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Abstract

This thesis addresses ineffectiveness of Indonesia banking regulation, particularly capital and
liquidity provisions. It presents the view through the lens of Indonesia bank’s balance sheet,
the level and direction of development of the Indonesian banking system, and the potential
impact of the Indonesia regulatory environment that might either impair the efficient and safe
operation of a bank or influence the soundness and safety of a bank institution. The original
contribution of this thesis is to explain how the potential impact of the existing Indonesia
regulatory environment influences the soundness, health and safety of a bank institution and
enhances the possibility of a bank institution failing.

The existing banking law and prudential provisions in Indonesia are simple, short and too
general in regulating and protecting banks from failure. However, the current regulatory
environment in Indonesia cannot mitigate all risks comprehensively which are posed by
Indonesia bank’s balance sheet, the level and direction of development of the Indonesian
banking system. Consequently, events of bank failure, such as Century Bank in 2008 and failing
banks, such as Muamalat Bank in 2017 and Bukopin Bank in 2020, might potentially recur in
the future. For example, under the existing Banking Act 1998, the absence of common
definition or understanding of ‘other form” under bank definition and lack of further provisions
or instructions or guidelines on the implementation or processes of unregulated activities could
augment implicit banking risks in Indonesia.

Furthermore, Indonesia banks highlight the compliance with 3 pillars of Basel 111 under current
Indonesia capital provisions. They regulate minimum capital level but do not provide
comprehensive provisions due to covering only briefly and simply the tasks and powers of
supervisory authorities; no technical standard assessment procedure or methodologies are used
for review and assessment; and there are no explicit disclosure requirements. This potentially
lowers supervision, review, accuracy, consistency and reliability of capital calculation and bank
minimum level. Moreover, Indonesia banking provisions have a further fundamental flaw
associated with the liquidity provision. The meaning of LCR is less robust because it could
potentially lead to or increase possibility of illiquid banks, resulting in potential vulnerabilities
to liquidity runs. It further shows how the concern of illiquidity might arise as HQLA of
Indonesia banks could not cover net liquidity outflow.

Therefore, there is a need for reform of Indonesia ex ante prudential provisions. The reform
might be performed through adopting provisions or an approach from another country, notably
the UK. The thesis will analyse the possible reform of Indonesia banking provisions and the
possible impact of adoption of the components or levels of the UK provision. Based on this
analysis, it will also make several proposals for future Indonesia regulatory environment.
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Chapter One — Introduction

1.1.Theme of The Thesis
This thesis is an analysis of Indonesia regulatory regime including banking law and
prudential provisions in Indonesia in light of path dependence in relation to change of
institutions through incremental development or evolution. It possibly contributes to improving
the Indonesian banking provisions in order to protect banks from failure and mitigate the
potential flaws of banking regulations which might influence soundnesss, healthy and stability
of banking system, notably, unclear meaning of ‘other form’ which is included in the term
‘bank’, inadequate supervisory review involving no aspect of disclosure requirements on the
competent authorities, disclosure requirement including no harmonisation of information,
inaccuracy data and limited data on particular banks and possibility of illiquidity. Within the
context of banking regulation, the study will endeavour to answer the main research question
of the thesis regarding comparison of the UK and Indonesian regulatory regimes, namely,
whether the Indonesian regulatory regime, particularly part of bank law, capital and liquidity
aspects including supervisory review, disclosure requirement, level of capital and definition of
liquidity could benefit from adopting the UK provisions. If so, what might the drawbacks be to
this approach? These themes of the thesis are developed into several main research questions
set out below that will be discussed from the next chapter until Chapter 7 of the thesis:
1. What are the main flaws of regulatory structure in Indonesia, particularly banking law
and provisions?
2. Why did the UK bank institutions performed better than Indonesia bank institutions
from 2012 to 2017?
3. What are similarities and differences of regulatory structure between the UK and
Indonesia legal regimes?
4. Whether the Indonesian regulatory regime may benefit from adopting the UK

regulations?

1.2.Background

The topic of failing bank, particularly in Indonesia, have been the source of much recent
debate in the popular press in Indonesia. Much of this debate has centred on too few regulation
or failure of regulation or ineffective regulation, particularly associating with ex ante prudential

regulation that contains some provisions and prerequisites, notably not only lending provisions
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and constraints, and capital requirements but also liquidity ratio and rules for the loss of loans,
and so on'. Regarding the Banking Banana Skin Survey in 2015, Indonesia in 2017 faced
concerns relating to banking risk, such as macroeconomic, credit risk, regulation and liqudity,
and so on, respectively.2. This report reveals that regulation in Indonesia is ineffective and
inefficient, resulting in a third-tier rank in 2017. The collapse of Century Bank which bail out
following an event of financial instability in 2008 undoubtedly occurred against holding low
capital and illiquidity problem. Century Bank held negative capital and cannot meet their
obligation and had lack of customer trust, resulting in bank run which threatened the stability
of banking system in Indonesia.’

The thesis acknowledges that those concerns are relevant and serious but also presents
analysis of bank’s balance sheet and the level and direction of development of the Indonesia
banking system to augment understanding of Indonesia banking system and analyse the flaws
of Indonesia regulatory regime, such as banking law, capital and liquidity in prudential
provisions to protect banks from failure in Indonesia. The analysis is presented through the lens
of path dependence in relation to change of institutions through incremental development or
evolution, these weaknesses, potential concerns or risks, and these possible impacts. It shall be
noted that whilst Indonesia regulatory regime has already regulated bank institutions strictly
and Indonesia bank institutions maintain high capital and good liquidity, further limits to
Indonnesia banking regulation including bank law and provisions exist because of possibility
of ignoring path dependence. Legal amendments or reforms in developing states have been
unsuccessful as they have ignored or not take into account path dependence, self reinforcing
instruments.*

Therefore, the study contends that whilst Indonesia regulatory regime might provide the
safety and soundness of a bank institution and the stability of banking system in Indonesia,
regulatory bodies might ignore crucial concerns relating to not only the balance sheet, and the
level and direction of development of the Indonesia banking system which remains a central
aspects of the approaches used to analyse the trend of Indonesia banking environment, the bank
performances and the potential risks and enhance understanding of Indonesia banking system

! Hupkes, Eva H.G.(2000) *The Legal Aspect of Bank Insolvency: A Comparative Analysis of Western Europe,
the United States and Canada’ Kluwer Law International, Boston, MA, p. 11.

2PWC (2017) ‘Indonesia Banking Survey 2017, p. 24

3 Research Team of Century Case, 2018, ‘Skema Indikasi Korupsi Kasus Bank Century (Berdasarkan Hasil Audit
BPK)’ Public Accountability Review
<https://www.scribd.com/doc/27308211/Public-Accountability-Review-Kasus-Bank-Century> 5 October 2018.
4 Brian Tamanaha, ‘The Primacy of Society and the Failures of Law and Development’ (2011) 44
Cornell Intl LJ 209
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but also the limitation of Indonesia regulatory regime including banking law and prudential
provisions which might enhance the risk of possibility of a failing bank.

Firstly, it will be demonstrated by this study that the Indonesia bank’s balance sheet and the
level and direction of development of the Indonesia. This might lead to illiquid assets, maturity
mismatch, potential increase of risky activities, illiquidity and financial instability.
Consequently, capital and liquidity might not be able cover the unexpected risk and illiquidity
concern and the possible similar event of a failing bank, such as Century Bank might potentially
recur in the future.

Secondly, the thesis will analyse the potential flaws of Indonesia regulatory regime
including banking law and prudential provision, particularly facets of capital and liquidity, such
as inadequate supervision, no disclosure requirement, the definition of liquidity, and the term
‘Bank’. This might lead to enhance not only moral hazard, inaccuracy data, doubt of data,
unstandardized data, and no consistency of bank financial report, and potentially uncertain
quality of result or uncertain result of capital calculation but also disclosure requirement and
inadequate supervision relating to either no technical criteria, untruthful reporting and

methodologies being used for review and evaluation; or lack of clear measurement procedure.

1.3.Study Objectives

The thesis has two purposes in adopting the comparative methodology. First, it could
augment understanding of the UK and Indonesia’s regulatory system and banking structure.
This could show that Indonesia regulatory system is flawed and also show that this legal
structure and solution which is operated elsewhere, notably the UK, might have both
drawbacks and advantages. Second, the purpose is to transplant or transpose or reform the
law. This analysis will consider the possibility to transplant the UK banking regulation into
Indonesia’s jurisdiction. This might have transplanting difficulties, obstacles and limits of
legal transplantation due to thick and thin notion on the rule of law which will be discussed in
Chapter 7.

The study also chose to discuss some gaps in banking regulation in light of the incremental
development or evolution including institutional development of 2012-2017 which is related
to the debate on path dependence and legal transplant. The gaps involve a comparison of the
Indonesia regulatory pattern and the UK structure because of path dependence in relation to
change of institutions through incremental development or evolution. The level and direction
of development of the Indonesian banking system slowly moving away from a traditional

model based on deposits and loans, towards a business model that resembles that of large UK
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banks (wholesale funding and securitised bonds). The UK provides a good learning example
for Indonesia as firstly, Indonesia and the UK have similar incremental development or
evolution which is related to the path dependence and legal transplant. This might minimize
or prevent the possibility of failure of either legal transplant or the rule of law focused reforms
in Indonesia. If the legal amendments or reforms attempt to become successful, they require
to consider the adaptive behavior of legal culture.® It denotes a system particular mode in
which practices, manner, value and legal institutions are incorporated into the legal system
functioning.® Secondly, the UK has better performance than Indonesia due to low leverage,
RWA, and NPL. Thirdly, the UK has better indicator of stability and financial development
index than Indonesia. The UK had experience in not only performing business models, such
as wholesale funding and securitised bonds but also facing, mitigating and addressing the
potential risks. The comparative banking regulation between Indonesia and the UK is not
extensive to time. The UK and Indonesia generally have similar components of banking
regulation, particularly the term ‘bank’ in spite of different definition and similar components
of capital and liquidity provisions, notably disclosure requirement, liquidity definition, and
supervisory review process in line with the International dimension, Basel I11. Furthermore,
the study would conduct a detailed or comprehensive, a doctrinal analysis of banking
regulation including framework of law and prudential provisions in these countries. The most
exciting segment of the study is that it reveals that the trend in banking structure show the
level and direction of development of the Indonesian banking system slowly moving away
from a traditional model based on deposits and loans, towards a business model that resembles
that of large UK banks (wholesale funding and securitised bonds). Thus, it would make
comparison of two countries’ regulatory framework and see and consider if whether the
Indonesian prudential regulatory regime could benefit from adopting the UK regulatory
pattern.

By examining the potential weaknesses or concerns of Indonesia bank’s balance sheet and
the level and direction of development of the Indonesian banking system in contributing an
increase of banking risk, thus adding to the potential for failing bank and financial instability,
this thesis adds to improve the Indonesia banking provisions in order to mitigate the potential
risks or concerns which not only are posed by Indonesia bank’s balance sheet and limitation

of Indonesia banking provisions but also are triggered by the level and direction of

5 Prado, M. and Trebilcock, M. 2009. ‘Path Dependence, Development, and the Dynamics of
Institutional Reform’ 59 UTLJ 341
6 Jaakko Husa, 2015. A New Introduction to Comparative Law. Hart, p.3-4
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development of the Indonesian banking system. It shall critically analyse whether or not
current Indonesia regulatory regime, notably prudential provisions pay sufficient attention to
the fundamental flaws in bank’s balance sheet and the risk of the level and direction of
development of the Indonesia banking system. By addressing the research questions above,
the study shall provide a critical analysis of current balance sheet, the level and direction of
development of the Indonesian banking system and subsisting Indonesia regulatory regime,
notably banking law, capital and liquidity structure in Indonesia banking environment or
banking system. It shall be demonstrated that the Indonesia bank’s balance sheet and the trend
or rather the process of change faced by some Indonesian banks, whereby they are slowly
moving away from a traditional model based on deposits and loans, towards a business model,
notably securities bond that resembles that of large UK banks which might not be mitigated
by Indonesia regulatory regime properly including banking law, capital and liquidity
provisions in case of a failing bank. The case of Century Bank, Muamalat Bank and Bukopin
Bank which face lack of capital and illiquidity concerns show flaws or ineffectiveness of
Indonesia regulatory regime, particularly these provisions which do not work well to mitigate
successfully the banking risks.

The facets of Indonesia regulatory framework, notably banking law and prudential
provisions in Indonesia were revealed to be flawed by the case of Century Bank and other
cases, notably Muamalat Bank and Bukopin bank. These facets involve inadequate
supervision, no disclosure requirement, the definition of liquidity, and other weaknesses of
Indonesia regulatory structure such as the term ‘Bank’. This study provides strong evidence
that the Indonesia bank’s balance sheet and the trend or rather the process of change faced by
some Indonesian banks, whereby they are slowly moving away from a traditional model based
on deposits and loans, towards a business model, notably securities bond that resembles that
of large UK banks might have weaknesses or risks but Indonesia regulatory regime might not
be able to mitigate these risks comprehensively. Consequently, these risks might lead to an
increase of possibility of bank failure or threaten the stability of Indonesia banking system.

On this basis it contends that Indonesia regulatory regime has already regulated bank
institutions strictly and Indonesia bank institutions maintain high capital and good liquidity to
mitigate risks and protect them from failure. However, the potential weaknesses or risks which
are posed by Indonesia bank’s balance sheet and the trend or rather the process of change
faced by some Indonesian banks might not be mitigated properly and comprehensively by

Indonesia regulatory regime, notably banking law, capital and liquidity provisions
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comprehensively.

Firstly, the meaning of ‘other form’ which is included in the term ‘bank’ is not clear and
could potentially be interpreted as either bad or good practice. Bank Century which will
discuss further in Chapter 3 offered product of investment fund which could be assumed as a
fictive product because the transaction is not recorded in the Bank’s balance sheet but the
documents proved and showed their activities. This could be assumed that the activities might
be covered and protected by Indonesia banking law as the interpretation of ‘other form’
description might allow a bank institution to engage in either the activities offering product of
investment bank or a fictive product. Furthermore, the term ‘bank’ in Indonesia provides
considerable flexibility not only to cover or perform activities which have different forms but
also to allow bank institutions which de facto could not receive deposit and supply credit to
gain benefits of the particular unregulated activities in reality, but this might be considered
risky due to the absence of a common definition or understanding of other form in order to
improve social welfare. This absence allows either non-bank institutions or the shadow
banking system to make and develop various products of financial innovation and also allows
them to grow, mostly unregulated, and to provide competition with bank institutions directly

in their part of the traditional market which might contain implicit threats or risks.

Secondly, flaw of definition ‘liquidity’ might enhance moral hazard of the shareholders or
Indonesia banks to maintain liquidity which cannot cover the net liquidity outflow and cannot
ensure banks are liquid institutions. This might be incentive for bank institutions to maintain
either poor quality asset or illiquid asset which is hard to be used to obtain cash quickly or is
difficult to be converted into a liquid asset, like the case of Century Bank. Although Indonesia
bank institutions hold higher assets than liabilities, this might involve poor quality asset or
illiquid asset which is could not be converted into liquid assets when they need to meet their

liabilities. Consequently, Indonesia bank institutions might face illiquidity concern.

Thirdly, inadequate supervisory review, particularly no aspect of disclosure requirements
on the competent authorities might pose risks, notably wrong decision or strategy and the
concern of moral hazard and inconsistency of supervisory reviews and evaluation and
measurements, no transparency and accountability, uncertain quality of result of capital
calculation, supervisory capture of assessment, and lack of clear measurement procedure. This
incentives supervisory authority to merely follow or verify or validate the report provided by
banks. Otherwise, they apply inconsistency of reviews, evaluation and measure as they do not

have clear measurements, criteria, technical standard assessment procedure or methodology
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used for review and assessment. This could potentially lead to difficulty in reporting,
scrutinizing or analysing the actual condition of Indonesia banks, resulting in uncertain quality

of result or uncertain reputation on bank capital.

Finally, although the Indonesia Banking Statistic which includes quantitative terms and
reports on the profile of Indonesia’s banking industry which includes qualitative demonstrate
the feature of disclosure requirement as being in line with Pillar 3 disclosure requirements,
Basel 11, Indonesia has not regulated this into the IFSA provision. This might pose several
risks including no harmonisation of information, inaccuracy data and limited data on particular
banks which could be accessed by the market. This incentives bank institutions to provide the
possibility of untruthful reporting to a supervisory authority

It is clear that the economies of Indonesia and the UK are very different. However, the thesis
use the UK as a comparison in order to augment understanding of Indonesia regulatory system,
particularly aspect of banking law and ex ante prudential provision including supervisory
review, disclosure requirement, capital level and definition of liquidity, and the term ‘Bank’.
This could show that Indonesia regulatory system is flawed or ineffective and also show that
this legal structure and solution which is operated elsewhere, notably the UK might likely have
drawbacks and advantages. Hantrais and Mangen contend that cross national comparative study
has several benefits including firstly, it could enhance deeper grasp of the most critical issues
in dissimilar states. Secondly, it could provide new directions and helpful opportunity for future
study. Thirdly, it assists to sharpen the concentration of the subject analysis under research by

suggesting new viewpoints. Finally, it produces the gaps identification in knowledge.’

1.4. Importance of the study

Systemic threats across banking sector could be large and possess a multiplier implication
of the economic rest.®2 Banking regulations including law and provision are vital as the
regulatory body could consider interests of stakeholder and to make balance those interests in
line with interests of public. It lowers the difficulty of collective action in reflecting broader
interests of stakeholder to ensure that bank institutions already minimize the social costs of

their risks. Furthermore, banks, with their varying roles in economic activities, have three

7 Hantrais, L., Mangen, S. Cross-national Research Methods in the Social Sciences: Method and management of
cross-national social research. Pinter, London,1998.

8 Alexander, K. (2006) 'Corporate Governance and banks: the role of regulation in reducing the
principal-agent problem’, Journal of Banking Regulation, 7(1), pp. 17-40.
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features that rationalise the need for particular provision within the banking sector®: firstly, they
have different maturity of either assets or liability; secondly, they provide particular
fundamental services, such as payments systems; and third, they provide a vital monetary policy
transmission channel .

This study is original and contributes to scholarship. Its originality includes its content and
methodology. This thesis has combined quantitative approaches, comparative law and doctrinal
approaches. Quantitative approaches are demonstrated by a comparison of not only trend in the
UK and Indonesia bank business model illustrating the level and direction of development of
the Indonesian banking system but also the financial ratios of the UK and Indonesia bank
institutions. The methodical analysis and interpretation of handbooks, codes, and legislation in
the UK and Indonesia law reveals the doctrinal and comparative facets of approach or
methodology of the study. In relation to the originality in contents, the study extends the works
on Basel 111 or global financial provision. The study has also chosen to discuss some gaps in
banking regulation in light of the incremental development or evolution including institutional
development of 2012-2017 which is related to the debate on path dependence and legal
transplant.

A significant topic running in this study is the equilibrium of financial innovation and
stability of banking system. The UK financial development index takes third place within the
top twenty countries with score around 0,90 in 2018 whereas its Indonesia score is low
approximately 0,36, far from top 20 countries.’* Although Indonesia and the UK have small
differences of the index of overall stability, around 89,8 (57") and 93,2 (27") in 2019, NPL
level as a stability indicator in Indonesia is bigger than the UK in 2019, around 2,6% and 0,7%
respectively.’2 Furthermore, bank soundness in Indonesia scored lower, around 63,4 (80") than
the UK, approximately 73,2 (52th) in 2019. ** Nevertheless, financial intermediary institutions
are overall still strong and were sounder but continue to possess several fragility sources,

involving liquidity mismatches and increased risks of corporate debt, and are inadequate

9 Cetin, N. (2011) ‘Enforcement of Prudential standards in Turkish banking law’ Vol 14 No. 3, Journal of Money
Laundering Control, p. 254-25.

10 Goodhart, C.A. and Charle, G. (1998) ‘Financial Regulation: Why, How and Where Now?” Routledge, London,
pp. 10-12.; Hupkes, Eva H.G.(2000), supra note 1, p. 11,;

11 IMF. 2018. Financial Development Index Database. IMF Data. https://data.imf.org/?sk=F8032E80-B36C-
43B1-AC26-493C5B1CD33B&sId=1481207801912

12 Schwab, K. and Zahidi, S., 2020, The Global Competitiveness Report: How Countries are performing on the
Road to Recovery. World Economic Forum. P. 30

13 Schwab, K. 2019. The Global Competitive Report. World Economic Forum. P.285 and p.581
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inclusive.** The author consider how Indonesia regulatory body could enhance own legal
system and protect banks from failure.

Financial innovation creates new approaches for making investing and generating capital.
Theoretically, this augment financial growth that enhances development of economy.
Nevertheless, complicated financial products and methods have enhanced moral hazard as
banks took excessive threats in generating earnings or profits. Therefore, stability of banking
system is a significant aspect in a development of country’s economy. Sir Mervyn King
necessitate not only more capital but also greater asset disclosure to restore stability of banking
system.™ The right extent of regulation including law and provision is required to make balance
between banking stability and financial growth.

Furthermore, this study would have practical effects for policy makers or regulatory bodies
worldwide. Legal reform relies on particular preferences or interests of a country, political
systems or principles, and local conditions. The right extent of regulation including law and
provision is required to make balance between banking stability and financial growth. This
equilibrium is of importance on an international level, so this study would have significant
effects for policy makers or regulatory bodies and academics on global dimension. The
concentration or focus of weaknesses in Indonesia banking regulations is real issue.
Considering or studying the UK regulatory pattern and adopting reasonable proposals will be
of interest to regulatory bodies or policy makers.

The author thinks that this study is strong or robust as he reconsidered a variety of primary
and secondary literature in the study, therefore consistency throughout data triangulation which
helpful in emphasizing result inconsistencies and consistencies was reached. A grasp of
inconsistency in results or findings across dissimilar data varieties is useful or beneficial. This
enable the author to verify the data or evidence.

1.5. Methodology, Time Horizon, Data Collection and Structure
1.5.1. Methodology

The thesis uses mixed methods, qualitative and quantitative approaches. Holloway and
Wheeler describe qualitative research more universally.*® They contend that qualitative study
is immersed, universal, interpretative, and contextual. Qualitative methods are varied, the

general approach of study are case study, archival research, action research, ethnography,

14 Schwab, K. and Zahidi, S., supra note 12. P. 28

15 Pimlott, D. (2011) 'King at odds with ECB on eurozone crisis', The Financial Times,
16 Holloway, I. and Wheeler, S., eds. (2002) Qualitative research for nurses, Second ed.,
Oxford: Blackwell Science.
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grounded theory and interviews. Furthermore, quantitative research depends on the analysis
and collection of numerical data to express, expect, describe or manage variable and interest
phenomena. 1’ There are several methods to conduct quantitave research, notably descriptive
research, survey research, and observational research.'® Quantitative scientists consider their
information or data by employing statistics, charts and graphs. Firstly, the thesis did a desk
based on summarizing quantitative data and descriptive results. This thesis concentrate on
quantitative because of better prediction than qualitative approach. Kuhn contends that
predictions of quantitative are better than predictions of qualitative as statistics and math
present not only accuracy but also concreteness.*® Mertler contends that the goal of descriptive
studies is to describe or express and interpret the current individual status, event or setting
conditions.? In descriptive study, the scientist is merely researching the interest phenomenon
as it is existent in nature, no effort is created to make manipulation of the events, conditions or
individuals.?* A qualitative aspect is used to explain phenomena in rich detail since it is set and
situated in local framework, to show phenomenon to the readers, to recognize setting and
contextual aspects which is associates with the interest phenomenon and to determine causes
or source of a specific event.??

Originality is vital to the success of this study. In this study, it is demonstrated or showed
by a mix approaches combining quantitative and qualitative research approaches. The analysis
of qualitative approach includes a case study, comparative law and doctrinal research as the
study is exploring current trend or phenomenon in protecting banks from failure through the
lens of path dependence in relation to change of institutions through incremental development
or evolution including bank’s balance sheet, the level and direction of development of the
banking system, potential risks, the possible flaw of regulatory regime in Indonesia and these
possible impacts.

The quantitative analysis includes considering the financial ratio of bank’s balance sheet and
trend in banking structure to analyse and see path dependence in relation to change of

institutions through incremental development or evolution are in line with Indonesia banking

17 Gay, L.R., Mills, G.E. and Aiirasian, P. (2009) Educational Research Competencies for Analysis and
Applications. Pearson, Columbus.

18 Mertler, C. A. (2016). Introduction to educational research. Thousand Oaks, CA: SAGE. P. 111-114
19 Kuhn, T., ed. (1970) The Structure of Scientific Revolutions, Third ed., Chicago: University

of Chicago Press.

20 Mertler, C. A. (2016). Introduction to educational research. Thousand Oaks, CA: SAGE. P. 111

21 Mertler, C. A. (2016). Introduction to educational research. Thousand Oaks, CA: SAGE. P. 111

22 Johnson, R. and Onwuegbuzie, A. (2004) 'Mixed Methods Research: A Research Paradigm

Whose Time Has Come', Educational Researcher, 33(14), pp.14-26.
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law and provisions. The percentages are also employed to check and analyse the similarities
and dissimilarities of level and direction of development of the banking system between the
UK and Indonesia. Furthermore, these percentages are employed to check and analyse the ratios
of liquidity, capital and leverage in line with the banking provisions and potential risks of its
development and bank’s balance sheet. The study calculated the percentages using data
between 2012 and 2017. These percentages are cross checked with report, financial banking
statistics and data by supranational organization and regulatory bodies, BCBS, the IFSA, Bank
Indonesia, Office for national Statistic, IMF, Bank of England, publication from office for
national statistic. The approaches of quantitative research consist of interpretating financial
charts, graps, and ratio from main sources, notably publications of regulatory bodies and
government, online databases, subscription, journals and books. The study compared ratio in
the overall UK and Indonesia bank institutions, not a specific institution, in chapter two in order
to identify the level and direction of development of banking system, its potential flaws or risks
and to achieve consistency. It also compared the financial ratios, notably liquidity, RWA, NPL,
capital and leverage of the overall UK and Indonesia bank institutions. The business model of
Century Bank (CB) is not usual as CB combined a traditional retail banks with dependence on
innovative products including risky business activities, notably investment funds and securities.
Therefore, CB is not included in the analysis of quantitative as it was hard to find the UK
comparator which has the same case.

The study chose a combination of approaches as each kind of approach has its drawbacks
and benefits. By providing unique and tailored mixed combining approaches to critical
discussion or analysis of the UK and Indonesia banking laws and provisions, the author believes
that the study is original. The author starts his study by employing doctrinal law expressing
what the Act and provisions in Indonesia and the UK, then employs a comparative analysis to
not only compare and contrast or recognize dissimilar and similar the banking legal regime in
Indonesia and the UK but also identify the potential flaws of Indonesia banking regulations or
what parts in particular matter. The ratios in the level and direction of development of banking
system, and the financial ratios, notably liquidity, capital and leverage of the overall UK and
Indonesia bank institutions are employed in the analysis or study to research, identify or
investigate the path dependence in relation to change of institutions through incremental
development or evolution, the flaws of law and provisions. The author rationalizes his
methodology or methods by providing a deeper analysis of not only doctrinal law and

comparative law but also case study.
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1.5.1.1.Doctrinal analysis

Mann contends that doctrine is a combination of principles, rules, values, explanatory
guidelines, norms that describes, rationalize or make coherent the provision part as segment of
larger provision system.?® Doctrinal law contains two steps, firstly, a scientist trace or find the
relevant provision sources and secondly, the scientist examines and interprets them. Hence, it
contains reasoning of inductive®* or deductive® and analysis of interpretive of the provisions.
A scientist prudently considers judgements of provision to seek ambiguities, inconsistencies
and reconciling, notably dissimilarities.?® Posner contends that general doctrinal law still plays
a significant role in academic legal research but scholarship of interdisciplinary is developing
at fast step.?’ Siems asserts that pure statutes or cases interpretation is not adequate to make
originality.?® Either a new approach to interpret laws and cases or a new solution to a difficulty
is needed in order to make original study. Twinning contends that doctrinal law could be unique
and restricted : “it takes as its commencing topic and its primary emphasis of interest provision
of regulation, without usual or methodical reference to the framework of difficulties or
problems they are considered to address, the intentions they were aimed to provide or the
consequences they have in fact.?®

Briefly, doctrinal research does not cope with how provisions could be either reformed or
improved.° It is restricted and unique as it separates from politics and policy. However, it is
still significance in legal scientistship in this time as it resolves difficulties or problems of law.
It considers analytical method employed by judges when they decide a case. It is helpful to
commence study or research as it determine “what the Act and provisions are”. Therefore, the
author begins his study with doctrinal law to determine “what the Act and provisions are” by
considering the development of the UK and Indonesia banking law and provision through
several significant parts of law and provisions, notably (the Indonesia banking act 1998, the

IFSA provisions, the BI provisions in Indonesia and Banking Reform Act 2013 in the UK,

23 Mann, T. (2010) 'Australian Law Dictionary', 197.
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28 Siems, M. (2008) 'Legal Originality', Oxford Journal of Legal Studies, 28(1), pp. 147-164.
2 Twining, W. (1976) Academic Law and Legal Development, translated by Lagos: University
of Lagos Faculty of Law.
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CRD/CRR, Financial Service and Markets Act 2000 in the UK), and legal case. Then, the study

adds or supplements the method with comparative legal analysiss and a case study.

1.5.1.2.Comparative legal analysis

Kahn-Freund expresses comparative legal analysis as an approach, not a subject.®! Its
advocates propose that there are four components of uniqueness including firstly, comparative
legal analysis presents originality as once comparing or contrasting two or more legal system,
it is likely to make legal or policy proposals.®? Therefore, a scientist could make impact study
and its use in practice. Secondly, comparative legal analysis presents a new legal study
perspective.®® Furthermore, when employing or applying comparative law, a scientist requires
to be committed or devoted to theory. Finally, a scientist requires a commitment to
interdisciplinary. The study is attempted to make policy proposals or use or application in
practice. Hence the author believes by implementing or adopting comparative law, he could
make new knowledge by make comparison or contrast the banking legal regimes in Indonesia
and the UK. By make comparison the dissimilarities and similarities between two legal regimes
in these countries, as well as the flaws exposed by the regulatory bodies in Indonesia and the
UK, he could produce policy proposals on banking provision.

Hantrais and Mangen reveal that study of cross national comparison is implemented once
states are made comparison relating to the similar models or concepts with the purpose of
producing generality or obtaining a better grasp or knowledge of the occurrence under
research.®* According to Kohn’s proposed methods of cross national comparative study,
scientists could determine what degree of dissimilarities and similarities they ought to search
for.% Furthermore, the thesis used analytical strategies, particularly individual level research
approaches to make cross national comparison. Based on Gauthier, scientists follow this
approach to analyse whether the outcomes gained on the base of one state could be replicated
in another state to make generality of outcomes cross nationally. Dissimilar approaches could

be employed when scientists follow this method. Mostly, it is to perform parallel analysis by

31 Kahn-Freund, O. (1966) 'Comparative Law as an Academic Subject', Law Quarterly Review,
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considering the similar variables in all states. This approach allows scientists to analyse
differences and similarities across states in term of correlation between variables.®

Comparing the UK banks with Indonesia banks is not easy, principally because they occupy
different positions in their respective economies and exhibit very different levels of
development. Although the economies of Indonesia and the UK are very different, the thesis
identified that the trend or rather the process of change faced by some Indonesian banks,
whereby they are slowly moving away from a traditional model based on deposits and loans,
towards a business model, notably securities and wholesale that resemble that of large UK
banks, as well as component of banking law and provisions share several similarities. In order
to analyse the trend that Indonesia banks are slowly moving away from credit exposure towards
a securities model that resemble that of large UK banks, the comparison use these instruments
of the overall UK and Indonesia bank institutions (in total), not a specific bank and not one or
two banks. Furthermore the thesis used similar instruments or variables such as loan and deposit
(claim) and debt securities (claim) in the UK and Indonesia based on data from Basel Statistics
and also use similar timing of data collection, from 2012 to 2017. In addition, the thesis
analysed the similar positive rise in the trend of the possible use of wholesale funding. It used
a similar instrument, particularly customer deposits and total assets based on IMF data and
similar time between 2012 and 2017 in the UK and Indonesia.

Comparison of practical law might be mainly helpful and beneficial for transition of system
where foreign pattern are employed as a methods of developing one’s own provision with the
purpose of either institutional development or legal reform. Borrowing provisions or copying
legal institution from another states is employed as a method to enhance own legal structure.®”
This has obvious transplanting obstacles but even selective borrowing possesses its own
difficulties concerning the rule of law which will discussed further in chapter 7.

Legal transplantation considers path dependence as a method of illustrating the significance
of legal system in the past to legal transplant.®® Literature of path dependence is helpful as it
gives information on historical aspects which legal improver who might depend on
transplantation of law require to take seriously. Legal reformers requires to be aware of

institutional relationship or interdependences as specific institutions might change or develop

36 Gauthier, H. The Promises of Comparative Research,. Paper prepared for the European Panel Analysis
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%7 Ritaine, E. C. 2008, ‘Legal Engineering in Comparative Law’ in E Cashin Ritaine, L Frank and S Lalani (eds),
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over time.* Path dependence expresses the boundaries concerning the specific way of how to
employ transplantation of law as an instrument for legal reform. The layering method
emphasize that institutions alter progressively as either institutional frameworks or new
provisions are added or inserted on top of those which are now existent. Thus, path dependence
appears for change or growth or progress throughout incremental development or evolution.*
Prado and Trebilcock contend that path dependence could explain past legal reform failure and
give several direction relating to future legal amendments.** It reveals what type of legal
amendments is possible to be successful and what type of legal amendments is less possible to
be effective. It is also not enough to express that legal historical knowledge matters, rather, it
ought to be expressed that what segments and what periods in specific concern. Several reforms
or transformation could rely on a contemporary path of historical knowledge rather than on
early path. 42

The UK and Indonesia generally have similar components of banking regulation,
particularly the term ‘bank’ in spite of different definition and similar components of capital
and liquidity provisions, notably disclosure requirement, liquidity definition, and supervisory
review process in line with the International dimension, Basel, but their regulatory systems
shows dissimilar concerns or issues. More significantly, lesson could be obtained and learnt
from the UK model of regulations as the trend of banking business model in Indonesia is likely
slowly moving away from traditional model based on deposits and loans, towards a business
pattern, notably securities and wholesale but Indonesia banking act has no significant
improvement or change since 1998 to mitigate its potential risks.

The comparative approach provides the scientist a new view or perspective to his study.
Researching the model of Indonesia regulation alone is worthwhile but the UK experience with
regulating business model, notably securities enhances another aspects and dimension to his
study. For instance, although the UK and Indonesia directions of development of banking
system between 2012 and 2017 is likely similar, financial ratios of the bank’s balance sheet is
not similar in these countries. This merits further analysis in the author’s study and would have
policy effects in banking law and provision. Emphasis of Legrand on commitment to

interdisciplinary and theory denotes the method of interpretative in comparative law.*® Texts

39 Jaakko Husa, 2015. A New Introduction to Comparative Law. Hart, p.140
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of law are not simple points or objects. Legrand reveals that comparative solicitors interpret
texts of law in a social perspective** This method of interpretative is employed in case study
and doctrinal research within the author’s study. Throughout the process of study, he interpreted
texts of law as well as statistics and financial ratios in discussing information or data on banking
law and provisions. His policy proposals are based on the findings after analysing and
interpreting rigorous information or data. Thus, comparative legal analysis is not merely
another subject of positivism in that solicitors just concern with the provisions of a legal
structure. It is a more attractive and complex approach of study of comparing legal structure,
understanding the provisions and act and reforming or reconstructing in a subject of

interdisciplinary..

1.5.1.3.Case study

Robson contended that a study of case is an approach for conducting study or research that
includes an empirical study of a specific current occurrence within its actual life perspective
employing various evidence sources.* Implementing or adopting the approach of case study
will bring about not only exploratory study and explanatory journey. Queries starting with how
and why will be answered. Perry contends that direct causal relationships in social study are
not easy to make as relationships are intensely affected by the perspective or context.*® The
complicated casual relationship in a situation perspective are recognized as causal tendency.*’
Therefore, analysis of case study is an approach of in depth qualitative study employed to
explore and consider causal relationships.

Several normative provisions which this study surveys and analyses are law and provisions,
particularly in Indonesia and the UK. The study will gather data from either empirical or
widespread theoretical study on prudential provisions to encourage its views. Chapters Two
and Three rely primarily on critical evaluation of existing information or literature in the UK
and Indonesia, particularly associating with financial ratios of bank’s balance sheet, the level
and direction of development of the UK and Indonesia banking system as well as doing a
critical analysis of existing regulatory frameworks in both countries, and the case of Century
Bank in Indonesia. These chapters also consider the use of comparative methodology to

augment understanding and recognize potential concerns of financial ratios of bank’s balance
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sheet, the level and direction of development of the Indonesia banking system, and the possible
limitation or flaws or what parts in specific matter of Indonesia banking regulation. Chapters
Four and Five rely primarily on critical analysis of substantive facets of prudential provision in
Indonesia and the UK including Basel 3 as an International dimension of capital and liquidity,
and macroprudential provision that links to the topic discussed in previous chapters to provide
insight or reason for the possible contribution of flaws of capital and liquidity provisions to the
failing bank institutions in Indonesia. These chapters also perform comparative methodology
to augment understanding and identify the roles, flaws and what parts in specific matters of
these provisions in Indonesia with considering the data and analysis of the previous chapters.
Chapter Six not only performs an analysis of possible adoption of a regulatory framework that
IS better suited to mitigate the type of risks in Indonesia that emerge in the context of this latter
model of banking, including what type of legal amendments is possible to be successful and
what type of legal amendments is less possible to be effective but also analyses its possible
impact, thus mirroring the UK and the adoption of Basel I1l. Chapter Seven provides possible
future development and way forward including its possible limits and Chapter Eight provide

proposals for reform in a wide and conclusion.

1.5.2. Time Horizons

Phenomena or occurrence could be analysed either over a period of time or at a specific
period. Cross sectional research consider the former while longitudinal researchs consider the
latter. Surveys and studies of case are frequently employed for cross sectional research. The
primary benefit of longitudinal research is the ability to analyse alteration and growth over
time. Adam and Schvaneveldt revealed that a scientist could manage or control variables being
researched in longitudinal research.*® It is likely to bring in or make a longitudinal component
into study even if there are limitations of time. One could reconsider information or data
gathered over period to achieve this longitudinal component. Furthermore, Bekaert, Harvey,
and Lundblad employ average data of five year times, from 1991 to 1996 to analyse the finance-
growth relationship.®® They concentrated on development rather than higher frequency

correlations and reveal that financial liberalization intensifies growth of economy by enhancing
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the rate of investment and the resources allocation.>® Following time series techniques of
Bekaert et al, the thesis calculated or analysed the proportions over a five year period time
between 2012 and 2017. Based on the Bekaert et al research, financial liberalization augments
growth of economy by enhancing the rate of investment and the resources allocation, so it is
important to observe or conduct a research which focus on allocation of resources, notably trend
in business model which could encourage the economic growth. By knowing this potential risks
and analyzing whether or not the banking regulation have mitigated this risks or have facilitated
the growth of allocation of resources could encourage or contribute to the economic growth
with focusing on the soundness and health of a bank institutions and the stability of banking
system so this thesis did research relating to allocation of resource or trend in business model
which might contribute to Indonesia economic growth. Indonesia economic growth reveal or
illustrate the growth of financial liberalization which is relating to the improvement of
allocation of resource or rate of investment. Indonesia economic growth is approximately 5,1%
in 2017 and the UK economic growth is around 1,7% over the same period.>* However, based
on data from IMF®?, the UK has better index of overall stability around 93,2% and financial
development index which scored 0,90 rather than Indonesia stability index, around 89,8% and
financial development index, approximately 0,36. Based on time series techniques of Bekaert
et al, it is enough to use data average over 5 years to recognize or concentrate on growth or
generalize findings of research study beyond the particular condition or growth. If data is less
than 5 years, the data might have not been represented the trend.

1.5.3. Data collection

Most of the data employed in this thesis are available freely through not only online
databases, subscription, journals and books. Several non legal and legal sources, several
technical and non technical information or literature, notably empirical research on the case of
failing bank, theory of capital and liquidity, report and financial banking statistic by
supranational organization and regulatory bodies, BCBS, the IFSA, Bank Indonesia, IMF, FSB,
Bank of England have been considered and related figure gained. Banking statistic, bank’s
balance sheet, the level and direction of Indonesia banking system have been analyzed to

provide empirical sources for evaluations. Related statutory law and provision, notably banking
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law, CRD/CRR, the provision of capital and liquidity together with regulatory report, statement
of supervisory bodies or the IFSA press conference that have been released before 2018, have

been analyzed thoroughly and carefully.

1.5.4. Structure of the thesis

The first substantive chapter of this thesis, Chapter Two, will consider contextual
background including development of the UK and Indonesia banking system which is
significant as the institutional framework possesses a direct effect on the way that provisions
are made. The chapter begins with discussion of the importance of the banking and financial
system to the economy. Furthermore, the second and third section of this chapter discusses the
trends in banking structure and performance between Indonesia and the UK which will be used
to contextualise the argument made later in this thesis. Therefore, this chapter will provide a
contextual background encompassing the development of the UK and Indonesian banking
structures and justifying further analysis of their level and direction of development of banking
system, these countries’ regulatory frameworks, the challenges and opportunities, and the
possibility of proposals for reform.

Chapter three will analyse the regulatory structures in Indonesia and the UK. This analysis
will concentrate on comsidering differences and similarities involving substantial aspects of
banking law, role of regulatory bodies and prudential provisions particularly capital and
liquidity in the UK and Indonesia in response to incremental evolution or development of
banking system. The chapter will also consider these potential flaws or what part in particular
matter critically relating to potential hidden risky activities, the term ‘Bank’, liquidity definition
disclosure requirements on the competent authorities and no regulating disclosure requirement.
Another flaw relates to the ring fence, which Indonesia, unlike the UK, has not yet
implemented. The aim of this policy is to segregate retail services of bank institutions from
distress elsewhere in the either wider system or the large bank organisations. >3 The chapter will
also review the historical implementation of capital and liquidity provision in these countries.
The discussion of failures of bank institutions in Indonesia, particularly Century Bank will
assist the analysis of bank provisions conducted later in the thesis, to identify the causes or
limitations of bank provision in Indonesia and to provide several rationales for possible
adoption of the UK’s prudential provisions. Finally, this chapter will discuss capital and

liquidity principle as a foundation of prudential regulation.

%3 Alexander, Kern (2015) ‘Regulating the Structure of the EU Banking Sector.” Eur Bus Org Law Rev 16: 234
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Chapter four will consider differences and similarities of the main facets of prudential
provisions, micro prudential provisions including its possible flaws or what parts in particular
matter critically of its aspects. First, chapter four concentrates on the Basel Il approach as an
International dimension of capital and liquidity. Then, the chapter considers the different
applications of substantive aspects of prudential provision, particularly capital requirements
and liquidity provisions in Indonesia and the UK. The capital requirement is further divided
into several parts for discussion, notably credit risk, IRB approach and the supervisory review
process. The liquidity provisions discussion will focus on guidance and implementation
regarding the Basel liquidity requirements in Indonesia and the UK. Finally, the chapter will
analyse and compare the implementation of different components of micro prudential provision
and the levels of these implementations in both jurisdictions as well as provide arguments and
analysis of flaws or potential risks in Indonesia banks.

Chapter five will consider differences and similarities of a supplement or complement to
micro prudential provisions, namely macro prudential provisions, including its possible flaws
or what parts in particular matter critically of its aspects. This include tools to mitigate spill
over from shock, tackle main amplification mechanisms of systemic risk and tackle risks from
excessive expansion of credit in the financial system. This chapter starts with different
implementations of macroprudential aspects, notably CCB and sectoral buffer, NSFR, leverage
and instruments for lending including LTV, LTI, and DT in Indonesia and the UK jurisdiction.
Finally, the chapter will consider possible concerns over potential risks for Indonesia’s macro
prudential provisions including what parts in specific matter and also conduct comparative
analysis of differences in macroprudential standards and levels of macroprudential instruments
in Indonesia and the UK.

Chapter six will analyse the possibilities of adopting the UK’s prudential provisions in the
Indonesian context in order to protect Indonesia’s bank institutions from failure including
whether the Indonesian regulatory regime may benefit from adopting the UK regulations.
Regarding the analysis from the previous chapters, the chapter considers adoption not only of
the components of the UK provisions which could improve the quality of Indonesia’s bank
regulations but also the UK levels which could assist to mitigate the risks of Indonesia banks
due to concerns over the high levels of RWA, NPL, capital, leverage, and potential increase of
risky activity. The chapter starts by presenting a table that summarises the main divergences
and convergences of the UK and Indonesian regulations, including RWA NPL, capital level,
tools for lending, CCB and sectoral buffer, leverage ratio, LCR and NSFR and other

components of prudential provisions. These analyses will help to contextualise the arguments
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and analysis for the possible reform of Indonesia banking provisions including what type of
potential legal amendments plan is possible to be successful and what type of potential legal
amendments plan is less possible to be effective. Furthermore, the chapter will consider the
potential implications or impacts of possible adoption of the UK prudential provisions
including components of the UK banking provisions and the levels of these implementations
into Indonesia provisions.

Chapter seven will discuss possible future development of the regulatory and institutional
framework and way forward involving transplanting difficulties, obstacles and limits of legal
transplantation due to thick and thin notion on the rule of law. Finally, Chapter eight will
discuss the feasibility of three proposals for protecting Indonesia’s bank institutions from

failure and will also provide conclusions.
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Chapter 2 Development of the UK and Indonesia Banking System

2.1.Introduction

The aim of this chapter is to make comparison the contextual background that consists of
historical development of Indonesia and the UK from 2012 to 2017, notably structure of
banking system including financial ratios of bank’s balance sheet and the level and direction of
development of the business model which will justify further analysis of regulatory structure
in these countries, its challenges and the likelihood of proposals for reform. The UK and
Indonesia data from not only Basel Statistics including debt securities, loan and deposit but also
IMF involving proportions of capital, leverage, loan to deposit (LDR), profitability, quality of
assets, liquidity and risk weighted assets to total assets, customer deposits and total assets will
be analyzed. Data from Financial Stability Board (FSB) comprising size of banking assets to
total assets, OFIs to total financial assets will also be discussed. The data underlines flaws in
current Indonesia bank institutions between 2012 and 2017 notably high NPL, RWA and
leverage ratios. This chapter discusses why Indonesia bank institution were weaker or more
vulnerable than the UK bank institutions over these periods of time.

Institutional development provides a valuable chance to analyze regulatory facets of the
banking sector, an analytical moment in the evolution of provision or regulation in the banking
segment. The aim of the chapter is to fill a gap in the literature or works on financial growth,
banking regulation or provision, and stability of banking system. Particularly, little research
has been done comparing not only trend in the UK and Indonesia bank business model
illustrating the level and direction of development of the UK and Indonesia banking system but
also the financial ratios of the UK and Indonesia bank institutions between 2012 and 2017 and
the effects deriving from the percentages.

The notion of incremental development or evolution is related to the debate on path
dependence and legal transplant.>* The importance of the period becomes noticeable as the past
or history is the departure point for the now and the now is the departure point for the future.*
Indonesia sees a shift slowly moving away from a traditional model based on deposits and
loans, towards a business model that resembles that of large UK banks (wholesale funding and
securitised bonds). This highlights the potential weakness of the term ‘bank’ in Indonesia which
provides merely a traditional model of bank activities including both distributing funds and

accepting funding but has the absence of a common definition or understanding of “other form”.

5 PBrian Tamanaha, ‘The Primacy of Society and the Failures of Law and Development’ (2011) 44
Cornell Intl LJ 209
%5 Jaakko Husa, 2015. A New Introduction to Comparative Law. Hart, p. 142
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This absence allows either non-bank institutions or the shadow banking system to make and
develop various products of financial innovation and also allows them to grow, mostly
unregulated, and to provide competition with bank institutions directly in their part of the
traditional market which might contain implicit threats or risks. The performance of bank
institutions is also poor due to high leverage, RWA and NPL. Therefore, the now might show
the departure point for the future to regulate and monitor all bank activities closely and carefully
and enhance the performance of Indonesia bank institutions in order to protect bank from failure
and maintain stability of banking system.

The UK performed well in the index of financial development in 2018. They take third place
and scored well, around 0,90. They scored well in banking stability, around 93,2 and was
ranked 27" out of 141 in index component.®® However, the UK financial system is imperfect.
Bank soundness scored 73,2 (52th) and market efficiency scored low, around 64,6 and is ranked
21th out of 141.5" Indonesia financial development index scored low, around 0,36, far from 20
countries. Although macroprudential stability in Indonesia also scored high, around 90, it is
ranked 54" and bank soundness is lower, approximately 63,4 (80'")% than UK. Its NPL level is
also relatively high, approximately 2,6% (45" compared to the UK, around 0,7% (8'").%°
Nevertheless, financial intermediary institutions are overall still strong and were sounder but
continue to possess several fragility sources, involving liquidity mismatches and increased risks
of corporate debt, and are inadequate inclusive.®

This thesis extends the academic work on bank regulations. The extensive part of study in
the regulatory banking facets was conducted by Barth et al.! It provides the broad cross country
analysis of the effect of bank provision on the bank operation and analyses the validity of
method of Basel to provison of banks. Barth et al reveal that either increasing supervision or
enhancing standards of capital do not cause better efficiency of banking institutions. They
require more discipline of market, notably better banking monitoring, transparency and

disclosure than on directive, rule and control provisions.®?

