix of Gap Analysis
	Input Approach

	Indicators
	Indonesia
	South Korea
	Observations

	Legal Basis
	Legal Foundation 
	· Based on Presidential Decree:
· Finance companies are regulated under Presidential Decree (No. 9 of 2009 regarding financial institutions).  This decree is a revision of Presidential Decree No. 61 of 1988. Thus, it takes more than a decade to adjust the regulation to follow market dynamics.

	· Based on an Act/Law
· Finance companies are regulated under an Act/Law [Specialized Credit Financial Business-SCFB Act] which is dynamically adjusted toward crisis, risks, market needs and other soundness business considerations.
	· Power of legal foundation of NBFIs in Indonesia relatively much weaker relative to that of the Korean and this creates uncertainty in the Industry
· Contrast to that of Korea, Indonesian legal foundation of the NBFIs almost has no response to financial market dynamism, even though the market is increasingly dynamic.   

	
	Compliance on the Regulation
	· Bank which provides finance services (e.g. credit card) only comply with Banking Act[footnoteRef:3] [3:  This will change under OJK] 

	· Bank can provide finance (e.g. credit card) service as long as comply with the Credit-Specialized Financial Business Act
	· Indonesia companies (including banks) which offer similar products to the finance company have to follow regulation issued by finance company’s regulator. 

	
	Operating Rules  and Concern
	· Existing regulations have emphasized on procedure of supervision, but lacking attention in prudent supervision tools 
	· The regulations have concerned not only on good supervision procedure, but also on prudent  supervision tools 
	· Contrast to that of Korea, in Indonesia  supervision cannot monitor and evaluate safety and soundness of individual financial companies

	
	Corporate Governance Regulation
	· Not regulated (depend on the companies regulation)
	· Number of Independent/outside directors/commissioner, audit committees and internal controls is regulated 
	· Bapepam-LK should regulate the GCG for FCs, considering with different characteristics of the FCs (size)

	Regulatory and Supervisory Institution
	Executing Agency 
	· Both regulatory and supervisory functions are handled by a single institution, Bapepam-LK
 
	· Regulatory and supervision functions are handled by two different institutions.  The first one is managed by FSC, while the second function is controlled by FSS.

	· Controlling of both regulatory and supervisory by a single institution may lead to abuse of power (conflict of interest). Accordingly, the holding of both these functions by Bapepam-LK may be less appropriate.

	
	Funding of Executing Agency
	· All financial budget  for Bapepam-LK is acquired from the government[footnoteRef:4] [4:  This will change under OJK] 


	· Major part of the financial budget for FSC dan FSS is generated from the industry (levies and fees)
· Levies on regulated institutions: Supervision expense-sharing based on the total liabilities of financial institutions (e.g. in 2002, 58% of total revenues); 
· Fees charged on securities issuance: Issuance expense-sharing based on issuing amount (e.g. in 2002, 25% of total revenues); and
· Contributions: Government and BOK (e.g. in 2002, 17% of total revenues)
	· The reliance of FSC and FSS on financial support obtained from the regulated industry makes them having direct interest  in carrying their job well to ensure the industry grows well.  In contrast, Bapepam-LK does not have such an interest as that of FSC and FSS, since their budget is exclusively support by the government[footnoteRef:5]. [5:  In order to support prudent supervision implementation, OJK law shall consider to allow collection from industry to pay for supervision.] 

 

	
	Consumer Protection 
	· There is no regulation related to Bapepam-LK’s role to mediate disputes that arise from financial transactions between consumers and finance institutions by alternative dispute resolutions, and to protect financial consumers who are in trouble in financial transactions with finance institutions
· Community self-defense. Financial dispute between consumers and finance institutions was intervened by community organization or NGOs
· External Agency based on Law No. 8/1999 regarding Consumer Protection: National Consumer Protection Agency (BPKN) and Consumer Dispute Settlement Bodies (BPSK) under the Ministry of Trade

	· FSS’s mandates to perform the financial dispute mediation, and consumer protection was established in accordance with the Act on the Establishment, etc. of FSC   
· Consumer organization is member of the Financial Disputes Mediation Committee (FDMC) in the FSS in order to conduct the deliberation of financial disputes
· The Act on Financial Consumer Protection to be published by FSC at 2012
· External agency: Korea Consumer Protection Board (KCPB)
	· Government should provide the regulation on financial consumer potection in order to strengthening Bapepam-LK’s roles: 
(i) providing information to the public about the industry and its performances, and
(ii) to perform mediation on the settlement of financial disputes between the consumers and finance institutions

	Human Resources
	Staffing
	· Regulated based on MOF Regulation
· A team consists of coordinator, supervisor, team leader and team  member  (As of 2011, supervision team consists of 17 people for supervising 195 finance companies, hence 3 examiners are assigned for a company) 
	· Based on examination plan on a quarterly and annual basis
· For example, 1-2 team (each team consist of 5 examiners) are assigned for 7 credit card companies
	· Indonesia has insufficient staffing for supervision, and this has to be improved. At the same time Indonesia also has to build the IT to speed up the whole process.
