%6 Schwab, K. 2019. The Global Competitive Report. World Economic Forum. P.581
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6 Barth, J., Caprio, G. and Levine, R., eds. (2006) Rethinking Bank Regulation: till angels
govern, New York: Cambridge University Press.
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The outcomes of Bart et al®® study ought to be re-analysed in view of development of
contemporary banking structure and performance. The thesis use combination of comparative
method and empirical findings to consider how Indonesia bank institutions could enhance their
performances. Financial innovations have made approaches for making investment and
generating capital. Theoretically, this augments development of banks that enhances growth of
economy. Nevertheless, complicated procedures and financial products have enhanced moral
hazard as financial intermediary institutions take excessive risks to obtain high returns.
Furthermore, financial innovations have lowered transparency throughout transaction
confidentiality and complex products. Acharya et al reveal that obligations of collaterised
liability or debt did not shift threats in the procedure of securitisation and so the view that it
could make diversification of risks and therefore allow financial market to develop is weak.%
Therefore, stability of banking system is a significant aspect in a development of country’s
economy. The right provision amount is required to make balance between stability of banking
system and financial growth.

This thesis would have practical effect for regulatory bodies or policy makers, particularly
in Indonesia and the UK. Although they likely have similar direction of development of the
bank’s business model, they have differences in terms of culture, economy and population.
Improvements or reforms in banking provision rely on national particular priorities, political
principles and local conditions. The business of Indonesia bank institutions depend on more
intermediation than securitisation. Is it reasonable to implement stricter standards of leverage,
liquidity and capital to Indonesia bank institutions? The IFSA is presently considering leverage
provision, along with other G20 states. Indonesia bank institutions might look capable of
fulfilling requirements of Basel 11l leverage but its implementation in Indonesia might be
difficult because of low interest of Indonesia bank institutions on performing securitisation to
lower their risky assets and high level of RWA which might influence their capital positions.

Ranciere et al submits that states which have experienced financial distress have shown
higher development of economy than states which have revealed more stable financial
circumstances. They submits that the systemic risk taking activities which defeats financial

difficulties to growth of economy is relating to occasional financial distress although they are

8 Barth, J., Caprio, G. and Levine, R., eds. (2006) Rethinking Bank Regulation: till angels

govern, New York: Cambridge University Press.

6 Acharya, V. V., Philippon, T. and Richardson, M. (2009) 'The Financial Crisis of 2007-2009:
Causes and Remedies. in  Acharya, V. V. and Richardson, M., eds., Restoring
Financial Stability: How to Repair a Failed System, New Jersey: John Wiley & Sons,
pp.1-56.
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not submitting that financial distress is good for development of economy.%® The right extent
of provision is required to make balance between stability of banking system and financial
growth. This equilibrium is of importance on international dimension, so this chapter would
possess essential effects for policy makers or regulatory bodies and academics on global scale.

Therefore, this chapter discusses deposit taker institutions in the UK and Indonesia. The
study concentrates on banking industry or overall bank institutions than level of individual bank
company. This illustrates the level and direction of development of the UK and Indonesian
banking system which might influence growth of economy. Rajan and Zingales contend that
better development of financial intermediary institutions and markets assist to handle friction
of markets which drive a segment between the internal finance and external price. Decreased
external finance costs ease or facilitate development of company and new creation of
company.®® Beck and Levine reveal that greater financial growth speeds up the financially
dependent industry development.” The bank institutions play a significant role in the UK and
Indonesia economies. They also have complicated balance sheets and are revealed to
securitisation in the market of wholesale funding. They study has considered or choosed overall
deposit taker institutions in the UK and Indonesia with data from IMF, FSB and Basel statistics
for comparison to maintain consistency, individual bank institutions is not included in the
analysis of quantitave approach as it is difficult to make or maintain consistency with similar
indicator or instrument, variable, time period and sources and also the several business patterns
in the UK and Indonesia might be dissimilar.

Variable influencing profitability of bank institutions could be split into external and internal
determinant factors.®® This chapter concentrate on the internal determinant facet. The data for
this thesis include proportions of profitability, leverage, quality of asset, liquidity and capital.
These proportions are employed by regulatory bodies to analyse bank institutions. These
proportions are employed to analyse or check the connections of the bank performance and
these previous ratios. Furthermore, this study also use data, such as retail deposit, total assets,
loans and deposits, and debt securities. These proportions are employed to analyse the trend in
banking structure or the level and direction of development of the UK and Indonesia banking

8 Ranciere, R., Tornell, A. and Westermann, F. (2008) 'Systemic crises & growth', Quarterly
Journal of Economics, 123(1), pp. 359-406

8 Rajan, R. G. and L. Zingales (1998), “Financial Dependence and Growth”, American Economic
Review, 88: 559-586

67 Beck, T. and R. Levine (2002), “Industry Growth and Capital Allocation: Does Having a
Market- or Bank-Based System Matter?”, Journal of Financial Economics, 64: 147-180.

8 Athanasoglou, P., Brissimis, S. and Delis, M. (2005) 'Bank specific, industry specific and
macroeconomic  determinants of  bank  profitability’,  Journal of International  Financial
Markets, Institutions and Money, 18(2), pp.121-136.
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system. Bekaert, Harvey, and Lundblad employ average data of five year times, from 1991 to
1996 to analyse the finance-growth relationship. They concentrated on development rather
than higher frequency correlations and reveal that financial liberalization intensifies growth of
economy by enhancing the rate of investment and the resources allocation.®® The thesis
calculated or analysed the proportions over a five year period time between 2012 and 2017.

The thesis employ data from not only IMF and Basel to analyse the trend in banking structure
or the level and direction of development of the UK and Indonesia banking system but also
FSB to analyse the size of banking assets to total assets and other financial institutions (OFIs)
to total financial assets. Cottrell described several types of wholesale funding, notably ratio of
total deposits to total assets or ratio of customer deposits to liabilities.” Following Cottrell
approach, the thesis illustrates the use of retail deposits and wholesale funding using proportion
of total deposits to total assets (TDTA) as the measure of retail deposits that are used to fund
total financial assets. TDTA is described as the sum or amount of retail deposits involving
customer deposits scaled or divided by total financial assets based on the data of IMF. The
possible use of wholesale funding is described as 100% minus TDTA. This highlights the
direction or development of the UK and Indonesia banking structure through the use or
dependence of funds from markets of wholesale funding. The higher TDTA, the bigger
dependence on retail deposits and the less dependence on wholesale funding by bank
institutions. The thesis also use data from Basel statistic, particularly loans and deposits (claim)
and debt securities to analyse the direction of development of the UK and Indonesia banking
system in the banking asset side.

Quality of asset is the proportion of NPL to total loans. The tier 1 capital proportion is
provided by tier 1 capital divided by RWA. Leverage is calculated by a more commonly used
measure (equity divided by total assets). Calculation of liquidity level in this study is merely
concentrate on liquid assets to total assets and liquid assets to short term liabilities to reveal the
asset liquid owned by the UK and Indonesia bank institutions. Profitability is calculated by
proportions of ROE and ROA. The proportion of ROA denotes the capital bank intensity which
is helpful in light of the discussion of whether more capital degree will benefit bank institutions.
The proportion of ROE assesses the bank efficiency in producing or obtaining returns. A flaw

of the proportion of ROE is that it does not consider debt into report or account. A bank

% Bekaert, G., C. R. Harvey and C. Lundblad (2004), "Does Financial Liberalization Spur
Growth?”, Journal of Financial Economics., 66, 465-504

70 Cottrell, S.P., 2015. What Drive Bank Wholesale Funding Spreads? Empirical Evidence from Australia.
Flinders University. P. 26-29.

39



institution can enhance its return on equity if it could issue debt at a lower rate of interest than
the return rate on its investment. Nevertheless, higher debt enhances the possible failure threat
for a bank institution. Therefore, the study consists of proportion of ROA in its data. Sinkey
considers the proportions of ROE and ROA™ as the best measurements of overall performance
of bank institutions’ even though the ROA proportion seems to be the primary proportion for
calculating performance of bank institutions.”® Measures are analysed or checked against either

secondary works or data of market where likely to confirm or ensure sturdiness.

2.2. The importance of the banking and financial system to the economy

Growth of financial sector has been revealed to be greatly effective in fostering development
of economy.” To improve frictions of market, financial systems affect the funding distribution
across time and area or space.” The development of bank institutions which enhance the
information acquisition about managers and corporations would certainly change the credit
allocation.’”® Bekaert et al that employ data in five year average reveal that financial reform
augments growth of economy by enhancing the funding allocation and the rate of investment.”’
The correlation between distribution of income and financial growth is also essential for
grasping the process of economic growth. Distribution of income could affect decisions of
savings, public policies, incentives to innovate and the funding allocation.®

D’Onofrio et al argue that growth of local banking institution minimize inequality of income
but the connection of the finance and inequality exhibits itself merely in relatively advanced

regions.”® While growth of banking institutions has modest impacts throughout the growth of
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human capital and material infrastructures, they reveal evidence that growth of banking
institutions could lower inequality by influencing urbanization and geographical movement.
Once they also insert the indicators of material infrastructures and human capital to the data,
the impact of banking growth on inequality remains basically unchanged. Conversely, once
they manage for the indicators of urbanization and geographical movement, these indicators
are likely to mitigate or cover the impact of banking growth on inequality. Generally, the
outcomes propose that geographical movement and urbanization might create two essential
channels throughout that growth of banking institutions influences the distribution of income.®

Furthermore, some researches reveal that financial growth could decrease poverty and
inequality of income by mitigating asymmetries of information and cost of credit enforcement
that might be remarkably necessary on not only poor households but also businesspersons with
inadequate collateral and internal resources.®! The theoretic patterns highlight dissimilar
channels whereby financial growth could decrease disparity or inequality.? Once the poor
households have lack of access to loan or credit, they are averted from spending on education
and thus, from getting more lucrative or remunerative works. Financial growth might allow the
poor to spend on education, and hence minimizing inequality.®® Another channel concentrates
on the poor capability to become businesspersons or entrepreneurs. By improving constrains of
loan, financial growth might abate requirements of collateral and cost of borrowing, and might
foster formation of company and entrepreneurship.3* Financial growth might also change the
income allocation via a rise in demand of labor by companies rather than via a rise in access to
loan by the poor households.® The rise in demand of labor might benefit low salary employees.

Growth of banking institutions could decrease inequality of income throughout several
channels. Several empirical sources have particularly focused on instruments, notably
formation of company, entrepreneurship, and demand of labor.8¢ Conversely, there are very

restricted evidence on the implications that financial growth could possess on inequality of
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income throughout its effect on the socio economic framework. Yet, several researchers
contend that essential aspects, notably education, infrastructure, urbanization and migration
could play a primary role in allocation of income.®’

a. Unraveling the channels

The available loan could affect capability of agents to buy properties and land and move or
shift across geographical regions, and thus influencing diffusions of migration and urban flow.
Growth of banking institutions could also allow to fund or support immaterial and material
infrastructures which could assist to smooth out or ease inequalities, notably by supporting
better approach or access to chances of investment for the poor households. Further, a more
growth of local banking segment could enhance capability of agents to develop human capital,
assisting them to fund the education costs and making availability of funds to support the school
improvement and development.

b. Urban arrangement and migratory flows

The literature expects that urbanization and flow of migration could possess a considerable
effects on inequality within local societies. According to the urban arrangement, several
researches submit that a more diffusion of urbanization and a reduced concentration in large
towns could assist to decrease inequality of income.® This will arise as big towns are more
favorable to segmentation, highly selective productive businessperson, change of skill biased
technology, and might then worsen inequality throughout these channels. For instance, Behrens
and Nicoud improve a pattern that towns make improvement of productivity throughout
economic accumulation. They reveal that this could support formation of company and highly
selective productive businesspersons, aggravating inequality.®® Regarding these contentions,
there is an expectation that a more diffusion of urban structure could better minimize
inequalities within the regions or provinces. The net implication of migratory flows on
inequality of income is uncertain a priori.*® Flow of migration might aggravate inequality in
local societies as the influx of relatively poor households or immigrants is likely to broaden the

allocation of income. At the same time, regions with a bigger immigrant outflow could undergo
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a rise or a decline in inequality due to transfers from their rich or poor immigrants.®* D’Onofrio
et al reveal that migratory flow into the primary town of the region is likely to enhance
inequality and growth of banking development might assist to minimize inequality by

supporting a more diffusion of urban structure.®?

c. Human capital and infrastructure

Material infrastructures could decrease inequalities by smoothing out the access to valuable
chances by the poor individuals.®® D’Onofrio et al revealed that higher education in the region
seems to be correlated with lower inequality of income.®* They also investigated the channels
of banking growth effect on inequalities, with importance on socioeconomic facets. They
considered the effect of formation of human capital, geographic movement, urbanization,
education, and material and immaterial infrastructures. The outcome submit that geographic
movement and urbanization might play a relatively significant role in the correlation of
inequality and finance. Indeed, the analysis submit restricted effect of education and material
infrastructures in the relationship of inequality and finance. They contend that these outcomes
could mirror the major role performed by the Country relative to banking segment in supporting
the growth of education scheme and infrastructures. %

In relation to function or role of financial function, Merton and Bodie provide several
classifications of financial function® but Levine contend that there are five categories of
financial system which are useful in classifying a review of the theoretical work including
producing ex ante information about potential investments and allocating capital, exerting
corporate governance after supplying credit and monitoring investments, facilitating risk
management and diversification, pooling and mobilizing deposits or savings, and easing the
exchange of services and goods.®’
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Firstly, it produces ex ante information about potential investments and distributes capital.
Evaluating conditions of market, managers, and companies before making decisions of
investment generally need large costs. Individual investors or savers might not possess the
capability to gather, manage and generate information on potential investments. High costs of
information might maintain capital to flow toward its use of highest value as they would be
unwilling to engage in activities or businesses which have little reliable data or information.
Therefore, although several approaches presume that capital is distributed to the most profitable
companies, this assumes that savers possess good information about conditions of market,
managers and companies.*®

Financial intermediary institutions might lower the expense of processing and acquiring data
or information and thereby enhance allocation of funds.®® Without them, each individual saver
or investor will face big cost relating to assessing conditions of economy, managers and
companies. As a result, groups or companies might establish financial intermediary institutions
which engage in the costly procedure of likelihoods of researching investment for others.%
Financial intermediary institutions resemble bank institutions which they receive deposit and
supply credits.1®! Several researchers also develop approaches where financial intermediary
institutions occur to generate information on companies and offer this information to either
investorss or savers.'%? By developing information on conditions of economy, managers and
companies, financial intermediary institution could speed up development of economy.
Supposing that several businesspersons or entrepreneurs seek capital and that resources are
limited or inadequate, financial intermediary institutions which generate better information on
companies would finance more favorable companies and produce a more efficient capital
distribution.1%®

Secondly, it pools and mobilizes deposits or savings. Mobilizing savings or pooling of
deposits is the costly method of collecting funds from dissimilar depositors or investors for

investment. It includes (a) handling the informational asymmetries relating to make investors
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or depositors feel secure and comfortable in relinquishing handling of their deposits and (b)
handling the costs of transaction relating to agglomerating deposits or funds from dissimilar
depositors or individuals.1%

To saving or minimizing the costs relating to various bilateral agreements, mobilizing
savings or pooling of deposits might also arise throughout intermediary institutions, where
thousands of depositors delegate or trust their wealth to intermediary institutions which supply
credits or invest in many companies.® Poolers have to assure depositors of the soundness and
safety of funds and investments.'% Intermediary institutions might be concerned with building
stellar repute, so that depositors feel secure and comfortable about trusting or delegating their
deposits or funds to the intermediary institutions.

Banking system which are not ineffective at mobilizing the funds of depositors could greatly
influence growth of economy by enhancing deposits, developing level of economy, and
addressing indivisibilities of investment. Better pooling of deposits could enhance allocation
of funds and augment innovation of technology. Without accessing various savers, several
methods of production will be restricted to inexpensively inefficient degrees.'® Moreover,
pooling of deposits commonly includes the formation of small denomination devices. These
devices give chances for households to maintain diversification of portfolios.'®® Acemoglu and
Zilibotti reveal that with big, inseparable scheme, financial plans which pools deposits from
various dissimilar individuals or depositors and supply funds to or invest in a diversified risky
project portfolio ease a fund distribution toward higher return businesses with positive effects
on development of economy.%

Thirdly, it eases the trade or exchange of service and goods. Financial plans which decrease

costs of transaction could encourage innovation of technology, specialization, and
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development. The connection between innovation, specialization facilitating transaction and
development of economy were main aspects of Adam Smith’s Nation Wealth.!*! He contended
that type of specialization, workers is the main facet underlying enhancements of productivity.
With bigger specialization, employees are more possible to create or invent better devices or
methods of production.'*® He also concentrated on the capital role in decreasing costs of
transaction, allowing bigger specialization, and promoting innovation of technology.*®
Nevertheless, costs of information might also stimulate the appearance of funds. Because it is
expensive to assess the goods attributes, better trade or exchange is very expensive. Therefore,
an easily recognizable trade medium might occur to ease trade or exchange.'** Nevertheless,
the decrease in costs of information and transaction is not essentially a one time reduction when
economies shift to funds. Costs of information and transaction might continue to decrease
throughout financial invention or innovation.

Greenwood and Smith showed the link between innovation, specialism and exchange.*®
More specialism needs more businesses or transactions. Because each business is expensive,
financial plans which decrease costs of transaction would ease greater specialism. In this
approach, markets which stimulate exchange support improvements of productivity. There
might also be response from these improvement of productivity to growth of financial market.
If fixed costs arise relating to building markets, higher earning indicate that these fixed
expenses are less onerous as a per capita income share. Therefore, growth of economy could
encourage the financial markets growth.1® However, in the model of Greenwood and Smith,
the decrease in costs of transaction does not encourage the new innovation and better
technologies of production. Instead, lower costs of transaction increase the set of processes or
methods of ‘on the shelf” production which are inexpensively interesting.''’ Furthermore, the

approach describe better markets as a method or system for encouraging more specialized
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procedures of production. This does not describe the appearance of financial institution or
devices which decrease costs of transactions and thereby generate a condition which encourage
specialized technologies of production naturally.!8

Furthermore, it scrutinizes investments and exerts corporate governance after supplying
credit. Corporate governance is important to grasp development of economy and the function
of financial aspects in particular. The extent to which the capital funders to a company could
effectively scrutinize and affect how companies employ that capital possesses effects on
savings and decisions of distributions.’'® To the degree that investors and shareholders
effectively scrutinize companies and encourage directors to boost value of company, this would
enhance the effectiveness with which companies distribute funds and induce creditors more
willing to fund improvement, innovation and production. The lack of financial plans which
improve corporate governance might slow down the saving mobilizations from different agents
and maintain funds from flowing to lucrative investing or investments. Therefore, the effective
mechanism of corporate governance directly influence performance of company with possibly
big effects on rates of national development. 12

In terms of intermediary institutions, Diamond improves an approach in which a bank
institution enhance corporate governance.*? It gathers the savings of many creditors and supply
these funds to companies. This ‘delegated monitoring’ decreases or saves on aggregate costs
of monitoring and removes the free rider difficulty as the bank institution performs the
monitoring for all the savers. In addition, as bank institutions and companies build and maintain
long run relations, this could further decrease costs of information acquisition.*??

In terms of growth of economy, a number of patterns reveal that well-functioning banking
institutions affect development by enhancing corporate governance. Bencivenga and Smith
reveal that financial intermediary institutions that enhance corporate governance by decreasing

or saving on costs of monitoring would lower rationing of credit and thereby enhance efficiency
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or production, accumulation of capital and development.'?® Harrison, Sussman and Zeira
improve approaches where financial intermediary institutions facilitate the funding flows from
creditors to investors in the existence of informational asymmetries with positive impacts of
development.’?* Concentrating on innovative business, De La Fuente and Marin evolve an
approach in which financial intermediary institutions appears to perform the mainly expensive
method of monitoring innovative businesses.'?® This develops distribution of credits among
competing technology makers with positive effects on development of economy.

Finally, it facilitates risk management and diversification. Theory of traditional finance
concentrates on cross sectional risk diversification.!?® Banking system might minimize the
threats relating to companies, states, regions, industries and individual projects. Securities
markets, mutual funds and banking institutions give instruments or intermediary for risk
diversification, pooling and trading. The ability of banking system to give service of
diversifying risk could influence long run development of economy by changing distribution
of funds and rates of saving. Therefore, financial markets that make people easier to spread
threat might tend to encourage or manage a shift of portfolio towards businesses with higher
expected profits or returns.?’

Acemoglu and Zilibotti prudently demonstrate the relationships between diversification of
cross sectional risk and development. They suppose that (i) there are safe ventures or projects
that might provide lower profit, (ii) risky ventures or projects are often inseparable and need a
big initial funds or investments, (iii) capital is inadequate, and (iv) people do not like threat. In
the lack of financial plans which allow agents to maintain diversification of portfolios, agents
would prevent risky ventures or projects which generate the high return as they need agents to
participate excessively in risky activities. They reveal that banking system which allow agents
to maintain diversification of risky projects portfolio promote a saving reallocation toward

projects which generate high return with positive ramification on development.*?
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Furthermore, banking system enhance sharing of intertemporal risk. In considering the link
between sharing of cross sectional risk and development, theory tend to concentrate on the
market role, rather than intermediary institution.!?® Nevertheless, in considering sharing of
intertemporal risk, it has concentrated on the beneficial intermediary role in facilitating or
easing smoothing of intertemporal risk.*3® Threats which could not be diversified at specific
time, notably macroeconomic distress, could be varied or diversified through groups or
generations. Long lived intermediary institutions could ease sharing of intergenerational threat
by making investment with a long run prospect and generating profits or returns which are
relatively high in slack periods and low in boom periods. Although this kind of risk distribution
is not theoretically unlikely with markets, intermediary institution might enhance the possibility
of intertemporal threat distribution by decreasing contracting expenses or costs.!3!

Financial intermediary institutions might also augment liquidity, lower risk of liquidity and
affect growth of economy. Model of Diamond and Dybvig’s presumes it is excessively
expensive to monitor and examine distress to individuals, so it is not possible to write
inducement or incentive compatible agreements of nation-contingent insurance.**> Under these
circumstances, financial intermediary institutions could offer or provide liquid funds to
investors or creditors and provide demand deposits and a combination of illiquid and liquid
investments. By selecting a suitable combination of illiquid and liquid investments and
providing demand deposits, financial intermediary institution give comprehensive insurance to
depositors or investors against risk of liquidity while concurrently easing or smoothing long
run venture in high return schemes or projects.'®® Turning back to development, Bencivenga
and Smith assess a development approach in which pre current obstacle or impediments to the
appearance of liquid markets emphasize the liquidity improving role of financial intermediary
institutions. They reveal that by decreasing risk of liquidity, financial intermediary institutions
could augment investment in the illiquid assets, high return schemes and thus speed up

development.3*
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Some kinds of alternative lending or finance, notably cryptocurrency, lending of peer to
peer (P2P), and crowdfunding led disruption of several familiar model of banking services
globally.*® These alternative finances reveal particular essential feature: they try to evade
control of supervisory body or government or any other external regulator over transaction,
they try to remove traditional activities of banking institutions from providing credits or
financing transactions, and their activities are systemized or managed around the utilization of
advanced technologies for sharing, distribution and processing information.

Crowdfunding signifies raising resources from big number of individual savers,
characteristically by employing either platforms of particular resources or online social
systems.'®” Lending of P2P is basically debt crowdfunding. It tries to decrease the unsecured
borrowing expenses by removing the need for a commercial intermediary services or any other
lender institutions.'*® By employing cutting-edge technology to not only underwrite credits
promptly but also process information and at low expense, its sites might be able to match
individual debtors and creditors efficiently.**

Two facets are essential in the dynamic of development toward a more reintegration or
integration of alternative lending (P2P) model into conventional banking system. The first
aspect is the dominance of institutional creditors as purchasers of these credits. In the currently
existing environment of low interest rate, large savers looking for return - financial
intermediary institutions or private equity funds — have become the primary purchasers of
products of marketplace credit that largely provide higher interest rates than traditional credits
supplied by bank institutions.’*® Several these investments are leverage with financial
intermediary institution offering credit or financing for savers in marketplace credits.** The
entrance of institutional savers enhance competition in the segment and makes marketplace
lending companies to develop their volume of credit origination, to make diversification of their
credit products, and to make consolidation or to consolidate.'*?> The familiar securitization

dynamic might be being recapitulated in the growth of P2P model. Marketplace creditors are
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vigorously developing partnership with financial intermediary institutions and other
institutional savers, pursuant to which financial intermediary institutions and other savers
committing to purchase a particular proportion of whole credit origination throughout the
platform of marketplace.'*® To meet demand of institutional savers for this categories of
lucrative asset, marketplace creditor are driven to strengthen their efforts of borrower
acquisition, that make incentives to offer more high risk credits.'#*

The second aspect is the significant role of financial intermediary institutions as creator or
originators of marketplace credits. The dominant platforms of P2P finance depend on insured
financial intermediary institutions for three essential role: (1) keeping a separate account of
deposit into which the platform deposits payment obtained from debtors; (2) financing credits
by crediting each bank account of individual debtors in the full credit amount; and (3) receiving
and gathering deposits from individual creditor that commit to finance particular credit
displayed on the platform.*® Financial intermediary institutions obtain fees for playing these
roles.}® After a short time of keeping the credit on its own balance sheet, the financial
intermediary institution trade the credit to the operator of marketplace platform that then
delivers to each individual creditor or issues a note that represents such right of individual
creditor to obtain a proportional part of all interest payments and principal obtained from the
debtor.!*”  The short P2P description reveal the aspects at which marketplace creditors
straightforwardly tap into the financial intermediary system. The funds apparently flows
throughout insured financial intermediary institutions.’*® By connecting to financial
intermediary institutions, platforms of marketplace lending obtain access to considerably lower
funding cost without becoming subject to provision of financial intermediary institutions.

Another alternative finance is cryptocurrencies. It might initially emerge to harm the core of
banking institutions, loans as the basis of funds and the significance of full trust of the sovereign
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public. It is a decentralized virtual money which work throughout a P2P computer system,
called nodes.'®® It allows the application of bitcoins, data bits or tokens of electronic, as a
methods of trade and payment like regular moneys.® Nevertheless, unlike such moneys, its
formation and utilization are not managed or supervised by any single private organization or
any country or is not backed by any sovereign.'®® It is an innovative technology of blockchain
which enable each transaction recording and verification within network in a publicly
distributed account book.™? Since the public account book could not be changed, its users
require not full faith in the system itself.2>* It is stored or kept in digital wallets but the real
transacting party identities are maintain confidential and secret.'®* It might be either mined by
resolving the encrypted transactions which are intensified the blockchain continuously or
purchased with conventional currency.’ It is also a commodity or product which could be
purchased, trade and sold for conventional currency.t*
2.3.Structure of the Banking System between the UK and Indonesia
2.3.1. Foreign Bank

Several researches concentrated on not only the possible advantages but also the effect of
foreign bank institutions entry on domestic market.*>” Foreign bank institutions could possess
effect of either destabilizing or stabilizing on the host banking industry, relying on the distress
nature. If distress is domestic geographically, then they could play a stabilizing role due to their
access to not only capital but also liquidity from their parents.>® Furthermore, they are normally
more varied than domestic bank institutions, and therefore, ought to be less influenced by
domestic distress.’*® Nevertheless, at the same time, they could import distress from overseas,
either from other states or their home state. This sequentially could provide destabilizing effect
on the host banking system. Likewise, by enhancing competition in the domestic industry, the

existence of foreign bank institutions could possibly augment distress or volatility by pushing
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domestic bank institutions to either out of business wholly or riskier sectors.®® Barth et al
contend that barriers to entry of foreign bank institutions are positively relating to fragility of
bank institution.®* Morgan and Strahan reveal a positive relationship between instability of
economy and presence of foreign bank institutions.*®* The author’s outcomes are encouraged
by the data of Basel and IMF of 2014 and 2016. The UK had foreign bank’s segments of
domestic banking sector, share of total assets, approximately 48,2% in 2014 and 50,4% in 2016
based on data from Basel'®® whereas Indonesia had around 21,28% in 2014 and 29,31% in 2016
of foreign bank’s segment of domestic banking sector over the same period regarding data from
IMF%4, Monitoring closely the growth and activity of foreign banks by supervisory bodies is
thus significant to protect the domestic banking system.

2.3.2. Size of Banking System and Other Financial Institutions (OFIs)
Table 2.3.2.1

Variable (in USD years

average 5

Country Trillion) 2012 2013 2014 2015 2016 2017 | percentage

Indonesia | Total bank asset 0,31 0,36 0,41 0,45 0,49 0,54

total OFls 0,05 0,06 0,06 0,06 0,07 0,09

Total Financial
assets 0,5 0,6 0,7 0,7 0,8 0,9

Ratio of Total
Banking Assets to
total financial
assets 62% 60% 59% 64% 61% 60%

61%

Growth of ratio of
total banking
assets to total

financial assets 2% | -1,43% | 5,71% | -3,04% | -1,25% -0,40%

Ratio of total OFls
to total financial
assets 10% 10% 9% 9% 9% 10%

9%

Growth of ratio of
total OFls to total
financial assets 0% | -1,43% 0% | 0,18% 1,25%

0%
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The UK Total bank asset 16,88 14,78 14,8 13,45 15,16 14,67
total OFls 8,8 8,69 9,04 7,81 9,44 10,06
Total Financial
assets 30,8 28,8 29,5 27 30,9 31,4
Total Banking
Assets 54,81% | 51,32% | 50,17% | 49,81% | 49,06% | 46,72% 50%
Growth of ratio of
total banking
assets to total
financial assets -3,49% | -1,15% | -0,35% | -0,75% | -2,34% -1,62%
Total OFls 28,57% | 30,17% | 30,64% | 28,93% | 30,55% | 32,04% 30%
Growth of ratio of
total OFIs to total
financial assets 1,60% | 0,47% | -1,72% | 1,62% | 1,49% 0,69%

Source : FSB data.1%®

The percentages of total banking assets to total financial assets between the UK and
Indonesia on average 5 years were around 61% in Indonesia and 50% in the UK but they have
big different proportions of total OFIs to total financial assets, approximately 9% in Indonesia
and 30% in the UK. According to data provided by the FSB, the average growth of banking
assets and OFIs to total financial assets was approximately -0,40% and 0% compared to the
UK, around -1,62% of banking assets and 0,69% of OFIs respectively. The segment of banking
system of total financial assets reduced in the UK and Indonesia that indicates slower growth
of banking system together with rised competition from other channels of financial
intermediation. It is important to note that overall, the UK and Indonesia banking system had a
negative growth of total banking assets to total financial assets and the UK OFIs was a positive

growth of OFIs to total financial assets.

2.3.3. Trend in Business Models of Bank institutions

Table 2.3.3.1

Data IMF of Wholesale Funding

(Millions of National Currency)
Indonesia | 2012 2013 2014 2015 2016 2017
Customer 2.999.056.8 | 3.412.428.1 | 3.792.499.9 | 4.073.547.1 | 4.520.005.7 | 4.920.427.1
Deposits 42 95 50 89 00 18
Total 4.253.066.1 | 4.939.561.6 | 5.599.302.8 | 6.111.069.5 | 6.633.398.4 | 7.280.220.7
Assets 08 28 79 21 34 10
Customer 71% 69% 68% 67% 68% 68%
Deposits/T
otal Assets

165 FSB. 2012-2017. Total Financial Assets. NBFI Report (https://data.fsb.org/dashboard/Jurisdiction%20View)
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wholesale
funding

29,48%

30,92%

32,27%

33,34%

31,86%

32,41%

Trend of the
possible use
of
wholesale
funding (in
percentage)

1,43%

1,35%

1,07%

-1,48%

0,55%

5 year
average (the
possible use
of
wholesale
funding)

0,59%

The UK

2012

2013

2014

2015

2016

2017

Customer
deposits

3.094.044

3.117.236

3.332.340

2.754.859

2.961.277

2.948.465

Total
Assets

8.647.998

7.905.840

9.841.457

8.586.637

9.162.361

8.754.664

Customer
Deposits /
Total
Assets (in
percentage)

36%

39%

34%

32%

32%

34%

Trend of
the use of
customer
deposits (in
percentage)

3,65%

-5,57%

-1,78%

0,24%

1,36%

5 year
average the
trend of use

-0,42%
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of customer
deposits (in
percentage)
Possibility 64,22% 60,57% 66,14% 67,92% 67,68% 66,32%
of the use
of
wholesale
funding (in
percentage
Trend in -3,65% 5,57% 1,78% -0,24% -1,36%
percentage
5 year 0,42%
average
(the
possible use
of
wholesale
funding)

Source: IMF data'®®

Comparing the UK banks with Indonesia banks is not easy, principally because they occupy
different positions in their respective economies and exhibit very different levels of
development. There was a similar trend or rather the process of change in the strategic direction
of several UK and Indonesia bank institutions from 2012 to 2017. Some Indonesia banks are
slowly moving away from a traditional model based on loans and deposits, towards a business
model that resembles that of large UK banks, notably debt securities and wholesale funding.
These models have been clear in the changes of strategy implemented by several Indonesia
bank institutions and in the compositions of their balance sheet.

Bank institutions gain funds through a diversity of sources. Bank institutions traditionally
attracts retail deposit accounts, mostly from households or retail deposits. However, bank
institutions currently have enhanced access or approach to wholesale funds to support or fund
their activities through not only non financial companies but also other financial firms.¢” Van
den End and Tabbae contend that bank institutions altered their structure of funding to convince
themselves of liquidities.'®® In order to complement inadequate retail deposits, bank institutions

might borrow wholesale funding with devices or instruments notably bonds, federal funds and

166 IMF. 2012 — 2017. Table Annex 3. Sectoral Financial Statement: Deposit Takers — Balance Sheet
https://data.imf.org/reqular.aspx?key=61404591

17 Huang, R., Ratnovski, L., 2011. The dark side of bank wholesale funding. Journal of Financial
Intermediation 20 (2), 248-263.

168 van den End, J., Tabbae, M., 2012. When liquidity risk becomes a systemic issue: empirical evidence of
bank behavior. Journal of Financial Stability 8 (2), 107-120.
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repurchase agreements.'®® Structure of funding mirrors dissimilar patterns of business. Bank
institutions with higher retail deposit ratio are more possible to implement approach of
conservative operation and undergo less unstable revenues or earnings while wholesale funds
allows bank institutions to enlarge significantly and engage in high earnings but risky activities
as they occur. 10

The UK and Indonesia bank institutions are unlikely to avoid wholesale funding and
investment banking completely. According to table 2.3.3.1, Indonesia banks show more
approach of conservative operation with higher retail deposit ratios but its trend tended to lower,
approximately -0,59% and trend of the possible use of wholesale funding tended to increase,
around 0,59%. The UK bank institution show more approach of engaging in high profits and
risky activities and its trend of the use of retail deposits to finance their activities tended to
reduce, around -0,42% and the trend of the possible use of wholesale funding tended to rise
approximately 0,42%. The positive rise of the ratio of use of wholesale funding reveals that the
UK and Indonesia bank institutions perform wholesale funding as part of their business model
or activities, but it does not mean Indonesia should adapt the UK model of funding through
wholesale market which might possibly trigger instability. Gorton and Metric argued that the
originality or novelty of the instability between 2007 and 2009 did not arise in the traditional
banks, but rather in the recently growing wholesale banking system designed at the relationship
of sale and repurchase agreement or securities or commercial paper.’’* Indonesia banks
implement more approach of conservative operation with higher retail deposit ratios but the
growth of fund distribution of Indonesia banks in asset side was not able to be covered merely
by retail funding and thus Indonesia banks used wholesale funding to support development of
their activities or to finance their businesses. Generally, table 2.3.3.1 indicate the trend or rather
the process of change faced by some Indonesia banks, whereby they are slowly moving away
from a traditional model based on deposits, towards a business model that resembles that of
large UK banks, notably wholesale funding. It is worth nothing from the level and direction of
bank’s business model in the UK and Indonesia based on table table 2.3.3.1, there has been a
decline in average growth of a traditional model based on deposits, but average growth of

wholesale funds revealed a positive rise despite small percentage. Due to hard in gaining data,

18 Huang, R., Ratnovski, L., 2011. The dark side of bank wholesale funding. Journal of Financial
Intermediation 20 (2), 248-263.

170 Jin, Justin Yigiang & Kanagaretnam, Kiridaran & Liu, Yi, 2018. "Banks' funding structure and earnings
quality," International Review of Financial Analysis, Elsevier, vol. 59(C), pages 163-178.

171 Gorton, G. and Metrick, A. 2012. The Financial Crisis of 2007-2009. Yale ICF Working Paper No. 12-20.
http://ssrn.com/abstract=2003388
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the average trend in the structure of funding in this thesis merely reflects Indonesia bank’s
business patterns which resembles that of large UK banks, notably wholesale funding. The
several UK and Indonesia banks had a similar positive rise in the trend of the possible use of
wholesale funding in liability side from 2012 to 2017, around 0, 0,42%% and 0,59%

respectively.

Table 2.3.3.2
Year Indonesia (in million of US dollars) The UK (in million of US dollars)
Loan and Debt securities Loan and deposit Debt securities
deposit (claim) (Claims) (claim) (Claims)
Claim | Trend | Claim | Trend | Claim (in | Trend | Claim (in | Trend
(in (in (in (in Million of | (in Million | (in
Million | perce | Million | percent | US Dollars | perce | of US| percen
of US |ntage |of US| age ntage | Dollars | tage
Dollars Dollars
2012 366.698 6.560.621 882.258
41.842
2013 325.638 | -11% 13% | 6.650.399 1% | 901.359 2%
47.102
2014 357.941 10% | 58.550 24% | 5.633.267 | -15% | 1.219.435 35%
2015 351.859 2% -7% | 5.372.545 -5% | 1.078.446 | -12%
54.342
2016 365.568 4% 26% | 4.829.215| -10% | 990.913 -8%
68.347
2017 412.374 13% 23% | 5.822.866 21% | 1.060.100 7%
84.237
Trend
average 2,74% 15,74% -1,62% 4,95%
from
2012 to
2017

Source : Basel Statistics.!’2
Another similarity on major trend of the UK and Indonesia bank’s business model between

2012 and 2017 was relating to less growth of traditional model based on loans than debt

172 B1S. 2021. BIS Statistic Explorer. Locational banking statistics.
https://stats.bis.org/statx/srs/table/A5?c=1D&p=20174 (Indonesia)
https://stats.bis.org/statx/srs/table/A5?c=GB&p=20174 (the UK)
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securities in asset side or asset portfolios. According to table 2.3.3.2, the average trend of
Indonesia bank’s segments of loans and deposits (claim) was still a positive but its grow was
less from the growth of debt securities. In other words, the growth of debt securities was higher
than the growth of loans and deposits (claim). The ratios of average growth between loans and
deposits (claims) and debt securities were approximately 2,74% : 15,74% which is equal 1 :
5,74 respectively. It means if loans and deposits (claim) grow 100%, debt securities will grow
574%. In the UK, although the growth of loans and deposits (claim) was a negative, its growth
was less from the growth of debt securities. In other words, the growth of debt securities in the
UK was higher than the growth of loans and deposits (claim). The ratios of average growth
between loans and deposits (claims) and debt securities in the UK were around -1,62% : 4,95%
which is equal 1 : 5,06. It means if loans and deposits (claim) grow 100%, debt securities will
grow 506%. This indicate the trend or rather the process of change faced by some Indonesia
banks, whereby they are slowly moving away from a traditional model based on deposits and
loans, towards a business model that resembles that of large UK banks, notably debt securities.
It is worth nothing from the level and direction of trend of the UK and Indonesia bank’s
business model in asset side or asset portfolios based on table 2.3.3.2, average growth of debt
securities revealed a positive rise and higher than the growth of loans and deposits (claim). Due
to hard in gaining data, the average trend in the structure of asset portfolios or asset side in this
thesis merely reflects Indonesia bank’s business patterns which resembles that of large UK
banks, notably debt securities. Their ratios of the growth of loans and deposits (claim) and debt
securities from 2012 and 2017 were relatively similar with around 1 : 5,74 in Indonesia and
approximately 1 : 5,06 in the UK respectively.

2.4.The UK and Indonesia Balance Sheet

2.4.1. Descriptive outcome

Table 2.4.1.1 from 2012 to 2017

Indonesia | The UK
(average in | (average in
percentage | percentage
from 2012 | from 2012
Variable to 2017) to 2017)
Tier 1 capital ratio 19,25% 15,65%
Leverage ratio 14% 5,18%
Loan to deposit ratio 98% 119,89%
Non-performing Loans to Total Gross Loans 2,25% 1,83%
Return on Assets 2,60% 0,30%
Return on Equity 19,78% 4,73%




Risk weighted assets to total assets 70,61% 33,14%
Liquid Assets to Total Assets (Liquid Asset Ratio) 23,35% 21,32%

Liquid Assets to Short Term Liabilities 33,25% 36,63%
Source : IMF data from 2012 to 201773

2.4.2. Capital

Capital, particularly equity is considered as a shock or loss absorber to safeguard bank

institutions from unexpected loss or the negative externalities. A decline in asset quality or
price and a rise possibility of bank failure denotes that bank institutions have to trade or sell
their assets at market prices when they face distress condition or instability. In such a case,
bank institutions needs more capital.*”* Nevertheless, several experts contend that high capital
percentage would not have avoided the instability between 2007 and 2008.*”> Holding higher
capital level alone would not resolve the difficulty. Better capital quality is essential to better
distress absorber. Blundell-Wignall and Atkinson made a figure that reveals several losses of
EU and US bank institutions will absorb most or all of their capital amount during the
downturns.*’® Their computation refers to the ratio of leverage under International standard,
Basel 11l. The UK and Indonesia bank institutions had differences of Tier 1 capital ratio on
average over 5 years, approximately 15,62% and 19,25% respectively.}’” Banks in these
countries had higher percentages than Basel I1l. Tabel 2.4.1.1 reveals that the average Tier 1
capital of the UK and Indonesia bank institutions exceeds the Basel 111 minimum Tier 1 capital
and total capital level of holding 6% and 8% of risk weighted assets respectively. Better capital
quality is thus significant to cover or absorb unexpected losses.

2.4.3. Quality of assets
Oshinsky and Olin contend that the mixture of risky assets and low percentages of capital
level could cause failures of bank institutions.’® Jin et al undertook study into the aspects

173 IMF. 2021. Sectoral Financial Statement: Deposit Takers — Balance Sheet.
https://data.imf.org/reqular.aspx?key=61404591

IMF. 2021. Core FSls for Deposit Takers. Data IMF

https://data.imf.org/reqular.aspx?key=61404590

174 Powell, R. and Allen, D. (2011) 'Credit Risk and Real Capital: An Examination of Swiss
Banking  Sector Default Risk Using CVaR', Journal of Modern Accounting and
Auditing, 7(6), pp. 541-554.

175 Financial Services Authority (2010) 'Financial Services Authority, Summary of feedback to the Turner Review
Conference Discussion Paper (DP09/4)', [online], available: http://www.fsa.gov.uk/pubs/discussion/fs10_02.pdf
176 Blundell-Wignall, A. and Atkinson, P. (2010) 'Thinking beyond Basel Ill: Necessary
solutions for capital and liquidity', OECD Journal: Financial Market Trends, Vol. 1.

17 IMF.2021. Table Annex 4: Sectoral Financial Statement: Deposit Takers — Memorandum items.

18 QOshinsky, R. and Olin, V. (2006) 'Troubled banks: why don’t they all fail?", FDIC Banking
Review, 18(1), pp. 23-44.
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causing failures of bank institutions during instability in 2008. They employed some variables,
notably development in several categories of loan, percentage of securitized assets to total
assets, mix of loan portfolios and NPL level. Their outcomes reveal that NPL have a positive
connection with failures of bank institutions.”® Because of hard in getting information, the
study merely managed to gain data on NPL in Indonesia and UK bank institutions from the
IMF’s data. Table Tabel 2.4.1.1 reveals that Indonesia bank institutions had an average 2,25%
NPL to total credits from 2012 to 2017, increasing to 2,6% in 2018.18° UK bank institutions
had an average 1,83% over the same period, reducing to 0,7% in 2018.18! Furthermore, the UK
bank institutions have a better percentage of RWA to total assets between 2012 and 2017, with
average of 33,14% compared to an average of 70,61% RWA among Indonesia bank
institutions. Sheila Bair, former Chairman of the FDIC, asserted that the concern of RWA that
might be able to cause insufficient capital when the credit cycle worsen during downturn
rationalizes the need for leverage.®> Lower RWA is thus significant to prevent possibility of

insufficient capital.

2.4.4. Profitability

Profitability is calculated by proportion of not only return on equity (ROE) but also return
on assets (ROA). The proportion of ROA signifies the strength of bank capital. It is more
accurate calculation of productivity as it considers debt into account. The ROE proportions
calculates the bank efficiency in making revenues or profits. A flaw of the proportion of ROE
is that it does not consider debt into report or account. A bank institution can enhance its return
on equity if it could issue debt at a lower rate of interest than the return rate on its investment.
Nevertheless, higher debt enhances the possible failure threat for bank institution. Therefore,
the study consists of proportion of ROA in its data. Beltratti and Stulz undertook study at level
of bank institution and cross country as to why several bank institutions had better performance
than others in the instability 2008.18 Concentrating on a level of bank, they discovered that

bank institutions which maintained more deposit and Tier 1 capital level in 2006 had higher

19 Jin, J., Kanagaretnama, K. and Lobo, G. (2011) ‘'Ability of accounting and audit quality
variables to predict bank failure during the financial crisis’, Journal of Banking &
Finance, 35(11), pp. 2811-2819.

180 Schwab, K. 2019. The Global Competitive Report. World Economic Forum. P.581

181 Schwab, K. 2019. The Global Competitive Report. World Economic Forum. P.581

182 In ‘A Special Report on International Banking’’, The Economist, 19 May, 2007. See Dermine J. 2015. Basel
I11 leverage ratio requirement and the probability of bank runs. Journal of Banking & Finance 53 (2015) 266-277
183 Beltratti, A. and Stulz, R. (2009) Why Did Some Banks Perform Better During the Credit

Crisis? A Cross-Country Study of the Impact of Governance and Regulation, NBER

Working Paper No. 15180: unpublished.
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earnings during the downturn. Bank institutions which maintain more liquid assets and credits
had better performance during the month following the bankruptcy of Lehman.*®* The research
of Beltratti and Stulz has a weakness in which they merely researched the regression of return
during instability in 2008. The thesis covers across five years and reveals that Indonesia bank
institutions had higher proportion of profitability in not only ROA but also ROE. Bank
institutions in Indonesia are more efficient due to having high ROE. The IFSA reveals that
Indonesia bank institutions were efficient and obtained a rise in profits, resulting in an increase
in bank performance. 1 Because of hard in obtaining information, the study merely managed
to get data on ROA and ROE in Indonesia and UK bank institutions. Indonesia bank institutions
had a better profitability, with average of 2,60% of ROA and 19,78% of ROE compared to an
average of 0,30% of ROA and 4,73% of ROE among the UK bank institutions.

2.4.5. Leverage and LDR

Kiema and Jokivuolle showed that leverage influences the bank failure through,®¢ firstly, a
rise in the leverage amplifying not only the capital amount but also the amount of high risk
credits in the bank’s mixed portfolios, and banks might feel safe due to the impact of this
diversification. The measurement fault tends to intensify this impact, provided that the credits
that are described as low risk credits are reasonably risky assets. Boyd and Runkle mentioned
that the advantages of risk diversification could be zero regarding the possibility of bank failure
when they are counteracted by a decrease in capital.’®” Secondly, a rise in leverage augments
the credit volumes which are included in mixed portfolios provided that their volume or size
has been standardised to one. The contaminated impacts tend to enhance the possibility of bank
defaults. Because of hard in getting information, the study merely managed to gain data on
leverage ratio in Indonesia and UK bank institutions from the IMF’s data. Indonesia bank
institutions had higher leverage ratios, with average of 14% compared to an average of 5,18%
of leverage level among the UK bank institutions

The proportion of loan to deposit exhibits how deeply a bank institution is dependent on
borrowing. The UK bank institutions had higher proportion of borrowing compared to the

184 Beltratti, A. and Stulz, R. (2009) Why Did Some Banks Perform Better During the Credit
Crisis? A Cross-Country  Study of the Impact of Governance and Regulation, NBER
Working Paper No. 15180: unpublished.

18 TFSA, 2017. ‘Report of Indonesia Banking Profile’ Quarterly IV

186 Kiema, 1., Jokivuolle, E. (2014) ‘Does a leverage ratio requirement increase bank stability. Journal of Banking
and Finance 39’ 240-254. p. 248. www.elsevier.com

187 Boyd, J, Runkle, D. (1993) ‘Size and Performance of Banking Firms.” Journal of
Monetary Economics, 47-67.
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Indonesia bank insitutions. The heavy dependence on borrowing from the wholesale funding
proved to be a dangerous pattern when either interbank markets or short term funding dry up
or froze® The risk of bank institutions that have unconstrained access to wholesale funding is
liquidity risk. Sharma explained the risk of liquidity in terms of adverse results of liquidity
which derive from a mixture of either non liquidity or external trigger occurrence and an
internal susceptibility.’®® He further explained the result of liquidity as force asset sale to
enhance liquidity, failure to repay liabilities, a business chance loss because of liquidity
shortage, realizing a loss of market as the premature outcome. The occurrence of these potential
results indicate the robust relationship between risk of liquidity and risk of market. As for the
bank institutions, they might cause the whole financial system disruption.** Because of hard in
gaining equal data, the study merely managed to gain data on proportion of loan to deposit in
Indonesia and UK bank institutions from the data of IMF. Table 2.4.1.1 reveals that Indonesia
bank institutions have a better percentage of loan to deposit between 2012 and 2017, with
average of 98% of LDR compared to an average of 119,89% LDR among the UK bank

institutions.

2.4.6. Liquidity

Indonesia and the UK bank institutions generally had a high ratio of liquid assets to total
assets although they have smaller differences. According to data provided by the IMF from
2012 to 2017, Indonesia maintained an average of around 23,35% liquid asset ratio compared
to an average of 21,32% liquid asset ratio among the UK bank institutions. The UK held higher
average of 36,63% liquid assets to short term liabilities compared to an average of 33,25%
among the UK bank institutions. Overall, Indonesia and the UK bank institutions had a healthy
liquid asset proportions and liquid asset to short term liabilities.

2.5.Conclusion.
This chapter discussed the significance of banking and financial system to foster
development of economy. Financial growth could decrease poverty and inequality of income

by mitigating asymmetries of information and cost of credit enforcement that might be

18 Shin, H. (2009) 'Reflections on Northern Rock: The Bank Run that Heralded the Global
Financial Crisis', Journal of Economic Perspectives, 23(1), pp. 101-119.

189 Sharma, P 2004, ‘Liquidity Risk’, A Speech:
http://www.fsa.gov.uk/pages/library/communications/sppeches/2004/SP201/.

19 Sharma, P 2004, ‘Liquidity Risk’, A Speech:
http://www.fsa.gov.uk/pages/library/communications/sppeches/2004/SP201/.
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remarkably necessary on not only poor households but also businesspersons with inadequate
collateral and internal resources.'®* Essential aspects, notably education, infrastructure,
urbanization and migration could play a primary role in allocation of income.!

The chapter also discussed some kinds of alternative lending or finance, notably
cryptocurrency, lending of peer to peer (P2P), and crowdfunding which led disruption of
several familiar model of banking services globally.'®® These alternative finances reveal
particular essential feature: they try to evade control of supervisory body or government or any
other external regulator over transaction, they try to remove traditional activities of banking
institutions from providing credits or financing transactions, and their activities are systemized
or managed around the utilization of advanced technologies for sharing, distribution and
processing information. %4

This chapter has noted the trend of size of banking system asset and OFlIs. the UK and
Indonesia banking system had a negative growth of total banking assets to total financial assets
and the UK OFlIs was a positive growth of OFIs to total financial assets. The UK bank
institutions also had bigger foreign bank’s segments of domestic banking sector than Indonesia
banks. The UK had foreign bank’s segments of domestic banking sector, share of total assets,
approximately 48,2% in 2014 and 50,4% in 2016 based on data from Basel whereas Indonesia
had around 21,28% in 2014 and 29,31% in 2016 of foreign bank’s segment of domestic banking
sector over the same period regarding data from IMF

This chapter also discussed business model of bank institutions in both countries. The trend
or rather the process of change faced by some Indonesia banks, whereby they are slowly
moving away from a traditional model based on deposits and loans, towards a business model
that resembles that of large UK banks, particularly wholesale funding and securitized bonds.
These models of business are clear in portfolios of bank assets and in liabilities side between
2012 and 2017.

This chapter has noted that Indonesia bank institutions had higher capital, ratio of liquid
assets, ROE and ROA, but lower asset quality in 2017, higher leverage and NPL than the UK
bank institutions. Interestingly, the percentage of capital and leverage was higher amongst

Indonesia bank institutions than the UK bank institutions. The UK bank institutions had a better

91 Galor, O., Moav, O., 2004. From physical to human capital accumulation: Inequality and the
process of development. The Review of Economic Studies 71, 1001—1026.

192 D*Onoffrio, et al, supra note 71 Calderon C., Serven, L., 2004. The effects of infrastructure development on
growth and income distribution. World Bank Policy Research Working Paper 3400., 1-20

193 Hockett, R. C., and Omarova, S.T., (2017) The Finance Franchise. 102 Cornell L. Rev. 1143, 1202-1203

194 Hockett, R. C., and Omarova, S.T., (2017) The Finance Franchise. 102 Cornell L. Rev. 1143, 1202-1203
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performance as their proportions of leverage, RWA, NPL and liquid assets to short term
liabilities were managed or controlled.

The pendulum ought to move or shift towards stability of banking sector but without
threatening the development of economy. Better capital quality is essential to cover either
externalities or potential unexpected losses. Lower proportion of leverage is necessary to
minimize or mitigate the potential bank failure. Better law and provisions are needed.

It is to regulatory structure in the UK and Indonesia to protect banking from failure and
mitigate the potential risk which posed by bank’s balance sheet and the level and direction of

development of Indonesia banking system which this study now turns.
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Chapter 3 Comparison between the regulatory structure of Indonesia and the UK
3.1. Introduction

The previous chapter outlined the development of the UK and Indonesia banking system
involving the financial ratios bank’s balance sheet and the level and direction of development
of the banking system. This chapter will consider regulatory structure to discuss whether
Indonesia legislations mitigate the potential risks of wholesale funding and securitized bond or
facilitate these growth. The focus of this chapter is on flaws or ineffectiveness of regulatory
structure including Banking Act 1998, institutional regulatory bodies, and the prudential
provisions in Indonesia, particularly what segments in specific concern. A comparison would
be established with regulatory pattern in the UK where generally not only had similar
incremental evolution, had experience in not only performing business models, such as
wholesale funding and securitised bonds but also facing, mitigating and addressing the potential
risks, but also had similar legal regime that encourages bank institution to generate better bank’s
performance, better indicator of stability and financial development index. The chapter is based
on a study of existing banking regulation, current papers and reports.

The main weaknesses and failure of Indonesia banking regulation are due to unclear
meaning of ‘other form” which is included in the term ‘bank’, simple and weak prudential
provision. No clear explanation of ‘other form” enables either shadow banking system or non
bank institution to develop, largely unregulated, and to compete with banks directly in their
segment of the traditional retail that might comprise implicit risks. Furthermore, the focus of
capital provision was too general. It regulates capital level for bank institution without
considering or regulating disclosure requirement on the competent authorities and no regulating
requirement yet explicitly. Inadequate supervisory review and no disclosure requirement
provide potential likelihood of untruthful reporting to a supervisory authorities. The failure of
Century Bank underlines the shortcomings of the prudential regulatory pattern in Indonesia and
the problem relating to moral hazard, inadequate supervision and illiquid asset. Negative capital
of Century Bank contributed to an increase of moral hazard and excess risk assumption. Its
business focused on supplying the majority of credit to a firm that is owned by the similar
shareholder without adequate collateral and managing investment fund from costumer or
investor irresponsibly and improperly. Century Bank faced a decline in asset quality that
possibly led to concerns that avoided the Century Bank from gaining cash quickly. With the
development of business model, such as wholesale funding and securitised bond, risky activity

which might influence the soundness and health of a bank institution might be hard to be
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monitored or supervised effectively. Weak regulation, unclear meaning of ‘other form’ led to
criticisms that Indonesia banking regulation have not mitigated these potential risks
comprehensively and properly.

This chapter would possess policy effect for regulatory bodies or policy makers and
practitioners on state, Indonesia and international level. By considering the flaws of Indonesia
regulatory structure in light of incremental development, notably trend in business model and
failure of Century Bank and then make comparison of the regulatory framework with the UK
regulatory pattern, the chapter gives a new insight into banking regulation.

Section 3.2 analyses the regulatory structure in Indonesia in terms of the legal base which
responds to incremental evolution, particularly the Banking Act 1998, comparing its
components with those of the UK Banking Act. These regulatory structures in general reflect
the characteristics of the market structure, financial development levels, risks, and banking size
in these countries. A traditional theory is that to be efficient, the regulatory framework requires
to reflect the controls and regulation of the market structure.®® Then, this section discusses the
possible limitation of Indonesia banking regulation. This section also discusses the UK
regulatory model, particularly ring fence in response to incremental evolution in previous
chapter.

Section 3.3 consider Institutional regulatory bodies in the UK and Indonesia. The reason
of the supervisory structure could be somewhat deemed as a reaction to the change of
institutional circumstances that is typified by growing unification of not only securities,
insurance and banks but also their respective service, instrument and product.**® Several
patterns of unification of financial supervision have been created’ that make the background
of supervision less harmonized in several countries particularly Indonesia. Therefore, this
section will discuss the role of supervision and supervisors in banking regulation

Section 3.4, considers the prudential provision, particularly capital and liquidity provision
in Indonesia which are made by regulatory bodies to protect bank from failure. Then, the
chapter discuss the role of capital and liquidity provision in Indonesia banking instability. This
discussion begins with considering the case of bank failure which occurred in Indonesia. This

section will discuss the concerns which might contribute to a failed bank. Thus, the section first

19 Abrams, R. and Taylor, M. (2000) ‘Issues in the unification of financial sector supervision’ IMF Working
Paper 00/213, Washington, DC

19 C~ ihak, M. and Podpiera, R. (2006) Is one watchdog better than three? International experience with integrated
financial sector supervision, IMF Working Paper 06/57, Washington, DC

17 IMF (2006) Spain: Financial Sector Assessment Program — Technical Note — Supervision of Insurance:
Alternative Models for an Independent Agency, Country report no. 06/217, Washington, DC
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analyses the collapse of Century Bank which showed a concern which might result from
holding low capital and illiquidity problem. Century Bank held negative capital and cannot
meet their obligation and had lack of customer trust, resulting in bank run which threatened the
stability of banking system in Indonesia. In relation to these concern, supervisory bodies
demanded the implementation of certain prudential provisions to ensure the soundness and
safety of bank institutions and the banking system. The result was the capital and liquidity
provisions which are discussed briefly at the end of this section. It shall note that the aspects of
capital and liquidity provisions did not work well appropriately to address the issues of low
capital and illiquidity concern. The discussion of capital and liquidity will bring to analysis of
capital and liquidity principle as a foundation of prudential regulation. The final section of this

chapter will provide the conclusions.

3.2. Banking Law

Financial regulation has three major goals, namely protecting consumers, maintaining the
financial market’s integrity, and maintaining stability.'® There are five components of such
provision: (1) a provision objectives or aims that would mostly reflect the interests of the public
in some circumstances; (2) standards of provision to provide the correct structure and content
of provision; (3) institutional regulatory structure of the framework of regulatory bodies which
supervise the regime of provision but also the responsibility and authority provided to the
regulatory bodies; (4) method of supervision of application of the objectives of provision; 5)
enforcement that includes imposition of sanctions for disobeying the provisions.**® However,
this chapter will focus on discussion of banking law, the framework of regulatory bodies and
banking provisions, particularly capital and liquidty in both countries.

3.2.1.Indonesia

The response to the level and direction of development of Indonesia banking system and
potential concern is to demand further analysis of law which encourages the growth of banking
institution and mitigates this risks, and a renewed emphasis on the significance of the institution
and activity which could be performed, that led to the Banking Act 1998 (the Act 1998) in
Indonesia. The level and direction of development of Indonesia banking system towards a

business model that resembles that of large UK banks, such as wholesale funding and securities

1% Avgouleas, E. (2005) ‘The Mechanics and Regulation of Market Abuse: A Legal and Economic Analysis.’
Oxford: Oxford University Press
199 Akinbami, F. (2013) ‘Is meta-regulation all its cracked up to be? The case of UK financial regulation.’ Journal
of Banking Regulation 14(1): 3-4
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although these exposures are lower than credit might be deemed as risky or dangerous that
could threaten the soundness and safety of bank institution and the banking stability. This
development is not facilitated or regulated or mitigated by Indonesia banking law properly.
Consequently, their activities which are not regulated or mitigated by the Indonesia banking
law comprehensively pose hidden risks which could threaten the soundness and safety of a
bank institution in Indonesia. The discussion of potential hidden risk might be relating to bank
activities that is prohibited and allowed, and objection and function of banking law.

Avrticle 10 the Act 1998 Indonesia bank institution prohibited to

a. Performing capital injection or equity investment, except allowed by Article 7 (b) and
7(c)..

b. Performing insurance activity. However, article 7 allows capital injection or equity
investment in a company, such as insurance and venture capital. It could be assumed that
Indonesia banks are not allowed to perform insurance activity but they have either
horizontal or vertical structural linkage which might enhance big possibility that
shareholder or bank institutions perform this activity.

c. Performing other activities which are not regulated by Article 6 and Article 7. However,
one of the activity that is allowed by Article 7 is a bank institution is allowed to perform
other general activities if it does not conflict with the Act 1998 and other existing
provisions. This might have hidden risk because there is still no law that regulate either
security or derivative. There is two assumption of possibility relating these activities,
firstly, if these activities are profitable, these activities might be allowed but secondly, if
these activities are not profitable or bank get loss, these activity might be prohibited.
Howeever, the bank balance sheet in Indonesia include securities, derivative, and equity
investment based on the IFSA publication?® that presents Indonesia banking statistics.
Furthermore, financial conglomerate is dominated by banks. It could be assumed that
their activity might be engage in broad activity which have risks which might not be able
to be supervised by supervisory bodies in Indonesia. Therefore, the risky activities might
pose hidden risk and could threaten the soundness and safety of an Indonesia bank
institution due to unclear activity that are allowed by the banking law. This could enhance
moral hazard and excessive risk or increase hidden activity that might have high risk. If
a bank face a trouble due to their activity, it will depend on their argument or view to
either avoid their case or address their concern, like the case of Century Bank in 2008

200 The IFSA, ‘Indonesia Banking Statistics’ (2017) vol 15 No.07 Otoritas Jasa Keuangan
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which performed product of investment fund, but their activity is not reported in the bank
balance sheet but the document showed their activities. This will be discussed further in
the subsection 3.4.2.2 of this chapter.

Furthermore, banks in Indonesia are now subject to the regulatory regime under the Banking
Act 1998 which replaced the Banking Act 1992. The primary function of banks in Indonesia
under the Act 1992 is accepting deposits and distributing or supplying credit.?’* However,
Section I, article 1 (2) of the Act 1998 sets out that a bank is a legal entity that accepts funding
from society in the form of deposits and supplies funds to society in the form of credit and or
other form in order to improve social welfare. The meaning of ‘other form’ which is not clear
might allow an Indonesia bank institution to engage in broad activities which are categorized
as risky business model. The following section discuss the possible concern of Indonesia
banking law.

3.2.2. The possible limitation of Indonesia banking regulation

The principal function of Indonesia bank under the Act 1998 still focuses on characteristic
of a traditional model of bank activities including both distributing funds and accepting
funding. It is likely that this function and the objective under banking law contradicts the
practice of Indonesia banks and the term ‘bank’ because the meaning of ‘other form’ is not
clear and could potentially be interpreted as either bad or good practice. For example, in relation
to work discussed further in sub section 3.4.2.2 of this chapter, Bank Century offered product
of investment fund which could be assumed as a fictive product because the transaction is not
recorded in the bank’s balance sheet but the documents proved and showed their activities. This
could be assumed that the activities might be covered and protected by Indonesia banking law
as the interpretation of ‘other form’ description might allow a bank institution to engage in
either the activities offering product of investment bank or a fictive product.

Furthermore, Article 3 states that banks supply credit to society but regulators also permit
banks to invest or supply their funds to other companies in the capital market or insurance.
When banks invest or supply their funds to an unregulated third party, they have to ensure their
own safety and that the risks are managed properly by the other entities. If they suffer losses,
they might not improve social welfare. Nevertheless, the practice performed by an unregulated
third party to manage risks properly has proven more difficult since the market might provide

more liquidity or become liquid. The market complicates the originators’ monitoring task as

201 Article 3, The Banking Act No 7 Year 1992
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they might not be aware of which companies are taking risks. As a result, a disruption in the
market might potentially affect growth in the future.

Moreover, the use of securitised products or efficient risk sharing among investors or
innovative products with risky business activities shows that such new participants in the capital
market might be subject to risk and consumers might possibly be treated as a product. When a
bank invests or supplies its funds to a non-bank institution which is a new entrant to the capital
market, it might face greater risk. Non-bank institutions might continue to fund long-term assets
with short-term credit and their assets might be primarily illiquid. When the possibility of
default arises, the lenders might not roll over existing credits to protect from losses. If they
suffer losses, their performance would affect the bank which provided the funds. Therefore, if
there is still an absence of description of ‘other form’ and no further provisions or instruction
or guideline on their implementation or processes, it could be assumed that Indonesia banking
law is risky due to the possible practice of unregulated activities into banking businesses.

Therefore, the potential weakness of the term ‘bank’ in Indonesia highlighted the
shortcoming of bank description and the concerns associated with an absence of description of
‘other form’. The term ‘bank’ in Indonesia provides considerable flexibility not only to cover
or perform activities which have different forms but also to allow bank institutions which de
facto could not receive deposit and supply credit to gain benefits of the particular unregulated
activities in reality, but this might be considered risky due to the absence of a common
definition or understanding of other form in order to improve social welfare. This absence
allows either non-bank institutions or the shadow banking system to make and develop various
products of financial innovation and also allows them to grow, mostly unregulated, and to
provide competition with bank institutions directly in their part of the traditional market which
might contain implicit threats or risks.

The discussion above might have significant ramification for the design of the term ‘bank’.
When Indonesia bank institutions engage in broad activities or models of universal banking
institutions or investment banks which need dissimilar treatment, Indonesia banking law which
regulate clearly bank specificities ought to reflect the possible broad activities relating to the
level and direction of development of Indonesia banking system. This might encourage the
development of financial innovation and supervisory body in Indonesia might provide strict
and close supervision of the bank activities and their products. Consequently, this might
contribute to reducing the probability of similar case of Century bank which offer investment
products, but the transaction were not recorded in its balance sheet that will be discussed further

in the subsection 3.4.2.2 of this chapter.
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3.2.3. The UK

The UK responds to the development of banking system which already discussed in previous
chapter through CRD/ CRR, and ring fence into banking reform law 2013. CRD?°?/CRR?%
does not describe a bank specifically but provides a description of an institution that is either
an investment entity or a credit institution, which is expressed as conducting activity of “taking
deposits or other repayable from the public and granting credit”. In contrast, the UK Banking
Act 2009 provides different descriptions of a bank as defined in Article Part 1 Article 2. It is
described as a UK institution that not only has authorisation but also fulfils Section 22 FSMA
2000 to engage in regulated activity in a particular type of business associated with investment
or claims management services or property or business model in the UK or administering a
benchmark or information about a person’s financial standing. The UK Banking Act 2009
provides limitation of bank interpretation under Article 2 (2). It also defines UK institutions
under Article 2 (3) as an institution that is either established or incorporated under the UK law.

Furthermore, The Turner Review revealed that particular banks’ activities need to be
isolated formally in order to enable better management by supervisory bodies. 24 In 2010 the
Independent Commission on Banking (ICB — also known as the Vickers Commission),
appointed by the Chancellor of the Exchequer, George Osborne, conducted a study on how to
make the UK bank institutions safer and competitive while still able to perform their significant
role in the economy. 20°

In 2011, it issued a report and made several recommendations. Its most significant proposal
is that parts of large UK bank institutions ought to be reorganised institutionally, particularly
retail deposit taking and payment services should be separated from risky business and other
activities of investment banking. 2° The ICB claimed that this would make it easier for the large
banking organisations to maintain critical banking services during instability while also
allowing them to mitigate excessive risk taking business in other parts of the group due to
separation of the assets and liabilities of large bank organisations from the assets and liabilities

of the ring fenced bank institutions. 2°7

202 Article 3 (1) CRD

203 Article 4 (1) CRR

24 Turner, A. (2009) ’The Turner Review: A Regulatory Response to the Global Banking
Crisis’ Financial Services Authority, London

205 Alexander, Kern, (2015) ‘Regulating the Structure of the EU Banking Sector’ Eur Bus Org Law Rev 16, p. 233
206 Alexander, Kern, (2015) ‘Regulating the Structure of the EU Banking Sector’ Eur Bus Org Law Rev 16, p. 233
207 Alexander, Kern, (2015) ‘Regulating the Structure of the EU Banking Sector’ Eur Bus Org Law Rev 16, p. 233
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In 2012, the ICB’s ring fencing proposals on primary provisions were accepted by the UK
government. In 2013, they received royal assent as the Financial Service (Banking) Act 2013
which introduced the concepts of ring-fenced bodies and core and excluded businesses.?%® In
2014, secondary provisions which defined ring fencing for bank institutions with core deposits
of £25 billion or more were introduced by the Treasury. 2°° The aim of ring fencing provision
is to segregate services of bank institutions which are vital to SMEs and individuals from
distress elsewhere in either the wider system or large bank organisations through making it
easier to handle distressed entities “in an orderly manner” without liability of the taxpayer or
major disruption or trouble within the core banking services.?!°

The UK’s approach to ring fencing is significant in terms of two elements: first, the
separation of ring-fenced banks is mandated before any instability occurs. This ensures the
separation is imposed effectively and in line with the time limits and dynamics of an instability.
Second, the framework of provisions provides well defined and convincing conditions or
measurements on what services and assets are vital and how they would be safeguarded from
distress. 2 This signifies that the approach provides more room for bank institutions,
supervisory bodies and creditors to interpret or analyse information and take action.?!2

The core activities concept as established by the Banking Reform Act 2013 is applied to
ring-fenced bank institutions in the practice of payment systems, deposit taking entities,
overdraft facilities to businesses and households in the UK.?® This does not insulate core
services completely from other financial service institutions. Rather, existing large bank
organisations have to adjust the structure of their organisation in a way which will allow the
activities of ring fencing to be implemented technically through ‘making decisions
independently of other members of its large banks’ organisations’. 2% This has to be
complemented by an independency of resources. There has to be assurance that the failure or
collapse of one or more parts of large banks’ organisation would not influence the funds

available to the ring-fenced companies. 21°

208 Financial Services (Banking Reform) Act 2013

209 Financial Services and Markets Act 2000 (Ring-Fenced Bodies and Core Activities) Order 2014 SI
2014/1960

210 HM Treasury(2012) ‘Department for Business Innovation and Skills’ BIS at p 4.

211 Alexander, Kern, (2015) ‘Regulating the Structure of the EU Banking Sector’ Eur Bus Org Law Rev 16, p.234
212 parliamentary Commission on Banking Standards (PCBS) (2013) ‘Changing banking for good’, at pp 57-61
23 Independent Commission on Banking (2011) ’Final Report: Recommendations’ London:
Domarn Group

214 142H of the Act, as amended by the Financial Services (Banking Reform) Act 2013

215 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School. P.4
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Furthermore, the law prohibits ring-fenced companies from making investments in
particular ‘excluded activities’ which will increase risk to insured funding sources and cause
distress in the financial market. 2! Excluded activities are defined by the FSMA 2000
(Excluded Activities and Prohibitions) Order 2014. Nevertheless, particular exemptions from
excluded activities are provided but are reliant on the objective of the specific investment.
Taking prohibition of trading commodities for proprietary trading as an example, these
commaodities still could be traded by the ring-fenced companies once the trade activities become
elements of the risk management, notably to tackle the risk of liquidity. 21" However, arbitrage
might occur once they disguise prohibited activities with ancillary activities as being elements
of handling the management of risk?'8 Thus, this insulation strategy could change several types
of interactions in activities of ring-fenced entities and the other large bank organisations of the
bank holding enterprise. 2'° In addition, the law introduced prohibitions on ring-fenced bank
institutions. These are similar to the excluded activities order but differ in relation to their
targets, with the targets of prohibitions being places and people and the target of exclusions
being activities. 22° The prohibitions include restriction of other members of the bank on holding
enterprises from which to access secured sources to equalise or balance losses in their
transactions. In addition, it introduced the need or requirement to price intra group transactions,
notably asset sales and loans under market conditions ‘as if they are performed by unrelated
companies or parties’? in order to circumvent disguised cross financing activities. 2> This
makes it easier for supervisory bodies both to access the entities and safeguard according to the
ring fence. 22 The purposes of provisions associated with the ring fence are described by the
Banking Reform Act 2013. ¢

2186 HM Treasury. (2012) *The Financial Services Bill: the Financial Policy Committee’s macroprudential tools’
217 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School. P.4 p. 75

218 HM Treasury (2012b) *Sound banking: delivering reform” Cm 8453, October Stationery Office Limited. P.10
219 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School. p. 75.

220 Alexander, Kern, (2015) ‘Regulating the Structure of the EU Banking Sector’ Eur Bus Org Law Rev 16, .p.
237-240

221 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School.

22 HM Treasury (2012a) ’Banking reform: delivering stability and supporting a sustainable
economy’ Cm 8356. Stationary Office Limited UK

23 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School. p. 74-75

224 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School. P.4 74-75

74



The following section will discuss institutional regulatory structure of the framework of
regulatory bodies which supervise the regime of provision but also the responsibility and

authority provided to the regulatory bodies.

3.3. Regulatory bodies

Another components of such provision is institutional regulatory structure of the framework
of regulatory bodies which supervise the regime of provision but also the responsibility and
authority provided to the regulatory bodies. Institution could be describe social practices and
systems which gain widespread recognition and have showed resilience.??® Institution could
also be theorized to establish a universally social structure for activity or behavior.?® A
considerable literature is associated with the institution stability, however, this subsection
focuses on institutional structure in Indonesia that regulates and supervises banking institutions
so as to prevent banking from failure and maintain financial stability.

In general, there are no powerful arguments for any particular framework of supervision,
but pro and cons of different form of supervisory framework depend on the environment in a
particular country or jurisdiction.??” Kremes et al and Wymeersch suggests that several
dissimilar aspects affect the pattern of supervisory framework, notably: not only history,
country, and financial structure but also size of financial sector and political system. 2% In the
following sub chapter would review institutional structure of financial supervision in Indonesia.
3.3.1. Indonesia Financial Supervisory Authority (IFSA)

The IFSA is the single regulator for the financial services sector in Indonesia. The IFSA was
formed in 2011 under the IFSA Act 2011 No. 21 Year 2011, when it took over responsibilities
from Central Bank which was responsible for overseeing only the banking industry. The IFSA
has gradually taken responsibility for regulating banking, building societies, insurance and the

investment industry.

25 Seott, W. R. (2001). Institutions and organizations (2nd ed.). Thousand Oaks, CA:
Sage

26 Barley, S. R., & Tolbert, P. S. (1997). Institutionalization and structuration: studying
the links between action and institution. Organization Studies, 18(1), 93e117

227 lewellyn, D. (2006) Institutional Structure of Financial Regulation and Supervision: The Basic Issues, paper
presented at the World Bank Seminar: Aligning Supervisory Structures with Country Needs, 6—7 June,
World Bank, Washington, DC

28 Kremers, J., Schoenmaker, D., & Wierts, P., 2003. Cross-Sector Supervision: Which Model?
Brookings-Wharton Papers on Financial Services, pp. 225-243; Wymeersch, E., 2006. The structure of financial
supervision in Europe: About single, twin peaks and multiple financial supervisors. European Business
Organization Law Review, 8, 237-306
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Under the IFSA Act 2011, the IFSA is required to pursue three statutory objectives:?® to
ensure all business activities in financial sectors to (1) be reliable, fairness, transparent and
accountable; (2) be able to realize a financial system that grows sustainably and stable, and (3)
be able to protect the interest of consumers and society. The IFSA will provide integrated
regulation and supervision to all financial institution,?®® notably the sector of banking,
investment, insurance and other financial institution.?** Beside, the IFSA has a function to
regulate and provide supervision concerning on prudential regulation, notably liquidity,
capital, asset quality, banking report, credit testing and other prudential provisions.

The IFSA Act 2011 sets out all the activites which are regulated by the IFSA. These involve
activities of financial service and banking institution, notably accepting deposit, hybrid product,
activities in financial service; The IFSA is responsible for both authorising and supervising
companies carrying out regulated activities. The integrated structure of the IFSA denotes that
any company wishing to carry on a regulated activity must apply to a single authorisation
department. The authorisation provided is like a driving licence, with a list of permission on it.
These permissions are the activities the IFSA would permit the company to do. Therefore, a
bank would apply for permission to be a deposit taker. However, if a bank wishes to provide
financial advice, it would also require to seek a licence to do so.

The IFSA Act 2011 also set out coordination and cooperation between institutions.?*? IFSA
performs coordination with Bank of Indonesia to make supervised regulation for banking
institution, notably capital, integrated system of banking information, banking product and
other activities, and systemically important bank.?** The IFSA, Bank of Indonesia and IDIC
must build and maintain integrated sharing of information.?* In addition, in order to maintain
financial stability in Indonesia, the Act creates coordination forum of financial stability (CFFS)
involving finance ministry as a principal coordinator and member, Governor of Bank Indonesia
as a member, Principal Director of IFSA as a member, and Principal Director of IDIC as a

member.2** In normal condition, CFFS attends meeting at least four times a year and do

229 Article 4, The IFSA Act 2011

230 Article 5, The Act of Indonesia Financial Service Authority 2011
2L Article 6, The IFSA Act 2011

232 Section X, The IFSA Act 2011

233 Article 39, The IFSA Act 2011

234 Article 43, The IFSA Act 2011

25 Article 44, The IFSA Act 2011
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information sharing,?*® but when indication of financial instability occor, each of member could
propose a meeting to CFFS to determine strategy to prevent or resolve crisis.?*’

There are possible strength and weaknesses of the IFSA which applies single integrated
supervision. The responsibility of IFSA in Indonesia might be too wide. It is a super regulator
which regulates and oversees banks, capital market, insurance, finance, investment and other
financial institutions in Indonesia. The changes in the financial innovation and technology
potentially provide serious risks and cost to the Indonesia financial system. The IFSA might
potentially fail to detect risks prior to banking failure and financial crisis, and might possibly
be too slow to tackle financial instability due to lack of expertise to the difficulties of individual

sector and unclear focus on the objective of regulation.

Figure 2.7.1
Tabel 38 Total Aset dan Perbandingan 44 KK
TW - 2016
Total Aset 55216T

% terhadap Total Aset Perbankan 83,98%

% terhadap Total Aset Sektor

65,91%
Jasa Keuangan

Sumber: OJK

Source: IFSA Quarterly Bulletin 2016 (Q3 — RIBP)

However, based on Figure 2.7.1, financial conglomerate in Indonesia accounted for 83,98%
of the banking sector. The IFSA as a single integrated supervisors is suitable to oversee and
regulates financial conglomerates which dominate the banking sector in Indonesia. Integrated
supervisor could scrutinize significant transaction of intragroup and risk concentration in the
comprehensive framework of the alliance as a whole. 2%, Abrams and Taylor and Llewellyn
argue that because of the increasing formation of financial conglomerates as well as the
convergence of function among different types of financial institutions, single supervision
authority for all financial system is increasingly considered as one the most viable supervision
model. ° Therefore, the IFSA as an integrated supervisory body might be able to manage the

groups of financial conglomerates effectively.

236 Article 45 (1), The IFSA Act 2011

237 Article 45 (2), the IFSA Act 2011
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In contrast, twin peaks model in the UK is an institutional framework where each of two
regulatory bodies have task to secure one of the two primary goals of provision including
consumer protection and prudential provision. 24° Pattern of twin peak is an alternative method
to supervision and regulation that was suggested by Goodhart®*! and Taylor.*?> Such
supervision denotes establishing two separate integrated agencies. The Financial Service Act
2012 transforms a single financial regulator or the FSA into the Prudential Regulation Authority
(PRA) and the Financial Conduct Authority (FCA).24

The PRA is required to pursue primary statutory objectives: (a) promoting the soundness
and safety of PRA authorised person;?** (b) seeking to safeguard the transactions of PRA
authorised persons conducted in a system which minimises and circumvents any adverse
impacts on financial stability in the UK?%®. Besides, there are additional PRA objectives
requiring insurance companies to safeguard protection to an appropriate degree for current and
potential policyholders?4®

The FCA is now responsible for regulating and supervising the conduct of all financial
institutions and to ensure that the market performs well with operational goals for safeguarding
an appropriate level of consumer protection, augmenting the financial system integrity and
promoting effective competition in the consumer’s interest. The FCA has responsibility to
determine and regulate the degree of cunsumer protection but has to consider a matter list
detailed by the Act and involving the common rule that consumers ought to take accountability
or obligation for their decisions.?*’

The Regulated Activities Order sets out all the activities which are supervised and regulated
by the PRA and FCA. Section 22 (1) defines a regulated activity as: a particular kind of activity
that is carried on by way of business and (1) associates with a particular kind investment or (2)

Banking Publications, How Countries Supervise their Bank, Insurers and Securities Markets’ London: Central
Banking Publications

240 Akinbami, F. and Ngwu, F. N. 2016. Overhauling the institutional structure of financial regulation in Nigeria:
The unfinished reform. Journal of Banking Regulation Vol 17, 4, 311-331. Macmillan Publishers.
www.palgrave.com/journals

241 Goodhart, C., & Schoenmaker, D. (1995). Should the functions of monetary policy and banking supervision
be separated?. Oxford Economic Papers, 539-560.

22 Taylor, M. (1995). " Twin Peaks": A Regulatory Structure for the New Century. Centre for the study of
financial innovation.

243 Kokkinis, Andreas (2013) The financial services act 2012 : the recent overhaul of the United Kingdom s
financial regulatory structure. International Company and Commercial Law Review, Volume 24 (Number 9).
pp. 325-328.
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in the case where an activity is carried on in relation to a particular property. The PRA is
responsible for authorising and regulating companies carrying out activities specified as
regulated activity under subordinate provisions created by HM Treasury under FSMA, section
22A. The authorisation provided by the PRA subjects a regulated company with regard to
concerns relating to the statutory goals of PRA, but does not replace regulation of the company
by the FCA on the subject of separate statutory goals of the FCA. The term ‘authorised person’
as employed by FSMA denotes all persons with a licence under FSMA and the term ‘PRA
authorised person’ refers to a company which is dual regulated by both the FCA and PRA.2*

3.3.2. Bank of Indonesia

Bank Indonesia (BI) is an independent state institution that performs its duties and powers,
free from interference from Indonesia government.?* Its duties include a) determining and
implementing monetary policy, b) regulating and maintaining the smooth operation of the
payment system; c) regulating and supervising the Indonesia bank institutions, but after
government introduced the IFSA Act 2010, the IFSA took over the Bl duties to regulate and
supervise Indonesia banks. However, the draft of new Bl Act is planning to amend several parts
of the current BI Law. Its draft is removing the independence of Bl regulated by Article 9 the
BI Act 1999. It could be assumed that the BI’s freedom to determine policies will be
removed.?° Furthermore the draft of new Bl Act is regulating the presence of a monetary
council which might interfere in policy. Its draft is also changing the task of bank of bank
supervision in which Bl will take over and carry out this task from the IFSA.2%

The draft of new BI Act is still debatable. Supratikno, who is a member of the House of
Representative, said that the amendment is expected to encourage growth of national economy
and investment through additional authority related to macroprudential policy.?>? Furthermore,
the IFSA will concentrate on supervision of illegal insurance and financial technology due to
the draft of amendment of Bl Act. On the other hand, several researchers and bankers criticize

248 Walker, G. and Purves, R. (2014) ‘The PRA and FCA and the Handbooks of Rules and Guidance’ Financial
Service Law (3" Edition)
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its draft. The plan to form a monetary board might threaten BI’s independence. Monetary
Boards that are led by Finance Ministry perform tasks which direct monetary policy in line with
government policies in the economic sector.?®® Listiyanto, vice director of Institute for
Development of Economic and Finance (INDEF), argued that if Monetary Boards control Bl,
the government might control and manage fiscal and monetary policies. Consegently, its
policies might not be trusted by financial market and might lead to reduce market confidence
and also economic crisis might spread or broaden to security and politic crisis.?** Furthermore,
Pardede from Permata Bank argued that the reduced independence and intervention of Bl could
certainly affect credibility. He explained that Bl must be independent, especially from political
pressure which could make monetary policy inconsistent and credible difficult to achieve. The
government changes every five years, so that the direction of the policy can change. If it is
intervened, the long term target will not focus as it has to complete the short term target.?>®
Pardede also argued that independence will result in maximally accelerated monetary policy
and could maintain financial system stability and support the strengthening of the national
economy.?%® However, the thesis will not discuss the draft of the amendment of Bl Act due to
limitation in Chapter 1.

In contrast, the Bank of England has several primary responsibilities including first, it
manages the UK’s money supply. It endeavors to retain and maintain stability of sterling price
through controlling or managing interest rate with a analysis or view to fulfilling the target of
UK government inflation. Secondly, it maintains financial stability. It performs task to protect
the integrity of the UK’s financial systems from threats of systemic risk. Finally, it performs
regulatory supervision of banking and financial services. Under the financial Services Act
2012, most of the responsibilities and tasks are being transferred over to the Bank of England
even though a tripartite system including not only the FSA and the UK Treasury but also the
Bank of England now supervises regulatory supervision of financial services in the UK.

The Bank of England performed a programme of quantitative easing (QE) to ease monetary
policy in 2009 and 2016. It is replacing large quantities of longterm government debt or gilts

with overnight deposit in the Bank of England.®’ Its programme amounted to around £375

253 Article 9A and 9B the draft of amendment of the Bl Act
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billion in 2009 and its total quantities was around £545 billion in 2006 of which around £100
billion for a Term Funding Scheme to encourage bank credit.?>® Several researchers argued that
own solvency of the Bank of England ought to not be over concerned.?® They revealed that the
amount over note issue which received by a bank institution is a kind of additional capital and
although other central bank, notably Chile have not been solvent, they have continued to run
effectively. Nevertheless, the income for this is transferred to the government straightforwardly
or directly and any adjustment to that activities will need legislation. Mostly, any loss created
by central bank might be a form of public spending or expenditure that should be approved by
the Treasury.?®® The programme of QE might have inevitable implication for the Bank’s
financial correlation with government that might compromise its independence. 2!

Similarly, Bank Indonesia also performed a program of QE since 2020. The large amount
of QE was around Rp. 740.7 trillion rupiah or 4.80% of gross domestic product.?®? In 2021, BI
continues to increase additional liquidity around Rp. 14.16 trillion rupiah through performing
monetary expansion.?®® Perry Warjiyo who is Governor of Bank Indonesia revealed that liquid
instrument to third party fund was around 31.67% and interest rate is low, approximately
3.04%.2%* He also contended that monetary expansion or a program of QE is expected to
encourage supply of credit.?> However, the large amount of QE to encourage supply of credit
might be a concern if there is no provision to limit potential excessive credit exposure to either

a group company or a bank institution. A risk of moral hazard might arise and increase because

28 Macleod, R. and Patrick, H. (2013) Scottish independence: the Bank of England (and Wales,
Northern Ireland and Scotland). Law and Financial Markets Review. Vol 7. Iss 2.

29 Allen, W. A. (2017) Quantitative Easing and The Independence of the Bank of England. National Institute
Economic Review No. 241. P. R66.
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the majority of bank institutions has big capital level, around 22% and they have good liquidity
based on figure 2.2.8 and 2.2.9 which already discussed in Chapter 2. Therefore, limiting credit
exposure to either a group company or a bank institution might be considered to reduce risk of
credit default or the occurrence of similar case, like Century Bank which provided majority of
its credit to a company that is owned by the same shareholder as the bank without sufficient

collateral.

3.3.3. Indonesia Deposit Insurance Corporation (IDIC)

Government introduced the Act (the 2004 Act) of Indonesia Deposit Insurance Corporation
(IDIC) No. 24 Year 2004, but starting its fully operational on September 2005. The primary
function of the IDIC is to both protect depositors and maintain financial stability. Under article
4 the 2004 Act, it also formulates, determines and performs policies to resolve both systemic
and non systemic banks.

The 2004 Act would be applied to all commercial banks and rural banks. These banks must
be an IDIC membership. They also have to submit and fulfill documents regulated by the 2004
Act, and pay contribution of membership, a semi annual premium of fixed rate around 0,1% of
the montly average total deposit balance for each period of time.?® They could calculate the
premium that have to be paid, but the IDIC would verify and assess the calculation. If there is
a difference, they have to make adjustment of a premium.

The 2004 Act authorized the closing program of Blanket Guarantee and has lowered the
coverage of DI within 18 months steadily since its effective date of implementation. Under
Article 100(2a), from September 2005 to March 2006, the 2004 Act provided explicit full
guarantee which merely provide fully insurance of bank deposit, not including liabilities of
bank. After this period time, the 2004 Act regulate a restriction to coverage of DI explicitly
which would gradually lower from Rp 5 billion rupiah between March 2006 and September 21,
2006, Rp. 1 billion rupiah from September 21, 2006 to March 21, 2007, and Rp. 100 million
rupiah for after these period time, respectively. However, once financial instability occured in
Indonesia in 2007, the government introduced provision No. 66 Year 2008 (the 2008 provision)
to respond the distress. The 2008 provision augment the coveragae of DI from Rp. 100 million
rupiah to Rp. 2 billion rupiah since October 2008 until now.

Similarly, the UK also implements a scheme of deposit insurance under Financial Service
Compensation Scheme (FSCS). FSCS which is the statutory last resort fund in the UK for

266 Article 9(b) the 2004 Act
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depositors of legal financial institutions was established by the FSA under Part XV of the
Financial Service and Market Act (FSMA) 2000 and began its operational on December 1,
2001. It is a single scheme manager to provide payment of compensation once a financial
institution could not be able or possibly to not be able, to fulfill claims against it. However, it
has a narrow function and run as a “pay-box” which denotes that its function is to manage the
scheme administration, make collecting of contributions from legal company member and to
make payments of compensation to authorized claimants once required. It has no authorities
not only in the process of regulation but also in the insolvency process of an insolvent bank
institution.’

However, the FSCS applies different minimum degree of coverage of Deposit Insurance
(DI) protection which was 100% of the first GBP 35,000 and then was augmented to 100% of
GBP from October 2008. The Directive of Deposit Guarantee Schemes would raise the
payment of minimum compensation to EUR 50,000 in June 30, 2009, and EUR 100,000 in
December 31 2010, except concluded by the Commission this is inappropriate. However, in the
UK, the FSCS enhanced the limit of protection level in January 30, 2017 to GBP 85,000 and to
GBP 170,000 for joint account. Mark Neale, Chief Executive of FSCS, expresses that an
“increase of limit of FSCS is to safeguard more funds and more public that would safeguard
approximately by 98% of people in the UK, resulting in the public confidence of their fund
that would be safe in building societies, bank institutions and credit unions”.?8

The following section will discuss the prudential provision, particularly capital and liquidity

provision in Indonesia which are made by regulatory bodies to protect bank from failure.

3.4. Capital and liquidity provision in the UK and Indonesia
3.4.1. The UK/The EU

In the late 1990s, the Financial Service Action Plan (FSAP), the agenda for the EU’s
financial reforms, proposed revision of the capital structure, particularly in the context of the
parallel assessment of the 1988 Basel Capital Accord. The proposal for the revised capital
framework was presented by the Commission on 14 July 2004 and included two directives for
recasting the Capital Adequacy Directive (CAD) and the Codified Banking Directive (CBD).

The Commission’s proposal was approved on 28 September 2005, with amendments by the

267 Campbell, A., Protecting Creditors of Insolvent Banks: How should the rights of different types of creditors be
best managed, in Financial Crisis Management and bank resolution ed. Labrosse, J.R., Olivares-Caminal R., Singh
D., Informa 2009, p. 207.

268 ESCS Team, January 30, 2017. Updated £85,000 deposit limit. FSCS.org.uk
http://www.fscs.org.uk/news/fscs-news/new-85000-deposit-limit/

83



European Parliament, and finalised on 14 June 2006. On 30 June 2006, the CRD and recast
CAD were issued or published.

The clauses of CRD 2006 were reviewed because of a concern of inadequacies in the
framework of regulation that were revealed by the financial instability. The first review of the
CRD was initiated in 2007. In April 2008, the Commission presented a first formal proposal.
The final proposal for amending the CRD and recast CAD was provided by the Council in the
October 2008. The Council adopted the first review measures (CRD2) in September 2009. The
CRD 2 was published in November 2009 (Directive 2009/111/EC). It was introduced to update
aspects of the CBD which raised issues regarding the regime of large exposure, the delineation
of hybrid capital instruments and the arrangements of supervision.

A second legislative proposal was published by the Commission on 13 July 2009 for
amending the CRD. It raised concerns involving capital requirements not only for a more severe
regime for the trading book and the treatment of the controversial complex securitisations but
also specific disclosure requirements. A further set of proposals for CRD amendments was
issued in the first half of 2010. On 24 November 2010, the council adopted the rules on
compensation policy, trading books and securitisation under Directive 2010/76/EU (CRD 3).
A significant change of CRD Il relates to the structure of remuneration and capital
requirements for banks and investment firms.?% In the UK, the leading role for adopting and
implementing the new remuneration provisions was played by the FSA. On 10 December 2010,
the final proposal of Guidelines on Remuneration and Policies and Practices was issued by the
Committee. The CRD Il was published on 14 December 2010 in the official journal and came
into force on 1 January 2011 for CRD I1l remuneration provisions.?”

The CRD IV was introduced by the EU in 2013 and included Directive 2013/36/EU (the
CRD) and Regulation No. 575/2013 (The CRR) which have been applied in the EU states since
1 January 2014.2"* These provisions aim to boost prudential requirements for bank institutions
and maintain adequate liquidity and capital reserves. The CRD sets out corporate governance
of bank institutions, requirements on internal risk management and responsibilities and powers
of national authorities, notably supervision, authorisation and capital buffer and sanctions. The

CRR establishes the provisions for calculating capital requirements but also reporting and

29 PLC Financial Service, CRD IllI, Thomson Reuters Practical Law (accessed on 18 August 2019)
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general obligations for liquidity requirements. In July 2015, a public consultation was held by
the Commission to respond to reporting requirements under the provision of prudential
requirements for banks, particularly the potential effect of capital provisions on bank financing
of the economy. In May 2016, as part of the review, two consultations were held by the
Commission, on proportionality in the future capital requirement of market risk and the NSFR
in the EU.

The reformed version of Basel 111, namely Basel 1V, was published by BCBS in December
2017. It is aimed to lower the excessive RWA variability and restore reliability of the RWA
calculation through?’? (a) Augmenting the SA’s robustness and risk sensitivity for both
operational risk and credit risk; (b) Adding to the ratio of risk weighted capital not only a
revised and robust capital floor but also a finalised leverage ratio (c)Restricting the use of IRB
methods. It would be implemented in 1 January 2022. Further legislative proposals of the CRD
V package were adopted by the Commission in May 20219. The review of the CRD was
expected to tackle not only several shortcomings of provisions but also contribute to
maintaining the ability of the banking system to encourage the economy.2”® The shortcomings
of the provisions include: (a) bank institutions maintain the binding leverage ratio at
approximately 3% but they ought to fulfil the requirement with more than 49% of CET1 capital;
(b) the review relates to waivers of capital and liquidity within cross border large banking
organisations; and (c) it relates to the review of the structure of macro prudential provision in
line with the European Systemic Risk Board proposals. Another proposal review is associated
with minimising the impact of exceptional NPL removal on the parameter of loss given the
default employed in IRB methods to make calculations for credit risk.

Therefore, the CRD IV/CRR is becoming a mostly complex normative structure including
extensive prudential provisions and bank resilience measures. The lessons learned from the
crisis and plan of regulatory amendment do not so far seem to have revolutionised the
regulatory framework. The measures mostly tackle gaps, specificities and issues appropriately
and also strengthen the BCBS standards on capital, liquidity and leverage, and therefore respect
the ambition and balance of the Basel 111 structure.

272 BCBS, 2017, Basel IlI: Finalising post crisis reforms. BIS
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3.4.2. Indonesia
3.4.2.1. Indonesia capital and liquidity provisions

Provisions on minimum capital requirement in Indonesia have undergone several changes
since 2008. The capital provision is different from other regulations that are introduced
following debate of the documents or legislative procedure. According to the IFSA Act, the
capital provision is made by financial authorities who regulate or supervise the banks. Before
the IFSA Act, banks were supervised by Bank Indonesia, but since introduction of the IFSA
Act, bank supervision has been conducted by the IFSA. Several amendments have been made
to adjust the economic conditions, but primarily, insufficiency in the structure of regulation has
been revealed as a result of the financial instability. The thesis will discuss amendments of
capital provision introduced from 2008 to 2016. Further amendments are also presently under
debate, in line with debate occurring in the FSB and the Basel Committee?’* and will be
represented in subsequent reviews of the capital provision in Indonesia. Specifically, the
implementation of Basel 111 is adjusted in line with the national interest.

In September 2008, Bank Indonesia introduced the provision of minimum capital
requirement, PB1 No. 10/15/PBI1/2008 (The 10 provision 2008), but this came fully into force
starting 1 January 2009. The 10 provision 2008 was initiated so as to provide updates of aspects
of capital provision in line with International standard, Basel 1l that had not been adopted since
being published by the Basel Committee in 2004. It is argued that Bank Indonesia has been late
to adopt Basel Il. he background related primarily to the introduction of the 10 provision 2008,
including the minimum capital requirement that must be held by banks, hybrid capital
instrument, and type of RWA that needs to be calculated by banks. The debates were for the
most part not influenced by the lessons drawn from the financial instability, but further
significant amendments related to adoption of the developments of International standard,
Basel I1.

On 28 November 2012, Bank Indonesia introduced a minimum capital provision under PBI
No 14/18/PBI1/2012 (the 14 provision 2012). This provision changed the 10 provision 2008. In
order to create soundness and safety in the bank system, the framework, requirement and
calculation of banks’ minimum capital needed to be adjusted in line with the International
standard. The 14 provision 2012 introduced further adoption of the International Convergence

of Capital Measurement and Capital Standard: A Revised Framework, or Basel II. This

2% QOJK Press Conference (2017) ’implementation of Basel III in line with national interest’ SP
106/DHMS/OJK/XI1/2017, Jakarta 8 December 2017
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involved not only adoption of ICAAP and SREP but also mitigating other risks and
implementation of Capital Equivalency Maintained Assets (CEMA). ICAAP is a process to
determine minimum capital in line with bank risk profile. The ICAAP was reviewed by Bank
Indonesia under SREP to ensure the amount of bank minimum capital in line with bank risk
profile. Besides, the 14 provision 2012 considered other types of risk that had not been
regulated by the 10 provision 2008, including risk of credit concentration, market for banking
book, liquidity risk, strategy risk, law, reputation, and impact of implementation of stress
testing.