	Process (System and Procedures) Approach

	Indicators
	Indonesia
	South Korea
	Observations

	Licensing
	Basic Requirement


	· Professionalism:
1. Managerial competence: 
· Fit & proper test is for executive officers and board of commissioners
· To be legalized,  finance company should have at least one director who has at least 2 years experiences on finance companies 
2. Business competence: 
· Business plan for the first two years consists of  financial planning  and forecasts of financial statement, balance sheet and cash flow
· Licensing process less than 45 days

	· Professionalism:
1. Managerial competence: 
Fit and proper test is also carried out for main (major) shareholder 
2. Business competence: 
· To be legalized,  finance company should have experiences on finance business
·  Business Plan consists of:
a. Pro-forma financial statements and income forecasts for the following three (3) years after the commencement of the operation shall be adequate in light of the past income in the same industry;  
b. The establishment of system for risk management, internal control and credit review that corresponds with the details and size of the operating business shall be adequate 
· Licensing process at least 3 months
	· In term of licensing requirements and procedures Indonesia is less restrictive for new entrants compared to South Korea. 
· In addition, Indonesia focuses mainly on individual experiences rather than company’s experiences as Korea does.    Business plan in Indonesia has not been complemented by risk management system, internal control and credit review
· 45 days for licensing process in Indonesia potentially increase the risk if not followed by a proper evaluation
                                                                                  
 

	
	Additional Requirement for Foreign Ownership 


	· Paid in capital up to 85%

	· Equity capital as of the end of the latest business year shall be 4 times or more the amount to be invested
·  Large shareholder shall be legitimately performing a financial business in a foreign country or others equivalent thereto which is acknowledged by the FSC; 
· Fact shall be confirmed that the large shareholder is rated by internationally accredited rating agencies to be investment grade or higher, or satisfies the standards of financial soundness determined by the regulatory authorities of its country
	· Foreign ownership in Indonesia is much less restrictive than in Korea. This is due to the fact that Indonesia encourages foreign corporations to develop finance companies in this country   


	
	Public hearing
	· No public hearings are endorsed by law
	· Public hearing is compulsory by law
	· Since public hearing is a useful instrument for cross-checking information supplied by applicants, the absence of this instrument from evaluation of process for a new license is regrettable.   

	
	Approval 
	· Bapepam-LK which possesses both regulatory and supervisory power
	· FSC which possesses only regulatory power

	· There is a potential conflict of interest

	Off-Site Surveillance and On-Site Examination (Supervision)
	Off-site surveillance’s Objective
	· To measure finance companies level of compliance to the existing provisions
	· To detect deficiencies and weaknesses of a financial institution in a prompt manner so as to prevent business damage 
	· In Indonesia, the focus of supervision is on compliance of financial companies to the regulations so that it cannot produce early warning information about the condition of healthiness of a company business.  This is quite contrast with that in Korea. In this country, supervision is designed to produce early warning information so that corrective assistance can be delivered promptly to those companies which are facing business problems.    

	
	On-Site examination’s Objective
	· To ensure the accuracy of  periodic reports
·  To assess compliance with the applicable provisions of the financial regulations 
· To ensure that the periodic reports in accordance with the actual state of the company
	· Ensuring sound management of financial institutions 
· Maintaining fair and orderly financial markets.
· Specific: FSS monitors and assesses the management status of financial institutions trough the analysis of business reports filed by financial institutions; obtain information trough on-site visits to verify monitoring result and/or compliance by financial institutions with financial laws and regulations; and gathers information on financial market developments to be given consideration in fine-tuning the financial regulatory framework.
	· 

	
	Schedule off-site surveillance
	· Monthly, Semester (financial report)  and Annually (audited report)
	· Quarterly activities
	· Supervision is more timely scheduled in Korea than in Indonesia. Therefore, supervision is likely to be more effective in Korea than in Indonesia





	
	Schedule on-site examination
	· Once every five years accordance with PMK 166/PMK.010/2008 regarding Investigation of Finance Companies.
	· Annually activities 
	· 

	
	Synergy of Off-Site Surveillance and On-Site Examination
	· Unstructured procedural
· Inadequate information for on-site examination to follow up output of off-site surveillance (no conclusive consequences on how to follow up the results)
	· Structured Procedural
· Output of off-site surveillance as a adequate basis of information for on-site examination which will be followed-up
	· 

	
	Tools
	· No  well developed quantitative monitoring  tools are used in supervision activities 
	· Quantitative Index for management evaluation in the form of CAMEL (Capital Adequacy, Asset Quality, Management, Earnings, and Liquidity) and rating system are employed in supervision activities

	· Contrast to that in Korea, in Indonesia it is impossible to produce early warning information from supervision activities because a well developed quantitative monitoring tool is not used.  As early warning information is not available, it is not also possible to deliver promptly corrective assistance to those financial companies who actually face business problems.  