On 12 December 2013, Bank Indonesia changed the 14 provision 2012 with PBI No.
15/12/PBI/2013 (the 15 provision 2013). The 15 provision 2013 came fully into force starting
1 January 2014. This provision adopts several prompt regulatory responses to the instability
from Basel I11. This provision concerned mitigating excessive risk taking through obligation of
improvement of the quality and quantity of their capital to be able to absorb the risks by either
instability or increase of excessive bank credit. Banks can improve the quality of their capital
through the adjustment not only of components and requirements of the capital instrument but
also the capital ratio. The enhancement of quantity of bank capital is reached through obligation
on making additional capital as a buffer. Banks must provide both minimum Tier 1, 6% of
RWA, and minimum Common Equity Tier 1, 4,5% of RWA for individual institutions or
consolidation with subsidiary companies. The amount of additional capital as a buffer includes
a capital conservation buffer of around 2,5% of RWA, countercyclical buffer of around 0-2,5%
of RWA, and capital surcharge for D-SIB of around 1-2,5% of RWA. Minimum core capital
and buffer have different transition time. The conservation buffer was implemented gradually
from 1 January 2016 to 1 January 2019 depending on bank risk profile.

On September 2014, the IFSA published a consultative paper on the framework of the Basel
11 LCR. On 23 December 2015, the IFSA introduced the provision no. 42/POJK.03/2015 on
the obligation for commercial banks to meet the LCR ratio. This provision aims both to
establish or enhance the soundness and safety of the banking system through holding adequate
liquidity to anticipate financial instability and to boost quantities of HQLA to anticipate net
cash outflow in line with the International standard. On 29 January 2016, the IFSA introduced
a new minimum capital requirement.?’® In the majority of the content and its clear vision as to

the way forward this provision is relatively similar to the previous provisions?’®, but it does not
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seem to clearly explain either how the concerns would be addressed or give information on
important changes with potential high impacts. This new provision does not provide substantial
changes relating to the new technique to absorb the losses. Although the changes allow insertion
of coordination between the IFSA and authorised authority when determining the method of
calculation and determination of capital level for D-SIB (article 6 (6)) and for systemic banks
(Article 5 (2)), there are no guidelines or methods or further information or other provisions to
explain or regulate systematically.

On 22 September 2016, the IFSA introduced the 34 provision 2016 which fixed and changed
several rules in the 11 provision 2016. The concerns of the 34 provision 2016 are mostly similar
to those of the 11 provision 2016, specifically adoption of Basel 11l including components of
capital requirement, core capital and a buffer through some insertion and elimination of the 11
provision 2016. It does not highlight several other aspects, such as credit valuation adjustment
(CVA), sovereign exposure, procyclicality, further revision or guideline of internal rating-
based approach and determining output floor for RWA from an internal model. On 13 July
2017, the IFSA introduced the provision No. 50/POJK.03/2017 about obligation to satisfy
NSFR for commercial banks. This provision aims to establish or augment the soundness and
safety of banking system and also to maintain stable funding based on asset composition and
transaction of administrative account in line with International standard.

Most likely, the IFSA will amend the 34 provision 2016 or reform the provision to
implement further adoption of Basel I11 in line with national interest, but will also be expected
to tackle these issues. Wimboh Santoso, principal Commissioner of the IFSA, stated that the
IFSA will carry out legal reforms associated with the Basel 111 framework in line with the
national interest, including such as RWA for sovereign exposure of around 0%, but also relating
to reduction of the complexity of RWA calculation and improvement of aspects of
comparability and transparency.?’’

Therefore, through further legal reform, Indonesia is adopting a mainly dense normative
structure covering extensively aspects of prudential provisions, particularly capital and
liquidity provision in line with the national interest. These legal reforms do not seem to have
changed the structure of prudential provision significantly. They have primarily tackled the
gaps, inadequate supervisory review, disclosure requirement, and tightening of regulatory

treatment.
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3.4.2.2. The role of capital and liquidity provision in Indonesia banking instability
Indonesia financial instability was characterised by the failure of Century Bank to fulfil

requirement of both minimum saving account and capital. The story about financial instability

in Indonesia started to surface in September 2008, when capital holding of Century Bank was

merely 2.35% in this time.?’®

It faced serious concerns of liquidity between 31 October and 3
November 2008 and proposed facilities of short liquidity assistance to Bank Indonesia.
However, it failed to fulfil the requirement of this facility as based on capital assessment of
Century Bank, its capital decreased significantly from -3.52% to -35.92% in these period of
time.?” In reaction, IDIC beefed up liquidity, which stemmed the concerns in the one bank
institution so as to avoid either impact on other part of Indonesia banking system or contagion.
It provided total temporary capital participation approximately Rp. 6.76 (in trillion rupiah) over
different period.?®
a. The Story of Century Bank in Indonesia

The story of Century Bank provides a clear example of the failure of prudential provision in
Indonesia to regulate capital and liquidity provision effectively. The collapse of Century Bank
is the most discussed a failed bank in Indonesia which was bailed out following the event of
2008. The failure of Century Bank occurred after the bank did not meet capital and minimum
saving account requirements caused a run due to a decrease in trust. The failure to meet capital
requirement were largely in relation to a decrease in asset quality. Central Bank which
supervised the banks in 2008 failed to recognize this risk because of moral hazard which caused
a rise of either alleged fictive credit or loan portfolio risk.?* Maryono, the former principal
director, said that a decrease in asset quality occurred since the credits were provided without
safe security and were not repaid by debtors, resulting in poor quality in the majority of their
loan portfolio.?®? Moral hazard of the Century Bank’s owners allowed the banks to not only

supply the majority of their credit to the companies that are owned by the same shareholder as
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the bank without sufficient collateral but also possibility to provide or offer fictive products.
The former principal director of Century Bank also said that the bank showed bad management
of either banking assets or its loan portfolio, notably not only ownership of other securities but
also negative minimum saving account in Bank Indonesia.?®® He showed that the bank held not
only negative minimum saving account in Bank Indonesia but also poor quality of ownership
of its securities that were classified as an illiquid asset. Furthermore, he explained the bank did
not secure or hold its time deposit securities adequately or safely. Hence, the bank faced
difficulties to obtain cash promptly when required to either convert an illiquid asset into a liquid
asset promptly or augment the bank’s capital because of poor quality assets.
b. Negative capital and illiquid asset as a prudential provision concerns in Indonesia
Century Bank is an example of the problem of prudential provisions focused on negative
capital, inadequate supervision on capital requirement and negative balances in minimum
saving account in Bl which was highlighted as a fundamental driver of being illiquid bank,
bank run, and the failure of Century Bank. Bank Indonesia identified Century Bank as a failed
Bank due to the following considerations: 24

1. On 31 October 2008, Capital of CB was negative at around -3,53% and it was deemed
that the capital could not be increased to around positive 8%. As a result, CB might
possibly be an insolvent bank. This was because the owners could not enhance the
capital or find new investors.

2. CB was an insolvent bank because of negative balances in minimum saving accounts
in BI. They could not meet their contractual obligations as a bank and were unable to
pay or provide funds to depositors of around Rp.401 billion rupiah on 19 November
2008. Also, CB had an obligation to provide funds of around Rp.458 billion rupiah on
20 November 2008.

Negative capital of Century Bank contribute to an increase of moral hazard and excess risk
assumption. It allowed the owners to enhanced excessive risk taking and provide alleged fictive
credit. When the bank suffered unexpected losses, the shareholders did not bear and carry the

business risks. Century bank did not have a loss absorber and possibly could not use its liquid

283 AP. Saptohutomo, ‘Saksi paparkan tiga  kebobrokan  pengelolaan Bank  Century’
<https://www.merdeka.com/peristiwa/saksi-paparkan-tigakebobrokan-pengelolaan-bank-century.html> 2
October 2018.
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assets for counteracting the risk, thus theoretically not complying with the principle of capital
theory.

Lack of capital or negative capital drove Century Bank to not only supply the majority of
credit to a company that is owned by the same shareholders but also manage investment fund
from investor or customer improperly and irresponsibly. Firstly, the business of Century Bank
was relating to bad management of investment fund. Century Bank collaborated with Antaboga
which is issuing company (issuer) of investment fund, but they had similar ownership.?®
Century Bank an agent focused on offering product of investment fund (Antaboga product) but
based on investigation of Bank Indonesia, Antaboga product which was offered and sold did
not have licence from the Capital Market and Financial Institution Supervisory Board
(Bapepam-LK).2¢ Furthermore, Century Bank did not manage properly and responsibly
investment fund which is obtained from investor or customer properly. Funds obtained from
investor did not invest properly as information provided to investor, such a time deposit, state
obligation and Indonesian state owned enterprises?®” but the fund was managed secretly by
Antaboga which is a manager of investment as well. Interestingly, the sales of product is not
recorded in the Bank’s balance sheet and the agreement between Century and Antaboga was
not found. As a result, Bank Indonesia faced a difficulty to track and supervise the sale of their
product. It could be assumed that there are concerns relating to disclosure requirement, moral
hazard, untruthful reporting and inadequate supervision. However, there are documents that
showed their activities. The document reveals the purchase of Antaboga investment product is
transferred to official account of Century Bank legally.?® Another document showed
involvement of Century Bank in offering illegal product of Antaboga. This document is signed
by principal Director of Antaboga, Hendro Wiyanto and Marketing Director of Century bank,

Gondokusumo. 28
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Secondly, the business of Century Bank concentrated on supplying the majority of credit to
a company that is owned by the same shareholders as the bank without sufficient collateral. It
could be assumed that they did not prioritize to provide the majority of credit to society and
mitigate the risk properly. To do this, Century Bank focused on supplying credit to companies
connected with the bank’s shareholders. Former Governor of Bank Indonesia said that the
owners possessed another ten subsidiary firms and it was assumed that the bank potentially
supplied the majority of their credit to these firms without safe security.?®® Where these
companies obtained more funding for growth and achieved success, the bank expected an
increase in their earnings as the majority of their credit was supplied to these companies and
vice versa. Consequently, Non-Performing Loan and a decline in asset quality increased when
these companies or majority of debtors failed to repay their credit. The risk of decreased capital
enhanced at the bank when large amount of credit was provided to these companies with close
link to the owners.

The bank’s capital show a decrease from -3.52% on 31 October 2008 to -35.92% on 23
November 2008. The research of Kurniasari showed that it is difficult to analyse calculation of
minimum capital in line with capital provision based on the balance sheet of Century Bank,
because firstly,?®! there is a difference between data of the bank’s balance sheet and calculation
of minimum capital requirement. For example, in the bank’s balance sheet, several parts of
asset and liability were detailed in Rupiah and foreign currency but in the calculation of risk
weighted ratio, the balance sheet was detailed based on receiving party or issuing party.
Secondly, when performing calculation to determine risk weighted ratio, there is a difference
between monthly published financial reports and calculation of minimum capital requirement.
It could be assumed that there are concerns relating to accuracy data, trust of data,
unstandardized data, and no consistency of bank financial report, and potentially uncertain
quality of result or uncertain result of capital calculation. Furthermore, she also revealed that
the change of this capital structure occurred significantly in a month due to a huge increase of
default asset. Consequently, lack of capital contributed to temporary capital participation by
IDIC regarding information provided by Bank Indonesia. However, The Finance Ministry
revealed its disappointment that Central Bank or Bank Indonesia which supervised banks,

particularly Century Bank in 2008 had given untruthful or inappropriate information or data on

290 Liputan6, October 2018, ‘Kegagalan Bank Century Karena Pemilik’
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the it’s up to date condition?%?

It could be assumed that the supervisory authority merely follow
or verify or validate the report provided by banks. Otherwise, it could be assumed that Bank
Indonesia did not do adequate or strict supervision. When Bank Indonesia did proper
supervision, they would provide proper or reliable data on the real bank condition. Inadequate
supervision might be potentially caused by no disclosure requirements on the competent
authorities. This potential problem focused on either no technical criteria, methodologies being
used for review and evaluation; or lack of clear measurement procedure that will be discussed
further in Chapter 5 and 7.

The possible consequence was an increase of loan portfolio risk and alleged fictive product
but asset quality was poor and thereby potentially contributed to a decline in bank capital due
to asset default which were categorised as an illiquid asset. This led to a decrease in trust, with
queues of anxious depositors or investors rushing to withdraw their money but Century Bank
did not have any fund or cash, resulting in failing to fulfil their obligation to pay their liability
to depositors or investors. Maryono, the former principal director, showed that Century Bank
faced three problems that led to liquidity difficulty,® firstly, it did wrong management of
assets, notably securities of time deposit. Secondly, it had negative minimum saving account
in Bank Indonesia. Finally, its securities was poor quality or no rating. Therefore, Century
Bank faced not only a concern to augment the bank’s capital but also a liquidity problem due
to illiquid assets which are not be able to convert into cash or liquid asset quickly in order to

cover the net liquidity outflows, resulting in the inflow of liquidity less liquidity outflow.

c. Lesson from Century Bank
The failure of Century Bank highlighted the shortcomings of the model of prudential
provisions in Indonesia and the problem associated with moral hazard, inadequate supervision,
and illiquid asset. Negative or less capital caused by a decline in asset quality because of not
only moral hazard provided incentives for the bank or poor senior management practice to
engage in supplying credit to companies with close link to the owners but also alleged fictive
creditand fraud. The bank got attention as it did not supply credit prudently and did not manage

investment fund from investor or customer properly and responsibly.?** It could be assumed
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that one of the prime motivation for the owner at the Century bank was the owner interest at
the bank, notably building their business group, earning substantial profit for their groups, and
gaining advantage as the owner of the bank. Either bad management or poor senior management
practice on the interest of the owners produced potential increase in Non-Performing Loan
(NPL), a decline in asset quality, and illiquid asset.

The factors merely discussed above show that negative capital and inadequate supervision
could lead to moral hazard which led to loan portfolio risk, alleged fictive credit and fraud.
Admati and Hellwig argued that the owners of bank are encouraged to take more excessive risk
when they possess a thin layer of equity.?*> However, excessive risk assumption focus on credit
distribution without safe security leads to poor asset quality.>®¢ Poor quality of ownership of its
securities encourage an increase of potential illiquid asset when debtors failed to repay their
credit. This can result in a decline in asset quality which potentially led to concerns which
avoided the Century Bank from obtaining cash quickly when needed to either convert an
illiquid asset into a liquid asset quickly or the capital of Century Bank. However, the concern
of moral hazard might be tackled by supervisory bodies enhancing a good reputation based on
bank capital.**” The aim of the capital treatment relating banking activities is to impose and
maintain discipline on banks in considering their risks of transaction.?®® Furthermore, capital
requirement assists to ensure and enhance protection of bank solvency which might prevent or
evade a risk of bank run.>*®

A good reputation based on bank capital might be hard to be built if there are potential
concerns of not only accuracy data, trust of data, unstandardized data, and no consistency of
bank financial report, and potentially uncertain quality of result or uncertain result of capital
calculation but also disclosure requirement and inadequate supervision relating to either no
technical criteria and methodologies being used for review and evaluation; or lack of clear
measurement procedure that will be discussed further in Chapter 4 and 6. This drives the
Indonesia banks to provide the possibility of untruthful reporting to a supervisory authority.

For example, Indonesia banks might not report truthfully to Indonesia Financial Supervisory

2% A. Admati and M. Hellwig, The Banker’s New Clothes: What’s wrong with banking and what to do about it
(Princeton University Press, Princeton, 2013).
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95(5) (Dec. 2005) 1548-1572.

2% A, Wilkinson and D. Turing, ‘Regulation and Insolvent Bank’, Journal of Financial Regulation and
Compliance 4(4) (1996) 331.
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Authority (IFSA), possibly due to capital or data manipulation. The problem might arise when
Indonesia’s authorities merely follow or verify or validate the report provided by banks.
Otherwise they apply inconsistency of reviews, evaluation and measure as they do not have
clear measurements, criteria, technical standard assessment procedure or methodology used for
review and assessment. This could potentially lead to difficulty in reporting, scrutinizing or
analysing the actual condition of Indonesia banks, resulting in uncertain quality of result or

uncertain reputation on bank capital.

d. The 34 provision 2016 and the 11 provision 2016 and Indonesia LCR provision

The response to the failure of prudential provision regarding the case of Century Bank was
to demand further scrutiny of capital and liquidity aspect, notably illiquid asset, inadequate
supervision, and disclosure requirement. The 34 provision 2016 and the 11 provision 2016 are
thus envisaged to enhance financial stability by improving quantity and quality of bank capital.
The purpose of these provisions are envisaged to be the “ ...... creating the soundness and safety
of the Indonesia banking system....”.3® One of the key measures of these provisions are that it
requires improvement of capital requirement in line with International standard by improving
quantity and quality of bank capital. This is designed of course to enhance the bank ability to
absorb risks. However, as the Century Bank case, the provisions have not addressed the
fundamental weaknesses in Indonesia prudential provision.

One of the fundamental flaw of these provisions is that first, capital focuses entirely on
general supervisory review process including interaction between ICAAP and SREP without
regulating specifically disclosure requirements on the competent authorities and no regulating
disclosure requirement yet explicitly. This focus was too wide and general; there are either no
technical criteria or methodologies being used for review and evaluation; or lack of clear
measurement procedure and no disclosure requirement yet explicitly. Therefore, the capital
provisions miss the potential significant weakness in supervisory review process and disclosure
requirement. These weaknesses provide not only potential possibility of untruthful reporting to
a supervisory body because of capital or data manipulation but also possibly difficulty in
reporting, scrutinizing or analysing the actual condition of Indonesia banks. Second, the
description of LCR focuses entirely on its calculation by dividing HQLA by the amount of its
net cash outflow over a 30 days period of stress scenario. This description might drive or lead
to potential concern which is an illiquid banks which will be discussed further in chapter 4 and
6.

300 The provision no. 11/POJK.03/2016 and The Provision No. 34/POJK.03/2016
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Therefore, more than a decade after the failure of Century Bank, Indonesia banks
experienced yet another case in prudential provisions in which Muamalat Bank in 2018-2019
and Bukopin Bank in 2020 faced concern, including lack of capital and illiquidity concern.
However, these case study will not discuss further completely in this thesis as the thesis limit
the data from 2008 to 2017 and Muamalat Bank and Bukopin Bank were categorized as a failing
bank, unlike Century Bank which was a failure bank and provided bail out by Government, but
the thesis will discuss these bank concerns briefly. First, in 2018, Muamalat Bank faced
concerns including lack of capital, high NPL which is over 5% exceeding the maximum level
determined by regulator authority, and reluctance of existing shareholders to inject or provide
more capital. Its capital level lower to around 11,58% and its net profit also lower
approximately 94,1% year on year from Rp. 100,9 billion rupiah to Rp. 6,57 billion rupiah.**
Its operational cost also increased from 94,38% by Quarter 111 2018 to 98,83% in Quarter 111
2019.32 Second, in 2020, Bukopin Bank faced illiquidity concern. Its costomers cannot
withdraw their money easily. The management of Bukopin Bank proves the difficulty or
restriction of withdrawal transaction.3® This concern shows that the customer experience lack
of trust or distrust to not only Bukopin bank but also the supervisory authority. The capital level
of Bukopin Bank also lower from 13,29% in 2019 to 12,59% by 2020 and its NPL level
increased from 5,23% to 5,33% for these same period of time.

The cases of Century Bank, Muamalat Bank and Bukopin Banks in Indonesia show the
importance of considering capital requirements and liquidity as part of prudential standards in
order to prevent Indonesia banks from failure. Many of the symptoms of either the bank failure
or failing banks in Indonesia were relating to lack of capital, moral hazard, high NPL, illiquidity
concern, inadequate supervisory review, disclosure requirement and aspect of liquidity
involving definition of liquidity. The failure of Century Bank and the failing bank, such as
Muamalat Bank and Bukopin Bank revealed that the provisions and principle of capital and
liquidity which imposed to regulate prudential provision have not worked well. The capital

301 Qaragih, H.P. (2019) ‘Terungkap! Ini penyebab masalah kronis di Bank Muamalat’ CNBC Indonesia
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provision did not tackle inadequate supervision, weak reputation on bank capital and disclosure
requirement comprehensively. The liquidity provision did not tackle the possibility of
illiquidity concern as HQLA of Indonesia banks could not cover net liquidity outflow. The
weakness of these provisions shall be discussed in detail in Chapter Four and Six. The
weaknesses of capital and liquidity provision resulted in the possibility of failing bank and bank
failure in Indonesia to recur in the future and influence the health, soundness and safety of
Indonesia banks.

The UK regulates aspects of capital and liquidity more comprehensive and robust. The
relevance of the UK provisions to mitigate the flaws of Indonesia regulatory pattern is revealed
by not only similar legal regime of prudential provisions, particularly Indonesia capital and
liquidity provisions but also similar path dependence through incremental evolution. The
aspects of the UK capital and liquidity provisions which might provide the basis for Indonesia
regulatory solutions include disclosure requirements on the competent authorities which
important to maximise transparency and accountability in order to minimise occurrence of
abusive practices,®** disclosure requirement, and liquidity definition which ensure liquidity
outflows less the inflows of liquidity. These parts of prudential provisions, particularly capital
and liquidity components will be discussed further in the next chapter.

The further analysis of capital and liquidity provision will lead to the following discussion

of capital and liquidity principle as a foundation of a prudential regulation. .

3.5. Capital and liquidity principle as a foundation of prudential regulation
3.5.1. Capital Adequacy

One of the important facets of bank monitoring is capital adequacy ratio. A bank’s capital is
understood as either financing the business infrastructure or providing a loss-absorber on its
assets. Banks could mitigate risk of credit provided to borrowers by (a) restricting the default
risk on individual credit via appropriate borrower selection, (b) lowering the overall loan
portfolio risk by using diversification, (c) pooling the overall risk of the credit portfolio to make

the whole default risk more foreseeable.3%
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establish a new financial services committee organisational structure, COM/2003/0659 final,5.11.2003.
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This might enable banking institutions to protect themselves against the possibility of loss
risk by including a premium in their loan interest rate. Then, unpredicted losses of credit are
protected by the profits of the banking institution in the first occurrence and eventually by the
bank’s capital. Therefore, the bank’s capital degree is vital in evaluating its solvency in adverse
situations. The primary principle is that the shareholders ought to bear and carry the business
risks rather than the creditors or depositors. However, each country, referring particularly to
the UK and Indonesia, could possibly adopt different levels and quality of capital to fit their
circumstances as they have dissimilar market structures, levels of financial development, risks
and banking size.

There are several meanings of the word ‘capital’. In the banking context, the term is used
principally to refer to funding which is not gained by borrowing.3® It could be deemed as own
funds of financial intermediary institutions, banks notably, either their retained earnings or
ordinary share capital rather than deposits or borrowed money.*°’ In simple terms, it describes
a portion of the bank’s assets which might not lawfully need to be re-paid to any person.>®

It is aimed to protect depositors and certain parties, notably other bank creditors, from
losses.®*® Having a larger capital cushion enables a bank to absorb the loss, lowering the debt
holder’s incentive to withdraw money in response to a fall in the bank’s asset value.3!° Once a
bank suffers a loss, the loss first diminishes capital.

Capital provision is the basis of prudential regulation of banks. It denotes the way in which
a bank is funded, particularly regarding debt, equity and other financial instrument ratios,
funding which it is required by provisions to hold or maintain, set against its risk weighted
assets and the risk of not realising the full asset value.®!* It mitigates the loss risk from a loan
portfolio, and the likelihood of creditors withdrawing their money, with effects on the banking
system that could damage the larger economy.3!2 It could lower the risk of adverse event impact

on depositors and other financial institutions.3'3
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One of the capital provisions is capital requirements. The motivation for these is to give
protection to the whole banking system from risks.3* Several analysts have asserted that it is
the most effective instrument to avoid financial turbulence.?'® Unlike deposit insurance, it
cannot avoid the possibility of a bank run. However, it can lessen the probability of a run and

panic by reducing or restricting coordination difficulties among debt holders.3®

Several academic evaluations have demonstrated that capital can have perverse impacts.3'
In general, high level of capital can affect the banking system’s ability to supply credit and
liquidity and can increase costs.®!® Significant reviews have been conducted by several
researchers to evaluate what effects such regulations would have in terms not only of portfolio
risk and balance sheet implications but also regarding safety and soundness.3°

Firstly, it could influence the balance sheet adversely.3?° Chiuri et al evaluated data on 572
banks in 15 developing states.®?! They found coherent data to indicate that capital provision has
caused decreases in loan growth and total lending in these states. Based on aggregated US
banking sector data, Elliot indicates that if there is an increase of 2% of the common equity
ratio, financial intermediary institutions will be required to augment the lending spread by 39
basis points to uphold their pre-defined target of ROE.3?? . Furthermore, presuming stable RoE
and debt cost, King emphasises that a rise in lending spread of 15 basis points could restore the
amount lost through a 1% rise in the capital ratio.>?* Secondly, Blum and Hellwig contend that
the creation of a rigid relationship between bank lending and capital as a result of enforced

provision might augment fluctuations in the macroeconomy through these institutions lending
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too much in good periods and not lending enough in difficult periods.®?* Bliss and Kaufman
comment that capital requirement can have effects not only on individual banks but throughout
the banking world, and could therefore have a knock-on effect on the wider economy.3%

In addition, there is the impact of increasing the requirements, as, for example, suggested by
Basel 111, on the economic relationship between developing and developed countries, which
could possibly affect the broader economy, specifically ‘GDP’ in countries such as Indonesia
and the UK, for example.®?® It is argued that developing countries that are striving to further
their economic development and competitiveness through their dealings with developed
countries may be prevented from doing so by higher capital requirements. The actual economic
effect on GDP is not certain but studies to assess and estimate these factors have been
commissioned by some organisations.?” The MAG, the Basel Committee and FSB, the IMF,
and the Institute of International Finance have all produced studies forecasting that GDP would
be adversely affected by implementation of Basel 111.32¢ Furthermore, bodies including the
FSB, IMF, and World Bank have collaborated on research that indicated that these regulatory
reforms would have unintended effects not only on developing economies but also emerging
markets since they would limit international capital movement and trade finance.3?° Therefore,
higher capital might inhibit economic growth, notably in developing countries, although banks
in these countries were not at the root of the GFC.

Finally, capital requirements can have cost implications or cause increased risks since they
create a liability banking structure that is at odds with normal market outcomes, particularly in
relation to the optimal capital structure which enlarges the value of the banks.*3 Higher capital
can augment funding costs because if banks do not have the necessary internal or external fund

raising capability this may restrict their lending and might compel them to offload assets, with
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banks.” European Economic Review 39: 739-749.
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potentially destabilising effects.®3* When capital increases, funding costs as a whole go up,
resulting in increased incentive to take more, rather than less, risks.3*?

However, first, capital as a loss-absorber could safeguard banks from unexpected loss in
their investments.33 It could protect different categories of bank creditors from unexpected
business losses by banks.3** The existence of capital provisions assures not only depositors and
bondholders but also other affected parties that the bank is not under any risk, and could
potentially avoid bank runs.% Banks, therefore, have to provide assurance that they possess
adequate capital so as to absorb unexpected amounts of default or unexpected losses.33

Secondly, it could alleviate a number of incentive difficulties. It could assist in aligning the
shareholders’ incentives with those of the banks’ other liabilities holders.®®’ It performs as an
incentive instrument as much of any losses has to be absorbed by bank owners.3® Lessening
the bank insolvency risk mitigates and reduces the negative externalities of the failed bank,
including their effects on the companies and taxpayers who fund government bank guarantees
implicitly or explicitly.3*° Inadequate capital can cause too much shifting of the risk to either
depositors or bondholders.*° Acharya argued that incentivising risk taking might lead banks to
engage in over speculation or investments linked to high risk activity, thus raising the overall
economic aggregate risk.34!

In addition, capital requirements could assist in internalising the negative externalities.®*?

Several researchers have shown that higher capital could minimise and mitigate negative
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externalities arising from systemic risk.34® Acharya emphasised that generation by externalities
of incentive to boost systemic risk justifies the introduction of higher capital requirements to
counter exposure to broad risk issues.** Other researchers have described capital provisions as
a device used by the regulator so as to internalise the cost of bank failure.®* They therefore
perform as a safety net or instrument for addressing the possibility of unexpected financial risks
and mitigating and reducing adverse repercussions for external parties, excluding those with a
direct interest.3*® As noted in Basel I11:

“Provision internalizes the social cost of failed banks through compelling banks to

reserve and keep more equity than they will once they merely consider the private

insolvency costs.”4

3.5.2. Liquidity

One of the potential financial intermediary concerns is a mismatching of the structure of
assets and liabilities on the bank’s balance sheet. A bank institution could be failing or a failure
once it cannot not fulfil withdrawals of deposits through liquidity crisis. There are several
approaches to providing liquidity: (a) to hold adequate funds or assets which can be liquefied
without difficulty, (b) to hold a matching cash flow portfolio appropriately from maturity of
assets, (c) to maintain sufficient sources of diversified deposits in terms of depositor mix and
maturities.?*

The regulatory bodies have the responsibility to ensure that bank institutions could maintain
all these three combinations appropriately. There is no minimum overall ratio of liquidity that
applies to all banks as the particular asset allocation to a type of liquidity is bound to be
arbitrary. Elliot argued that it is hard to address the question of how much liquidity is
acceptable, adequate and effective, or to set the right maturity transformation level, and that
financial intermediary institutions face an exchange or trade-off between greater liquidity
safety and the amount of gains, due to a lack of consensus on the appropriate maturity

343 Acharya, V. V., Mehran, H. and Thakor. A.V. (2012) ‘Caught between Scylla and Charybdis? Regulating Bank
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8822.
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transformation metrics.®*® He also asserted that the financial system’s complexity and the
challenges associated with expectation of the likelihood and seriousness of future cash
instability worsen the difficulty.

One of banks’ functions is maturity transformation, so the term of their asset structure is
longer than their liabilities. Therefore, a bank liquidity risk evaluation could be reached by
managing the ladder of maturity, revealing the accumulation of mismatching of the balance
sheet over a varying time up to a one-year period. Marketable or in demand assets could be
indicated as maturing immediately but subject to a valuation discount in the ladder of liquidity.
For instance, depositors who hold deposit certificates with remaining maturity of three months
will be subject to a six per cent discount whereas those who hold remaining maturity of up to
two years will be subject to nine percent discount. However, further discussion of liquidity
requirements based on Basel 111 will be provided in the next chapter (chapter 3), where the
circumstances, concerns and the potential disruptive impact of Basel will specifically be
appraised, as well as the extent to which the International dimension, Basel, is implemented in
Indonesia and the UK, particularly in terms of capital and liquidity.

Liquidity is the bank’s ability not only to fund asset increases but also to fulfil its
indebtedness obligations once they come due, without suffering loss.®*® Under this meaning,
the assumption is that its obligations would be fulfilled at fair cost.®®* Liquidity also could be
grasped as a measure of a trader’s ability to perform a transaction quickly and with insignificant
price effect.®>2 Knies emphasised that a cash shock absorber is needed to link negative spaces
between payment inflow and outflow in the circumstance where their timing cannot be entirely
controlled and regulated,®? so it ought to be grasped as a concept of flow (not stock) that also
involves the ability to fulfil this flow, principally by converting assets to high-powered
money.3**

The liquidity concept is abstract and therefore not easy to describe with any true accuracy. %

Because the thinking on liquidity at system level is either very complicated or not well-defined,
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establishing liquidity requirements is not simple from the viewpoint of creating buffers or
incentives.®*® The liquidity concept is essentially linked both with banks’ financial incomings
and their outgoings. It is linked with assets a bank keeps in combination with the different
arrangements for gaining funding from intermediary financial institutions, specifically the
liabilities that have to be re-paid in due course.®®’

Some researchers divide the liquidity concept into two types.®*® The first of these, funding
liquidity, denotes the ease with which either arbitrageurs and institutions or experienced
investors can gain funding or cash from financiers.®° It describes the ability to attract funding
and acquire assets and then to fulfil the indebtedness once it falls due.®*° The IMF describes
funding liquidity as the solvent institution’s ability to meet payments in due course or in timely
fashion.®®! It is argued by Drehmann and Nikolaou (In press) that there are two aspects to this
type of liquidity as it depends on whether a single actor can or cannot meet the relevant

363 or traders®*, relating

financial obligations.®®? This pertains to the point of view of investor
to their ability to attract funding at short notice.*®® When their inflows are greater than or equal
to their outflow, banks are not illiquid.3®® Their primary sources are cash or funds from not only
the depositors and the interbank market but also the market or the central bank.3¢’

The second type is market liquidity. This term refers to the gaps or dissimilarities between
the fundamental price and transaction market value.*®® It would be high when the institution or

bank is finding it easy to gain cash by trading its assets and it would be low when the trading
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value of the assets falls and it therefore becomes more expensive to adjust or reduce the balance
sheet.®®® There are three dissimilar categories of market liquidity:3’° a) spread or range of bids
or asked for prices that determine how much traders would lose were they to trade one asset,
then purchase it back immediately; b) depth of market, reflecting how many items they could
purchase or sell at the current bid value without the value differing; c) resiliency of market in
terms of the time that might elapse before reversal of temporary price drops prices or reductions
in values.

Liquidity risk has opposite correlation with liquidity, meaning that when the former is high,
the probability of becoming illiquid is high, and thus liquidity is low.*"* Liquidity risk refers to
potential inability of agents in the money markets to meet debt obligations quickly and without
unreasonable loss. That is to say, it represents the probability that within a certain time frame
the agent would not remain cash liquid.3"2 The main reason for this scenario is the maturity
mismatch which arises due to shrinkage in the money markets preventing short-term debt from
being obtained on reasonable terms.3”® It arises when financial intermediary institutions are no
longer able to meet their payment obligations, even though they might hold sufficient cash, as
the assets are not of the short term type and cannot be converted to high-powered money
readily.>"

Banks are exposed to risk of funding liquidity through focusing on maturity
transformation.®” It is the risk of banks not possessing adequate collateral or money to make
payments to their counterparties in due course or as they come due (could do so just by
liquidating assets, but at too much cost).®”® The IMF describes funding liquidity risk as banks’
inability to fulfil their obligations as they come due.®”” There is an assumption that when a
financial intermediary institution is facing liquidity distress this would cause a funding

withdrawal and an eventual run on the bank, as clients demand return of their cash and time
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funding are not renewed or rolled over (specifically when deposit insurance arrangements are
weak).3”® The reason for this situation arising relates to a traditional banking characteristic:
maturity transformation whereby short term debt, involving deposits or funding, is employed
to fund long term credit.3”® Unexpected withdrawal might cause disrupting liquidity runs,3°
and lead to either counterparty risk externalities or fire sales that influence other intermediaries
who are themselves subjected to short term cash or debt.*8! Consequently, every decision that
banks make on funding will have an impact regarding other banks’ capacity to cope with risks
to their liquidity, leading to an adverse effect on the outside world.®2

Market liquidity also has associated risk. This relates to the inability to trade at reasonable
value or price immediately.®® If it is not possible to offload assets immediately in the financial
market there is a danger that in order to trade such assets quickly, they would have to be sold
at a heavily discounted value or price.*®* Simply put, liquidity only applies when such assets
could be realised easily and immediately and at minimum loss.>® Market liquidity risk exhibits
empirically the same effects across market types, bonds, equities and dissimilar markets, and
regions, 3 so is closely related to systemic risks.3®’

The absence of liquidity provisions under Basel 11 was one of the root reasons for the GFC
of 2008.%8 In the crisis period, solvent banks did not have stable funding and most were

unsuccessful in meeting their debt obligations due to a credit crunch, then they had to sell
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assets.®®® The capital or interbank markets are not stable or predictable cash sources and their
money might become expensive or not available at all when a GFC arises.>* Several
researchers have contended that this situation enforced regulators or authorities to deal with
liquidity difficulties as one of the primary reasons for systemic risk.3%

The liquidity difficulties experienced by several banks during the GFC revealed that the
banks and the markets are both dependent on liquidity as liquidity crises can cause pressure on
financial intermediary institutions.3® This occurs due to inability to roll over short term
liabilities, when the necessity to exchange or trade assets on short notice therefore becomes a
possibility.3®® They would then be subjected to serious risk of a run due to the liquidity
mismatch, with the resulting unexpected cash withdrawal possibly bringing down the financial
intermediary institution, even though its balance sheet may not have been insolvent prior to the
run.34

The Basel Il introduced the concept of a globally harmonised liquidity requirement: either
LCR®® or the NSFR.3% These possess two key advantages of, firstly, providing regulators with
adequate time to evaluate the position regarding a bank’s liquidity and to set up a proper
response in times of distress and, secondly, forcing financial intermediary institutions to hold
and keep protective liquidity cushions in order to restrict not only funding liquidity risks but
also liquidity mismatches.3®” The LCR needs banks to own adequate, high quality liquid assets
(HQLA) to enable them to cope with situations that create short term distress.* The principal
reason for the 30 day period is that this provides financial regulators with adequate time to

tackle market difficulties, and also provides institutions time to refinance themselves without
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recourse to the central bank or LOLR.3% In addition, the intent of the NSFR is to lessen maturity
mismatches between banks’ long-term and short-term liquid funding.*® It requires that
financial intermediary institutions choose appropriate methods to fund their loan operations,
notably that they are based on short-term debt availability and could survive a year-long distress
period.*t

Higher liquidity requirements could lead to several different effects. As indicated by De
Nicolo et al, imposing higher liquidity demands in terms of the amount of capital needed lowers
not only bank lending and efficiency but also welfare. This arises as banks are compelled to
retain profits or earnings to augment bond holdings or lessen obligations, rather than supplying
more lending.*%? If there are high associated costs, this could hinder the bank’s primary
functions, that is, either maturity transformation or risk pooling.*®® Dermine emphasised not
only the potential inefficiencies but also related high welfare cost of liquidity requirements
because of their hindering the banks’ primary function in terms of welfare maturity
transformation, in line with DNGL’s quantitative outcomes.***

In general, it could cause the banking system to supply too little in loans and force up general
economic costs.*®® The biggest US financial intermediary institutions were very adamant
concerning watering down the provision, asserting that without changes it will boost credit
costs considerably and weaken economic recovery.*® Requiring financial intermediary
institutions to hold and keep excessive levels of liquid assets would subject them to unnecessary
liquidity premium payments.*®” JP Morgan Chase & Co spearheaded an attempt to convince

policymakers of the potential damage as a result of the LCR :
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“the [Basel I1I] presumes the vast majority of deposits made by consumers will leave any
particular bank within 30 days. Consequently, banks will no longer supply loans for such
deposits in order to fulfil short-term liquidity requirements.” 4%

However, higher liquidity requirements could sustain systemic stability. They could
decrease and mitigate the negative externalities arising not only from asset fire sales and
liquidity hoarding but also deleveraging, bank failure and credit restriction, which might occur
once banks fall into liquidity difficulties.*®® In general, it is likely that augmenting the liquidity
buffer could potentially restore investor confidence, prevent fire sales, diminish banks’
dependence on central banks, and provide authorities with adequate time to respond.*° In
relation to decreasing the risk of either bank runs or fire sales, several researches have provided
a rationale for liquidity provision.*!* Perotti-Suarez state that it diminishes and mitigates the
dependence of externalities on widespread short-term capital sources, thereby simultaneously
lessening the probability of bank failure.*'? In addition, it lowers funding shock risk. In
addition, Banerjee and Hio explain empirically how financial intermediary institutions adjust
their balance sheet structure as a reaction to liquidity provision.*® Their research found that
financial intermediary institutions augmented their funding or capital from more stable funding
sources while lowering their dependence not only on short-term intra financial loans but also
other short-term wholesale sources. Therefore, it could lead to the substitution of non-stable

sources with stable sources.*!*

3.5.3. Capital and liquidity : differences and interactions
Liquidity and capital are commonly considered separately. However, they interact or relate
to each other not only in direct ways but also indirect ways; as noted by Goodhart: “An illiquid

bank could be insolvent quickly and insolvent financial intermediary illiquid”.**

408 Borak, D. (2011) ‘Liquidity, the Other Basel 11l Bombshell” American Banker.

409 De Haan, L & Van den End, J. W. (2013) ‘Bank liquidity, the maturity ladder, and regulation’ Journal of
Banking and Finance 37 3931

410 Bonner, C. & Hilbers, P. (2014) ‘Global liquidity regulation - Why did it take so long?” Working Paper No.
455. P.3.

411 Allen, F. and Gale, D. (2004) ‘Financial intermediaries and markets.” Econometrica 72, 1023-61; Schnabel, I.
and Shin, H. (2004) ‘Liquidity and contagion: The crisis of 1763.” Journal of the European Economic Association
2, 929-968; Cifuentes, R., Ferrucci, G., and Shin, H. (2005) ‘Liquidity risk and contagion.” Journal of the
European Economic Association 3, 556-566; Farhi, E., Golosov, M., and Tsyvinski, A. (2013) A theory of
liquidity and regulation of financial intermediation. Review of Economic Studies 76, 973-992

412 perotti, E.,& Suarez, J. (2011) ‘A Pigovian Approach to Liquidity Regulation’ the 12th Jacques Polak Annual
Research Conference Hosted by the International Monetary Fund, p. 2.

413 Banerjee, R. and Hio, M. (2014) ‘The impact of liquidity regulation on banks.” BIS Working Papers, 470.

414 Adrian, T., & Shin, H. S. (2010) ‘Liquidity and Leverage.” Federal Reserve Bank of New York Staff Reports
No. 328.

415 Goodhart, C. (2009) ‘The Regulatory Response to the Financial Crisis’ chapter 7: Liquidity Risk Management.
Edward Elgar Publishing

109



The concept of capital is essentially linked with liquidity in terms of mitigation of bank
risks.**® This is normally justified through its function in limiting moral hazards by mitigating
excessive risk taking.*!’ It could be a loss-absorber, as banks could use their liquid assets for
counteracting the risk that other funding supplies might be eroded.*® While they form a portion
of banks’ liabilities and thus constitute supplies of funding, liquid assets are implicated as well
through their use for funding.*'® Having a greater amount of capital may signal more risk taking
on the balance sheet, particularly on the asset side. 42

However, Admati et al argued that capital denotes the particular nature of banks’ funding
and specifically how equity and liability are interlinked through their appearance in the bank’s
balance sheet, whereas liquidity refers to the asset type and asset combination that the bank has
to hold and reserve. They also claimed that if the bank’s balance sheet records less debt and
high equity, liquidity might be less of a concern as creditors will be less likely to withdraw their
money and there might thus be less danger of the bank becoming insolvent.*?!

Nevertheless, if banks face acute risks of run due to liquidity mismatch, it is hard to
determine how much liquidity they would require to survive and absorb the shock in a certain
time period because it is unclear how many creditors would withdraw their cash and cause
adjustment of the bank’s balance sheet in the coming days or months.*?? If banks cannot satisfy
the demands and responsibilities that fall due, they are deemed illiquid.

Liquidity and capital requirements exert dissimilar direct effects on the balance sheet. These
adjustments could affect banks’ responses directly via two primary interactions :4%

> Interactions of balance sheet: adjustments to the balance sheet in reaction to capital
adjustment requirements would have effects on management of liquidity and vice versa.

For instance, if a bank buys goverment bonds in reaction to a rise in liquidity regulation,
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that could lower RWA and thus augment the ratio of capital, to satisfy any increase of
capital requirements.

» Additional connections: adjustments regarding composition of the balance sheet would
cause adjustment of earnings obtained as well as the asset and capital quality. In turn,
these adjustments could generate further adjustments to the balance sheet.

Their interactions largely perform through four ways.*?* Firstly, regarding asset quality, this
might be improved by banks reacting to higher requirements of risk weighted capital and
liquidity. Secondly, regarding fire sale, once a bank faces funding difficulties, its occurrence
might be reduced by raising liquidity requirements. Next, regarding profitability of banks,
introducing new requirements on capital and liquidity could have an impact on the profitability
of banks, specifically in relation to net interest income. Finally, regarding bank solvency, the
two can assist in protecting not only the bank and its claimholders but also stakeholders from
dissimilar risk types which might weaken the bank’s solvency.*?®

There are several competing analyses on the interaction of capital and liquidity regulation.
However, it is possible to categorise these analyses into two general types. First, there is the
viewpoint that regulation of capital substitutes for regulation of liquidity. Admati et al argued
that if designed appropriately, capital requirements could replace liquidity.*?® It could regulate
liquidity as well through creating incentive for banks to hold and reserve more low RWA that
largely comprise assets of good liquidity quality.*?’

In addition, it will lower risks of liquidity. Admati and Hellwig contend that as long as banks
are not insolvent, denoting that the bank’s equity value remains positive during periods of
distress or difficulty, the central bank will be able to offer liquidity to assist financial
intermediary institutions in dealing with liquidity difficulties and thus regulation of liquidity
may not be vital.*?® However, it is argued that it is hard to keep bank equity values stable and
positive once a bank faces distress, which enhances the system’s vulnerability to adverse

aggregate volatility. If volatility arises, liquidity with adequate HQLA or buffer might be vital

424 BCBS (2016) Literature review on integration of regulatory capital and liquidity instruments, Working Paper
No 30, BIS, p.28.

425 Morris, S and H S Shin (2010) Tlliquidity component of credit risk” mimeo

426 Anat R. Admati, Peter M. DeMarzo, Martin F. Hellwig, and Paul Pfleiderer (2011) ‘Fallacies, Irrelevant Facts,
and Myths in the Discussion of Capital Regulation: Why Bank Equity Is Not Expensive’ Stanford GSB Research
Paper No. 2065

427 Bonner, C. (2014) ‘Liquidity regulation and bank behavior’ Tilburg: CentER, Center for Economic Research,
p. 16

428 A, Admati and M. Hellwig, The Banker’s New Clothes: What’s wrong with banking and what to do about it
(Princeton University Press, Princeton, 2013)

111



to deal with short term distress or volatility in a certain time period, and could result in keeping
the bank’s equity positive.

Assuming that equity capital could be a subtle way to protect banks from failure, the
principal question relates to the equity capital required in order to ensure they do not fail.
Admati and Hellwig contend that a bank’s equity capital ought to be at least 20 to 30 percent
of the total assets.*?° The BCBS (2010a) recommended that the risk weighted capital ought to
be around 10 to 12 percent.**® A further question is whether harmonisation of these equity
capital levels would be effective in protecting banks from failure in both developed and
developing countries, specifically in the UK and Indonesia.

The second viewpoint is that regulation of capital and liquidity is not inexpensive, and thus
capital could create incentive for a bank to shift or change risk to the asset side. There is a
possibility that increasing the capital level would make banks less profitable, thereby creating
incentive for banks to adopt or use riskier approaches and to limit expensive liquid assets, so
they would adjust and improve their balance sheet to lower costs.**! The GFC 2008 indicates
that regulation of capital does not replace liquidity regulation.**

However, Kashyap, Tsomocos and Vardoulakis showed that regulation of capital could
substitute or complement regulation of liquidity through several other approaches in which the
two work to prevent bank run.**® Firstly, they stated that requirements of capital basically
perform on the liability side without limiting the bank’s asset choices directly, and, therefore,
the banks’ dependence on deposit assets could be reduced once banks are forced to possess
higher equity. On the other hand, they also revealed that regulation of liquidity, notably through
LCR or NSFR, performs in a different way. LCR requires banks to substitute or replace illiquid
assets directly with liquid assets,*** whereas NSFR requires banks to tackle the use of long-
term liability to fund illiquid assets.**®

One of the criticisms is that capital and liquidity would be effective to protect individual

banks from failure but not in assuring financial stability as a whole due to fallacy of
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composition.**® Once a bank faces financial volatility, the need for capital could cause fire
sales. In the event of financial shock, banks might determine to shed or sell assets to satisfy
capital requirements.**” If banks perform more once others perform more, prices of asset sales
could drop further and the capital position will worsen, then potentially cause a further asset
sale and drops in prices or reductions in values. Once the prices in an asset sale fall, it could
potentially cause not only increased risk and higher margins but also higher costs of external
funding and further fire sales.**® Nevertheless, the requirements of capital and liquidity are
not designed or intended for a macroprudential perspective that is dissimilar from a
microprudential perspective.

The second criticism relates to the role of capital and liquidity as buffers. They might not be
effective in the event of financial shock as the main goal of the regulator might not be similar
to the market perspective.*®® Once asset valuation becomes uncertain in the times of financial
volatility, the market perspective, unlike that of the regulator, might be to require a higher
buffer to mitigate the shocks and economic costs, but new equity would not be inexpensive.
Requirements of capital and liquidity can be costly and possibly cause excessive risks since the
banks’ liability structure is not similar to outcomes of the “normal” market, particularly in terms
of the structure of higher capital which augments bank value.** In the event of volatility, this
could possibly cause pressure at the level of the individual bank and potentially lead to systemic
risks.

These criticisms can be applied to implementation of Basel 111, notably liquidity and capital
requirements, in Indonesia and the UK. Several questions arise relating to not only the
interaction between Basel 111 and these countries’ national laws but also the impacts in these
jurisdictions. First, how will these interactions set the background for the analysis of both
normative and institutional aspects of liquidity provision and supervision in these jurisdictions?
Second, what might be the legal consequences of transforming Basel, notably its liqudity and
capital provisions, into the UK and Indonesian provisions? To what extent has this been

introduced in each jurisdiction?
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International provisions of Basel Il will influence the content of national provision,
particularly in the UK and Indonesia that implement dissimilar liquidity requirements due to
the absence of International harmonisation. Bonner et al revealed that without liquidity
provision, liquidity buffers of banks are determined by a mix of country particular and bank
particular aspects.**!* Once both the LCR and frameworks of liquidity are implemented through
national provision, regulators ought to consider the variety in requirements for and response to
liquidity provision accross not only jurisdictions but also banks, and thus tailor the new
requirements of liquidity to fit the circumstances so that they will achieve the desired impact.*42

Although capital and liquidity are undoubtedly inter-related, it is argued that each country,
referring particularly to the UK and Indonesia, could possibly adopt different levels and quality
of either capital or liquidity to fit their circumstances as they have dissimilar market structures,
levels of financial development, risks and banking size. Distinguin, Roulet and Tarazi showed,
using data of the US and European commercial banks, that measures of liquidity and solvency
could be positively or negatively interrelated, relying on how liquidity is calibrated and on the
bank type.*?* A study of bank capital reveals that banks made adjustments to their ratio of capital
based on the risks which they were taking, and were well-capitalised compared to the
benchmark introduced by BCBS.** Therefore, if their capital levels, particularly in developed
countries such as the UK, are similar to those used in developing countries, notably Indonesia,
this might have a negative impact on the Indonesian economy, but also developing countries
might learn how to design, impose and fit their level and quality with their characteristics, such
as market structures, levels of financial development, risks and banking size, thereby justifying
different provisions and measures.

3.6. Conclusion

This chapter has highlighted regulatory structure, particularly firstly relating to banking law
in Indonesia. This chapter has noted that the term ‘bank’ in Indonesia provides considerable
flexibility not only to cover or perform activities which have different forms but also to allow
bank institutions which de facto could not receive deposit and supply credit to gain benefits of
the particular unregulated activities in reality, but this might be considered risky due to the
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absence of a common definition or understanding of other form in order to improve social
welfare. This absence allows either non-bank institutions or the shadow banking system to
make and develop various products of financial innovation and also allows them to grow,
mostly unregulated, and to provide competition with bank institutions directly in their part of
the traditional market which might contain implicit threats or risks.

This chapter also discussed the role of regulatory bodies in both countries involving the
IFSA, Bank Indonesia, IDIC, FCA, PRA, Bank of England, and FSCS. In general, the IFSA is
the single regulator for the financial services sector in Indonesia. Under the IFSA Act 2011, the
IFSA is required to pursue three statutory objectives:**> to ensure all business activities in
financial sectors to (1) be reliable, fairness, transparent and accountable; (2) be able to realize
a financial system that grows sustainably and stable, and (3) be able to protect the interest of
consumers and society. twin peaks model in the UK is an institutional framework where each
of two regulatory bodies have task to secure one of the two primary goals of provision including
consumer protection and prudential provision. #4® These supervisory structure is deemed as
reaction to the development or change of banking system in the UK and Indonesia.
Furthermore, the chapter considered the prudential provision, particularly capital and liquidity
provisions in Indonesia which are made by regulatory bodies to protect bank from failure. The
chapter noted that the case of Century Bank highlighted the negative capital and illiquid asset
in instigating financial instability in Indonesia. This case emphasized ineffectiveness of
prudential provision, particularly capital and liquidity in Indonesia. This revealed the weakness
of these provisions relating to supervisory review process and no provisions of disclosure
requirement yet, and the definition of liquidity. The UK regulates aspects of capital and
liquidity more comprehensive and robust which might provide the basis for Indonesia
regulatory solutions including disclosure requirements on the competent authorities, disclosure
requirement, and liquidity definition which ensure liquidity outflows less the inflows of
liquidity which will be discussed further in the next chapter.

This chapter also noted that capital and liquidity principle show that different jurisdiction,
such as the UK and Indonesia might possibly adopt different levels and quality of either capital
or liquidity to fit their circumstances as they have dissimilar market structures, levels of

financial development, risks and banking size. The following chapter would analyze
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substantive facets of prudential provisions in these countries with considering Basel 3 as an
International dimension of capital and liquidity and financial ratios of the bank’s balance sheet
and the level and direction of development of banking system which already discussed in
Chapter 2.
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Chapter 4 Substantive facets of prudential provision in Indonesia and the UK
4.1. Introduction

The previous chapter noted that the regulatory regimes in the UK and Indonesia contain
prudential norms for banking activities. Any attempt to evaluate the framework of prudential
provision in the UK and Indonesia regulatory regime will be ineffective without identifying the
substantive aspects of such provision. Generally, current prudential provisions in these
countries will consider the following facets: capital requirements for different risk categories,
liquidity risk, the process of supervisory review and market discipline. The author aims to
analyze the weaknesses of micro prudential provisions. The focus of this chapter is on
ineffectiveness of aspects of capital and liquidity. A comparison will be created with micro
prudential regulatory pattern in the UK where they had similar business model, similar
prudential regulatory pattern, better bank’s performance and better indicator of stability. This
chapter is based on an analysis of current prudential provisions, International standards, papers
and reports. A comparison of legal analysis between Indonesia and the UK is employed to
reflect similar incremental evolution, particularly the trend or rather the process of change faced
by some Indonesian banks, whereby they are slowly moving away from a traditional model
based on deposits and loans, towards a business model, notably securitised bond and wholesale
funding that resembles that of large UK banks.

The main flaws of capital and liquidity provisions are due to inadequate supervisory review,
no aspect disclosure requirement, and weak liquidity definition. There need to be better
supervisory review, disclosure requirement and liquidity provision to ensure that liquidity
outflow less the inflow of liquidity. Liquidity definition is not robust as it enables a bank
institution to maintain liquidity that cannot cover the net liquidity outflow. Indonesia capital
provision is not consistent and does not reflect its three pillars of Basel 3 structure
comprehensively. The supervisory review and evaluation process is regulated by the 11
provision 2016 but preliminary consideration of Indonesia capital provisions does not underline
the significance of supervisory review. Although Indonesia capital provision reflect the main
value of the supervisory process in line with Basel 3, the structure of capital provision has
inconsistency between the principles guiding the implementation of the whole framework and
preliminary consideration. With development of complex products, rised use of wholesale
funding and securitized bond, the IFSA increasingly found it hard to control, manage, monitor
their activities and ensure the soundness, safety and health of a bank institutions. Simple, weak,

and ineffective micro prudential provisions, inconsistent in the framework of capital provision,
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no explicitly disclosure requirement, and weak liquidity definition regulatory approach led to
the increased possibility of illiquidity concern, inconsistency of supervisory reviews,
supervisory and regulatory problems, uncertain quality of result of capital, no transparency and
accountability.

This chapter would possess policy effect for regulatory bodies or policy makers and
practitioners on state, Indonesia and international level. Changes in the framework of IFSA
provisions will see an emphasis on importance, consistency, and robustness of supervisory
review and liquidity aspect which could contribute to protect banks from failure. By first
reviewing the flaws of aspects of capital and liquidity provisions in light of Century Bank in
previous chapter and then make comparison between the UK and Indonesia regulatory pattern,
this chapter provides a new insight into prudential provision.

Section 4.2, analyses main feature of International standard, Basel 3. Then, this section
conduct analysis of several aspects of prudential provisions, notably a) capital requirements, b)
risk coverage, c) supervisory review process and disclosure requirement, and d) liquidity
provisions. The chapter would provide a critical discussion of not only the relevance of
International standards in the context of the Indonesia banking system but also third pillar of
Basel 3. These discussions highlight not only the adoption of regulatory structure of Basel 3 in
the context of Indonesia capital and liquidity facets but also analysis of Basel 3. The facets of
International dimensions were transposed into the prudential regulatory regime in these
countries through the adoption of capital and liquidity provision in Indonesia and the adoption
of the CRD and CRR in the UK.

Section 4.3 considers substantive aspects of capital and liquidity in both countries. The
discussion of capital provision include definition, credit risk, IRB, the supervisory review
model, and disclosure requirement. Furthermore, the UK and Indonesia structures for liquidity
are also inspired by the Basel Il measures formulated by the Basel Committee to manage
liquidity risk in banking institutions. Improvements to the liquidity structure as developed by
the Committee involve two minimum models, one for liquidity through development of the
LCR*" and the other for funding through development of the NSFR*8, The goal of the LCR is
to protect against a 30 days period of high stress scenario through maintaining HQLA, while
NSFR aims to decrease risk of funding stress through mandating to keep sufficiently stable

funding sources for up to one year. A further section of this chapter will analyse the similarities
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and differences in the substantial facets of capital and liquidity provisions in these countries,
leading into the substantive critical analysis of whether the Indonesian prudential regulatory
regime would benefit from adopting the UK provisions and what the drawbacks might be,
which will form the subject of Chapter Six. The final section of this chapter will provide

conclusions.

4.2. Basel 3 as an International dimension of capital and liquidity
4.2.1. The provision of Basel 3
Basel 3 could be categorized under six components. These components involve a) leverage
ratio, b) enahancing capital requirements and reviewing capital definition, highlighting the
transparency, consistency and quality of capital basis, c) countercyclical buffer, d) expanding
risk coverage, e) supervisory review process and disclosure requirement, and f) liquidity
provisions. Furthermore, Basel |11 identifies two models of threats which could lead to failure
of bank institutions including:#4°
Q) Capital or solvency risk. The asset value lowers below liability
(i)  Risk of illiquidity. One of the potential financial intermediary concerns is a
mismatching of the structure of assets and liabilities on the bank’s balance sheet
because of the nature of both illiquid assets and liquid liabilities. A bank institution
could be failing or indeed fail once it is unable to fulfil withdrawals of deposits
through a liquidity crisis. There are several approaches for providing liquidity: (a)
to hold either adequate assets that are converted easily into case or adequate cash or
ready money, (b) to hold a matching cash flow portfolio appropriately from maturity
of assets, (c) to maintain sufficient sources of diversified deposits in terms of
depositor mix and maturities.**°
It is likely that these two models of threats reflect the concerns of Century Bank that is
already discussed in previous chapter. It faced problems of negative capital and illiquidity.
Therefore, Basel Il might address the concerns of capital requirement and liquidity in
Indonesia.
The Head of the BIS revealed that Basel 3 is appropriate (better) for not only Latin American

but also for all other developing states. He expressed his view based on the following reasons
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including a) it would provide a good program to continue to augment not only disclosure
requirement and risk management but also supervisory practices, b) the improvement of both
new liquidity standard and capital requirements would contribute to enhance resilience of
banking system, c) applying macro prudential provision would be specifically useful for
enhancing the supervision of system wide threats, d) the structure of Basel 3 would lower
possibilities for capital arbitrage in particular areas, €) it would promote a level playing field.***

Under Basel 3, banks have to provide minimum common equity ratio, the Tier 1 capital and
total capital ratio, approximately around 4.5%, 6.0% and 8.0% of RWA respectively.*? It is
likely that the UK and Indonesia banks impose requirements which go beyond International
standard. The UK and Indonesia banks maintain relatively high Tier 1 capital provision which
calculated based on risk weighted assets, approximately 17.1% and 22.7% in 2017. One of the
critique of Basel 3 is relating to aspect or item of capital. Capital redefinition to not include
elements which do not resemble or represent capital remotely is a positive change or move.
Dowd et al contend that altering the capital definition assists strengthening their core capital
level with dodgy debt equity mixtures. Nevertheless, capital redefinition and enhancing capital
level do not address the difficulty which Basel 11, like Basel 11, is capital based provision in
which it is likely more like purchasing insurance to make payment for the loss or damage rather
than evading the loss.*>® However, Slovik contends that there is a concern relating to the
calculation of the capital ratio regarding risk weighted asset, as in either Basel 1 or Basel 2
which encourages improvement created to evade regulatory prerequisites and shifts
concentration of bank institutions away from their primary economic roles.*** He further
contends that tighter capital level regarding RWA might further play a role in these skewed
inducement. Although Indonesia banks hold relatively high capital level which might
contribute to make banking systems even more resilient, they might face concerns similar to
the case of Century Bank which occurred in 2008 if they shift their concentration away from
their essential economic functions and supervisory body does not provide strict, close and

adequate supervision.
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The Basel Committee has introduced new liquidity standards to increase bank resilience or
prevent possible disruption of short-and-medium term funding. The provisions of liquidity
under Basel 3 involve (a) financial intermediary institutions have to maintain a high quality
liquid asset stock which is adequate to allow them to subsist a 30 days period of a high stress
scenario and (b) a longer term structural liquidity proportion to encourage the activities of
funding with sufficient stable funding sources. These are the LCR and the NSFR respectively.
The goal of the LCR is to ensure that bank institutions hold a sufficient unencumbered level of
HQLA to protect against a 30 days period of a high stress scenario as determined by
supervisors*®. The NSFR is designed to protect banks with sufficient stable funding sources
for up to one year. ¢ Financial intermediary institutions could satisfy these standards by
altering their profile of funding that makes them less susceptible to liquidity distress.

Furthermore, Indonesia has implemented new liquidity standards which are proposed by
Basel 3 through the Indonesia LCR provision 2015 and the Indonesia NSFR provision 2017.
These standards might increase bank resilience or prevent possible disruption of short and
medium term funding. However, the case of Century Bank and Bukopin Bank in 2020 which
faced illiquidity concern might reveal the concern of liquidity standards in Indonesia. This
might be caused by the weakness of Indonesia liquidity provision.

Providing liquidity provision is a step forward as low liquidity hinders activities or
transactions and might stimulate a bank run on deposits.**’ The concern is that the proposed
provisions of liquidity are complicated. This might relate to the calculation of liquidity ratio
which might be difficult to measure. Moosa argued that the ratio of liquidity is hard to measure.
He also revealed that the ratio of NSFR is based on liabilities rather than assets that is not
appropriate. It is unclear how the both NSFR and LCR are to be measured or reconciled. The
former ratio is asset based but the current or latter ratio is liability based.**® Instead, a simple
proportion of asset based liquidity could be employed to complement the proportion of
leverage. A proportion of liquidity might be established in terms of funds, recent or total
liabilities, with clear cut list of the essential liquid resources. Another valuable indicator is the

gap of resources, the dissimilarity between deposits and credits.**°
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Another elements of International standard are the supervisory review process (Pillar 2) and

public disclosure (Pillar 3). Walter 46°

reveals these objective in the following below, a)
enhancing risk governance and management, b) improving the management of cross border
bank resolutions, ¢) augmenting market discipline. Indonesia has already implemented
supervisory review process but it is simple and there is no provision of public disclosure. As
already discussed in previous chapter, based on the case of Century Bank, Indonesia might have
a concern relating to supervision and disclosure requirement. Basel 3 might address these
concerns but the simple provision of supervisory review process and no explicit provision of
disclosure in Indonesia might enhance the possibilities of similar case which might potentially
recur in the future.

The BCBS looks to ignore the difficulties relating to Pillar 2 and 3 that are recognized in the
study or literature. It is unclear how supervisory bodies settle the needed capital above the
minimum level. It is unclear whether the conservation capital buffer is computet under Pillar 2
or 1. Thus, under Basel 111, three capital tranches have to be settled including (a) countercyclical
buffers (CCB) as needed by the new scheme, (b) complementary capital as needed by Pillar 2
and (c) regulatory capital level as needed by Pillar 1. These are likely a triple mission
impossible which generates an amount which denotes nothing for all intentions and
objectives.*6!

The disclosure issue (Pillar 3) has created considerable discussion and responses from expert
or practitioner. Atkins contend that it would make an uneven playing field between financial
intermediary institutions and their non bank players, who would be allowed to engage in their
activities unencumbered by provisions of supervisory capital and the excessive cost of
compliance which they would produce.*®? Thomson contend that making disclosure associated
with operational risk can damage or threaten financial intermediary institutions once trying to
make negotiation of insurance policies which can be employed as a strategy or approach of risk
mitigation.*®® Edelson contends that the requirement of disclosure would make a condition

where the information they reveal or disclosure can be subject to misunderstanding or
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misinterpretation which can merely be handled by disclosure or revealing more information
and the outcome problem would be expensive.*64

Furthermore, Basel 3 introduced leverage ratio as a either ‘backstop’ or ‘supplementary’
measure to the risk based requirement. The purposes consist of (a) tackling model risk, (b)
proposing additional protection against endeavor to ‘game’ the risk based requirements, and (c)
providing a base under the build-up of leverage in the bank institutions. As described in chapter
2, Century Bank held poor asset quality that contributed to a decline in a bank capital due to
asset default which were categorized as an illiquid asset, but calculation of its minimum capital
in line with capital provision is difficult to be analysed accurately based on the calculation of
risk weighted ratio on the balance sheet of Century Bank. Its concerns might be relating to
accuracy data, trust of data, unstandardized data, no consistency of bank financial report, and
untruthful or inappropriate information or data on the it’s up to date condition. Consequently,
the ratio of capital could be manipulated. Therefore, leverage ratio introduced by Basel 3 might
address an Indonesia concern. The ratio of leverage is more objective, real, easily
understandable and easier to estimate or calculate than the ratio of risk based capital. The ratio
of capital could be manipulated but the ratio of leverage is resistant from manipulation.*®®
Implementation of leverage ratio in Indonesia might assist to monitor or manage the risk of
insolvency, but it should be regulated with a clear provision and measure which would be either
merely the common equity component or total Tier 1 capital.

The leverage introduction is a step forward. However, ther are difficulties with how that is
to be performed under Basel Ill. Blundell-Wignall and Atkinson contend that the ratio of
leverage might be the single most significant restructuring but the concern is that it is deemed
as either a ‘back stop to risk based framework or a ‘supplementary’. They not only reveal that
it ought to not be design of a back stop measure but also encourage its use as the principal
instrument of capital control. They also reveal that ratio of leverage and risk weighting might
not be placed well together as the ratio of leverage and capital are calculated corresponding to
two dissimilar capital models.*%®

To propose that the proportion of leverage is a complementary instrument to the proportion

of capital is rather odd, provided that once a proportion of leverage is in place, it denotes a
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corresponding proportion of capital. Moreover, the proportion of leverage is more tangible,
easier or simple to compute and more easily comprehensible than proportion of risk based
capital level. Although considerable empirical evidence reveals a negative correlation between
insolvency of bank and the proportion of leverage, there is no such indication on how
insolvency is associating with proportions of risk based capital level.*®” The BCBS states
clearly that one rationale for the leverage introduction is that it is likely to game the risk based
capital regulation.*®8 If the level of capital could be manipulated while a proportion of leverage
is resistant from manipulation, and as the proportion of leverage is indicative of the capital
level, the rational point to perform will be to substitute the later with the previous or former,
indicating abandon capital based requirement in favour of leverage based provision. However,
that was the issue before the BCBS arise with its first setting of capital schemes in the early
1980s.

Moreover, another part of International dimension is countercyclical capital buffer which is
designed to a) maintain capital to provide buffer at individual bank institutions which could be
employed in stress conditions; b) reach wider macroprudential goal of safeguarding the banking
system from periods of growth of excess credit; ¢) limit any excess procyclicality. It is rather
odd to plan Basel Il in such a method as to create it procyclical then attempt to lower
procyclicality by introduction of CCB. The Basel Il procyclicality arose from the capital
calculation on the RWA basis which denotes that one of the proclaimed advances over rised
sensitivity of risk might be counterproductive. Hence, several researchers contend that
procyclicality could be lowered by computing the capital level from total unadjusted assets that
will make the proportion of leverage and capital matching or compatible.*® For instance,
Goldstein submits that one method in which component of CCB can be introduced into capital
regulation is to create capital a role of the alteration in assets, not level of RWA.%° Designing
countercylicality sounds more reasonable than introducing procylical system by design and

subsequently searching for measures of countercyclical.*’”* Several researchers argue against
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the introduction of a countercyclical buffer.4’2 Ambler contends that the purpose of ensuring
that build up of capital in good times could be used up in the bad times is not achieved by a
fixed buffer.*”® He also revealed that it conflict with the long battle against bank institutions
misrepresenting their reports by instruments of secret reserves. Furthermore, Dowd, et al
revealed that the framework of countercyclical buffer is unclear that it amounts to little more
than restatement of the concern to be addressed.*”* They also proposed that the Basel
Committee circumvented a difficult query of how this framework are applied by reverting it to
the national regulators.

It is likely that Century Bank which are already discussed in previous chapter did not
represent a banking concern in Indonesia relating to excess credit growth. Furthermore, the
growth of credit*”® might not reflect the risk of excess credit which might not be a current
primary concern in Indonesia but countercyclical capital buffer might be relevant to limit this
risk in the coming period time if there is a growth of excess credit significantly in the bank’s
balance sheet. However, regulatory bodies might consider to use proper strategy for setting
countercyclical buffer which will be discussed further in the chapter five and six as increase of
capital might provide several impacts which already discussed in previous section such as
macroeconomic effect and a rise in bank funding cost.

Finally, another part of International dimension is expanding risk coverage which is aimed
to ensure that all material threats are covered in and integrated into the method of calculating
capital level, specifically those associated with not only derivative and complete transaction
but also trading activities. The rules consist of enhancing capital for counterparty credit
exposures deriving from transaction of security, repos and derivatives of bank institutions. This
purpose is to give incentives to not only augment the risk management of counterparty credit
exposure but also move OTC derivative contract to central counterparties. Moosa argued that
this aims sound good but risk coverage has concerns and alternative action possibilities. To
manage risk of counterparty in derivatives, a more effective action possibilities is either to need
a full financial back up of dealings or to compel the derivatives exchange on organized
tradings.*’® The concern might relate to judge the systemic significance of individual banks
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when dealing with systemic risk.*’” As already discussed in previous chapter, the cause of the
failure of Century Bank is not relating to derivatives or complex transaction. However,
expanding risk coverage might be considered and relevant to be implemented if bank balance
sheet shows the significant growth of the complex transaction in order to maintain more capital
against the complex securitization or transaction relating to interconnectedness and possible
systemic risk in Indonesia.

Indonesia might still implement international standards and adopt it relating to the national
interest although it has several flaws. However, Indonesia regulatory bodies might consider or
endeavor to address the weakness of banking system with learning from experience of other
countries, such as the UK to complement or improve the effectiveness or quality of banking
provisions which will be discussed further in section 4.3 and 4.4 of this chapter. Not all
provisions might be able to be adopted but Indonesia might consider to adopt the approach that
is suitable with national interest and might be able to address the weaknesses of Indonesia
prudential provisions and rationally or potentially to be implemented in Indonesia which will
be discussed further in chapter 6

4.2.2. The culture of Basel and decision on Basel 111

Blundell — Wignall and Atkinson contend that several essential concerns with Basel 1 and 2
have not been addressed by Basel 3.4’® These concerns involve model structure, tax arbitrage,
the necessity for more capital, and regulatory. However, Moosa reveals more concerns
including allowing financial intermediary institutions to employ internal patterns to compute
capital regulation, the implementation concerns, dependence on rating agencies and the
discriminatory and exclusionary Basel 2 aspects.*’”® Provision ought to cover cover financial
intermediary institutions and non banks as financial intermediary institutions handle or manage
hedge fund and insurance firms to move assurances, that allow them to enhance leverage
proportion and lower capital level. Moreover, either Basel 3 or its predecessors has no
provisions for resolution regimes that abandon a lot to be wanted in regard to the TBTF concern.
Hence, Llewellyn proposes that there are needs or requirement to be Pillar 4 that will include
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planning of resolution and intervention as segment of whole regulatory approach and regulatory
system. 480

However, the most significant concern remains risk based method to the capital calculation.
For instance, with a capital proportion of 8% and RWA of 0.2, the requirement of capital might
be 1.6% which enable financial intermediary institutions to leverage 62.5 to 1.#¢ Hence, there
was a rush to maintain triple A CDOs even though they were made from risky subprime credits.
Under the similar provisions, a sovereign bond either rated AA or AAA possess a zero weight,
that is why Greece obtained it easy to have a loan of or borrow and why financial intermediary
institutions were eager about providing loan to Greece.*

Kurowski expresses Basel 1l very expressively in the following below:

“It is not possible not to see currently that financial regulatory bodies in the BCBS,
attempting to keep away a financial intermediary institution and a financial instability, built an
incredibly flawed Maginot Line. It was created with inferior data, notably feasibly weak views
of credit rating and arbitrary RWA. It also was created on the totally incorrect limit, for two
rationales. Firstly, it was created where the threats are recognized high, and where thus no
financial intermediary institution or financial instability has ever arisen, as all those who build
a living there, specifically as they are unsafe, could never develop into a systemic threat.
Secondly, it was created where it keeps away exactly those customers whose financial
necessities we most suppose our financial intermediary institutions to attend, such as those of
small transactions and businessperson, those who can give us our next appropriate job
generation and who possess no alternative entry to capital markets.”*3

Then he shifts to Basel 111 to express the following below:

“The BCBS stresses reconstructing with the similar flawed substances on the similar wrong
condition and it will look that we are enabling them to do so. | am attempting to prevent them...
are you going to assist me or do you prefer to swim in the calm liquids of automatic team with

those who are expected to comprehend better? The implicit foolishness of the Basel provisions
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can, observing the harm or loss these are producing, mirror an economic offense against
humanity?”484

Dowd critiques what he describe ‘provisions arising from a highly procedure of politicized
committee’ as the product of political skill, unreasonable concession and arbitrary verdict.*®
This procedure essentially cause inconsistent cure, while enforcing large application incurs cost
on regulated companies. Furthermore, it cause guidelines that endeavor to make standardization
of practices in a part where a way is always altering and where the growth of the best way needs
competition in practice of risk management. %

Dowd critiques capiral provision by describing the following below.

“To the extent that it possessed any effect at all, provision of capital will appear to be
completely counterproductive. It seems to have saddled banks with ineffective and considerable
compliance problem, hindered the growth of best way in risk management, destabilized market

competition and undermined the global banking system.””*¢

International standards might improve the soundness and safety of a bank institution and
stability of banking system in Indonesia. Although adopting all standards of international
dimension are adopted by Indonesia banks comprehensively, this might not assure the financial
stability in Indonesia due to its flaws or concerns. Acharya criticized the use of Basel 3 based
on the following objections including a) it is essentially flawed, like its predecessors, as an
approach of planning macroprudential provision, b) it does not use restrictions of asset level
leverage, ¢) it fails to identify that risk weights change the bank incentives to be exposed to
different categories of asset; d) it uses static risk weights on classes of asset and is not successful
to capture any time variances in the relative asset risk.*®

The Basel 3 provisions are doubtful and problematical, they do not tackle the essential
inadequacy of Basel Il yet. Hence, Basel 111 might be significant increase forward compared to
the previous, Basel Il. Kay reveals that the additional provision of Basel 3 would not be relevant

to the next bubble.*®® Similarly, Amber contends that ‘we ought to not be too convinced or
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confident that Basel 3 would assure stability of banking system due to the similar method as
Basel 2.4 Moreover, K. Dowd et al contend that it has much the similar possibilities of failure,
like its predecessors because of the flaws of its provisions, notably reliance on not only banking
risk modelling and regulatory capture but also risk based provision.*!

Although Basel 11l has been implemented, speculations about Basel IV have already
appeared. For instance, KPMG expresses that Basel 4 might be surfacing from the mist even
before Basel Il is applied fully.*®> Based on the report of KPMG, the leading Basel IV
indicators involve the following (a) several states are already starting to implement or enforcing
requirement which exceed Basel I11, (b) common matters among market analysts and regulatory
bodies about the outcome RWA accuracy and the use of internal model, (c) requiring better
easiness in regulatory requirements from several leading regulatory bodies, and (4) a paper
flows from BCBS which seem to further than Basel Ill. These improvements, based on the
report of KPMG, might be likely to bring about three alteration which may model and develop
the future Basel IV basis including (a) limiting the benefits to financial intermediary institutions
of employing internal models to compute their capital level, (b) calls fro financial intermediary
institutions to satisfy a higher minimum proportion of leverage, (c) better disclosure by
financial intermediary institutions. If anyting, these develop well but they ought to never occur
under the BCBS banner as a international part of provision. Furthermore as financial
intermediary institutions always win, it is uncertain that these provisions would really be
applied in a system or practice which is unacceptable to them. In relation to discussion in
previous chapter, section 3.4.1, the reformed version of Basel Ill, namely Basel IV, was
published by BCBS in December 2017. It would be implemented in 1 January 2022. Further
legislative proposals of the CRD V package were adopted by the Commission in May 20219.
The review of the CRD was expected to tackle not only several shortcomings of provisions but

also contribute to maintaining the ability of the banking system to encourage the economy.*3,
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4.3. The substantive facets of prudential provision: Capital Requirements and liquidity
for banks in the UK and Indonesia
4.3.1. Capital requirement in Indonesia and the UK
4.3.1.1. Definition and general prudential principle

The CRD/CRR is similar to the frameworks of the 11 provision 2016 and the 34 provision
2016 that start with an extensive definition list of the significant concepts supporting the whole
structure of capital provisions. The aim of definition is to ensure that general terms will create
a strong basis for implementation of capital structure in line with International regulation, Basel
I11. Several highly relevant definitions under Indonesia’s provisions could be found in the
related parts of the CRD/CRR and Indonesia capital provisions under the 11 and 34 provisions
2016 or their explanation. For example, the concepts of trading book and banking book are
described in article 1 (15) and article 1 (16) of the 11 and 34 provision 2016 respectively.
Similarly, the CRR describes the concept of trading book in detail in Article 4 (86) and other
provisions associated with trading book in Part 111, Chapter 3 Article 102-106 includes the
requirements, management, inclusion and requirements for prudent valuation.

The preliminary consideration of minimum capital requirement under the 11 provision 2016
and the 34 provision 2016 reflects the increase of quantity and quality of capital in line with
Basel 11l but does not reflect its three pillars structure comprehensively. The preliminary
consideration of the 11 provision 2016 includes below

d. Preliminary consideration of these provisions set out the need for banks to boost their

ability to absorb losses caused by financial instability. This could be performed through
strengthening quality and quantity of bank capital to mitigate the risk banks are facing.
e. It sets out the need to augment quantity and quality of capital in line with International
standard, Basel I1l. The core component of capital or Tier 1 have to be dominated by
capital instrument which is categorized as high quality including either common stocks
or common equity Tier 1.

f. It includes adjustments of the requirements of components and instruments of banks’
capital and of the capital ratio. Another core component of capital include additional Tier
1 and Tier 2.

g. It states the need for additional capital in line with the risk profile as a buffer. A bank
which is categorized as systemic bank must fulfil capital surcharge. It is aimed to provide
buffer to cover or mitigate risks which are caused by either condition of instability or

excessive growth of bank credit.
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However, preliminary consideration of the two provisions 2016 does not highlight the
importance of supervisory review, but section IV (2) in Article 44-46 the 11 provision 2016
regulates the supervisory review and evaluation process. These provisions reflect the main
value of the supervisory process in line with International standards, but there is inconsistency
in the framework of capital provision between preliminary consideration and the principles
guiding the implementation of the whole structure.

Another key principle which describes the overall bank obligation pertaining to minimum
capital requirement is detailed in Part three, particularly Section 1 entitled “Own funds
requirements for institutions”, Article 92 the CRR. This is similar to Article 2 the 11 provision
2016 under the Indonesian capital framework. Banks must provide minimum capital relating
to their risk profile. This indicates several risk categories with regard to the minimum capital
amount which ought to be provided and the legal provisions related to capital calculation in
line with the several risks. This involves the appropriate capital amounts that are provided by a
bank institution to be able to cover the aggregated exposures for each of the risk categories.
Article 2(3) prescribes the sum of capital requirements in line with banks’ risk profile*®,
notably 8% of Risk Weighting Asset (RWA) for a bank with a level 1 risk profile, 9%-10% of
RWA for bank with level 2 risk profile, 10%-11% of RWA for a bank with level 3 risk profile,
11%-14% of RWA for a bank with level 4 or level 5 risk profile. Article 2 (4) the 11 provision
2016 also specifies the common rule which gives the IFSA the authority to determine more
capital than the minimum capital requirements identified for these several risk categories.

4.3.1.2. Credit risk — standardised approach

The part of the substantive 11 and 34 provision 2016 is dedicated to the regulatory treatment
of credit risk that remains to be the major bank risk in Indonesia. There is no change in the
essential framework of mechanisms for assessing banks’ minimum capital requirement.
Therefore, the minimum ratio of risk-based capital is maintained at 8 percent and could be more
with regard to the bank’s risk profile. Article 34 the 11 provision 2016 specifies that there are
two approaches that could be used to calculate RWA for credit risk: Standardised approach
(SA) and Internal Rating based (IRB) approach. These approaches and Indonesia’s minimum
capital ratio are similar to the UK approaches and capital ratio. Under Article 107 of the CRR,
banks could employ either the SA or the IRB after obtaining approval from the competent

authorities. Based on Article 92 (1c) the CRR, banks have to meet a total capital ratio of 8%.

4% Based on explanation of Article 2 (1) the 11 provision 20186, risk profile is described as a risk profile of bank
institutions as arranged or regulated in a provision about assessment of banks’ soundness level.
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The SA is ruled in Article 111-141 Chapter 2 of the CRR. The CRR provision and principles
are similar to the Indonesia provisions under article 34 the 11 provision 2016 and the IFSA
circular letter No. 42/SEOJK.03/2016 (the 42 IFSA letter 2016) about the guidelines of RWA
calculation based on risks for credit risk using SA approach, but also Annex 1-1V the IFSA
circular letter. The IFSA lays down the application of the SA in the first stage for banks to
calculate RWA for credit risk, the so-called ‘default’ mechanism. It could be assumed that in
Indonesia, the use of SA in the first stage represents the best or primary choice of RWA
calculation compared with the approach of IRB. The SA expresses the level of RWA in whole
percentages of 0,20,50,100, and 150 per cent, relying on the credit quality of the counterparties.
Therefore, to represent underlying risk exposures with greater accuracy, the Annex | of IFSA
circular letter provides a list of portfolio categories.

Besides, the IFSA circular letter creates the possibility of using external credit rating to
determine quality of credit, provided that the IFSA recognises the issuing institution with regard
to the IFSA circular letter about the institution’s external credit rating and rankiing recognised
by the IFSA (under section 1, general rules, no 5). The IFSA’s circular letter about the
guidelines of RWA calculation based on credit risk using SA approach is simple and too
general, with no explanation or clear objective, just procedures of RWA calculation. It also
prescribes several techniques and methods to mitigate credit risk (section IV about method and
techniques of credit risk mitigation). These techniques and methods are backed by several
criteria and principles which consider the impact of mitigation of credit risks with several
primary aspects, notably collateral, warranty, credit insurance, certainty and timelines.

The SA approach in Indonesia is largely characterized by particular provisions but this
model involves significant discretions. It allows banks to make exemptions of particular
exposures, notably calculating consolidation of RWA of credit risk for banks which own a
subsidiary or calculating credit risk for banks that own a sharia unit. But, some aspects, such as
the level of exposure that is calculated and determining risk level, have to meet or be in line
with calculation of RWA using the SA approach, and employ ranking and methods and
techniques of mitigation of credit risk under the IFSA circular letter about the guidelines of
RWA calculation based on risks for credit risk using SA approach.

4.3.1.3. IRB approach for credit risk

The CRD/CRR allow for the possible use of internal risk as a measurement approach for
determining regulatory capital. This is similar to Indonesia’s provision under the 11 provision
2016. With regard to risk of credit, the provision prescribes this alternative regulatory model,

allowing the capital calculation in line with the banks’ own methods for assessing or estimating
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the needs of internal capital. The underlying basis is that they mostly create possible internal
system use to estimate the borrower’s overall quality in several ways, and that in their lender
capacity banks obtain more information on the latter than a third party. However, banks must
obtain authorization from the IFSA before using the internal rating approach.

The use of IRB has been warmly welcomed as an alternative approach to calculate RWA for
credit risk. The incentive for financial intermediary institutions to employ the IRB that depends
on the patterns developed by the financial intermediary institutios themselves, is that it makes
lower charges of capital.*®> The use of IRB is effectively self provision that provides financial
intermediary institution (merely large bank institutios) the chance to manipulate their patterns
and generate the desired capital level that is exactly what they desire.*%

The flexibility of the IRB approach relating to financial conglomerates in Indonesia or
consolidation with subsidiary companies which have sophisticated management of risk requires
substantial resources which might only be committed to or available to large actors. Moreover,
there are limitations concerning bad corporate governance, default and credit history pertaining
not only to supply of credit to companies that are owned by the same shareholder but also new
financial products that have an effect on the accuracy of estimation of IRB approach.*®” Another
concern is the fear relating to the failure of bank regulators to recognize e complexities of
internal approaches and risks.*%®

There are several criticisms relating the use of IRB approach. Rebonato contends against its
use to fulfil regulatory prerequisite. Regulatory bodies ought to not compel bank institutions to
provide resources to develop its application to compute number of doubtful value for intention
of provisions. His suggestion is either keep it simple or allowing bank institutions to determine
whether they would like to develop this approach or not.**® Furthermore, there is query which
has been raised relating to whether or not the IRB approach is good.>® Richard said that ‘several

managers of risk feel happy with digits their approaches generated but if you query them to

495 Moosa, Imad. A. 2015. Good Regulation, Bad Regulation: The Anatomy of Financial Regulation. Palgrave
Macmillan, p. 106

4% Moosa, Imad. A. 2015. Good Regulation, Bad Regulation: The Anatomy of Financial Regulation. Palgrave
Macmillan, p. 105

497 Dragomir, Larisa, (2010) ‘European Prudential Banking Regulation and Supervision: the legal dimension’
Routledge,p. 135 - 138

4%8 Dragomir, Larisa, (2010) ‘European Prudential Banking Regulation and Supervision: the legal dimension’
Routledge, p. 135-138

4% Rebonato, R (2007), The Plight of the Fortune Tellers: Why we need to manage financial risk differently,
Princeton (NJ): Princeton University Press.

50 Moosa, Imad. A. 2015. Good Regulation, Bad Regulation: The Anatomy of Financial Regulation. Palgrave
Macmillan, 112-115

133



assurance the precise and accurate result, then they answers they could not’.5* A primary
concern with the approach of mathematical employed by banks is that they do not pay attention
to human nature and history. The economist revealed that financial institutions promptly set up
themselves racking up regular defeats which the said of computer ought to arise merely once
in years millions.>0?

The IRB model gives a clearer legal base for the measurement of internal credit risk and
tasks of prudential supervision. Implicitly, it emphasizes the accuracy and significance of
banks’ own qualitative and quantitative review of individual assets. It reflects a strategy of
regulation which delegates the entire process of regulatory capital to the regulated banks
themselves. It is not unconditional due to the need for explicit approval provided by regulatory
authorities. Therefore, new methods of responsibility of supervision are created in the role of

regulators concerning approval of such approaches and the reliability of banks’ own

quantitative and qualitative assessment.

4.3.1.4. The supervisory review models

Four primary principles have been established by The Committee, Basel for models of
supervisory review, namely Internal Capital Adequacy Assessment Process (ICAAP), holding
capital above its requirement, Supervisory Review and Evaluation Process (SREP), and early
intervention of supervision. ICAAP involves the process of a bank institution to show and
ensure that they have enough capital in line with not only existing operating conditions but also
their overall risk profile. The primary elements of its procedure include (a) comprehensive risk
assessment; (b) supervision of board and senior management; (c) monitoring and reporting; (d)
assessment of sound capital and (e) review of internal control. Furthermore, SREP includes
the process of supervisory bodies to review and evaluate the assessment of banks’ internal
capital adequacy. There are several combinations of periodic assessment including (a) off-site
assessment; (b) assessment of work performed by external auditors; (c) inspection; (d) periodic
reporting ; and (e) discussions with bank management. The rules on supervision are laid down
throughout Indonesia’s capital provisions®®. The ICAAP and SREP are regulated under
Section IV, Article 43-46 of Indonesia capital provisions.>** These models of review are similar
to the UK methods set out in Chapter 2 Section 1 Article 73-110 the CRD.

501 Wood, D. 2008, ‘A Model Model?’, OpRisk & Compliance, March, 35-7.
502 Economist, The , 2012, ‘The mathematics of Markets’, 14 January

508 The IFSA provision No. 11/POJK.03/2016

504 The IFSA provision No. 11/POJK.03/2016
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The ICAAP and SREP are important and significant parts of the capital structure under the

CRD and Indonesian capital provisions®®

which complement the quantitative capital
requirements. The CRD highlights the twin functions to be performed by supervisory
authorities: review and enforcement which are both similar to Indonesia’s capital provisions.>%
Under Indonesia’s provisions, the function of review ensures banks’ capital is in line with its
overall risk profile.>°’ If there are differences between SREP and self-assessment by the bank,
SREP would be valid to calculate capital.>® The function of enforcement requires supervisory
bodies to make interventions promptly through implementation of appropriate prudential level
where they detect deficiency of capital level that is not in line with the bank’s risk profile.

Indonesia’s capital provision also includes a direct obligation for competent supervisory
bodies to take important actions to intervene at an early stage, in case of deficiency of banks’
capital level under minimum capital requirement. These include obliging the banks: to boost
capital in order to meet minimum capital requirement in line with risk profile; to fix the quality
process of risk management; and to lower risk exposure.®®® The function of enforcement also
involves limitation of the particular bank’s activities, limitation of capital distribution, and
restriction on opening new branch offices if the trend of decrease of the bank’s capital could
potentially cause it to fall under the bank’s minimum capital level.>°

The ICAAP, owned by the banks themselves, is the process for evaluating the internal capital
required against the bank risk. Banks must have an ICAAP in line with the size, characteristic,
and complexity of bank business.®*! It involves a complex role for banks to assess
systematically and consistently the internal processes of bank governance, minimum capital
level, monitoring and reporting, and individual risk management systems. 52

Therefore, although Indonesia’s capital provisions®® do not prescribe the process of
supervisory review explicitly, it involves a complex process for creating greater cooperation
through dialogue between banks and supervisory bodies, and the so called SREP. It highlights
the role of supervisory bodies in not only determining the bank capital requirement but also

assessing the ICAAP and performing enforcement. Therefore, the essence of the relationship

505 The IFSA provision No. 11/POJK.03/2016 and The IFSA provision No. 34 /POJK.03/2016
%08 The IFSA provision No. 11/POJK.03/2016
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between banks and supervisory bodies is the interaction between SREP and ICAAP despite no
further guidance having yet been developed by the IFSA.
4.3.1.5.Disclosure Requirement (Market Discipline)

Disclosure requirement was introduced by BCBS not to only augment disclosure
consistency and provide a harmonised template but also to promote market discipline. The
inclusion of disclosure requirements imposed on banks in Part Eight of the CRR shows the
importance of implementation of market discipline in the UK. The disclosure would enable
market participants to assess the financial performance of bank institutions more accurately
based on reliable information. The disclosure requirements that involve a solid regulatory
structure encouraging the market’s role of assessing and validating the conduct and business of
individual bank institutions would stimulate increased market discipline. This could potentially
be a strong incentive for bank institutions to conduct business safely and also maintain an
adequate capital level. Therefore, market discipline could potentially boost prudential provision
and assist supervisory authorities to maintain the safety and soundness of the financial system.

Indonesia does not yet have provisions which regulate disclosure requirements. The capital
provision in Indonesia merely regulates supervisory review models.>** Although the IFSA
introduced consumer protection provision in the financial service sector®®, this provision
merely regulates the bank’s obligation to provide information about their products and services,
but not provision of information about relevant characteristics of the bank’s business.
Therefore, it could be assumed that Indonesia has not developed or adopted comprehensive
disclosure requirements in line with Basel 111 so as to induce increased market discipline.

In contrast, the UK banks have to disclose publicly the data associated with universal
primary metrics of their risk to market participants, notably not only capital, 5*credit risk
adjustment CVA)®'" and risk management®!® but also risk exposure,®*® leverage®® and the
indicator value for determining the GSIB®?. This Article also introduced a draft of
implementation of technical benchmarks using uniform templates which was submitted by
EBA to the Commission in July 2013. Furthermore, Article 433 CRR lays down the frequency

of their publications on an annual basis but if higher frequency is required, publications have

514 BCBS (2015) ‘Standard: Pillar 3 disclosure requirements — updated framework.” BIS. P.
515 The IFSA provision No. 1/POJK.07/2013
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to include the relevant characteristics of bank’s activities, notably operational scale,
involvement in dissimilar financial sectors, presence in different states’ range of business and
participation in international market and payment systems.

While the disclosure requirements concentrate on provision measures, they also enable
market participants to consider primary data, notably capital and exposure of their risk. Market
discipline through disclosure requirement focuses on the achievement of an informationally
efficient market but it does not involve a similar impact for banking provision, such as capital
provision.>?? The disclosure requirement might potentially have an impact on the banking
market mechanism. The disclosure of negative information could potentially lead to massive
deposit withdrawals due to excessive market responses. On the other hand, the disclosure
performed by the wholesale banking market might be more efficient in absorbing or preventing
publication of negative information.>?®

4.3.2. Liquidity provision in Indonesia and the UK
4.3.2.1. The guidance of Basel Liquidity Requirement in Indonesia and the UK

In Indonesia, liquidity requirements have been implemented through the IFSA provision no
42/POJK.3/2015 about LCR for commercial banks (the Indonesia LCR provision 2015) and
also the IFSA provision no 50/POJK.3/2017 about NSFR for commercial banks (the Indonesia
NSFR provision 2017), while the EU implements liquidity requirements through a relevant
provision combination of EBA monitoring tools, and an EU Commission Delegated Act>?* and
CRD V5%,

Banks which satisfy compliant LCRs have to maintain stock of high quality assets (HQA)
equal to 100 percent or more outflows of their net cash over a 30 day period of high stress
scenario. °2® HQA involve liquid assets convertible into cash equal to their carrying values. >’
Cash, domestic currency government debt, central bank reserves and marketable securities with

0 percent Basel Il risk weightings can be taken as examples of HQA meeting Basel’s

522 Hirte, H. And Heinrich, T. A. (2002) ’Principles and Technical Instruments for Prudential Regulation’ in G.
Alpa and F. Capriglione (eds) Diritto bancario communitario, Torino: UTET. P. 471.

52 Hadjiemmanuil, C. (1996a) *Financial Reporting and Auditing in the Regulated Sector’ Journal of International
Business Law 3: 103, 106.

524 Commission Delegated Regulation (EU) 2015/61 of 10 October 2014 to supplement Regulation (EU) No.
575/2013 of the European Parliament and the Council with regard to liquidity coverage, OJ 2015 L 11/58, 1, 17
January 2015.

5% Rec. 98-102 and Part 6 CRR

5% BCBS, ‘Basel III: International Framework for Liquidity Risk Measurement, Standards and Monitoring’,
December 2010, (BCBS, International Framework) p. 5.

527 BCBS, ‘Basel III: International Framework for Liquidity Risk Measurement, Standards and Monitoring’,
December 2010, (BCBS, International Framework) p. 7.
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multifactor benchmark. > Based on Basel 1ll, they are assets which are more likely to make
cash without incurring large discounts in price because of fire sales, even in times of market
risk assets, low credit, and financial stress; these are not difficult to value and are not strongly
related to risky assets, are trade-listed and can be exchanged in liquid and active markets. >2°

The LCR’s effectiveness in satisfying demand for liquidity during any distress relies on
creating ex ante of an accurate regulatory judgement about the quality and quantity of assets
needed. This inference includes considerable estimation about the seriousness of future distress
and presumes that the possible value of HQA would remain stable during the time period =of
market disruption. The LCR has to predict accurately the net cash outflow over a 30 days period
of stress which will derive from combined idiosyncratic and market-wide shocks. Supervisors
ought to scrutinise any potential mismatches or gaps within the 30 days period of stress and
ensure that banks hold adequate available liquid assets to satisfy any gaps of cash outflows and
inflows throughout the period of stress. 5%

Basel 11 also proposed that the NSFR should be implemented by January 2018. Stable
funding sources refers to the percentage of the amounts and categories of equity and liability
assets required to be available or reliable funding sources for up to one year under
circumstances of extended instability. >3 The stable funding sources element includes not only
preferred stock and capital but also liabilities with maturities of more than one year and stable
deposits. 32 Under the final NSFR released by the Basel Committee in October 2014, the NSFR
introduced three additional requirements; at least 10 percent of the loan value has to be provided
in stable funding sources to back interbank loans with residual maturities of six months; 85
percent stable funding resources have to be provided to back the initial margin on the derivative
agreement; and the ability of institutions to offset derivative assets with derivative liabilities
was reduced. >33

The Committee has proposed other measurements to monitor institution liquidity. The

metrics concentrate on not only wholesale funding dependency and maturity mismatching but

528 BCBS, ‘Basel III: International Framework for Liquidity Risk Measurement, Standards and Monitoring’,
December 2010, (BCBS, International Framework) p. 9.

52 BCBS, ‘Basel III: International Framework for Liquidity Risk Measurement, Standards and Monitoring’,
December 2010, (BCBS, International Framework) p. 7.
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532 BCBS, ‘Basel III: International Framework for Liquidity Risk Measurement, Standards and Monitoring’,
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also the amount of available unencumbered assets. >** The primary goal is to provide
supervisory authorities with significant information needed to evaluate a bank’s liquidity risk.
Moreover, they might employ additional metrics or tools to capture a specific part of liquidity
risk in line with their jurisdictions. Both the NSFR and LCR need authorities to create accurate
estimation about the funding stability and the liquidity and quality of bank institution assets.
The LCR seems more justifiable than the NSFR as it is difficult to imagine or assume a bank

institution having liquidity instability lasting up to one year.>®

4.3.2.2. The implementation of Basel Liquidity Requirements in Indonesia and the UK

The Indonesia implementation of the Basel 111 LCR and NSFR was introduced by the IFSA
on 23 December 2015 and on 13 July 2017, respectively, through the Indonesia LCR provision
2015 and the Indonesia NSFR provision 2017. Both the LCR and NSFR in Indonesia apply to
BUKU 3, BUKU 4, and foreign banks.>* In contrast, the EU introduced the implementation of
LCR and NSFR on 26 June 2013 under Regulation No. 575/2013 of the European Parliament
and of the Council with regard to liquidity coverage and stable funding. The specific
measurements for LCR and NSFR are explained in Article 411 et seq. of the CRR and the more
elaborate method is regulated in Recital 100 et seq. of the CRR.