	
	Effectiveness  of examination
	· No specific regulation/program to assign staff from financial company to oversees overall examination process
	· Each financial institution is assigned a relationship manager from internal audit division who oversees overall examination activities ranging from off-site surveillance to examination planning, on-site examination, and post-examination actions

	· Since the assigned overseeing personnel is responsible for the implementation of recommendations of the examination process, the absence of regulation regarding overseeing staff in Indonesia implies that no guarantee that recommendations resulting from examination process is implemented 








	Output Approach

	Indicators
	Indonesia
	South Korea
	Observations

	Closure 
	· Failure to comply with the set regulation will lead to the termination of business license of a financial company after steps of admonition without corrective assistant from Bapepam-LK.  
	· Termination of business license of a financial company is exercised only after corrective assistance from FSS has been fail to improve business  performance of the company  
	· It is impossible for Bapepam-LK to provide corrective assistance for a needed company, since it has no instruments to measure and monitor business healthiness of financial companies that it supervises.

	Corporate Governance
	Internal Control Report
	· No obligation to finance companies submit the report
	· CSFCs have obligation to submit the report to FSS on an annual basis
	· It is possible for Bapepam-LK to regulate the submission of internal control report of finance companies for the purposes of preventing improper and unreasonable of the finance companies business activities


 
4.2. [image: ]Synergy among Guidance and Supervision and the Outcome

 (
Figure 4.1 Compliance Based of Supervision Cycles
)Bapepam-LK has two main functions to provide guidance and supervision. Ideally, the outcome of guidance and supervision function of Bapepam-LK is intended to improve the quality of finance companies which can maintain the trust from the consumer, investor, creditor and society towards this industry.  The current outcome from the whole processes of supervision that directed to make soundness the industry is not yet completed and synergized as can be seen in Figure 4.1. It means that output of supervision and examination are not yet lead to efforts the strengthening of the guidance functions of Bapepam-LK in order to achieve the outcome (to improve the management quality of the finance companies.
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	Recommendation  



		Chapter V
RECOMMENDATIONS



Legal Basis
· The Government and Parliament should pass Undang-Undang (law) regulating non-bank financial industry
· The law should be complemented with a set of operating supervision rules which is detailed, comprehensive on safety and soundness aspects

Strengthen Regulatory and Supervisory Institution
· To strengthen the interest of Bapepam-LK in carrying its task properly, it is recommended that the government and the industry should share on budget of Bapepam-LK. 
· Bapepam-LK should play an important role in consumer protection services. 
· Coordination and relation between the Bureau with other relevant institutions should be improved by providing communication forums. 
· The function of supervision and licensing authority should be under different institutions.  Bapepam-LK should be assigned focus on supervision. 

Human Resources
· Bapepam-LK should have a systematic and strategic planning for HRD in line with market dynamism. 
· Introduce formal staffing plan for supervision and examination staff 
· Development of formal training program 

Licensing 
The existing licensing procedures should be improved by integrating the following points:
· Business plan has to complement with risk management system, internal control and credit review.
· Arrangements of public hearings to allow for cross-checking information supplied by applicants

Off-Site Surveillance and On-Site Examination (Supervision)
Bapepam-LK should produce detailed supervision regulations, includes:
· Management Evaluation using rating system  such as CAMEL
· Corrective actions and assistance based on the management evaluation approach
· Information on quantitative monitoring indicators to serve as early warning mechanism
· Onsite examination is considered based on risk assessment 
· Different characteristics of the finance companies should be considered in the design of supervision procedures and tools


Follow up actions (immediate term):
· Propose a NBFIs (non-deposit taking institutions) law, and a regulation regarding financial consumer protection to the government.
· Develop appropriate methodology and procedures for management evaluation system such as rating system, quantitative soundness indicators 
· Identify and review risks faced by the non bank finance industry and followed by examinations to deal with those risks
· Identify relevant training for Bapepam-LK’s personnel to make their skill matching with dynamics of industry that they supervise.  
· Develop staffing plan
· Transition to OJK 
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