HQLA must fulfil fundamental requirements, operational requirements, diversified
requirements, and requirements relating to market characteristics >’ in order to qualify an asset
as a HQLA under the Indonesia LCR provision 2015. A bank institution would be allowed to
convert HQLA into cash as needed to satisfy demand or withdrawal by short-term creditors
during a liquidity crisis that could potentially influence or impact bank business even if it
declined below 100%.%8 The requirement and use of liquid assets in Indonesia is mostly similar
to the EU implementation. Under 416 (1) CRR, liquid assets have to meet conditions which are
generally liquid: reliable funding sources in sales markets, readily marketable and not a
financial company obligation. They involve cash, transferable assets of high quality liquidity
and credit, other transferable assets of extremely high quality liquidity and credit, facilities of
standby credit provided by central banks, excluding emergency liquidity assistance and not

collateralised by liquid assets, transferable assets guaranteed by the BIS, IMF, central

53 BCBS, ‘Basel III: International Framework for Liquidity Risk Measurement, Standards and Monitoring’,

December 2010, (BCBS, International Framework) p. 31

%% Scott, H. S. (2016) ‘Connectedness and Contagion : Protectiong the Financial System from Panics.” Cambridge,
MA : The MIT Press, p. 179.

53 Article 5 the Indonesia LCR provision 2015 and Article 4 the Indonesia NSFR provision 2017
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government, the European financial stability facility, and central banks. Under Article 412 (3)
and 414 CRR, in times of distress, covered institutions might be allowed by competent
authorities to use liquid assets but when they do not fulfil or expects not to fulfil the
requirements, they should provide and report not only the relevant information to competent
authorities but also a plan for the timely compliance restoration.

The provision of LCR and NSFR might impact on debt markets and bank business models
and operations of monetary policy considerably. The LCR might have a direct effect on demand
on banks’ liquidity and their alternative to short term central bank security,**® while the NSFR
includes adjustments in composition of banks’ structural funding sources, indirectly
influencing not only money markets but also participation in monetary policy operations.
Particularly, the NSFR requirement might encourage a decrease in volume of the money market
and enhance the attraction of longer-term central bank refinancing operations.>*° Besides, the
Basel 11 liquidity requirements would increase demand on the liquid asset price and lead to
further rise in funding costs. It is likely that the liquidity requirements will not be inexpensive
and might have more effect ultimately on bank lending business than capital requirements.>*

Provision of liquidity might decline lending between banks or financial institutions,
resulting in worsening of a weak alternative for institutions during financial distress. A current
study showed that in a response to liquidity provision, bank institutions have reduced their
lending to financial or bank institutions, but not to non-financial institutions. °¥> The LCR’s
critics have expressed concern that the provision encourages more risky debt without any
decrease of contagion threat as it locks up safe debt.>** However, two primary advantages of
the LCR and NSFR have also been revealed. They provide policymakers or regulators with
adequate time to evaluate the bank’s liquidity position and plan to respond suitably in the face
of financial distress. They also enforce bank institutions to maintain preventive liquidity

cushions to mitigate not only funding liquidity risk but also liquidity mismatches. >

5% Bech M, Keister T (2012) ‘On the liquidity coverage ratio and monetary policy
implementation’ BIS Q Rev
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4.4. Substantive aspects of prudential provision between Indonesia and the UK/the EU:
divergence or convergence?

It is argued that although there are some similarities in substantive facets of prudential
provisions, particularly in capital and liquidity, between the UK and Indonesia, differences in
the implementation of these provisions have gradually emerged in these countries.

Both regulatory frameworks reject a zero-moral hazard. It is unlikely that moral hazard can
be avoided. The structures of prudential provision show that both countries are aware of the
potential risk of moral hazard that can threaten the health of financial institutions. Although
Indonesia and the UK face potentially dissimilar banking risks which could possibly impact on
banking stability, both countries are making efforts to mitigate moral hazard. It could affect the
stability of the banking system and huge costs would be involved in dealing with a troubled
bank. Therefore, higher capital level , as part of micro prudential provision, is vital to protect
banks from failure. CRD IV is similar to the 11 and 34 provisions 2016 which oblige banks to
maintain minimum capital in line with the International standard to mitigate moral hazard.

The scope of the framework of the Indonesia capital requirement is smaller than that of the
UK structure. The framework of the EU capital requirements applies to all banks and
investment companies, whereas Indonesia’s framework applies to all banks but does not
include investment firms. It could be argued that while Indonesia’s supervisory body focuses
on prioritising regulation of banks, some banks are engaged in investment firm business. For
example, in 2018, Bank Rakyat Indonesia (BRI) announced the acquisition of Danareksa
Sekuritas (a securities firm), with around 65% equity and as the main shareholder.>* However,
it is hard to recognise and monitor banks that also operate as investment firms if they are part
of a horizontal financial conglomerate. If banks and investment firms merge their capital,
concentration and interconnectedness, they can possibly grow bigger with less or improper
supervision. This raises the potential risks of instability and huge cost outlay in having to deal
with a troubled bank. Therefore, bank institutions require particular attention from the
Indonesia regulator, OJK (the IFSA), to control the use or flow of funding sources, but it is
important to regulate capital in respect of investment firms as well as banking institutions.
Although both the UK and Indonesia provision highlight the significance of capital

requirement, the UK regulation structure is more complete and more robust.

545 Hastuti, R.K. 2019. Ini alasan BRI akuisisi Danareksa Sekuritas dan Modal Ventura. CNBC Indonesia
https://www.cnbcindonesia.com/market/20190325183311-17-62825/ini-alasan-bri-akuisisi-danareksa-sekuritas-
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The financial regulator in Indonesia, OJK, has implemented components of Basel IlI,
particularly capital provision. The 11 and 34 provision 2016 prescribes that banks must
maintain minimum capital of 8% to 14% according to the different bank categories. The
minimum capital ratio in Indonesia, 8%, is similar to the UK bank capital ratio. It is interesting
to note that in practice, capital levels held by banks in Indonesia and the UK are dissimilar.
Based on chapter 2, banks in Indonesia maintain higher capital, with average Tier 1 capital of
around 19.25%, compared to those in the UK, approximately 15,65%. In relation to work in
chapter two, the ratio of RWA to total asset in Indonesia is high, around 70.61% compared to
the UK approximately 33,14%. These ratios of RWA to total assets might reveal that Indonesia
banks have higher exposure to risk than the UK, and Indonesia bank institutions have higher
capital level than the UK banks. .

Several studies in relation to section 3.5.1 in Chapter 3 , have shown that capital can
potentially have several impacts. In general, it can affect the banking system’s ability to supply
credit and liquidity and can increase costs.>* Significant reviews have been conducted by
several researchers to evaluate what effects such regulations would have in terms not only of
portfolio risk and balance sheet implications but also regarding safety and soundness.>*’ The
frameworks of the UK and Indonesia capital requirements have been underpinned by several
impact studies. In Indonesia, Suharningsih, Chawwa, and Indriani conducted a research on the
impact of an increase in capital provision on banks’ interest rate spread using accounting-based
assessment. They revealed that an increase of 1% in the capital ratio could be covered by raising
the interest rate spread by 6 basis points. >* Besides, Wayan and Ni luh showed that capital
ratio has a positive effect on profitability.>*® Regarding the Euro area economy, an analysis of
empirical work of the ECB revealed that higher bank capital ratio has several adverse effects
on loan supply. The CRD IV/CRR has greater impact for bank institutions with lower average

risk weights and for less capitalised bank institutions.>>°
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Bank capital is closely connected with other aspects of bank performance, such as lending
and profitability, but Indonesia’s loan distribution and bank profitability show increases from
2015 to 2017, although Indonesia banks maintain capital in excess of Basel 111 requirements.>>*
There are several assumptions relating to this analysis: supervisors would like to maintain the
health of financial institutions through over or exaggeration of capital level or strict supervision.
The next assumption is that bank institutions may understand the quality of their capital, but
they are unsure about their capital calculation relating to their RWA. Otherwise, the supervisors
and banks may lack the skill to perform capital calculation or determine the capital level.
Another assumption is that there is no standardisation of NPL calculation, which has led to
different approaches for determining the NPL level in Indonesia and the UK as well as in other
countries, leaving Indonesia bank supervisors unsure about whether banks’ NPL levels truly
reflect the banking risks. Alternatively, bank supervisors may understand the NPL level, with
their concern over NPL but they are unsure about the data provided by banks or the quality of
bank’s capital, so they encourage banks to hold capital levels far above the Basel Il

requirements.

Figure 4.4.2.5% Figure 4.4.3.
Chart B.1 UK banks have significantly strengthened their
capital resources since the global financial crisis
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1 more than IDR 30 trillion
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In the case of higher bank capital in Indonesia, it could be assumed that banks in Indonesia
could not effectively minimise the costs and boost their potential business. Furthermore, it also
could be argued that high capital in Indonesia could potentially cause the further problem of
moral hazard. For example, shareholders understand the minimum bank capital recommended
by Basel 111 and regulated by the 11 and 34 provision 2016. They might start to supply credit
carelessly and then stay calm despite potentially facing higher NPL because they think that
their bank capital level is considerably higher than the minimum capital required by Basel 111
and the 11 provision 2016. When higher NPL occurs, the capital level they hold will lower the
degree of NPL until the bank capital indicates the level of 8% based on their side of the capital
calculation. As a result, supervisors will face a new difficulty in monitoring bank activity and
determining capital level precisely and shareholder strategy.

Therefore, although banking regulatory structure in the UK and in Indonesia emphasises the
importance of capital degree in line with minimum capital introduced by Basel 11, the impact
of Indonesia’s higher capital level in association with other aspects of bank performance is
considerably bigger than that faced by UK banks. The thesis will come back to the discussion
of the possible impact of adoption of the UK capital level later in Chapter 6; for now, it is
important to note that the difference in the level of capital owned by banks in the UK and
Indonesia is a significant matter for bank institutions in terms of scaling their business or
augmenting their asset and profits but also for supervisors seeking to mitigate moral hazards.

The capital requirements of the IRB or Standardised model for credit risk could be applied
in Indonesia and the UK. However, the Indonesia models differ from the more comprehensive
UK approaches. These models under the 11 provision 2016 are likely to provide the legal basis
for the application of standardised and IRB models with one simple provision under Article 34.
A further provision provided by the IFSA is the 42 IFSA letter 2016 as the guideline for the
use of the standardised model. Neither the 11 provision 2016 nor the 24 IFSA letter 2016 have
provisions for the use of credit risk mitigation technique, treatment of securities exposures, and
treatment of credit risk adjustment under the Standardised model and IRB model, whereas the
UK approaches are regulated under the CRR. Indonesia’s provisions tend to lack
comprehensive techniques for improving the application of the IRB or standardised models.
There might be inaccuracy, ineffective and less optimal capital calculation as a result of using
these approaches. The UK financial market is more complex and bigger in structure than the
Indonesia financial market. The interconnectedness of banks’ balance sheets, GSIBs and
various financial innovations reflect the growing complexity of the banking market. Therefore,

the structure of the UK financial market has been rationalised in relation to the use of credit
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risk mitigation technique, treatment of securities exposures and treatment of credit risk
adjustment under the standardised model and IRB model. Indonesia’s financial structure and
provisions emphasise the national interest concerning the possible application of these
techniques.

Indonesia capital provisions emphasise the regulatory treatment of credit risk that is the
major threat for bank institutions. Employing a standardised method which is relatively simple
and less risk sensitive is one option to mitigate credit risk. This approach is similar to the UK
standardised method for credit risk. It is important to understand or develop the use of
calculation methods to determine capital requirement against or to mitigate credit risk. The
approach of capital calculation allows such institutions or private entities to determine the asset
quality or the quality of counterparty credit risk. There has been scepticism and problems have
arisen relating to this standardised approach to credit risk. The use of private entities not only
seems to raise doubts about the accountability of such institutions but would also require
adequate incentives which could limit their consideration of their rating’s effect on the overall
financial system.>®® Conflict of interest would be a potential problem if clients were to capture
the agencies. However, the UK’s rules on the standardised approach are laid down in a single
document, CRD/CRR, whereas Indonesia’s regulators divide their method into capital
provision as a basis of regulation for credit risk and circle letter of IFSA as the guideline for
calculation of credit risk using the standardised approach. The rules made by the IFSA could
change with introduction of different provisions and titles which might lead to inconsistency,
incoherence and consequent difficulty in identifying, recognising, and understanding the
intercorrelated meaning and rules in different provisions, notably in the 11 and 34 provisions
2016 and all the IFSA letters for the guide or instruction. Although both regulatory structures
highlight the importance of a standardised approach, the CRD is better structured and more
coherent.

Both regulatory frameworks provide the legal basis for closer association of the
measurement system for internal credit risk and tasks of prudential supervisors. They regulate
the alternative techniques of capital provision, particularly IRB which permits capital
calculation in line with the bank’s own approach for estimating needs of internal capital. It is
designed not only to evaluate all aspects of borrower quality via several methods but also to

hold or obtain more information on the latter in the capacity of lenders rather than third parties.
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There is an acute concern regarding IRB that supervisors will fail to recognise the complexities
of the internal methods and risks, thus “handing the regulatory reins effectively over to
regulated bank institutions themselves” without maintaining the consistent accountability. >>*
However, Indonesia’s regulatory framework for IRB is simpler and shorter than the UK
framework. There are still no further rules or guidelines or IFSA letter to regulate the
implementation of IRB in Indonesia. There are several assumptions relating to the IRB
framework in Indonesia: firstly, regulators in Indonesia attempt to fulfil or capture the rules and
implementation of the International standard but banks have not been ready to implement the
IRB approach or they have not prepared for IRB application, so it is likely that the short IRB
provision is the first step or foundation to more comprehensive regulation or its later
implementation. Secondly, the regulators might be aware that banks may lack experts with the
expertise or knowledge or competency to implement the IRB approach. Otherwise, regulators
might lack expertise relating to the assessment of complexities of internal models and risks.
Alternatively, the regulator, IFSA, may prioritise the implementation of a standardised
approach which is relatively simple and less risk-sensitive over the IRB method, believing that
the standardised approach is now in line with the national interest. Although both regulatory
frameworks emphasise the importance of IRB methods, in Indonesia they have not been fully
developed, particularly regarding provision of IRB for credit risk.

Both the UK and the Indonesia regulatory framework implement a similar supervisory
review process including interaction between ICAAP and SREP. It is impossible to neglect
banking supervision. To make efforts to satisfy regulatory obligations and objectives, the UK
and Indonesia both apply norms to regulate their supervisory strategy, including not only the
rules and standards for the evaluation of the banks’ internal risk-control tools but also the tasks
and powers of supervisory authorities. Their supervisory strategies have undergone significant
changes, from merely compliance control to a more dynamic process-oriented method, through
the continuous assessment of an internal risk-check approach. Both countries emphasise the
importance of dialogue between banks and supervisors to enhance the supervisory process, the
classic command and check mechanisms no longer being considered sufficient. This is
designed to achieve a sound and prudent management system and to avoid assuming risk which
surpasses the capacities or ability of the bank to check and monitor to mitigate or absorb losses.

Further, instability or disruption and costs are potentially attached to clearing up a failure of

554 Tarbert, H.P. (2000) ‘Are International Capital Adequacy Rules Adequate? The Basle Accord and Beyond’
University of Pennsylvania Law Review 148, p. 1835.
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bank supervision. Supervisory strategy such as early intervention ought to prevent possible
difficulties or aggravation of existing problems.

However, there are difference between the UK and Indonesia, particularly in terms of
disclosure requirements on the competent authorities, which can be of significant concern. It is
important to maximise transparency and accountability in order to minimise occurrence of
abusive practices.®™® Under article 143 of the CRD, the UK imposes general disclosure
requirements whereas Indonesia has not yet done this. Indonesia norms define briefly and
simply the tasks and powers of supervisory authorities. Under article 45 (1), the different
calculation of capital between supervisory authority and a supervised bank institution could
potentially be a problem due to no technical criteria and methodologies being used for review
and evaluation. It is possible to make two related assumptions: firstly, the UK banks have more
complex activities or businesses compared to their Indonesian counterparts. The UK banks also
have more complex market participants which want consistency and reliable results of
supervision from competent authorities. They want to ensure their funds are safe, secure and
protected. If the supervision is weak, they will worry about their funding. On the other hand,
Indonesia’s authorities merely follow or verify or validate the report provided by banks as they
do not have clear measurements, criteria, or methodology. There are several possible risks here,
including wrong decision or strategy and the concern of moral hazard and inconsistency of
supervisory reviews and evaluation and measurements. Supervisory capture of assessment
could possible occur when there is no transparency and accountability. Under Article 45, SREP
would be valid if there were differences in the result of capital calculation, but either uncertain
quality of result or a good result of capital calculation could potentially be provided by a
competent authority, resulting in inconsistency of supervisory reviews, evaluations and
measures due to there being no technical standard assessment procedure and methodologies
used for review and assessment.

In addition, the lack of clear measurement procedure could affect the authorities’ decision
if those authorities lack the capacity and ability to assess information collected from the
company or to make an evaluation as to the quality of the company’s process for satisfying the
objectives of regulators. Excessive time consumption and huge cost would also be possible

risks if a supervisor were to make a wrong decision due to unclear direction. The case of

555 Commission (2003e) Explanatory Memorandum, Proposal for a Directive of the European Parliament and of
the Council amending Council Directives 73/239/EEC, 85/611/EEC, 91/675/EEC, 93/6/EEC and 94/19/EC and
Directives 2000/12/EC, 2002/83/EC and 2002/87/EC, of the European Parliament and of the Council, in order to
establish a new financial services committee organisational structure, COM/2003/0659 final,5.11.2003.
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Century Bank in Indonesia, as has been discussed earlier in chapter 3, can be taken as an
example of no disclosure requirements on the competent authorities. Financial supervisors
lowered the capital requirement quickly when it was about to become a failed bank. There were
several assumptions; the authority wanted to resolve the Century Bank’s difficulties with a bail
out, so they reduced the requirement to make the bank eligible to obtain a financial safety
net. Otherwise, Indonesia’s authorities faced a problem in assessing the actual condition of
Century Bank due to data or capital manipulation or the authority not allowing for an adequate
supervisory process. Although both the UK and Indonesia provisions highlight the importance
of the supervisory process, the UK legislation is more comprehensive and robust through its
imposition of disclosure requirements on the competent authorities.
Figure 4.4.4

1.8 Issuance by Collateral Type and Country of Collateral: 2Q 2019
__ ABS _(DO/CLO (MBS RMBS  SME _ WBS/PFl_TOTAL

Belginm -
Denmark -
France 0.2 15.0 15.2
Germany 5.2 5.2
Greece -
Ireland - 0.2 0.6 0.8
Italy . 0.5 16 24 7.0
Netherlands - 0.3 7.1 T4
Portugal -
Spain i 29
UK 0.5 1.1 9.8 0.2 121
Other EU -
Other Europe 0.2 0.2
PanEurope - 9.7 0.3 10.0
Multmational -
European Total 115 0.7 25 342 25 - 6.7

Sowees: Bloombery, Dealogis, Deutscie Sank, JP Mongan, Mecquads, Rafinll, AFME, SIFMA

There are differences relating to disclosure requirements between Indonesia and the UK.
Regulation is conducted under CRD/CRR. Based on Figure 4.4.4 which highlighted different
products of financial innovation, it could be assumed that the UK would like to promote market
discipline as a funding strategy in order not only to encourage an informationally efficient
market but also to obtain and augment investor trust, resulting in boosting of the cash inflow.
In contrast, it is likely Indonesia has not regulated this into the IFSA provision. However, the

Indonesia Banking Statistic which includes quantitative terms and reports on the profile of
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Indonesia’s banking industry which includes qualitative both demonstrate the feature of
disclosure requirement as being in line with Pillar 3 disclosure requirements, Basel I1l. The
bank industry in Indonesia faces several potential risks. Firstly, there is no harmonisation of
information, due to the absence of detailed provisions. It could be assumed that not all bank
institutions would submit similar information to the IFSA about their condition, notably
regarding their capital or their exposure to risk. Furthermore, the market cannot access data on
particular banks. Consequently, the market has little trust regarding the condition of bank
institutions in Indonesia and Indonesia banks would have difficulty in gaining inflow cash or
funding from investors. Although the cases of UK and Indonesia highlight the significance of
disclosure requirement in practice, the legislation is more robust and comprehensive regulating
disclosure requirement in the UK compared to Indonesia, where there is no provision.

Finally, both the EU and Indonesian LCR provisions employ similar total net liquidity
outflow over a period of 30 days. They ensure that covered institutions could expect to maintain
the adequate liquid assets needed to cover the total amount of net cash outflows over a 30 days
period. If they merely used single day within 30 days, they might not predict accurately the
amount or assets needed to cover the total amount of net liquidity outflows up to the whole 30
days period. However, The LCR in Indonesia requires all covered banks to maintain or fulfil
the LCR with a minimum of 100 percent continually, calculated by dividing HQLA by the total
amount of its net cash outflow over a 30 days period of stress scenario. This is similar to the
Basel 111, but it is likely that the EU LCR under Article 412 (1) CRR is substantially more
severe than the Indonesian LCR. The EU LCR ensures covered institutions are liquid
institutions with adequate liquid assets as the sum of the values of liquid assets could cover the
net liquidity outflows (liquidity outflows less the inflows of liquidity). For example, if the sum
of the value of liquid assets is £60 million and the net liquidity outflows total £59,5 million, the
positive result, £0,5 million, can still cover the net liquidity outflows. In contrast, under the
calculation of Indonesia’s LCR by dividing HQLA by the total amount of its net cash outflow,
the positive result cannot cover the net liquidity outflow and cannot ensure banks are liquid
institutions. For instance, the value of HQLA is £25 million and the total amount of its net cash
outflow is £50 million, so the result of this division is positive 0,5 from £25: £50 (equal to 1:2).
Therefore, Indonesia should make additional LCR provision to prescribe the minimum result
of the Indonesia LCR calculation, 1:1, not merely positive. This will be discussed further in the
Chapter 6 and 7.
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4.5. Conclusion

This chapter considered Basel 3 as an International dimension of capital and liquidity
including the provision and the culture of Basel 3 and verdict on Basel 3. Then this chapter not
only consider the substantive aspects of prudential provision through the author’s examination
of Indonesia’s capital requirements and liquidity provision but also make comparison of these
aspects between the UK and Indonesia.There are dissimilarities between the two countries’
prudential normative structures. The EU structure allows more scope for application of capital
requirements to all banks and investments, whereas Indonesia’s legislative framework applies
only to bank categories.

Indonesia banks hold more capital, with average Tier 1 capital of around 19,25% compared
to those in the UK, approximately 15,65%. Furthermore, the ratio of RWA to total asset in
Indonesia is high, around 70.61% compared to the UK approximately 33,14%. These ratios of
RWA to total assets might reveal that Indonesia banks have higher exposure to risk than the
UK, and Indonesia bank institutions have higher capital level than the UK banks. The methods
for calculation of capital ratio in the two countries are similar. They could use either a
standardised approach or IRB methods for credit risk. The CRR prescribes the use of credit risk
mitigation technique, treatment of securities exposures and the treatment of credit risk
adjustment under the SA or IRB approaches, whereas Indonesia has not developed the use of
these techniques. The SA is ruled by the UK under single CRR, whereas Indonesia’s regulatory
framework uses several provisions to regulate the SA. Alternatively, both countries could use
the IRB approach to capital calculation for credit risk, but in Indonesia the IRB method has not
yet been developed.

Both countries employ similar supervisory strategy not only to analyse banks’ internal risk
control tools through ICAAP and lay down the tasks and powers of supervisory authorities
through SREP but also to assist supervisory authorities in recognising and evaluating trends of
liquidity risk through a common set of intraday and longer-term monitoring metrics. In order
to enhance the transparency and accountability of the supervisory review, the UK legislative
framework imposes disclosure requirements on the competent authorities, while Indonesia
regulatory authorities have not developed disclosure requirements yet. It is likely that
disclosure implementation in the UK and Indonesia differs in characteristics and nature under
their regulatory frameworks. Furthermore, in order to protect banks from failure, both
regulatory frameworks consider the implementation of LCR and NSFR but use dissimilar
methods of LCR calculation. The UK’s prudential normative structure is found to be more

comprehensive, well structured, robust and coherent than the Indonesian regulatory framework.
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The analysis of the differences in this Chapter will be used to further assess the possibility of
adoption of the UK provisions into Indonesia provision in Chapter 6.

However, both countries believe that moral hazard would potentially occur in a banking
business and could threaten the health of the financial institution, and therefore they do not
adopt “zero or free risk” policy. Rather, they are concerned with preventing a bank failure and
mitigating the possible effect and systemic risk of a bank failure. They have made similar
efforts to boost the quality of ex ante regulations, particularly regarding capital and liquidity
provisions, in order to enhance the health of their financial institutions. Their primary efforts
include strengthening micro prudential regulation and supervision, particularly of capital and
global liquidity standards. Nevertheless, these micro prudential regulations and supervisions
are not adequate to maintain financial stability at both the bank and system-wide level. The
next chapter will analyse the macroprudential provision in the UK and Indonesia that
complement the micro prudential regulation and supervision. Finally, while the cases of UK
and Indonesia both highlight the fulfilment of the three pillars of Basel 111 associated with micro
prudential provisions, the UK provisions are more comprehensive and robust than those of

Indonesia.
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Chapter 5 Substantive facets of macro prudential provisions in Indonesia and the UK
5.1. Introduction

The previous chapter highlighted not only Basel 3 as an International dimension of capital
and liquidity but also the substantive facets of prudential provision in the UK and Indonesia.
These provisions are aimed to address idiosyncratic risk. The reform provisions in the UK and
Indonesia signal a main change in the existing regulatory structure from a micro prudential
approach to macroprudential model. Generally, the current macroprudential provisions in
these countries attempt to mitigate crosscutting systemic risk and the time dimension of risk.
They include tools to mitigate spill over from shock, tackle main amplification mechanisms
of systemic risk and tackle risks from excessive expansion of credit in the financial system. In
this chapter, the author will concentrate on macroprudential tools in Indonesia and the UK
including macroprudential instruments for capital regulation, addressing maturity mismatch
(liquidity), and lending. The literature review revealed that it is hard to calculate the relative
potency of instruments, their particular impacts, and their effectiveness in lowering the
possibility of future financial distress.>*® Pramono et al recommend the implementation of
CCB which is one of macroprudential tools to assisst to address potential systemic risks from
excessive growth of credit in Indonesia®’ but Bank Indonesia implement 0% for CCB level
and it seems therefore suitable to study the UK macroprudential regulatory pattern in this
chapter to draw out interest points. Then, this chapter will discuss whether there is similarity
or difference between the UK and Indonesia macro prudential regulatory pattern. The chapter
is based on a study of existing macroprudential principle, International standards, current
papers and reports.

Section 5.2 analyses the tools or intervention method relating to macroprudential
approaches in Indonesia and the UK to respond to or address risks which involve cross
sectional and time dimensions. This include tools to mitigate spill over from shock, tackle
main amplification mechanisms of systemic risk and tackle risks from excessive expansion of
credit in the financial system. Although there are several instruments within the
macroprudential approach, this chapter will not discuss tools associated with monetary policy

or other regulatory and fiscal measures. This chapter will instead focus on classifying the

5% Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School.

557 pramono, Bambang & Hafidz, Januar & Adamanti, Justina && Muhajir, Maulana Haris, and Alim,
Muhammad Sahirul. “The Impact of Countercyclical Capital Buffer Policy on Credit Growth in Indonesia’, (
December 2015) Working paper/4/2015 Bank Indonesia, p.18
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instruments of macroprudential provision under three broad categories in relation to mitigation
of bank failure. The first set of tools addresses regulating capital requirements, notably through
the Countercyclical Buffer (CCB) and sectoral buffer, to restrict spill over from distress and
mitigate structural vulnerabilities. It is important for bank institutions to have higher capital
cushions for use as additional resources of loss absorbency associated with systemic risk in
the case of financial losses. This same subchapter will also discuss the leverage ratio. The
second set of tools addresses limiting maturity mismatches, including such as net stable
funding requirement and reserve requirements. The final set of tools addresses regulating
lending, notably loan to value (LTV), loan to income, and debt service to income (DTI). At
times, these tools could restrict the loan issuance through certain ratios, notably LTV, and also
could tackle risks from excessive expansion of credit.

Section 5.3 three—ofthe—chapter analyses the similarities and differences between
macroprudential provisions in Indonesia and the UK, and lead into the substantive critical
analysis of whether the Indonesian macroprudential regulatory regime would benefit from
adopting the UK provision and what the drawbacks might be, which will be the subject of the
next chapter. The final section of this chapter will provide the conclusions.

5.2. Macroprudential Tools in Indonesia and the UK

A regulatory authority is required to have a robust regulatory regime that includes
macroprudential regulations against procyclicality. Macroprudential regulation includes
macroprudential policy instruments that could be described as a set of measurement tools used
by the regulatory authority to observe, predict and prevent systemic risk and also to lower the
costs of systemic instability.>*

Several researches show that macroprudential policy tools could be effective in handling
systemic risk when they are used properly and well targeted.>*® Some researchers argued that
countries that employ a combination of macroprudential instruments have succeeded in
meeting their wider objectives of financial stability, notably through preventing excessive
liquidity mismatches or uncontrolled credit supply.®®® However, the review of literature

revealed that the relative potency of instruments and their specific effects are hard to calculate,

%% Delgado, F. L.and Meza, M.. (2011) ‘Developments in Financial Supervision and the Use of Macroprudential
Measures in Central America’ IMF, Working Paper 11/299

%9 IMF (2013b) *The Interaction of Monetary and Macroprudential Policies’ SM/13/1

560 Claessens, S. and Ghosh, S. R. (2012) "Macro-Prudential Policies: Lessons for and from Emerging Markets’ in
Proceedings of the 2012 EWC/KDI Conference on Financial Regulations on International Capital Flows and
Exchange Rates. Also, Lim, et al (2011)’Macroprudential Policy: What Instruments and How to Use Them?
Lessons from Country Experiences’ IMF, Working Paper 11/238
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and also their effectiveness in lowering the possibility of future financial turbulence remains
hard to calculate.®®* Therefore, several macroprudential policy instruments may mitigate or
tackle potential concerns of incentive, procyclicality and systemic risk, but no single instrument
could handle every concern equally.>®?

Each country, including the UK and Indonesia, might have dissimilar macroprudential
instruments. The measurement instrument provides opportunity for regulatory authorities to
identify or spot systemic risk effectively in the early stages. They could be implemented based
on a country’s characteristics or on which of the instruments are economically and politically
more suitable. For instance, the use of tools may differ according to variety in the banking size
or credit cycle in different countries. For analysis purposes, the thesis will separate the wide
range of instruments used particularly in the UK and Indonesia into three primary categories of
macroprudential measures, namely capital, liquidity and lending or credit.

5.2.1. Macroprudential instruments for capital regulation

Some of the regulatory agencies’ tools relate to instruments that minimise or restrict spill-
over from shock and mitigate structural vulnerabilities. These include capital regulation which
is also employed to achieve macroprudential objectives. This tool regulates an increase of
capital requirement as additional loss absorbency to minimise systemic risk in general through
countercyclical buffers and to reduce or mitigate risks stemming from specific sectors through
sectoral buffers, notably commercial or residential property. These buffer instruments tackle
similar risks but are complementary in either mitigating systemic risks which stem from a
specific sector or protecting the financial system as a whole against systemic risks.>®3

The countercyclical buffer instruments under the new capital regime have been introduced
by the Basel Committee as time-varying macroprudential tool. These instruments could be
employed to tackle the cyclical vulnerabilities in systemic threats.>®* The sectoral buffer is
intended to limit growth of credit exposure in specific sectors, whereas the countercyclical
buffer is purely aimed to be time varying and is activated once aggregated credit grows

565

excessively. The use of these capital buffers occurs or changes once there are signals of
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either a credit driven asset price boom or of infrequent and strong credit expansion. Therefore,
these changes or adjustments denote a dynamic capital buffer.

The primary intention of the CCB is to safeguard financial intermediary institutions from
the financial cycle impacts.®®® It is intended to safeguard the banking sector during excessive
credit growth periods that have frequently been related to increase or growth in systemic
threat.>®” Basel 111 employs the CCB to account for either the credit extension procyclicality or
the systemically significant capital surcharge which attempts to tackle the problem of too big
to fail (TBTF) institutions.>®® During the boom times, capital prerequisites will rise and during
downturn they will weaken.>®® The cyclical variant is aimed to calm the boom, mitigate the
bust, and boost capital during the boom period to give an extra cushion to cover unexpected
lossess during the downturns.®® In the UK, the sectoral buffer and CCB are implemented not
only in all building societies and bank institutions but also large investment companies. >"* The
use of these instruments could augment the banking resilience in two ways; firstly, by
enhancing capability of firms to absorb loss directly and enhancing the banking system’s ability
to withstand the stress period; secondly, through indirect impact on the amount of financial
facility provided by the banking system via the financial cycle, thereby lowering the severity
of distress periods. 572

Although several studies have been conducted on the need for more CCB tools, research on
the effects of CCB activation as applied by Basel 111 is very limited.>”® Aiyar et al examined
the effect of the bank specific capital requirement in the UK that was employed to bring about

countercyclical change under Basel 1.>’* They show that once a lender set emerges to whom

566 BCBS (2010) ‘Guidance for National Authorities Operating the Countercyclical Capital Buffer’ BIS
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Regulation Leak? Evidence from a UK Policy Experiment, Bank of England Working Paper No. 445, , p. 182.
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such prerequisites do notapply, effects of policy leakage may ensue that might cause 10ss.>” In
addition, they reveal that the CCB’s effectiveness relies on banks’ current capitalisation levels
to encourage analysis of their first bank balance sheet’s characteristics.>’® In a parallel paper,
they investigated how distress to minimum capital prerequisites is transferred globally, and
they identified a significant negative impact on cross border lending.%’” Furthermore, CCB has
been employed in particular in Spain, where the data indicate several areas of ineffectiveness;
importantly, it did not stop a banking catastrophe from happening.®’®

However, the CCB, by means of the CCB prerequisites, could lead to temporary calm during
macroeconomic stress periods, causing smaller rises in lending or loan rates and less serious
real economic contractions.>’® Benes and Kumhof show that CCB could cause significant rises
in welfare and it also lowers the need for CCB adjustments or alteration in policy interest
rates.>®® They show that the welfare benefits that could arise from well designed countercyclical
macroprudential provisions, at over 0.20% of steady state consumption, are large by literature
standards.The welfare benefits obtained from employing the policy rate in a countercyclical
way are similar to or possibly a little bigger than those discovered elsewhere.>®! In addition, to
strengthen banks’ resistance against an increase of systemic weaknesses, the CCB activation
augments regulatory capital prerequisites, which could contribute to the sector’s global
resistance or resilience.®2 Drehmann and Gambacorta studied the CCB’s impact on bank
lending and found that the buffer could calm boom, slowing down credit increases.>®

CCB is ruled in Article 3 the 34 IFSA provision 2016. This provision lays down an

additional capital buffer from 0% to 2,5% which is determined by an authorised authority.
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Interestingly, Bank Indonesia also regulates the countercyclical buffer for banks. It could be
assumed that regulatory overlaps between the IFSA and BI might occur in relation to regulating
or setting the amount of CCB. In general, the UK has also laid down a countercyclical buffer
that is ruled in the Chapter 4 CRD IV and the CRR. Article 440 in the CRR regulates disclosure
of information associated with Chapter 4 of the CRD. Regulation of CCB under the CRD
includes requirement to maintain specific CCB relating to the geographical distribution of
banks’credit exposures, setting and calculation of CCB, and recognition of rates of CCB in
excess of 2,5%. The CRD also lays down specific CCB equal to the calculation of total risk
exposure amount regulated by Article 92 (3) the CRR.

Bl has powers of direction associated with macroprudential instruments, whereas the FPC
has authorities of direction including directing the FCA and or the PRA to set a structure of
leverage ratio and restriction on the ratios of DTI and LTV. ° It also has responsibility for
policy decision on the rate of the UK CCB. An increase in the rate of CCB would raise the
capital level once the FPC judgement indicated or considered this as the best method to prevent
risks or threats of financial shocks. The rate of CCB will reduce once risks of instability are
considered to have lowered or once the amount of CCB is considered to be more adequate for
loss absorbency. 58 The FPC also has an authority of direction associated with enhancing the
sectoral buffer on exposure to particular sectors including commercial property, residential
property and also other parts of the financial sector.

Basel 111 set out another macroprudential instrument, the leverage ratio, in an effort to
encourage global harmonisation. It introduced the maximum leverage ratio to control or
manage risk which is dissimilar to the capital requirements. Leverage, which is a simpler tool
to implement, is a non risk weighted based ratio whereas the capital standard has risk based
requirements.>®® Jarrow reveals that the same instruments are used for monitoring or managing
risk of insolvency.%®” The Basel Committee introduced themethodology guideline for

calculating the leverage ratio in December 2010. It provided an approach for calculating the
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ratio of leverage regarding not only the descriptions of eligible regulatory capital: the measure
of capital, but also total exposure: the measure of exposure. >

Indonesia had not yet implemented the leverage ratio in 2017, but in December 2019, the
IFSA provided the leverage provision®®® and a consultative paper on revision of the provision
of obligation to fulfil the leverage ratio. In contrast, the UK started controlling the leverage
ratio of its financial institutions from 2016. There are several plans of different ratios;>® firstly,
all PRA banks have to apply the minimum leverage in order to mitigate the risk if internal rating
approaches are not successful in generating or providing suitable risk weighted capital. The
target of additional buffer of leverage ratio is the risk distribution within the financial system
for global systematically important banks. The final plan employs the countercyclical buffer of
leverage ratio in order to introduce additional flexibility by providing a buffer of systemic risk.
In 2018, the calculation methodology migrated to a binding measure regarding appropriate
calibration and review. The CRR also lays down calculation of the leverage ratio under Part
Seven Article 429. Article 511 (31) and Paragraph Introduction (95), stating that an appropriate
indicator of the leverage ratio in calculating an institutuion’s risk excessive leverage should be
identified to maintain or protect the resilience of different business models. When credit growth
is unsustainable or significant, the authorities boost the level of CCB and lower it once it is

growing moderately.

5.2.2. Macroprudential instruments for addressing maturity mismatch (liquidity)
Basel 111 also proposed that the NSFR be implemented by January 2018. The NSFR is
designed to protect banks with sufficient stable funding sources for up to one year. % Lallour
Mio reveals that the NSFR’s implementation in 12 of the largest US banking institutions will
lead to an increase in long-term funding sources, approximately $1.4tn by the end of 2007.5%
Stable funding sources are calculated as the percentage of the amounts and categories of equity

and liability assets required to be available or reliable funding sources for up to one year under

588 |_everage ratio is here used in the sense of a capital-to-asset ratio. It is sometimes expressed as a leverage
multiple, which is simply the inverse of the leverage ratio (D’Hulster, 2009). Regarding the BCBS (2012b, p. 21)
“[. ...] once a bank institution is denoted as having more leverage, or being more leveraged, this denotes a multiple
as opposed to a ratio, notably 3%. Therefore, a bank institution with a high leverage level would possess a low
ratio of leverage”

%89 The IFSA provision No. 31/POJK.03/2019 about obligation of leverage ratio (the 31 IFSA leverage provision
2019)

5% Financial Policy Committee (2015a) “The Financial Policy Committee’s powers over Leverage ratio tools”
Bank of England, A policy statement.

591 BCBS (2014b). ‘Basel III: the net stable funding ratio’

592 Lallour, A., & Mio, H. (2016) ‘Do we need a stable funding ratio? Banks’ funding in the

global financial crisis.” Bank of England Staff Working Paper No. 602

158



circumstances of extended instability. % Stable funding sources include not only preferred
stock and capital but also liabilities with maturities of more than one year and stable deposits.
%94 Under the final NSFR released by the Basel Committee in October 2014, three additional
requirements were included: at least 10 percent of the loan value has to be provided in stable
funding sources to back interbank loans with residual maturities of six months; 85 percent of
stable funding resources has to be provided to back the initial margin on derivative agreement;
and institutions have reduced ability to offset derivative assets by derivative liabilities. °%°

The Basel Committee has introduced new liquidity standards to increase bank resilience or
prevent possible disruption of long term funding, in the form of the Net Stable Funding Ratio
(NSFR). In Indonesia, stable funding requirements have been implemented through the IFSA
provision.>®® There are only three types of banks that have to satisfy the NSFR requirements,
namely BUKU 4, BUKU 3 and foreign banks. Therefore, other banks, such as BUKU 2 and
BUKU 1, do not have to meet the stable requirements. It is likely a binding provision. Bank
must calculate Available Stable Funding (ASF) and Required Stable Funding (RSF) to satisfy
NSFR, but the IFSA has authority to determine different NSFR if banks do not meet the stable
requirements. Banks must oversee, report and publish NSFR, but there are no specific
provisions that regulate particular items and components reported to the IFSA. There are
several administrative penalties if they disobey the Indonesia NSFR provision 2017. In general,
the Indonesia NSFR provison 2017 is similar to the UK NSFR provisions under the CRR and
CRD IV. One of these is the obligation of banks to meet and maintain and report stable funding
requirements. However, there are several differences between Indonesia and the UK NSFR
provisions that will be discussed in this chapter, particularly in Chapter 6 (subchapter 4) below
on why these differences are significant.

5.2.3. Macroprudential instruments for lending

This section concentrates on macroprudential instruments which affect the bank lending
side. Cerutti et al show that stricter macroprudential provision is related to lower growth of
credit, particularly in credit of households.®® Similarly, Akinci and Ohmstead-Rumsey report
that tightening of macroprudential instruments is related to lower growth of bank credit,

593 BCBS (2014b). ‘Basel I1I: the net stable funding ratio’

594 BCBS (2014b). ‘Basel I1I: the net stable funding ratio’

5% BCBS (2014b). ‘Basel I1I: the net stable funding ratio’

5% The IFSA provision no 50/POJK.3/2017 about NSFR for commercial bank (the Indonesia NSFR provision
2017)

597 Cerutti, Eugenio, Stijn Claessens, and Luc Laeven.(2015) *The Use and Effectiveness of Macroprudential
Policies: New Evidence.’ Journal of Financial Stability, 203224.

159



inflation of house prices and growth of housing credit.** The IMF reveals that macroprudential
instruments to limit build up of a boom involve restricting not only ratio of loan to value (LTV)
and affordability criteria but also ratio of loan to income (LTI).>°

First, the macroprudential instrument for credit is the LTV ratio which is used to determine
the amount that could be borrowed against the house value.®® When the ratio of LTV is higher,
the issuing bank will face higher risks. For instance, when the value of the collateral is at
£250,000 and the mortgage value is £190,000, the ratio of LTV is 76%. The borrower needs to
pay the other 24% with his/her own equity which is necessary to ensure his/her equity does not
come from debt elsewhere. If the ratio of LTV is 85%, the risk is higher than with 76%. If the
house is financed by 100% debt, the possibility of mortgage default will increase when there is
an increase in the annual interest rates. Therefore, in order to avoid the scenario or event of
borrower defaults, banks have to check and ensure the background of the mortgage carefully
through conducting due diligence.

The second macroprudential instrument is the ratio of LTI. It compares the specific amount
that could be borrowed for a mortgage to the overall borrower income and denotes that the limit
of the specific amount of mortgage will depend on the borrower income.®** Aikman et al assert
that restricting LTI and affordability criteria is imposed not only to ensure individual mortgage
borrowers can repay their debt when interest rates increase but also to limit the unsustainable
build up in household debts and the demand of aggregate externalities which were caused by
the financial downturn.®®> The FPC’s recommendations to the FCA and PRA in June 2014
ensure that bank institutions are restricted to providing no more than 15% of their total new
mortgage number at the LTI ratio of 4.5 or higher.®% Nevertheless, the limitation only applies
to bank institutions with lending value of real estate exceeding GBP 100 million per year.5%
The limitation on the high LTI amount prevents the growth of high risk mortgages which are

5% Akinci, Ozge and Jane Ohmstead-Rumsey (2017) ‘How Effective are Macroprudential Policies? An Empirical
Investigation’ Journal of Financial Intermediation, 1-25.

5% Aikman, D, Bridges, J., Kashyap, A., and Siegert, C (2018) ‘Would macroprudential regulation have prevented
the last crisis?” Staff Working Paper No. 747, Bank of England, p. 29

600 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School.p. 104

801 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School. p. 104

892 Aikman, D, Bridges, J., Kashyap, A., and Siegert, C (2018) ‘Would macroprudential regulation have prevented
the last crisis?” Staff Working Paper No. 747, Bank of England, p. 28

693 Financial Policy Committee (2014a) *Record of the Financial Policy Committee Meetings 17 and 25 June 2014’
Bank of England. Available at:
http://www.bankofengland.co.uk/publications/Documents/records/fpc/pdf/2014/record1407.pdf.

604 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School.
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served by a few of the banks that dominate the mortgage business and which could possibly
become systemic prior to a collapse that could potentially trigger big systemic risks. Another
macroprudential instrument is the DTI ratio which is used to determine or measure the ratio or
level of the overall borrower indebtedness. Gelain et al contend that the most effective
macroprudential instrument to lower the volatility in debt and house prices is limit of DTI. 8%
It compares the particular amount of all of the household mortgage indebtedness that has to be
satisfied to the overall borrower incomes. It restricts the mortgage proportion which could be
provided by bank institutions to borrowers with relatively high indebtedness. The restriction
aims to prevent unlimited growth of such a real estate market in a country.6%

The recommendation of the FPC on October 2014 in response to the announcement of the
Chancellor was that powers of direction should be provided to the FPC relating to housing
market instruments, such as the restriction of LTV and DTI in respect of owner-occupied
mortgage lending. The FPC’s powers of direction should also involve instruments, notably
ratios of DT, in respect of buy to let residential mortgage lending that would be consulted on
by the government separately, based on the recommendation, by the end of 2015.%°7 In general,
Indonesia has not implemented the LTI and DTI, but has been using CCB, LTV and minimum
reserve requirement (RR) plus Loan Deposit Ratio (LDR). On the other hand, the UK already
implements the LTV, LTI and DTI, including the ICR, to handle buy to let lending which poses
risks to financial stability. These risks stem from the primary channel involving not only credit
risk and the amplification risk of the house price cycle but also the possibility of high
indebtedness interacting with these two channels.®%

The losses from credit default on buy to let residential mortgages could have an adverse
effect on the banks’ balance sheet and also the resilience of the banking system due to a
reduction of the value of real estate and an increase of the loss risk in house assets. Besides the
potential risk from buy to let residential mortgage there could be amplification of housing
market cycles in upswing and falling house prices which can incur indirect cost for the wider
economy and boost the risk of financial stability. Therefore, in order to mitigate the risk of buy

to let residential mortgages, the FPC recommendation to the PRA and FCA ensures that buy to

805 Gelain, P., Lansing, K.J., Mendicino, C. (2013) ‘House prices, credit growth, and excess volatility: implications
for monetary and macroprudential policy.” International Journal of Central Banking 9, 219-276.

6% Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School. p.105.

807 FPC power of direction policy

608 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications
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let residential mortgages are required to be restricted through the LTV ratio and ICR, which
will act to lower the credit supply.®%®

In addition, the two instruments, LTV ratio and ICR, can lower the level of the channel of
amplification.®® Research from the CBI identified a positive correlation between the share of
buy to let borrowers and amount of house price overvaluation. Overvaluation of residential
prices might cause an unsustainable rise in indebtedness for all residential borrowers or
mortgagors.®!! Also, the restriction of ICR might safeguard against amplification level in
upswing, specifically when house prices rise much faster than rents, as well as the possibility
of the mortgagors experiencing an operating loss in the downturn.5?

These three ratios, LTV, LTI, and DTI, are complementary and ought to be determined by
financial authorities with prudence.®®® The lenders have to comply with a strict regime of these
three ratios to restrict build-up of a boom. If they merely obey one or two of these ratios, such
as the LTV ratio without DTI or LTI or vice versa, it will increase risk taking or speculation
regarding taking on more mortgage without considering or assessing all of the household
indebtedness that could be covered by the mortgage income. Igan and Kang revealed that the
restriction on the ratio of DTI and LTV could restrain speculation on real estate in the first
place.®* Avoiding speculation could lower both the exposure of borrowers to shock and
volatility in consumption of household debt.

Therefore, all the macroprudential instruments above concentrate on mitigating systemic
risk deriving from credit growth that is procyclical in behaviour. Several researches reveal
dissimilar implications across macroprudential tools. Basten and Koch explained the
instrument of CCB has little implication for credit growth.5'® Besides, Tovar et al reported that

the Reserve Requirement instrument is ineffective in lowering credit growth.%® On the other

609 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications

610 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications

611 Coates, D, Lyndon, R, McCarthy, Y’ (2015) ‘House price volatility: the role of different buyer types’ Central
Bank of Ireland Economic Letter Series, No. 2

812 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications

613 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School. p. 104

614 Igan, D., and Kang, H. (2011) "Do Loan-to-Value and Debt-to-Income Limits Work? Evidence from Korea’
International Monetary Fund, Working paper, No. 11/197

615 Christoph Basten and Cathérine Koch (2015) ‘Higher Bank Capital Requirements and Mortgage Pricing:
Evidence from the Countercyclical Capital Buffer (CCB)’ BIS Working Papers No 511, p. 6

616 Tovar, C. E., Garcia-Escribano, M., & Martin, M. V. (2012)’ Credit Growth and the Effectiveness of Reserve
Requirements and Other Macroprudential Instruments in Latin America.” IMF Working Paper 12/142: 1-29
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617 in Indonesia, whereas

hand, CCB and RR plus LDR tools are able to mitigate procyclicality
the LTV instrument could lower growth of credit, but not mitigate procyclicality.5'® Also some
studies showed that LTV and CCB as instruments of macroprudential provision are effective
in minimising the risk of credit expansion in emerging countries.®’® Therefore, the
macroprudential instruments above, such as RR, CCB, and LTV could be successful in terms
of diminishing the procyclicality or credit expansion or the upswing financial movement during
financial distress. However, macroprudential provisions pose several challenges that might

weaken their impact.

5.3. Substantive aspects of macroprudential provision in Indonesia and the UK:
divergence or convergence?

Bank of Indonesia performs macroprudential regulation and supervision in order to prevent
and lower systemic risks and enhance efficiency of financial access and financial system.®®
Regulating macroprudential uses regulatory instruments in order to (a) strengthen capital
resilience and prevent excessive leverage; (b) to manage the function of intermediation and
control risks of credit, liquidity, exchange rate, interest rate and other risks which have the
potential to become systemic risks; (c) to limit the exposure concentration; (d) to strengthen the
resilience of financial infrastructure, and (e) to improve the efficiency of the financial system
and access to finance.®* Bank of Indonesia conducts macroprudential supervision throughout
(@) financial system surveillance, (b) assessment of bank institutions and other institutions
which possess a connection with the bank institutions if necessary.?? The Central bank ought

to be macroprudential regulatory body as maintaining stability of financial system connects

617 Utari, G. A. D., Arimurti, T., & Kurniati, I. N. (2012) ‘Pertumbuhan Kredit Optimal (The

Optimal Credit Growth).” Buletin Ekonomi Moneter dan Perbankan. Vol. 15(2): 3-36

618 Dana, B. S. (2018) ‘Evaluation of Macro-prudential Policy on Credit Growth in Indonesia: Credit Registry
Data  Approach.”  Etikonomi:  Jurnal =~ Ekonomi.  Vol. 17 (2): 199 - 212. doi:
http//dx.doi.org/10.15408/etk.v17i2.7324

619 Fendoglu, S. (2017) ‘Credit Cycles and Capital flows: Effectiveness of The Macroprudential Policy Framework
In Emerging Market Economies.” Journal of Banking and Finance. Vol. 79: 110-128. doi:
https://doi.org/10.1016/j.jbankfin.2017.03.008 . Also, Drehmann, M., & Tsatsaronis, K. (2014) ‘The Credit-to-
GDP Gap and Countercyclical Capital Buffers : Questions and Answers.” BIS Quarterly Review, March 2014.
Retrieved from: https://www.bis.org/publ/qtrpdf/r_qt1403g.htm

620 Article 2, the provision of Bank Indonesia, No. 16/11/PBI/2014 about macroprudential regulation and
supervision

621 Article 3, the the provision of Bank Indonesia, No. 16/11/PBI/2014 about macroprudential regulation and
supervision

622 Article 5, the provision of Bank Indonesia, No. 16/11/PBI/2014 about macroprudential regulation and
supervision
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well with the purpose of lender of last resort and policy of monetary.®2* On the other hand, the
FPC which is a subsidiary of the Bank of England has responsibility for macro prudential
provision. It would have macro prudential instrument to control or regulate financial
intermediary institutions. It is to function and operate as a sub commission of the bank’s court
of director with major purposes: to provide contribution to the success of the financial stability
purpose of the financial intermediary institution and to encourage the Government economic
policy, as provided by the Treasury.®?* It is important to note that the words of the purpose of
the financial stability has been enhance to underline that the financial intermediary institution
has to safeguard and augment the UK financial system stability.®® There are three primary
functions of the FPC: (a) monitoring the financial system’s stability with scrutiny to monitor,
identify, and address systemic risk; (b) preparing reports on financial stability; and (c)
providing binding directions to the PRA and FCA so its macro prudential policies are properly
implemented.®* By possessing the FPC within the Bank of England, Tucker contended that the
government is making assurance that stability does not decrease by the verge, into the gap
between the provision of companies and policy of monetary.’

Both regulatory frameworks reject free systemic risk of boom and bust in the financial cycle.
However, they are unlikely to avoid procyclical credit growth. The macroprudential provisions
show that both countries are aware of potential risk of procyclicality that could threaten the
financial system as a whole. Although Indonesia and the UK face potentially dissimilar banking
risks, particularly relating to credit growth which could possibly have a financial cycle impact
on the banking system’s stability, both countries attempt to mitigate procyclicality. Hence, the
effectiveness and efficiency of CCB as part of macroprudential provision is vital to mitigate
procyclicality and safeguard financial system. The CRD and CRR are mostly similar to the 34
IFSA provision 2016 and the 17 BI provision 2015 which oblige banks to lay down additional
capital buffers in line with the International standard to mitigate procyclicality. However, there

are differences in the regulatory structure.

623 Blinder, A. (2010) 'How central should the central bank be? ', Journal of Economic

Literature, 48(1), pp. 123-133.

624 Financial Services Act 2012 s.4;; new Bank of England Act 1998 ss.9C and 9D

625 Financial Services Act 2012 s.2. The financial stability objective of the Bank of England was first introduced
by the Banking Act 2009 s.238 which inserted s.2A into the Bank of England Act 1998.

626 Financial Services Act 2012 s.4; new FSMA 2000 s.9G.

627 Tucker, P. (2011) 'Macro and Microprudential supervision', Speech given by Paul Tucker, Deputy Governor
Financial Stability, member of the Monetary Policy Committee and member of the interim Financial Policy
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Figure 6.5.1
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The regulatory structures of both countries regulate a relatively similar percentage of CCB
level, but in practice the different banks’ CCB levels in these countries are a significant concern.
It is interesting to note that the CCB level owned by banks in Indonesia and the UK are not
similar. Banks in the UK maintain higher CCB levels, with an average CCB level of around
2%°2 in 2019 compared to the Indonesia banks’ level of around 0%. In 2017, the Bank of
England augmented the rate of CCB to 1% or about approximately £11.4bn in aggregate to
protect against other macroeconomic risks, notably a disorderly Brexit and other material risks,
such as growth of consumer credit, asset valuation, level of global debt and misconduct costs.®?°
It could be argued they determine the CCB level in relation to the potential risks they are facing.
In the UK, banks endeavour to mitigate the possibility of financial cycle impacts during
excessive credit growth periods. Figure 6.5.1 regarding the growth of mortgages indicates the
possibility of increases in lending and residential transactions. The CCB level should be used
to calm the boom and mitigate the bust which might lead to unexpected losses during the
downturn. Although it could mitigate these possibilities, the UK might not be able to
completely ensure the safety of the financial system from financial cycle impacts. CCB has
been employed in Spain, for example, where the data indicate that it did not stop a banking

catastrophe from happening.®3°

628 Bank of England. Financial Stability. Latest announced rate of UK CCB with binding impact from December
16 2020

629 Binham, Caroline and Arnold, Martin. (2017) ‘BoE tells banks to hold extra £6bn buffer for risks beyond
Brexit’ Financial Times accessed 7 February 2020.

830 Saurina, Jesus, 2009, “Loan Loss Provisions in Spain. A Working Macroprudential Tool,” Revista de
Estabilidad Financiera, 17, pp. 11-26
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In contrast, in Indonesia, the BI provision regulates the CCB level at around 0% and, in
practice, banks also hold 0% of CCB but they maintain higher capital levels as already
discussed in Chapter 4 above. It could be argued that government or regulatory bodies assume
that the banks’ condition and property market are still sound and safe. Indices of property prices
still show a positive increase, although there are fluctuations year on year as shown in figure
6.5.2 below.®3! If property prices are stable or there is a positive increase, the potential losses
of banks could be mitigated. Therefore, it could be assumed that regulatory bodies in Indonesia
have not needed to tighten the CCB level as they might assume that the possibility of financial
cycle impacts during excessive credit growth periods is lower. However, although there were
fluctuations in growth of property sales between 2018 and 2019, property sales showed a
significant increase from -15% to 13%, This might have been caused by BI provisions not
tightening the LTV ratio as will be discussed below in this subchapter

Therefore, Indonesia might not be able to calm the boom and mitigate the bust if there are
unexpected lossess during the downturn. Dana reports that the CCB implementation is
ineffective in affecting growth of credit but is not ineffective in preventing procyclicality of
credit growth.®32 Besides, it could be assumed that the possibility of credit default might be
lower due to banks’ high capital levels. In other words, banks would be careful to evaluate
credit comprehensively and endeavour to mitigate moral hazard covered by their high capital
levels. If moral hazard could be minimised with high capital, banks could prevent credit default
and sale of collateral to address credit default. As a result, stability of property prices could be

maintained to be stable through avoidance of property selling to address credit default.

Figure 6.5.2. Development of index of residential property price from 2016 to 2019

831 Bank Indonesia (2019) ‘A survey of residential property price’
https://www.bi.go.id/id/publikasi/survei/harga-properti-primer/Documents/T riwulan%20111%20-%202019.pdf
82Dana, B. S. (2018) ‘Evaluation of Macro-prudential Policy on Credit Growth in Indonesia: Credit Registry Data
Approach.” Etikonomi: Jurnal Ekonomi. Vol. 17 (2): 199 — 212..
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It could be argued that the CCB is quite ineffective because of a limitation influencing the
use of time varying tools. The countercyclical buffer instrument would vary in relation to the
growth of credit. When asset prices or leverage or credit growth are excessive, bank institutions
have to provide additional capital cushions. One emerging question is how long banks will have
to hold a countercyclical capital buffer, although the macroprudential authority in Indonesia
will review the amount of the capital buffer in 3-4 months. Time will be needed to assess the
impact of the growth of credit. For example, there was significant credit growth in October
2019 and the authority obliged banks to provide a high countercyclical buffer, such as 2,5%.
In February 2020 the trend of credit growth tends to be low or reduced and the authority will
likely lower the level of the capital buffer as well. In September 2020 or August 2021, there
will be many credit defaults that could potentially influence stability. In such times when credit
default occurs, banks hold only a low level of countercyclical buffer, notably 0%-0,5%. In bad
times, it is likely banks will not increase or provide more buffer as they are likely to concentrate
on obtaining more funding against the difficulty or the run or the lowering of house prices or
the instability. Therefore, the effectiveness of the capital buffer is not certain because of several
factors such as time of credit growth and time of its impacts, so the measure can vary and needs
to be explained more specifically.

Besides, prices, notably of certain assets or property or house prices which increase
significantly could be hard to identify clearly as a bubble ex ante because of a change in non
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fundamental aspects or fundamental aspects or a combination of the two.%%® For instance, an
increase could occur in commercial property prices in a particular area of around 15% within a
period of four months. Once there is growth due to business relocation to this area, notably in
fundamental aspects, it is not identified as a bubble. A bubble could occur once, in order to
obtain short term profits, investors survey or study the prospects of business relocation and then
acquire houses or buy assets, thus stimulating an increase in property prices. Speculation by
businesses may contribute 8% and local business effect might cause an increase in property
prices of around 18%. However, the way in which non fundamental aspects affect the property
price and become dangerous speculation is difficult to justify or identify.®3

The UK provision regulates sectoral buffers under the CRR and CRD. The UK has a clear
potential risk, notably regarding house prices, long term mortgage lending with uncertainty in
the interest rate, and securitisation .°3® These potential risks include default credit, externalities,
maturity mismatch, liquidity problem, interconnectedness and systemic banks that could impact
banking systems in other countries. These concerns might possibly affect the banking stability.
Therefore, the UK needs sectoral buffers to restrict the growth of credit exposure in specific
sectors, such as buy to let residential lending. In contrast, Indonesia has not regulated the
sectoral buffer yet. Indonesia has a different market. It could be assumed that the banking
market in Indonesia is safer based on its retail market compared to UK banks that use several
different innovative products, such as credit default swap. It is likely that regulatory bodies in
Indonesia do not prioritize the capital provision of sectoral buffers because it could possibly
increase banking costs, and make the banks less competitive if they transfer the cost into higher
interest rates, and could potentially influence banking development in Indonesia. The banking
sector could grow more slowly due to the high costs.

There are possible risks including losses, bank balance sheet concerns, and huge costs.
Although the biggest percentage of growth of credit is contributed by wholesale and retail trade,
and processing industry, Indonesia has a potential risk in the form of different currency and
interest rates.%®® Debtors import goods from overseas using dollars to run the business,
predominantly for wholesale and retail trade, and processing industry. They use banking

services or credit facilities in dollars, but they sell their products in Rupiah and they have to

633 Bernanke, B, and Gertler, M. (2000) *Monetary policy and asset price volatility’ NBER WP No. 7559

834 Metzing, P. C. (2016) ‘Macro-prudential financial regulation of banks after the crisis of 2008.” Newcastle
University Business School. p. 102

835 Jay Cullen (2017) ‘Securitisation, Ring-Fencing and Housing Bubbles: Financial Stability Implication of UK
and EU Bank Reforms.’

836  Indonesia Financial Service Authority (Otoritas Jasa Keuangan “OJK”), (2017) ‘Report of
Indonesia Banking Profile’ Quarter 2

168



repay their credit in Dollars. When there is economic distress or economic or political issues
that influence International trade and Indonesia’s economy, the Rupiah could be lower in value
than the Dollar or other currencies, notably the GBP, and interest rates could potentially
increase. This could affect the ability of debtors to repay their credit. Banks could also possibly
suffer losses if debtors could not repay their payments and their collateral could not cover their
credit. Banks losses create bank balance sheet concerns and potentially cause liquidity
concerns. Banks suffer huge costs to address these difficulties. Therefore, the UK provision is
more preventive and robust than Indonesia provision.

Both the UK and the Indonesia regulatory framework, in general, highlight a similar
leverage ratio. It is impossible to neglect excessive leverage risk that can potentially build up
not only in individual bank institutions but also in the financial system as a whole. In efforts to
prevent the risk of excessive leverage, both the UK provision, including the CRR and policy
statement 28/18,%%" and the Indonesia provision regulate not only appropriate adjustment to the
measure of capital and the measure of total exposure but also its reporting®3. The appropriate
adjustment of capital requirement is designed to ensure that banks have a tool to tackle any
build-up in systemic wide leverage. Also, it could be argued that both regulatory authorities
highlight the importance of leverage ratio reporting in order not only to boost supervision of
the leverage ratio but also maintain a prudent leverage level that will enhance the loss

absorbency of a bank institution.

Figure 6.5.3. Figure 6.5.4.

Comparative in

2017 Capital | Leverage®®
BUKU 1 21.73% | 12.64%
BUKU 2 25.32% | 15.79%
BUKU 3 25.22% | 15.98%
BUKU 4 21.43% | 14.65%

837 UK leverage ratio: implementing the structure to systemic ring fenced bodies and reflecting the buffer of the
systemic risk.

838 The 31 Indonesia leverage provision 2019

839 According to LPIP TW 11-2017, The majority of capital components involve core capital with around 91.49%
and the dominant percentage of core capital is common equity tier 1/CET 1. Leverage is calculated by a more
commonly used measure: equity/total assets. In this figure, data on core capital and assets between 2012 and 2017
are analysed using this measure to determine the trend of leverage over these periods of time.
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Chart B.3 UK banks' leverage ratios have strengthened Foreign Banks | 53.03% | 40%
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However, the differences in leverage levels between these countries is a significant concern.
It is interesting to note from figure 6.5.3 and 6.5.4 above that Indonesia banks have larger
leverage ratios than the UK banks. Indonesia banks, with an approximate average of 14,65%,
have ratios almost one quarter higher than those of the UK banks (3,25%). Interestingly, foreign
banks in Indonesia have a significantly high level of leverage of around 40%. High leverage is
representative of the UK banking system. Leverage is boosted to supply more credit and
maximise profit, resulting in a bigger banking system because of an increase in banking assets.
But in Indonesia, the degree of leverage might not represent the condition of the banking
system. With high leverage, they will supply more credit and the banking assets would increase
significantly and the banking system would develop considerably. However, these assets have
not grown substantially and the trend of assets of foreign owned banks tended to reduce
between December 2015 and October 2017 even though they had the highest leverage, around
40%.54° There are several assumptions relating to high leverage in Indonesia. It could be
assumed that banks in Indonesia increase leverage to invest in very risky assets. Alternatively,
banks increase leverage to increase capital, not to generate profits due to capital provision that
demands boosting of capital. Otherwise, banks’ leverage could be high because they aim to
increase the quality of service or lower operational costs, for example, to buy technology,
increase bank infrastructure or buy a building for a head office or add a branch office. Another
assumption is that bank leverage is high because foreign banks use their money or deposits for

their head office overseas, not to increase the credit supply in Indonesia.

640 The IFSA, 2017. ‘Indonesia Banking Statistics’ vol 15 No.07 Otoritas Jasa Keuangan 197
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Therefore, the regulatory authority should conduct further research to identify and analyse
the causes of high leverage accurately and the relationship with other data on Indonesia’s
financial structure. Another difference is that the UK has implemented model requirements of
an additional leverage ratio buffer for GSIB from 1 January 2019 whereas Indonesia does not
regulate this additional leverage ratio. The UK banking sector poses systemic risks and risks
from interconnectedness. The adoption of additional leverage for GSllIs could effectively assist
to lower the risk of excessive leverage for GSlls. In contrast, Indonesia has not implemented
an additional leverage ratio buffer for GSlls yet. The UK’s banking system is much bigger and
more interconnected domestically and globally than that of Indonesia. It could be assumed that

the IFSA adjusts the leverage provision in line with national interest and bank condition.

Figure 6.5.5
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In terms of the high leverage level in Indonesia, certain assumptions can be made. Firstly,
the high degree of leverage in Indonesia should show high profitability generated by banks, but
based on figure 6.5.5 the banks’ profits have not increased significantly. It could be assumed
that the degree of high leverage does not represent its level precisely due to no standardisation ,
clear calculation and measurement. It could be argued that these concerns could lead to
miscalculation of the leverage ratio and banks have no similar measurement to calculate the
level accurately. As a result, these factors could lower the prudent level of leverage and the loss
absorbency of banks, leaving them worse equipped to handle financial shocks. The second
assumption is that banks hold high capital in order to maximise their profit because they might
possibly assume that they could minimise the possibility of bank failure even though they are
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making riskier project choices. However, Indonesia banks face high NPL concerns that are
driven by bad management, moral hazard and skimping behaviour.®* If these concerns still
arise and regulatory bodies and banks still cannot minimise them, the possibility of higher
project returns would likely be small. Consequently, it could potentially lead to bank failure
and financial distress if many riskier projects were to default or fail. Although both regulatory
frameworks highlight the importance of the leverage ratio, in practice, use of the leverage ratio
is more dangerous or riskier in Indonesia due to the possibility of both high risk of project
default and bank failure.

Both the UK and the Indonesian regulatory framework, in general, highlight a similar stable
funding provision including obligation of long term funding. It is necessary to maintain long
term funding. To satisfy their regulatory obligation, the UK and Indonesia both have norms to
regulate calculation of stable funding ratio and its reporting or publication. Both countries
emphasise the importance of reporting of stable funding ratio to augment supervision of
minimum stable funding. This is designed to ensure that bank institutions maintain stable
funding in line with the items requiring stable funding or asset composition and items providing
stable funding. Maturity mismatch, bank run and costs are implications attached to clearing up
a failure to maintain stable funding.

However, there are differences between the UK and Indonesia, particularly in terms of
clarity or transparency of items requiring stable funding or asset composition and items
providing stable funding. The UK imposes items needed for obligation of reporting on stable
funding®? whereas Indonesia has not described these specifically and explicitly yet. The UK
provision provides more detail on items requiring/providing stable funding. It is argued that the
UK regulatory authorities would like to ensure and encourage standardiaation of reporting,
including clarity or transparency of clear measurement and criteria for reporting on stable
funding. Without clear standardisation of items needed in reporting on stable funding, they will
not be able to assess the reporting provided by banks comprehensively or obtain precise or
accurate results. On the other hand, Indonesia norms merely include simple reporting, notably
information about calculation of stable funding and analysis of development of stable funding.
There are several assumptions relating to Indonesia’s provision of long-term stable funding. It
could be assumed that the majority of Indonesia’s banking credit market is retail whereas the

UK has a complex market, notably of securities and derivatives. In addition, it could be

841 Infra. Chapter 3. Subchapter 3.3.1.
842 Article 427 and Article 428 CRR.
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assumed that Indonesia regulatory bodies have endeavoured to prepare the foundation for a
legal base of stable funding in line with the International standard. In other words, it is likely
they still have no blueprint for standardisation of items requiring stable funding, but they would
develop the provision in line with Indonesia’s economic conditions and with Basel to mitigate
maturity mismatch and maintain long term funding. Besides, it also could be assumed that
Indonesia regulatory bodies merely validate and follow the reports provided by bank
institutions without clear objectives on what, why and how to analyse the accuracy of data due
to no clear measurements and criteria. Therefore, the regulatory body cannot assess the stable
funding comprehensively. In other words, it is likely they are merely followers of reporting
provided by bank institutions, resulting possibly in wrong decisions due to the above omissions
in their procedure. There are several other possible risks, the first of which relates to accuracy
of the data or trust in the data. Bank institutions might provide data that is deemed good based
on their side because regulatory authorities do not oblige them to conduct comprehensive
analysis of the required data. The second risk relates to unstandardized data. Every bank
institution might possibly provide different items requiring/providing stable funding. Another
risk relates to no consistency of bank reporting on stable funding because of no standardization
n of methodology or use of different methods among bank institutions, resulting in potentially
uncertain quality of the result or uncertain result of calculation of stable funding.

Both the UK and the Indonesian regulatory framework, in general, highlight the importance
of macroprudential tools for credit. It is impossible to neglect the build-up of a boom that could
potentially lead to volatility in consumption of household debt. To avoid the build-up in
household debt, both the UK and the Indonesia provisions regulate ratio of loan to value.
Nevertheless, in these two countries there is different implementation of ratio of loan to value
and other macroprudential tools for credit. The UK employs tools of LTV, LTI and DTI
including ICR. The UK uses these instruments because of concern not only that the
development of the housing market might carry risks to banking stability but also to develop
tools or strategy to tackle such risks.%*® There has been a significant increase in the Private
Rented Sector (PRS) since 2002, from around 10% of dwellings (2.5 million dwellings) to
approximately 19% of all dwellings (5.2 million dwellings) in 2013 based on figure 6.5.7

below.®* Figure 6.5.6 shows that there has also been growth in buy to let residential lending

843 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications
64 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications
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since 2010, although there was a decline sharply between 2007 and 2010. In 2015 the level of
new buy to let residential lending was slightly higher than the proportion of new buy to let
residential lending in 2007.%4° Restriction using these macroprudential tools, notably LTV ratio
and ICR, to measure underwriting standards in buy to let residential lending can lower not only
the default probability and the loss given default on individual residential lending but also the

possibility that borrowers of buy to let residential mortgages will fall into default or arrears on
their loan.

Figure 6.5.6  Growth in buy to let residential lending, 2000-2015

Stock of new and existing buy-to-let mortgages

Proportion of residential mortgages (%)

Flow of new buy-to-let mortgages
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Source CML54¢

Figure 6.5.7 Growth in proportion of buy to let mortgage lending, 1999-2014

845 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications
646 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications
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In contrast, based on its different products and market, Indonesia uses mainly LTV and the
RR instrument plus LDR, and also the interaction of monetary instruments, particularly interest
rate and macroprudential instruments; however, this thesis focuses on discussing
macroprudential tools, excluding monetary policy. It could be assumed that the regulatory
bodies use these instruments to stabilise the growth of credit. Suh revealed that the interaction
of macroprudential instrument and monetary policies could stabilise the growth of credit. For
example, when there is a potential boom, they will tighten the LTV instrument and increase the
interest rate to slow the credit growth. Mortgagors will think twice about taking on property
credit or speculating if the interest rate and LTV are high. Also, Dana revealed that interaction
between the LTV tool and monetary instrument through interest rate is not ineffective in
influencing growth of credit, while interaction between interest rates and RR plus LDR is not
effective in influencing growth of credit because growth of TPF becomes higher than growth
of credit with the slowing of economic expansion®®. She also argued that the LTV instrument
can lower growth of credit but not mitigate procyclicality. She also contended that the
application of CCB and RR plus LDR policies can mitigate procyclicality.%4°

Indonesia banks supply credit only for homeowner occupied mortgages and not for buy to

let residential lending. Mortgagors own the rights to the house for their residents, not as their

847 HM Treasury (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market’ from www.gov.uk/government/publications

648 Dana, B. S. (2018) ‘Evaluation of Macro-prudential Policy on Credit Growth in Indonesia: Credit Registry
Data Approach.’ Etikonomi: Jurnal Ekonomi. Vol. 17 (2): p. 205

849 Dana, B. S. (2018) ‘Evaluation of Macro-prudential Policy on Credit Growth in Indonesia: Credit Registry
Data Approach.” Etikonomi: Jurnal Ekonomi. Vol. 17 (2): p. 205-208
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business or for buy to let residential lending.®*® When the house price, used as collateral, starts
to fall, they face the loss of the property price, not the banks that provided the credit. Banks
have the right to ask mortgagors to repay their credit when there is default payment. Therefore,
banks could minimise the credit risk that could affect lender balance sheets because borrowers
are adequately protected through the property they buy as collateral. Analysis of the Central
Bank of Ireland showed that the default probability for owner occupier mortgages was lower
than for buy to let mortgages from 2009 to 2013.%° Although banks still face the possibility of
loss, the risk could still be mitigated. When there are many default repayments, regulatory
bodies could tighten the LTV and increase interest rate to lower the credit growth. Then, banks
could concentrate on addressing the default repayment, but they have to provide a high reserve
requirement to maintain the liquidity. For example, the bank could discuss with mortgagors to
look for the best solution, which could be to repay only the low interest rate, not including their
main credit.®>> However, there are still possible risks of liquidity, huge cost and instability. It
is not easy to sell property when economic conditions are deteriorating or weakening. Banks
have to maintain their RR to maintain liqudity. If they fail to provide enough RR, maturity
mismatch might possibly arise, resulting in potential financial distress.

Besides, it could be assumed that although there are no provisions that regulate LTI and DTI
specifically, banks have internal policies in order to mitigate default risk and increase the
prudency level. But banks potentially have different policies regarding these levels due to no
standarisation. No standardisation could possibly lead to poor underwriting standard of credit
and default payment. Banks might have different criteria of eligible or good borrowers. For
instance, a debtor could have debt of around £ 2000 and monthly income of approximately
£4000, hence the DTI ratio would be 50%. But banks might still provide credit because their
internal policies allow consideration of a DTI ratio of 50%. Consequently, poor underwriting
standard of credit would increase the risk of default repayment.

Another difference is that in the UK there are no aggregated sets of information on the ICR’s
evolution over time. Nevertheless, it is common practice for banks to require the monthly rental

income on the house to be at least 1.25 or 125% of monthly payments of the residential lending

850 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market’ from www.gov.uk/government/publications

51 McCann, F, (2014) ‘Modelling default transitions in the UK mortgage market’ Central Bank of Ireland
Research Technical Paper 18/RT/14.

852 For example, mortgagors must repay credit each month, around £1500. This includes £1000 for interest rate
and £500 for main credit of property. When they lack ability to make repayments, banks might allow mortgagors
to pay a low interest rate until their income can cover their credit in full, and might also extend the time period of
their credit, notably 10 years extended to 12 years.
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interest rate when employing an interest rate of 5%.%2 Besides, the LTV ratio on new property
lending was 88,5% in Quarter 3, 2019. The maximum LTV of HSBC bank in the UK was
95%.5%* Figure 6.5.8 below shows the evolution of LTV ratios on non-regulated and regulated
residential lending between 2007 and 2015. Around 36% of new regulated residential lending
and around 11% of new non regulated residential lending in 2015 Q2 had an LTV ratio greater
than 75%.5%° It is argued that the UK banks and non-regulated residential lending endeavour
to mitigate the potential default probability through limiting residential lending that has an LTV
ratio greater than 75%. They prefer to encourage borrowers to provide deposits of more than
25% to minimise the risks. Based on data research for the supervisory function of the Bank of
England, around 4 percent of buy to let residential mortgages of the six largest bank institutions
with an existing LTV ratio above 79% were in default or debt of more than three months amount
unpaid in contrast to the 0.6 percent of residential mortgage lending with LTV ratios less than
79%.5%¢ This research also reveals that levels of arrears are higher for buy to let residential
mortgage lending with lower ratio of ICR. Additionally, CBI research revealed a relationship
between default probability and LTV ratio. An increase in the ratio of LTV of around one
percent causes a rise in the default probability of around one percent.®®’
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853 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market’” from www.gov.uk/government/publications

854 HSBC, (23 January 2020) Mortgage rate from www.hsbc.co.uk/mortgages/our-rates/

855 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications

8% HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications

857 McCann, F, (2014) ‘Modelling default transitions in the UK mortgage market’ Central Bank of Ireland
Research Technical Paper 18/RT/14.
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Source: Mortgage Lender and Administrators Return statistics®®®

In contrast, in 2018, the BI provision regulated the LTV level at around 100%. This means
that regulatory bodies in Indonesia are not tightening the credit. It could be assumed that they
wish to encourage the consumption of household mortgages. Banks could provide property
credit up to 100% without borrower capital or down payment. The Bl provision of LTV is
intended to grow the national economy, including growth of property credit.®®® Perry Warjiyo,
Governor of Bl, argued that relaxation of LTV policy is intended to provide customers or
people with opportunity to own a house through mortgage.®®® He also argued that the LTV
provision did not threaten the national economy, the risk of Bubble being relatively small due
to growth of credit of around 8% and economic growth of around 5,1%-5,2%.¢! In addition,
Filianingsih Hendarta, Assistant Governor of the head divison of the macroprudential
department, argued that the relaxation of LTV provision did not lead to overpricing in property
prices due to big supply and consideration of market condition.%¢? In 2019, BI change the LTV
provision 2018%3 with the LTV provision 2019. Bl provides relaxation of LTV provision of
around 85% up to 95% depending on the type of property but banks have an authority that is
provided by Bl provision 2019 to determine the LTV level at around 100%.%%* They must fulfil
the NPL requirement, which is no more than 5%.

Indonesia also has different products and market from the UK. Figure 6.5.2 above shows
that the development of residential property prices was always positive or above zero point
between 2016 and 2019 based on a survey on the trend (changes) of yearly and quarterly
percentage of index of property prices. Although housing price indices decreased from Quarter
1 2016 to Quarter 11 2019 by around 1,71%, the yearly and quarterly trends of property price
increased between Quarter 11 2019 and Quarter 111 2019. The survey suggested that an increase

in property price is caused by an increase in material price and addition of property facilities.5®

8% HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications

859 BI provision No. 20/08/PB1/2018

860 Fauzia, Mutia, (June 2018) ‘BI longgarkan LTV, Pembeli Rumah Pertama Bisa Bebas Uang Muka’ Ekonomi
Kompas.com

81 Asmara, Chandra G, (June 2018) ‘BI Klaim Relaksasi Aturan LTV tak akan Ciptakan Bubble’ CNBC
Indonesia.com  https://www.cnbcindonesia.com/market/20180629164717-17-21123/bi-klaim-relaksasi-aturan-
Itv-tak-akan-ciptakan-bubble

852 Arvirianty, Anastasia. (June 2018) ‘Aturan Uang Muka Longgar, BI pede harga rumah tak melambung” CNBC

Indonesia.  https://www.cnbcindonesia.com/market/20180702160145-17-21453/aturan-uang-muka-longgar-bi-
pede-harga-rumah-tak-melambung

863 B provision No. 20/08/PB1/2018

864 B provision No. 21/13/PB1/2019

%65 Bank Indonesia (2019) ‘A survey of residential property price’
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Figure 6.5.9 below reveals that although the trend in house sales on total property types reduced
from Quarter 1 2019 by a little below 20% to approximately -15,90% in Quarter Il 2019, the
trend increased up to 16,18% in Quarter 111 2019. The survey showed that there are several
factors that lead to a reduction in property sales, including high interest rate, huge down
payment (borrower’s capital), tax concerns, and bureaucratic or permit or licence to develop
land. Figure 6.5.10 shows that the proportions of sources of buying property involving credit
property (owner occupied mortgage), cash in instalments, and cash in Quarter 11 2019 were
around 76,02%, 17,96%, and 6,02%, respectively. It could be assumed that regulatory
authorities concentrate on making provisions in line with these developments. They would aim
to address the concern of the huge down payment in order to increase the property credit
available for homeowner mortgages. They might also have considered the fact that the housing
price index always shows positive when analysing and mitigating the risks and security or

safety of bank institutions if borrowers cannot repay their credit and banks have to sell the

property.

Figure 6.5.9. Growth of property sale quarterly
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There are potential risks of credit default, lender balance sheet concern, maturity mismatch
and financial distress. An LTV level of around 0% would increase moral hazard among
borrowers. They might speculate on making mortgage investments. If they cannot repay their
debt, they will not feel loss. They can become homeowners without having any capital. This
can increase the possibility of credit default. It is not easy to address credit default or sell the
property quickly. When many credit defaults arise, this could lead to concern over the bank
balance sheet and bank liquidity, and possibility of financial distress. Therefore, an LTV level
of 0% could lower the bank’s prudent level and increase the default probability and potentially
banking shock. Gerlach and Peng, who conducted research ofn the housing market in
Hongkong, revealed that the prudent level of the LTV ratio is 70%, so that if there is a sharp
decline in the s real estate sector, it has less impact on the banking stability.®%®

Another risk is weak prevention provision, huge cost and instability because of the
possibility of externalities that could lead to systemic risks. The growth of consumption of
property credit is possibly increasing due to the LTV level being around 100% or zero capital.
This encourages and increases speculation by borrowers due to their moral hazard of being able
to buy a house without capital. Nevertheless, the LTV level of 100% is not followed by the
CCB level, which is still around 0% as discussed above in this chapter. This weakens the
safeguard or prevention aspect of mitigating risks when there are many credit defaults, which
could possibly lead to externalities and systemic risk. Consequently, banks could p suffer losses

and huge costs in handling such credit defaults and externalities. When the risk and costs build

66Gerlach, S., Peng, W., (2005) ‘Bank lending and property prices in Hong Kong.’ 29 J. Bank.
Financ. pp 461-81
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up, the possibility of instability and systemic risk also increases. Although Indonesia and the
UK provisions both highlight the importance of macroprudential tools for credit, the UK

provisions for credit are more comprehensive and robust than those of Indonesia.

5.4.Conclusion

This chapter considered the substantive aspects of macroprudential provision through the
author’s examination of Indonesia’s macroprudential tools. Then, comparison was made with
the UK macroprudential instruments. Next, the author concentrated on the challenges of
implementation of macroprudential provision in Indonesia and the UK. There are apparent
signals that the Indonesian macroprudential instruments are similar to those in the UK
regulatory structure. However, there are dissimilarities within the two macroprudential
normative structures. Both regulatory structures generally regulate a relatively similar
proportion of CCB but they implement different levels of CCB in practice due to the potential
risks that each is facing. Another difference is that the UK already regulates a sectoral specific
capital buffer whereas Indonesia has not yet done so. Both the UK and the Indonesia regulatory
framework mostly highlight similar leverage ratios but a significant concern is the difference
in leverage levels between Indonesia and the UK. The average leverage level of Indonesia
banks, at around 14,65%, is bigger than that of UK bank institutions, at approximately 3,25%.
Another difference is that the UK already implements model requirements of additional
leverage ratio buffer for GSlIs whereas Indonesia provisions have not yet regulated this. Both
macroprudential regulatory structures mostly highlight similar obligations of long-term funding
but the UK regulates more comprehensively than Indonesia, notably with clarity or
transparency of items requiring stable funding or asset composition and items providing stable
funding. Both macroprudential regulatory structures emphasise the importance of lending, but
the UK implements instruments of LTV, LTI, DTl including ICR, whereas Indonesia employs
LTV, instruments of RR plus LDR, and also the interaction of monetary and macroprudential
instruments. In summary, the UK and Indonesian frameworks highlight the importance of
macroprudential provisions. Their macroprudential regulatory structures are relatively similar
but they have different levels of implementation of macroprudential instruments because they
adjust the levels of macroprudential tools in line with their national interest, risks, banking size,

and financial developments.
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Chapter 6 The possibility of adopting the UK provisions into Indonesia’s provisions

6.1. Introduction

From chapter two and five, the thesis discussed not only the incremental development or
evolution which is related to the debate on path dependence and legal transplant but also
comparative legal analysis. Path dependence appears for change or growth or progress
throughout incremental development or evolution.®®” The comparison of legal analysis was
used to understand the UK and Indonesia banking regulations including particularly similarities
and differences of their Banking law and provisions and to see what these weaknesses or what
flaws of Indonesia banking regulation which could potentially increase the possibility of bank
institutions failing or to see what segments in specific concern. Legal transplantation considers
path dependence as a method of illustrating the significance of legal system in the past to legal
transplant.®®® Mariana Prado and Michael Trebilcock contend that path dependence could
explain past legal reform failure and give several direction relating to future legal
amendments.®®° It reveals what type of legal amendments is possible to be successful and what
type of legal amendments is less possible to be effective. Therefore, Chapter 6, in light of
previous discussions, will undertake the discussion whether the Indonesian regulatory regime
may benefit from adopting the UK regulations. This involves not only an analysis of possible
adoption of the components of the UK measures or provisions or law which will be used to
further determine which aspects could be adopted and which could not into Indonesia banking

regulations but also its impacts for a possible future scheme of banking provision in Indonesia.

6.2. The possibility of adopting the UK provisions into Indonesia provisions

This subchapter will discuss whether Indonesia should adopt the UK provisions. This
discussion will start with a summary of the major differences and similarities between the two
frameworks which have already been discussed in the previous chapter. In addition, this
subchapter considers the potential risks and impacts that the Indonesian banking system could
possibly face. The following table summarises the main areas of divergence and convergence

of the UK and Indonesia regulation.

667 Jaakko Husa, 2015. A New Introduction to Comparative Law. Hart

568 Jaakko Husa, 2015. A New Introduction to Comparative Law. Hart

569 Prado, M. and Trebilcock, M. 2009. ‘Path Dependence, Development, and the Dynamics of
Institutional Reform’ 59 UTLJ 341

182



Table 6.2.1.1.

Indonesia The UK Finding or Conclusion

Chapter 3

Regulatory | Legal The 1998 Act - | The Banking 1. Business transactions of

Structure base of -- No ring Act 2009 and | Indonesia banks are likely
prudentia | fence the Banking limited or more traditional,
I Reform Act for example, concentrating
approach 2013 ---- on accepting funding and

regulate Ring | supplying credit.

Fence 2. The absence of common
definition or understanding
of ‘other form” under bank
definition and lack offurther
provisions or instructions or
guidelines on the
implementation or processes
of unregulated activities
could augment implicit
banking risks in Indonesia.
Non-bank institutions or the
shadow banking system have
a big possibility to compete
and enter into traditional
market directly.

3. Indonesia law has no ring
fence, resulting in less robust

protection for retail banks.

Chapter 4

183



Microprude | Capital The 11 and 34 | Capital ratio is | 1. The scope of the
ntial provision 2016 | around 8%. framework of Indonesia
regulation --- minimum Moreover, capital requirement is limited
capital from capital applied | to banks, excluding
8% to 14% for | to all banks investment firms.
different bank | and investment | 2. Different capital levels in
categories. In | companies. practice between the UK and
practice, Indonesia banks. Indonesia
average banks hold higher capital
percentage of than the UK but the size of
capital around banking system in Indonesia
22%. and the risks are smaller than
Furthermore, in the UK.
capital applied
to all banks
and the scope
does not
include
investment
firms
a. Capital Credit Yes Yes and more | 1. Standardised model in
risk — comprehensive | Indonesia is simple.
standardi 2. Indonesia capital
sed provisions have no
approach provisions for the use of

credit risk mitigation
technique, treatment of
securities exposures, and
treatment of credit risk
adjustment under the
Standardised model and IRB
model, unlike the UK

approaches.
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Indonesia provisions are

likely to lack
comprehensive
techniques for improvin
the application of the
IRB or standardised
models. There might be
inaccuracy, ineffective
and less optimal capital
calculation using these
approaches.

. The application of
standardised techniques
and IRB model in
Indonesia is adjusted in
line with national
interest.

Different number of
provisions and titles of
the capital rules which
are made by IFSA or Bl
might lead to
inconsistency,
incoherence and
difficulty in identifying,
recognising, and
understanding
intercorrelated meaning
and rules in different
provisions, notably the
11 and 34 provisions
2016 and all the IFSA

g
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letters for guidance or

instruction.

IRB Yes Yes and more | IRB model under Indonesia

approach comprehensive | regulatory structure has not
been developed yet. It is
simple and short. There are
still no further rules or
guidelines or IFSA letter to
regulate the implementation
of IRB in Indonesia.

The Yes. Yes and more | 1. Indonesia norms define

supervis comprehensive | briefly and simply the tasks

ory and powers of supervisory

review authorities.

process 2. No technical standard
assessment procedure or
methodologies used for
review and assessment.

Disclosu | Not yet Yes and more | Indonesia capital provision

re comprehensive | does not regulate disclosure

requirem requirements clearly or

ent explicitly, but in practice,

Indonesia Banking Statistic
and profile report on the
Indonesia Banking Industry
which are made by the IFSA,
not a bank institution,
demonstrate the feature of
disclosure requirement in
line with the Pillar 3
disclosure requirements,
Basel I11.
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regulates CCB
level at around
0%
practice, banks
also hold 0% of
CCB.

and, in

pb. Liquidity | LCR Calculation of | Liquidity 8. 1. The meaning of
Indonesia LCR | outflows less LCR is less robust
is performed the inflows because it could
by dividing oiquidity potentially lead to or
HQLA by total increase possibility of
amount of its illiquid banks,
net cash resulting in potential
outflow, vulnerabilities to
producing a liquidity runs.
positive result.
Chapter 5
Macroprude
ntial
regulation
a. tool | Counterc | The IFSA | In practice, 1. CCB level and sectoral
for capital | yclical provision average level level in Indonesia reflects the
Buffer regulates the | of CCBis condition of banks in
CCB level | around 2%. association with growth of
between 0% | Also, the UK | mortgage or property credit,
and 2,5%. | has specific property prices and smaller
However, the | CCB relating risk of procyclicality.
Bl  provision | to the

geographical
distribution of
banks’ credit
exposures,
setting and
calculation of
CCB, and
recognition of
rates of CCB
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in excess of
2,5%.

Sectoral | Not yet Yes Indonesia has not regulated
Buffer sectoral buffer yet.
Leverage | Leverage level | Average level | 1. The degree of leverage in
Ratio of Indonesia of leverage is | Indonesia might not
banks is approximately | represent the condition of its
around 3,25% banking system. Indonesia’s
14,65%. banking sector is small but
However, holds high leverage whereas
foreign banks in the UK banks’ leverage is
have leverage associated with their size.
level of 2. Leverage in the Indonesia
approximately banking system is likely
40%. dangerously high as
Indonesia banks face high
risk of credit default and
potentially high possibility of
bank failures.
b. tool | NSFR Unlike the UK, | The UK 1. Indonesia norms merely
for Indonesia has | imposes items | include simple reporting,
addressing not yet needed for notably information about
maturity described obligation of calculation of stable funding
mismatch items needed reporting on and analysis of development

specifically
and explicitly.
Indonesia
norms merely
include simple

reporting,

stable

funding®’®

of stable funding

2. Indonesia NSFR
provisions, unlike the UK
provisions, lack components

of clarity or transparency of

items requiring stable

670 Article 427 and Article 428 CRR.
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notably
information
about
calculation of
stable funding
and analysis of
development
of stable

funding

funding or asset composition
and items providing stable
funding.

C. Tool

for lending

Tool for
limiting
build up
of boom

Indonesia uses
mainly LTV
and instrument
of RR plus
LDR, and also
the interaction
of monetary,
particularly
interest rate
and
macroprudenti
al instruments,
specifically
LTV
instrument
because of
different
products and
market. In
2018, the LTV
level was
around 100%,
but in 2019, it

The UK
employs tools
of LTV, LTI
and DTI
including ICR.
The LTV ratio
was
approximately
88,5% in Q3,
2019.
Furthermore,
there are no
aggregated sets
of information
on the ICR’s
evolution over
time.
Nevertheless,
it is common
practice for
banks to
require the

monthly rental

1. Indonesia uses mainly
LTV and instrument of RR
plus LDR, and also the
interaction of monetary

2. Unlike the UK, banks
supply credit only for
homeowner occupied
mortgages, not for buy to let
residential lending.

3. Assuming that although
Indonesia has no provisions
which regulate LTIl and DTI
specifically, banks have
internal policies in order to
mitigate default risk and
increase prudent level,
resulting in no
standardisation, poor
underwriting standard of
credit and default repayment.
4. LTV level in Indonesia of

around 100% might have
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was income on the | impact, notably moral hazard
approximately | house of at of borrower, or borrower
85% to 95%. least 1.25 or speculation, although there
125% of are further requirements that
monthly would need to be fulfilled.
payments of
residential
lending
interest rate
when
employing an
interest rate of

5%_671

6.2.1.1. Ring Fence

Indonesia and the UK provide different response to the level and direction of development
of their banking system and to mitigate their risks. Indonesia banks had not by 2017
implemented the ring fence whereas the UK bank institutions had already done so. Although
they have a different approach, it is better for Indonesia to not adopt ring fence currently due
to several reason. Firstly, in relation to chapter 2, the proportion and average growth of total
OFIs to total financial assets are approximately 9% and 0% respectively. Secondly, it could
augment not only direct cost to Indonesia bank institutions and regulatory bodies but also
indirect cost which potentially reduce long run GDP level but the IFSA should conduct a
research to analyse and mitigate the possible impact. It might also influence the competition
which provides a competitive benefits to BUKU 4 and BUKU 3 banks over smaller bank
institutions, such as BUKU 1 and BUKU 2 banks because of possible aspects of the perceived
implicit guarantee. Furthermore, it might potentially provide the impact which could influence
a soundness, safety and stability of banking system in Indonesia, distribution in the market,
distortions of business borrowing, effect of equality, effect of resource and expected finance on

the IFSA, and effect on the labour market, high operational cost and potential reduction of

671 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications
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profits which need to be conducted a comprehensive research by the IFSA. Moreover, there is
no law and provision and no further improvement which provide a base or principle to facilitate
implementation of ring fence, except performing amendment of banking law which will be
discussed a further in next chapter. Therefore, ring fence is better to not be implemented in
Indonesia.
6.2.1.2. Capital

The UK and Indonesia have different levels of capital to respond their risks. Although their
capital provisions regulate at a similar level, Indonesia banks, in practice, hold higher capital
levels, at around 22%, compared to around 17% for UK banks, such as HSBC. However, it is
better for Indonesia banks to not reduce their level close to the UK capital level due to high
RWA and high leverage. The different capital level will be discussed in the following below.

Indonesia banks might gain benefit from adopting a capital level close to the UK capital
level. In other words, they would derive several benefits from reducing their capital level.
Studies have submitted a variety of understandings or information relying on the methodology
adopted, funding types and their samples. In the US, Kashyap et al provided estimates for a 10
percentage point increase in the capital requirement, with borrowing costs faced by banks’
customer rising by around 25 to 45 basis points. 4’2 Cummings and Wright demonstrated that a
5 percentage point increase in the capital requirement would cause a rise of 20 basis points
annually in the borrowing costs faced by bank customers. 573 If there are regulatory changes in
Indonesia, they might have an effect on economic output. Assuming a reduction of capital
around 5 percentage points, this could result in reducing borrowing costs faced by bank
customers by 20 basis points annually. Based on IBS for December 2017, Indonesia bank
institutions hold loans or distribution of funding which are valued at Rp. 7,177,051 (Billion
rupiah). Once a 20 bps reduction in funding costs is entirely passed on to bank customers, this
indicates that they would save or not pay about Rp. 14,354,102 (million rupiah) per annum.
Furthermore, Gambacorta and Shin reveal that a 1 percentage increase in the capital level is
closely related to a reduction in the average funding cost of bank debt of approximately 4 basis
points.®* In addition, BIS BCBS reveal that a 100 bps rise in the capital requirement will lower

672 Kashyap, A. K., Stein, J. C. and Hanson, S. (2010) ‘An analysis of the impact of “substantially heightened”
capital requirements on large financial institutions’ Working Paper, University of Chicago

673 Cummings, J., R., and Wright, S. (2016) ‘Effect of Higher Capital Requirements on the Funding Costs

of Australian Banks’ The Australian Economic Review, vol. 49, no. 1, pp. 44-53

674 Gambacorta, Leonardo and Shin, Hyun song. 2016. Why Bank Capital matters for monetary policy. BIS
Working Papers No. 558.
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the GDP level by approximately 0,6 percent. 8> Assuming that there is a 5 percent reduction in
capital level, this would result in a rise in GDP level of approximately 3 percent a year and 15
percent in 5 years. Based on figure 6.2.1.8 below, in 2016, Indonesia’s GDP was around $
932,259.- (Billion Dollars) and was expected to rise to approximately $139,383.85 (Billion
Dollars) in 2021.

Figure 6.2.1.8

1.000.000
900.000
800.000
700.000
600.000
500.000
400.000
300.000
200.000
100.000

0
1234567 8 9101112131415

Source: World Bank

Table 6.2.1.9 average probability of a banking instability in terms of capital to RWA.%"®

Capital toRisk- | 2 5 6 7 8 9 10|11 | 12|13 ] 14 ] 15]2
Weighted

Assets Ratio, %

BCBS(2010) 72 (46 [30 [19 |14 [L0 [07 [05 |04 |03
Miles et al. 13.8 | 7.0 25 12 |04
(2012)

Source: World Bank

However, a reduction of capital level would provide several impacts. Firstly, this might
lower banks’ ability to survive financial crises and increase the fragility of bank institutions.

Beltratti and Stulz reveal that higher pre crisis capital level augmented the performance of bank

575 BIS (2010) ’Assessing the Macroeconomic Impact of the Transition to Stronger Capital and Liquidity
Requirements’ Macroeconomic Assessment Group Final Report.

676 Martynova, N. (2015) ‘Effect of bank capital requirements on economic growth: a survey’ De Nederlandsche
Bank. DNB Working Paper No. 467, p. 15
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institutions during the instability in 2008. ¢’" Diamond and Rajan argued that higher capital
level is vital in lowering fragility of bank institutions. 6’® In addition, table 6.2.1.9 above reveals
that banks with lower capital would have higher probability of banking instability. Assuming a
reduction of capital level to 15 percent, Indonesia banks would have 0,3 probability of a
banking instability. Furthermore, a reduction of capital in a short time period without
implementing appropriate measures, as will be discussed in the next subchapter 7.3 below,
could also lead to other problems or risks. For example, Indonesia banks have a big possibility
of unexpected losses. A reduction in capital level would lower the capability to safeguard banks
from unexpected losses in their investments. If there is an unexpected loss due to the possibility
of inaccuracy and uncertainty of capital calculation or true banking risks, Indonesia banks do
not have enough sources of funding to cover these unexpected losses and could potentially
become troubled banks. Therefore, Indonesia’s regulatory authority should consider many
aspects, such as RWA level, proper amount of capital level, or leverage level, and NPL level if
they plan to lower the capital level.

Indonesia banks could not adopt the UK capital level due to high RWA and high leverage
which might potentially contribute to be a bank failure. However, Indonesia should learn from
the UK experience in the late 1980s.6”® Bank institutions stimulated rapid change and
innovation to expand rapid lending but lower lending standards. They changed their business
model to take more risks in order to boost their profits. Consequently, banks were building up
excessive risks in their balance sheets. Therefore, Indonesia should not decrease capital if they
have excessive risks and also other indicators such as high RWA and high leverage have not
been addressed. It is important to note that Indonesia banks should not lower the capital level
if they still have a high RWA, high leverage and excessive risks. There are potential risks to
the health of banking institutions, stability and the huge cost of handling many troubled banks.
Furthermore, the adoption of capital level directly in a short period of time without proper
measures is a significant matter for supervisory authorities seeking to maintain banking
soundness, safety and stability.

Furthermore, in relation to discussion in Chapter 3, particularly the case of Century Bank, it

could be assumed that Indonesia has a weakness of the part of capital provisions, specifically

677 Beltratti, A. and R.M. Stulz (2012) ’The credit crisis around the globe: Why did some banks perform
better?” Journal of Financial Economics 105, 1-17.

678 Diamond, Douglas W., and Raghuram G. Rajan (2000)’A Theory of Bank Capital’ Journal of
Finance 55, 2431-2465.

67 Balluck, K. and Galiay, A. (2016) ‘The small bank failures of the early 1990s: another story of boom and bust’
Bank of England. Quarterly Bulletin Q1 . P. 47-48
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supervisory review regime and explicitly disclosure requirement. The case of Century Bank
reveals the importance of supervisory review regime, such as disclosure requirement on the
competent authorities including due diligence relating to criteria for credit granting, retention
of loss exposure and additional risk weight, and disclosure requirement. Bank Indonesia
provided untruthful or inappropriate information or data on the it’s up to date condition.%®°
Furthermore, difficulty of analysis of minimum capital calculation based on the research of
Kurniasari reveals concerns relating to accuracy data, trust of data, unstandardized data, and no
consistency of bank financial report, and potentially uncertain quality of result or uncertain
result of capital calculation.®®' Moreover, poor asset quality and a decline in bank capital due
to asset default which were categorised as an illiquid asset could not be detected or identified
effectively and comprehensively by Bank Indonesia. It also did not monitor effectively product
and hidden risky activity of Century Bank. Therefore, the case of Century Bank showed the
importance of disclosure requirement on the competent authorities to minimize and prevent the
similar case to recur in the future.

Furthermore, the majority of Indonesia banks hold capital of around 22%, which is a
sufficient amount, but the case of a failing bank, such as Century Bank shows a much lower
amount of bank capital. There are several possible assumptions regarding these cases. First, the
IFSA knew of these cases from the national press. Second, it recognised their concerns and
wanted to hide these cases. Otherwise, it identified and monitored these cases, but it did not
address their concerns quickly. Finally, as has been argued in relation to the IFSA, it did not
perform supervisory review and evaluation appropriately. Assuming that supervisory review
and evaluation works well, Indonesia banks generally hold 22% capital, so if there is a small
reduction of this capital level, such as 0,5% or 1%, the supervisory authority should recognise
and identify the reason for this capital reduction. The reduction of capital level from 22% to
around 11% should take a relatively long time period of time and the supervisory authority has
time to monitor banks closely and attempt to address their concerns, unless there are significant
unpredictable causes, such as macroeconomic condition or serious fraud. However, the cases
of these three banks hit the headlines of national newspapers. This indicates that supervisory

review was not working well in Indonesia. It could be assumed that the IFSA lack clear

680 N. Lumanauw, (2018) ‘Sri Mulyani: Bank Century Bukan Bermasalah Likuiditas Tetapi Bangkrut’
Beritasatu.com
http://www.beritasatu.com/hukum/181583-sri-mulyani-bank-century-bukan-bermasalah-likuiditas-tetapi-
bangkrut.html

681 Kurniasari, W., Juni 2012, “Analisis Neraca Kasus Pemberian Dana Talangan (Bailout) Bank Century”,
Jurnal InFestasi, Vol 8 No. 1, p. 97-106
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measurement procedures, transparency and accountability. Indonesia might gain benefit from
adopting parts of the CRD, such as general criteria and methodologies in their review and
evaluation. Otherwise, Indonesia capital provisions might regulate the disclosure of comparison
of the methods adopted between authorities and banks. Regulation of these disclosure
requirements by the competent authorities explicitly under Indonesia capital provisions could
provide more powers to perform monitoring closely, could avoid assumptions to merely follow
or validate the reports provided by banks, could avoid potential supervisory capture of
assessment. Agoraki et al contend that power of supervision has a direct effect on not only risk
of credit but also the loans quality and the ratio of capital.®®? Fernandez and Gonzalez contend
that more authority on official supervisory bodies might lower behaviour of risk taking from
the manager view.%® On the other hand, Indonesia banks might feel they have little room to
grow or maybe introducing comprehensive rule-based provisions will increase the costs.
However, the positives of imposing disclosure requirements on the competent authorities might
outweigh the negatives. The IFSA could monitor closely and ensure the health, soundness and
safety of bank institutions. Furthermore, it could minimise recurrences of the same concerns,
particularly lack of capital. It could recognise, identify or detect bank concerns, notably lack of
capital, accurately and quickly, so it could have enough time to address the bank’s concerns
and prevent the bank from becoming headline news in the national newspapers.

Another aspect of capital relates to disclosure requirements. The CRD regulates this
requirement, whereas Indonesia capital provisions do not regulate this requirement explicitly.
The cases of the Century Bank, Muamalat Bank and Bukopin Bank indicate that capital
provisions, specifically disclosure requirements, are ineffective in Indonesia. If they had been
effective, the concerns of these banks or real condition of each bank could have been identified
and monitored quickly by either the IFSA or investors. Indonesia might benefit from adopting
specific disclosure requirements under Article 144 CRD, notably general criteria and method,
total capital amount held by each bank, including either own funds or the consolidated basis of
the parent institution. This could enhance harmonisation of information about bank condition
specifically. Furthermore, the market or investors could access data on particular banks, so they
could analyse the real condition, real data, the soundness, health and safety of a bank’s

condition. As a result, each bank would attempt to perform better due to the tight supervision

882 Agoraki, M.-E.K., Delis, M.D. and Pasiouras, F. (2011), “Regulations, competition and bank risk-taking in
transition countries”, Journal of Financial Stability, Vol. 7 No. 1, pp. 38-48, doi: 10.1016/j.jfs.2009.08.002

%3 Ferndndez, A.I. and Gonzalez, F. (2005), “How accounting and auditing systems can counteract riskshifting of
safety-nets in banking: some international evidence”, Journal of Financial Stability, Vol. 1 No. 4, pp. 466-500.
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by the IFSA or the market. Moreover, similar cases to those of these three banks could be
avoided. Assuming that the market or IFSA will recognise any small reduction of their capital,
such as 1,5%, banks will attempt to address this small reduction quickly and enhance their
performance in order to maintain and strengthen trust of customers, investors, and the
supervisory body.

Several analysis provided two reasons in which disclosure of information might weaken
stability of banking system. Firstly, rising information disclosure might lead to depositors to
exaggerate or overreact to adverse data regarding other bank institutions. %4 Furthermore,
disclosure of information involve indirect and direct costs, and also might carry implication to
lower margins of profit. ®3 However, several researchers contend that rised transparency
contribute to the stability of banking system considerably by a) imposing bank institutions to
implement or adopt more prudent behaviour of risk taking, b) boosting oversight of supervision,
¢) enhancing monitoring, d) lowering asymmetries of information®®® Beck, Demirguc-Kunt and
Levine contend that accurate disclosure of information cause reduction in bank official
corruption. ®8” Nier and Baumann contend that bank institutions which implement disclosure of
information possess higher buffer of capital and lower threat. %88 Therefore, the IFSA might
consider to improve facets of capital provisions, notably supervisory review regime including
disclosure requirement on the competent authorities and explicitly disclosure requirement, but

it need to conduct a further research of these potential impacts

6.2.1.3. CCB and sectoral buffer

Another difference between Indonesia and the UK relates to the sectoral buffer. The UK has
already implemented it whereas Indonesia has not yet done so. Both countries face difference
potential risks as already discussed in previous chapters, but Indonesia should learn from the
UK experience of handling the growth of credit in specific sectors. Either every bank business
or all business sectors using banks’ credit in Indonesia have potential concerns. The collateral

that is generally provided by debtors to gain banks’ credit is property. It is assumed that the

884 Chen, Y. and Hasan, 1. (2006) The transparency of the banking system and the efficiency of
information-based bank runs, Journal of Financial Intermediation 15, 307-331.

85 Hyytinen, A. and Takalo, T. (2002) Enhancing bank transparency: A re-assessment, European

Finance Review 6, 429-445.

886 Demirgu xc-Kunt, A., Detragiache, E., and Tressel, T. (2008) Banking on the principles: Compliance

with Basel Core Principles and bank soundness, Journal of Financial Intermediation 17, 511-542.

887 Beck, T., Demirgu™xc-Kunt, A., and Levine, R. (2006) Bank supervision and corruption in lending,

Journal of Monetary Economics 53, 2131-2163.

88 Nier, E., and U. Baumann. 2006. “Market Discipline, Disclosure and Moral Hazard in Banking.” Journal of
Financial Intermediation 15 (3): 332—361. doi:10.1016/j.jfi.2006.03.001.
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property has positive value. In other words, when it has to be offloaded or sold, it can still be
used to cover or minimise the potential bank losses. There are several possibilities for credit
failures in a specific sector in Indonesia, such as wholesale or processing industry or
property.®® Banks might also sell or offload the collateral to mitigate potential liquidity
concerns or banking loss if resolution of credit cannot be reached. There are difficulties relating
to selling collateral due to decrease in asset price and liquidity concerns. Therefore, the
provision of sectoral buffer should be created or added into capital provision by the regulatory
authority to provide a legal basis when needed to either restrict the growth of credit exposure
or mitigate potential risks in a specific sector. However, the level of the sectoral buffer should
be determined by further research and the supervisory authority also ought to establish clear
measures in each level of the sectoral buffer.

Indonesia might face possible credit booms, variable property prices, and financial distress
in the financial cycle because of government policy or authority provision, credit growth, and
property prices. The percentage of property sales shows an increase based on figure 6.5.9 in
chapter 6 above. Dell’ Ariccia emphasised that crises can relate not only to matters of credit
growth but also fixed exchange rate regimes, based on a study of 175 credit booms in 170
countries.5%° Borio reveals that peaks in the financial cycle that could be characterised by credit
booms, credit growth and price of property, in the tradition of von Mises, Hayek and Minsky,
can be related to banking crises.%®* There are potential negative externalities and huge costs
involved in handling systemic risk. Therefore, Indonesia banks should either increase the level
of CCB or adopt a lower CCB level than the UK in line with the risks the Indonesia banks are
facing, such as potentially excessive credit growth in the property sector or other sectors that
use property as collateral.

Indonesia should raise the CCB level due to several reasons. Firstly, there has been a
significant increase of property sales because of government policy or Bl provision. Secondly,
although Indonesia investment banks have enjoyed less development than the UK investment
financial institutions and the majority of Indonesia banking market is retail banks, debtors
generally provide a property as their collateral. When they fail to repay their credit, banks might

offload or sell their collateral to obtain cash and maintain the bank’s liquidity. Thirdly, banks’

589 Indonesia Financial Service Authority (Otoritas Jasa Keuangan “0JK”), (2017) ‘Report of

Indonesia Banking Profile’ Quarter 2

8% Dell’ Ariccia Igan, D., and Hui Tong (2012) “Policies for Macrofinancial Stability: How to Deal with Credit
Booms’ IMF Staff Discussion Note 12/06

891 Borio, Claudio (2012) ‘The Financial Cycle and Macroeconomics: What have we learned?’ BIS Working Paper
395.
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NPL levels in Indonesia are still relatively high, although still under the maximum limit, but
might not reflect the true level. The CCB level in Indonesia should be adjusted in line with the
banking structure and market through stress testing with clear guidelines, calculation or
methods. Even though the stress test approach and the aim of CCB level are time variant, the
CCB level is activated if and only if banks have excessively significant credit growth.%2

Indonesia banks might gain benefit from internalising externalities if they augment the CCB
or sectoral levels. However, Francis and Osborne demonstrate that there was a reduction of
lending in 2002 of approximately 1.2% due to an increase in capital requirement of around 1
percent.®® Furthermore, the UK study performed by Noss and Toffano revealed an estimated
4,5% reduction in lending because of an increase of 1% in capital requirement.®® Assuming,
based on this study, Indonesia banks might face a 9% reduction in lending, approximately
Rp.645,934.59 (Billion rupiah),®® if they increased their CCB level to 2%, close to the UK
level, this would impact on Indonesia’s economy, and it could be assumed that this impact
would outweigh the benefits.

However, based on analysis of other components, such as capital, leverage level and data of
price property, Indonesia banks should not strengthen the CCB level, but they still should
perform stress testing to consider and analyse the CCB level comprehensively. Indonesia banks
still have sufficient capital and, therefore, the increase of CCB level might not be effective.
However, if a deleveraging scheme has already been performed by Indonesia banks and they
still have a higher capital level, this might lead to increase in loan growth and total lending.
Stress testing might then be needed and limitation of the growth of credit or lower lending due
to the possible occurrence of ‘boom’

It 1s one of the effective prudential instruments which is available for protecting banking’s
resilience. It not only could give a reason for adjustment in the shock distribution which may
hit the financial system but also could comprise the mechanisms of propagation which augment
the shock’s impact on the economy. Furthermore, prudential bodies could maintain a chosen

resilience level by adjusting the scenarios.%® In addition, regarding the CCB level concerns,
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the Indonesia supervisory authority could use stress testing to obtain broader and deeper
analysis of the future health of banking institutions under dissimilar situations or scenarios®®’
to assess or determine the CCB level. They could consider the possibility emphasised by
Greenlaw et al of identifying the capital injection required to recapitalise the system to avoid a
credit crunch.5%® Therefore, the stress test could assist not only in crisis management but also
resolution.

However, it does not recognise the build-up of vulnerabilities. It becomes part of the
concern. It calms either market participants or policy makers into a false sense of security.
There are two primary parts of the stress test, the scenario and the model.%%° First, it is associated
with scenarios. Design of scenarios can be hard or complicated, particularly in good times.
There are two challenges associated with the formulation of the stress test scenario. They
include not only incorporating events which are not included in the historical relationship but
also additional variables into the supervisory scenario. Second, the methods employed to
simulate the volatility could hardly provide a realistic picture of the dynamics of financial
volatility. It is difficult to capture the non linearities included.”® Furthermore, if performed
ahead of the distress it does not recognise severe weaknesses or vulnerabilities. It can be run
accurately once aggressive risk-taking is at its highest and prudence is at its lowest.”%
Moreover, there are several concerns relating to the stress test process.’®? The assumptions of
macroeconomic indicators regarding the scenarios which these financial institutions might face
or handle are criticised for being too confident or optimistic, which further complicates the test
validity problem.”®® Secondly, the several scenarios of liquidity ratio and capital adequacy
which are employed in the stress test process are criticised as being too tolerant, and possibly
creating a false positive.”%* Furthermore, it is difficult to apply the stress test due to false starts,
delays and complaints regarding cost plaguing the process.’®
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Indonesia banks should not increase the CCB level currently as they still hold sufficient
capital and also have not addressed their basic concerns, such as leverage level, high RWA and
NPL level or other problems. In other words, Indonesia banks could adopt the UK CCB level
in a certain period of time in the near future once they have addressed these concerns and they
have a well-designed blueprint and legal base of development of the banking structure and
market through investment banks, notably securitisation. For example, Indonesia’s supervisory
authority has clear schemes to augment banking development through investment banks in 5
years. Banks are encouraged to create innovative products, but they have to provide the
infrastructure for development of the banking market, such as securities provision. It could be
used by Indonesia banks to mitigate the risks of credit by transforming either illiquid asset or
risks, notably mortgage into marketable instruments through capital markets to obtain cash.
Indonesia regulatory authorities have to provide clear guidelines or instructions, standardisation
and provisions of securities and also ring-fencing which will be discussed below. An increase
in CCB level would be ineffective if banks have not tackled the above basic concerns and not
encouraged the development of the banking market and products, notably securitisation through
the capital market, as this could potentially inhibit the development of Indonesia banks.
Indonesia banks should not adopt the UK CCB level directly without stress testing and a clear
blueprint, considering the banking structure and market, economic condition and further study.

Therefore, Indonesia banks cannot currently adopt the UK CCB level as it is too high level
for Indonesia banks, which experience different economic conditions and credit growth; also,
it could augment banking costs in Indonesia which are already higher due to high interest rates.
As aresult, the Indonesia banks might be less competitive and could face difficulty in supplying
credit. 1t will be hard to find good debtors who can satisfy bank requirements for getting credit
as Indonesia banks will determine strict requirements for debtors.
6.2.1.4. Leverage ratio

Another difference is in relation to implementation of the leverage ratio. The UK has a lower
level, approximately 3,25%, than the Indonesia level, around 14,65%. The high leverage level
of Indonesia banks, particularly among foreign banks, reflects a rise in the amount of possibly
high-risk credit and capital amount, although there are several risk diversifications and several
assumptions that have already been discussed in Chapter 5. The ratio of the percentage capital

ratio and leverage level differs in Indonesia from the UK. The Indonesia ratio is 1,5 from capital

http://www.forbes.com/sites/greatspeculations/2014/03/24/fed-stresstest-for-banks-rationale-results-
implications/
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22% and leverage 14,65%. The ratio of Indonesia’s foreign banks is 1,33 from capital 53,03%
and leverage 40% based on figure 6.5.4 in Chapter 6. This shows that foreign banks in Indonesia
are riskier than other Indonesia banks. In contrast, the UK ratio is 2,46 from capital 8% and
leverage 3,25%. In July 2019, the CET1 capital ratio of the UK banks was around 15.4%,’% a
rise in the UK ratio of 4,74%. From this it could be assumed that the UK banking system has
more soundness and safety, while Indonesia’s banking structure is fragile even though
Indonesia banks have high capital ratios.

Indonesia has a potential risk of financial instability and allocative efficiency impact due to

high leverage which augments the risk probabilities deriving from debt contracts’®’

. Avgouleas
and Cullen argued not only that high leverage contributes to asset bubbles and collapse but also
procyclicality worsens the contagion risk in the banking system and worsens the risk
transmission from the banking system to economy.’® Furthermore, it leads to less efficient
decisions of investment’®, resulting in not only resources misallocation but also
underinvestment because of debt overhang’® that lowers the efficiency of bank lending.
Therefore, Indonesia should adopt the UK leverage ratio. A decrease in Indonesia leverage ratio
could augment safety and soundness of the Indonesia banking system and minimise the risk of
Indonesia banks.

Indonesia banks might benefit from lowering the risks of default and systemic meltdown
through adjusting or lowering their leverage level, close to the leverage level of the UK banks.
However, Indonesia might face several concerns regarding lowering their leverage levels.
Firstly, it lowers economic and allocative efficiency. When bank institutions supply more credit
and finance more worthwhile projects, the capital investment level in the economy will rise.”*!
Secondly, it could provide adverse effect on credit flows and consequently growth of
Indonesia’s economy. It is vital to the development of Indonesia’s banking system and the

growth of Indonesia’s economy as the majority of funding sources to serve long term

706 Bank of England (2019) ‘Banking Sector regulatory capital’
https://www.bankofengland.co.uk/statistics/banking-sector-regulatory-capital/2019/2019-q1

7 Turner, A. (2010) ’Something old and something new: Novel and familiar drivers of the
latest crisis.” Speech, European Association of Banking and Financial History, May
21

%8 Avgouleas, Emilios and Cullen, Jay,(2014) ‘Excessive Leverage and Bankers’ Pay: Governance and Financial
Stability Costs of a Symbiotic Relationship’ Columbia Journal of European Law, Vol. 21, No. 1, 2015, Available
at SSRN: https://ssrn.com/abstract=2412869 or http://dx.doi.org/10.2139/ssrn.2412869

%9 Kashyap, A K, Tsomocos D P, and A P Vardoulakis (2015) "How does macroprudential regulation change
bank credit supply?’ revision of National Bureau of Economic Research working paper 20165.

0 Myers, S. (1977) °The Determinants of Corporate Borrowing’ Journal of Financial
Economics 5: 147-75

"1 Arcand, J.-L., E. Berkes, and U. Panizza. (2012) ’Too Much Finance?” IMF Working Paper
No. 12/161

201


https://ssrn.com/abstract=2412869
https://dx.doi.org/10.2139/ssrn.2412869

investment purposes comes from banks which act as credit intermediators. The banking reforms
under Basel 111 would cause an annual GDP decrease of 0,3 percent.’'? Consequently, based on
figure 6.2.1.8, Indonesia might face a potential GDP reduction of approximately $2,796.777
(Billion dollars) annually. Therefore, the Indonesia authority should prepare or plan proper
strategy to minimise the impact of deleveraging, which will be discussed further in next chapter,
if they are going to encourage banks to lower their leverage level and maintain the health and
stability of the whole banking system.

Therefore, Indonesia banks in practice should lower the leverage level or adopt the UK level.
They hold too high a leverage level, particularly in the case of foreign banks, and they have
little capability of accessing funding sources to cover the possibility of losses. There is a high
risk of bank failure if they do not attempt to decrease the level. Haldane showed that pre crisis
capital ratios performed worse in predicting which banks would be involved in the GFC 2008,
but leverage ratio provides a good indicator of bank failure.”*® An attempt to make changes
might affect many factors, notably, management, the way they operate their businesses, capital,
and disclosure. Indonesia banks could not adopt the UK leverage level directly in a short period
of time as the level is too low for Indonesia banks and Indonesia still has all the basic concerns
that have not been handled properly. Although Indonesia banks hold higher capital than the UK
banks, the ratio between Indonesia capital and leverage level is lower than the UK ratio.
Mitigating the risks of bank failure and maintaining banking stability should be the priority of
the supervisory authority. It is important to note that either the adoption of the UK leverage
level or a reduction of Indonesia leverage level could be achieved in a medium or long time,
such as 5 years or 15 years if the supervisory authority provides a clear blueprint of the
development of the banking structure, specifically strategy for deleveraging or restructuring
programmes of leverage reduction, if the impacts of all basic concerns have been mitigated,
and if well-designed measures are in place, which will be discussed further in next chapter.
6.2.1.5. Tools for Lending

Another difference is in relation to tools for lending. The UK tools involve LTV, LTI and
DTI, including ICR, while Indonesia instruments include LTV and tools of RR plus LDR, and
also the interaction of monetary, particularly interest rate and macroprudential instruments,

specifically LTV tools. As already discussed in Chapter 6, the two countries have different

"2 Institute of International Finance (IIF). (2011) °The Cumulative Impact on the Global
Economy of Changes in the Financial Regulatory Framework.’

13 Haldane, A. G. (2011) ‘Capital Discipline. Remarks Based on a Speech Given at the American Economic
Association’ Denver, Colorado. January 9. (www.bis.org/review/r110325a.pdf).
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implementation of these instruments as they face different concerns. Nevertheless, Indonesia
should consider the possible adoption of components of the UK approaches.

Indonesia could adopt general components of the provision of DTI/LTI, adjusted in line with
the condition of Indonesia’s banking structure and Indonesia banking principles. Research
needs to be conducted on technical provision, notably calculation, to adjust it in line with the
characteristics or condition of the country and provide clear measurements. This could augment
the transparency and standardisation of levels of these provisions. All banks would have the
same levels of these provisions, notably maximum level of DTI, but they could determine or
change the maximum level that is regulated by these provisions in order to restrict credit growth
and mitigate the risk of default repayment. For example, the guidelines of implementation of
DTI/LTI regulate maximum DTI for civil servants who do not have other funding sources from
business, at around 40%. Banks could change the level of DTI to approximately 30% when
facing a concern of high NPL in their institutions. This could prevent the growth of credit and
provide credit for good debtors who meet affordability criteria while they are attempting to
handle their concerns.

Indonesia could not adopt the UK ICR as the two countries have different housing markets.
In the UK, there was a significant increase in the private rented sector (PRS) from 10% of all
dwellings in 2002 to 19% of dwellings in 2013.7** The UK implements buy to let lending, while
Indonesia does not. This poses risks to stability of the financial system, the risk of development
of the house price cycle and also the possibility of high indebtedness in these interactions.”*®
Although Indonesia and the UK have different mortgage products, this does not mean that
Indonesia could not adopt the UK ICR concept. Indonesia should consider the application of
ICR for other types of credit for business sectors that pose risks to stability of the banking
system and are sensitive to distress in the economy, specifically from distress to interest rate
Taking the ratio of the expected income from the sale of products to the expected credit interest
payments (assuming an appropriate interest rate) over a given time period as an example,
determining the percentage level needs further research. The restriction of ICR can lower the
possibility of a debtor employing other sources of income to satisfy repayment of their credits
if there is an increase in interest rate. Before making decisions, Indonesia needs to consider and

conduct research on the potential implementation of ICR, including definition of which

"4 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications
15 HM Treasury, (November 2016) ‘Consultation outcome: Financial Policy Committee powers of direction in
the buy to let market” from www.gov.uk/government/publications
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instruments to implement, implementation and scope of the instruments, procedural
requirements, consultation and analysis of cost and benefit, and interaction with other
provisions, notably tax.

The mining and gas, processing industry, and construction business sectors in Indonesia
have relatively high NPL.”*® Furthermore, processing industry, and wholesale and retail trade
have big concentration and amplification of credit.”*” These business sectors might be mainly
vulnerable to considerable increase in interest rate. This is because transactions on raw material
for processing industry and import of goods for wholesale and retail trade from overseas
typically use dollars. In other words, the sources of funding for all these sectors originate from
foreign debt. Consequently, the interest rate is likely to increase gradually over time or
significantly when there is a recession. However, study of the possible implementation of the
ICR is not a priority project. In other words, Indonesia might consider further research and this

application after handling basic problems already discussed above.

6.2.1.6. LCR and NSFR

Indonesia banks have relatively high liquidity buffers. Goodhart contended that a bank can
use a buffer in conditions of pressure instead of fire-selling its illiquid assets.”*® High liquidity
buffers are important for Indonesia banks not only to encourage the scheme of deleveraging
but also prevent banking failure and contagion. Their effectiveness is similar to that of capital
in avoiding banking failure and contagion in the occurrence of fire sales.”® The provisions of
liquidity and capital could assist in both the management of the associated decline in lending
quality and the build-up of aggregate excess liquidity.”?° These tools could also be used to lower
the possibility of inefficient bank runs.”?! However, there are differences between the two
countries relating to liquidity which include either LCR or NSFR. The UK approach is that
HQLA could cover net liquidity outflows, while Indonesia uses the calculation of Indonesia
LCR with dividing HQLA by the total amount of its net cash outflow. The UK approaches

ensure banks have enough money to maintain liquidity whereas Indonesia’s method creates the

18 The IFSA, 2017. ‘Indonesia Banking Statistics’ vol 15 No.07 Otoritas Jasa Keuangan

17 The IFSA, 2017. ‘Indonesia Banking Statistics’ vol 15 No.07 Otoritas Jasa Keuangan

8 Goodhart, C. (2010) ‘The future of Finance: The LSE Report’” Chapter 5 in A. Turner
and others, London School of Economics and Political Science.

"9 Cifuentes, R., Ferrucci, G., and Shin, H. (2005) ‘Liquidity risk and contagion’ Journal of the European
Economic Association 3 556-566

720 Boissay, F., and F. Collard (2016) ’Macroeconomics of Bank Capital and Liquidity
Requirements’ BIS Working Paper No. 596

721 Kashyap, A K, Tsomocos D P, and A P Vardoulakis (2015) *"How does macroprudential regulation change
bank credit supply?’ revision of National Bureau of Economic Research working paper 20165.
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possibility of bank illiquidity. Indonesia banks have potential vulnerabilities to liquidity runs.
Indonesia could adopt the UK approach to avoid illiquid banks directly, although the banking
structure in the two countries is not similar. The UK approach that could be adopted relates to
a basic technique to ensure bank institutions remain liquid in which HQLA could cover net
liquidity outflow. Therefore, Indonesia should adopt the UK provisions to ensure that Indonesia
banks have enough HQLA to cover net liquidity outflow.

Moreover, Indonesia could also adopt the items requiring stable funding. The Indonesia
supervisory authority should prepare guidance, instruction or a system through their provision
or instruments for standardisation of specific items requiring stable funding and should analyse
them accurately. This can assist them to make standardised assessment of banks’ assets
comprehensively in order to recognise or identify the quality of banks’ assets and to avoid
overreliance on funding from short term wholesale markets. Reporting either liquid assets or
items requiring stable funding could assist Indonesia supervisory authority to monitor and
evaluate Indonesia’s bank asset composition. They could introduce new provision or guidelines
when the system provided signals of undiversified funding. Knowing the composition of
Indonesia’s banking assets can enable formulation of clear objectives of reporting and enhance
harmonisation and accuracy of the required data. Furthermore, it could also assist Indonesia
supervisory authority to make a road map or blueprint for development of Indonesia’s banking
structure. The blueprint could provide for clear measurements in line with the development of
Indonesia’s banking structure.

There is a potential risk if the Indonesia supervisory authority does not make changes or
amendments. They cannot monitor and assess diversification of lending and funding accurately
due to no clear standardisation of items requiring stable funding. Diversified funding and
lending could avoid vulnerabilities to either liquidity runs or shocks. Indonesia could learn from
the UK bank experience, particularly the failure of Northern Rock. It has overdependence on
funding from short term wholesale markets, resulting in failure to repay lenders. It means
Indonesia should attempt to lessen overreliance on single funding sources through diversified
funding in order to safeguard against vulnerabilities to shocks. Furthermore, undiversified
lending could also be a concern in the lending decisions of small banks. Logan reveals that
during 1990, failed bank institutions were more deficient in lending diversification than bank

institutions which survived.”?

2 ogan, A (2000), ‘The early 1990s small banks’ crisis: leading indicators’, Bank of England Financial Stability
Review, Issue 9, December,pages 13045,
available at www.bankofengland.co.uk/archive/Documents/historicpubs/fsr/2000/fsrfull0012.pdf.

205



6.2. The possible impact of adoption of the components or levels of the UK provision

Although adopting the UK prudential provisions is advisable, it is submitted that the possible
adoption highlights several implications which Indonesia bank institutions could potentially
experience as a result of application or non-application of the UK prudential provisions. While
the impacts for Indonesia bank institutions might be predictable or unpredictable, it is argued
that this research’s uniqueness lies in its discussion of this subject as at present, no study or
analysis has dealt with the impact of possible adoption of components and levels of the UK
provisions into Indonesia’s provisions. These impacts will be analysed in the following sub
chapter 7.4.

6.2.1. Possible impacts for Commercial bank institutions should Indonesia implement
the components and levels of the UK provisions.

The adoption of the components or levels of the UK prudential provisions would to a
considerable extent rely on the legislative or legal procedure presently under Indonesia’s
jurisdiction. Indonesia might need to amend its banking provisions prior to adopting or
transposing the components or levels of the UK provision. Indonesia has implemented Basel 3,
which has also been already implemented by the UK into its banking provisions, particularly
the facets of capital and liquidity already discussed above, and there is no doubt that the existing
legal structure in Indonesia would enable the smooth adoption of some of the UK regulatory
structures. If transposition becomes a reality, it is expected that the UK would assist Indonesia
with the acquisition of technical and human knowledge or expertise. Some expected
implications will be discussed in the following subsections.

6.2.2.Risk or threat to the existence of Indonesia bank institutions

High leverage level in Indonesia shows that Indonesia bank institutions would need to boost
their capital, specifically equity capital so as to either achieve an ideal or proportional ratio
between capital and leverage or create a better banking structure. Several bank institutions,
specifically BUKU 3 or 4 or larger ones, might be in a position to boost capital, but Indonesia
bank institutions which are not able to find new capital or augment their capital quickly might
be forced to enter into either acquisition or merger, causing the threat or loss of their individual
unigueness.

6.2.3. Restructuring of the legal entity and business model reorganisation

For Indonesia bank institutions where fulfilling the higher capital requirement is a concern

and which choose not to enter into acquisitions or mergers there might be other possibilities

available to them.
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6.2.3.1. Issuance of new equity’?®

Indonesia bank institutions might issue shares to either new investors or existing
shareholders which might be the most ideal way of boosting equity capital. However, this
option might cause unhappiness among existing shareholders since it risks the negative impact
of lowering their existing share value. Such unhappiness should be avoided if they consider the
possible advantage of extra protection afforded by their higher ranking assets as investors or
creditors should insolvency arise.

If Indonesia bank institutions decide against this possibility and choose other means for
boosting their capital level, they might be exposed to the risk of their high level of leverage
potentially worsening.

6.2.3.2. Rise in retained earnings

Indonesia bank institutions might attain or increase higher level of capital through the
application of certain severe measures, specifically, lowering or delaying dividend payments to
shareholders and augmenting lending rate margins to enhance profit levels, as well as
introducing charges or fees to be paid by either borrowers or bank customers for particular
banking service transactions. Furthermore, the reorganising and reform of the strategy of
operational banks to boost efficiency might provide the general outcome of enhancing their
profits.

However, possible impacts of implementation of the severe measures above could include
the departure of existing bank customers and tarnishing of the reputation or image of bank
institutions due to the loss of current or potential investors or customers.’?* In contrast, a rise
in retained earnings through enhancing undertaking risky activities might be achieved through
higher profit margins but might increase the vulnerability of bank institutions.

6.2.3.3. Reduction in size of loan portfolios

The size of loan portfolios might be lowered by banks through removing their risky assets.
Bank institutions might sell assets which are not tied down or effective or have higher risk
weighting as loans. This indicates that the bank institutions would not provide or reserve more
capital for their assets that have higher risk.

6.2.4. Business models of Indonesia bank institutions.

23 This might not be a possibility for bank institutions that are no longer lucrative institutions, particularly where
non lucrative bank institutions might struggle to entice potential shareholders or investors.

724 Deferral or decrease of dividend payment, among other measures, are likely to describe the representation or
appearance of a struggling bank institution regarding which either potential or existing customers may seek to
circumvent any loss or costs.
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The implementation of the UK provisions would affect the Indonesia business patterns.
Although fundamental changes to the traditional role of bank institutions would be unlikely,
bank institutions might need to overhaul their services completely. The extent of the impact on
the business patterns of Indonesia bank institution would rely on whether Indonesia banks
entered into universal banking or not as those which chose to do so would still have to maintain
their cost effectiveness and profitability. They also might have to attempt to overhaul the
structure of their business model to reach this outcome. A reform in business pattern can
potentially involve not only the development and introduction of new banking products and
services, risk management and re-pricing of current services and products, but also cost cutting
measures to implement strategy for the increasing capital requirement to address the high
leverage level. Thus, Indonesia banks would need to focus their efforts on those areas which
would be most likely to make or maximise profits or income for the bank.

However, Indonesia banks should adopt the best and most appropriate business pattern with
considering the requirements of the UK provisions and Basel 11 if they choose to adopt the
possible UK approaches. It is suggested that the optimal pattern would not include universal
banking practice as Indonesia still has no robust legal base for this, except for the items under
priority 1 in subchapter 7.3 above that have already been fully developed or implemented by
the Indonesia regulatory authority. The second reason is that although universal banking has
developed significantly in Indonesia, the UK banks have more experience and a bigger system
than Indonesia. In other words, UK universal banking has cutting edge technology, a far better
system, and regulatory system so the practice of universal banking in the UK cannot be
compared or adopted directly without further research and consideration.

In cases where Indonesia does not prohibit the practice of investment or universal banking,
the UK approach, particularly ring fencing of all investment banking activities, would be a
welcomed proposal for Indonesia’s regulatory authorities to consider. This would ensure that
all risk coming from highly risky activity or investment banks would be controlled effectively,
thereby lowering the possibility of contagion of banking threats.

6.2.5. Impacts of reforming business patterns
6.2.5.1. Profitability

Shifting banks’ business patterns would certainly influence their profitability in various
ways because bank institutions mostly generate their income from their traditional role that
creates different margins or interest rates between funding and credit supply.

Indonesia bank institutions mostly have high interest rates and characteristically short- term

funding. Therefore, the implication for bank profitability mostly relies on the sensitivity of their
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interest levels, in particular the lending rate, and the impact of economic development on

lending rate, or the capital levels that Indonesia banks maintain.

6.2.5.2. Lending
As already discussed above, Jackson argued that lowering lending is used primarily by banks
to respond to toughened capital requirements.”?® However, for banks in different jurisdictions,
specifically Indonesia and the UK, there might be different implications of changes of capital
requirements on bank lending, but this relies on whether the nature of the effect being
considered is micro or macro prudential and also whether bank institutions are consolidated or
merged or not. Quansah argued that there are several factors which require to be considered

including®:

1. Whether credit is supplied to either an individual debtor or corporate sector.

2. The type of business conditions which exist when the supervisory authority
introduces the changes of capital requirement.

3. The banking size in terms of total assets.

4. Whether credits are supplied that are unsecured or secured.

5. The level of the applicable capital buffer percentage.

Although loans provided by Indonesia bank institutions characteristically have very high
interest margins, it is argued that with concerns of NPL and leverage level, any future rise in
capital requirement through adopting the UK provisions or requirements will cause potentially
higher interest margins to be paid by debtors or borrowers. Banking rules concerning the use
of collateral to safeguard bank funding for credit supply are also likely to be revised or changed
to maximise potential bank profitability, or the possibilities available when there is credit
default.

6.2.5.3. Cost
Bank institutions would generally maintain their cost-effective business patterns

intentionally to retain or boost their previous profit levels. However, Eckhart Tolle argued that

2 Jackson, P., Furfine, C., Groeneveld, H., Hancock, D., Jones, D., Perraudin, W., et al. (1999) ‘Capital
requirements and bank behavior: The impact of the Basel accord.” BCBS Working Paper No. 1, April

726 Quansah, Josiah G. D.G (2014) ‘Capital Adequacy under Basel 3: its implication for large Commercial Banks
in Ghana and Kenya’ The University of Leeds. P. 223-224
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in order to implement cost cutting measures, bank institutions might need to ensure that their
operational procedures are not inefficient regarding not only their data management system but
also their IT7%7,

Therefore, it is suggested that bank institutions in Indonesia, when considering the cost
impact of adopting the UK measures or requirements or provisions, might need to implement
particular policies or cost cutting measures in order to minimise the cost of these possible
adoptions. The costs which might arise following the application of either legislation or the
compliance with provisions can be taken as an example. Any cost cutting measures that might
be implemented by Indonesia banks should consider either common customer demography or
the needs of potential customers in Indonesia.

6.2.6. Impacts of possible adoption of the UK provision on financial stability.

Possible adoption of the components of the UK provisions or the level of the UK measures
or requirements or provisions has to ensure and augment the existence of more secure, stable,
soundness, safety and resilient banking industries in Indonesia. It is suggested that in order to
ensure the achievement of this objective, Indonesia’s supervisory authority needs to conduct
research on the impact of the possible adoption of the UK measures or requirements or
provisions on the overall financial stability of banks and banking systems.

An analysis of whether adopting the components or these levels of the UK provisions or
measures to augment financial stability would rely to a large extent on whether the UK
provisions or measures lower systemic risks in financial systems. Although it is outside the
remit of this thesis to study and analyse the extent to which these possible adoptions could
contribute to the improvement of stability of Indonesia’s financial system, the author identifies
that the ratio between capital and leverage level is insufficient to ensure stability of the financial
system. Therefore, it has been identified that capital and leverage levels and measures under
the UK provision could play a significant role in mitigating or minimising systemic threats
within the financial system in Indonesia.

It is argued that the impact of such a crisis or negative implications of the systemic risks in
Indonesia could be worsened due to the lack of macroprudential provision, which could boost
the possibility of NPL and externalities, causing excessive considerable bank exposure through

risk of concentration and lack of sufficient capital buffer. Therefore, it is argued that the UK

727 Eckhart Tolle (2014) ‘The most rigid structures, the most impervious to change, will collapse first
— Structure Evolving Banking Regulation’ Chapter 2, KPMG p18-27.
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macroprudential provisions would intensify the stability of the financial system in Indonesia,
thereby lowering the possibility of banking instability.’?

The fact that bank institutions in Indonesia hold higher capital level than those in the UK
does not diminish the need to possess a sufficient capital structure to cover banking risks. This
is because Indonesia banks have higher leverage levels, particularly foreign banks, and the role
of foreign banks in Indonesia has increased significantly. It is argued that although the
percentage of assets of foreign banks was around 18% of total assets in 2017,"?° foreign banks
in Indonesia represent or could become a source of contagion of systemic risk through assets
of their cross border financial activities.

It is suggested that the impact of adopting the components of the UK measures or provisions
or the levels of these implementations on financial stability in Indonesia could be augmented
further by an extension or addition of the principle of BCBS on interconnectedness and
systemic risk to a domestic level. Therefore, it is also suggested that there is a need to extend
requirements of domestic systemically important banks (D-SIB)"*° to foreign banks in
Indonesia to provide more capital to enhance loss absorbency due to risks of high leverage.

Although foreign banks in Indonesia might not be considered as global systemic banks, they
might affect the domestic banking system due to their cross-border activities. It is argued that
the existence of their ability emphasises the importance of collaboration between the FSB and
BCBS to extend requirements for D-SIB to be implemented in Indonesia. Therefore, it is argued
that the supervisory authority in Indonesia should recognise bank institutions as D-SIB by using
12 principles under its structure,”! to use as a foundation for categorising banks as D-SIB,
which might have the implication of D-SIB failure in Indonesia. The level of D-SIB failure in
Indonesia will rely not only on bank size and the infrastructure of the banking institution but
also on the complexity level and interconnectedness associated with the cross-border activities.
It is suggested that the implementation of D-SIB structure for foreign banks in Indonesia ought
to fulfil the requirement of Higher Loss Absorbency under its structure. It is also suggested that
the IFSA, which has powers to extend D-SIB requirements, should supervise this
implementation. Besides, it is argued that there is a need for consistency in the implementation

728 |t is argued that no jurisdiction, including Indonesia or the UK, could ever eliminate the possibility of banking
instability completely but could minimise it ultimately.

722 The IFSA, 2017. ‘Indonesia Banking Statistics’ vol 15 No.07 Otoritas Jasa Keuangan 197

730 BCBS (November 2011) ‘The assessment methodology rules for globally systemic important banks (G-SIBs).
http://www.bis.org/publ/bchs207.htm

31 BCBS (October 2012) ‘A Framework for dealing with DSIB’ BIS.
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of its structure as this could intensify bank resilience in Indonesia, which at the same time
would not lower the competitiveness of foreign bank institutions in Indonesia.
6.3. Conclusion

This chapter considered the possible adoption of the components of the UK measures or
provisions or law and its impacts for a possible future scheme of banking provision in
Indonesia. These main facets, which are discussed from Chapter 2 to Chapter 6, were integrated
and shown through a simple table which summarized the findings. The findings was used to
analyse what components of the UK measures or provisions or law which could be adopted and
which could not into Indonesia bank regulations. The analysis of these components include ring
fence, capital, LCR and NSFR, CCB and sectoral buffer, leverage level and tools for lending.
There are apparent signals which Indonesia could adopt from general UK provisions, but it also
could not implement directly parts of the UK regulatory structure associated with technical
rules and measurements due to considerations including bank conditions, the national economy,
and Indonesia’s banking structure. It is therefore suggested that adopting the UK prudential

provision is advisable.

It is to consider not only a possible future development of the regulatory and institutional

development and way forward in Indonesia but also the limits of legal transplantation.
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Chapter 7 Possible future development and way forward

7.1. Introduction

From chapter two to six, the thesis discussed the appearance path dependence for change or
growth through incremental development or evolution, comparative legal analysis, and legal
transplant or possible adoption of the components of the UK measures or provisions or law into
Indonesia banking regulation. However, the transplantation might face difficulties relating to
thick and thin notions. Oona Hathaway contends that the historical path bringing about each
new verdict or result straightforwardly influence or form which outcome or result in particular
and systematic manner.”32 Consequently, the thought of transplantation of the rule of law into
new framework is inevitable to face obstacles or difficulties. Therefore, chapter 7, in light of
previous discussions, will undertake an analysis of possible future developments, way forward
and the limits or obstacles of legal transplant considering thick and thin conceptions.

The thin notion normally contains formal or instrumental facets. It does not consider the
ideology of politic, the democracy level, and the liberalism level. The thin conception basically
restricts actors of State, gives practical procedures for law making, and need stability and
consistency, with provisions being forced and by and considerable received by the public.”
Conversely, the thick conception on the rule of provision is considered as a segment of social
and political philosophy which deal with concerns or issues which exceed consistency,
processes, limits, enforcing and stability.”* It normally contains comprehensive thought
relating to specific types of human right conceptions, shape of government and economic
structures.” Essentially, it binds law and morality of politic together whereas the thin
conceptions attempts to keep or consider them unconnected or separate.

The appearance of path dependence through incremental development or evolution revealed
that Indonesia sees a shift slowly moving away from a traditional model based on deposits and
loans, towards a business model that resembles that of large UK banks (wholesale funding and
securitised bonds). This might highlight the potential flaws or regulatory concern of Indonesia
banking regulation associating with not only controlling, supervising, regulating closely the
bank activities relating to the growth of wholesale funding designed at the relationship of sale

and repurchase agreement or bond or securities or commercial paper but also maintaining the

732 Oona Hathaway, ‘Path Dependence in the Law: The Course and Pattern of Legal Change in a
Common Law System’ (2001) 86 lowa L Rev 601, 659.
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soundness, safety and stability of banking system. There needs to be better control and
supervision of bank activites, better quality and adequate capital and liquidity, lower leverage
level, harmonization of information, better information, adequate supervisory review, better
engagement with financial intermediary institutions and stricter internal controls. Therefore,
the UK experience might assist to minimize the risks relating to bank activities, such as
wholesale funding and securitized bond, and improve supervisory review, definition of
liquidity, disclosure requirement and lower leverage.

Drawing upon the UK banking regulation framework, the thesis would submit in this chapter
that the thin notion through the IFSA provision is required to perform legal reform or transplant
for the Indonesia banking regulation including banking law and prudential provisions,
specifically capital and liquidity provisions. Regulating banks, particularly in Indonesia is a
complex concern, dynamic and challenging as it needs to consider path dependent aspects
through incremental development or evolution. Matter of local circumstances and solutions
require to be adapted or tailored to these circumstances.’® This denotes that one size fit all kind
of scheme for reform of the rule of provision ought to not be employed as it is unsuccessful to
deem path dependent aspects.”®’ If the legal amendments or reforms attempt to become
successful, they require to consider the adaptive behavior of legal culture.”® It denotes a system
particular mode in which practices, manner, value and legal institutions are incorporated into
the legal system functioning.”® Indonesia sees a shift slowly moving away from a traditional
model based on deposits and loans, towards a business model that resembles that of large UK
banks (wholesale funding and securitised bonds). With comparing the UK banking regulation,
there are several flaws of Indonesia regulatory structure relating to Indonesia banking law and
provisions. Firstly, the meaning of ‘other form” which is included in the term ‘bank’ is not
clear and has the absence of a common definition or understanding of “other form”. This
absence allows either non-bank institutions or the shadow banking system to make and develop
various products of financial innovation and also allows them to grow, mostly unregulated, and
to provide competition with bank institutions directly in their part of the traditional market
which might contain implicit threats or risks. Secondly, flaw of definition ‘liquidity’ might

enhance moral hazard of the shareholders or Indonesia banks to maintain liquidity which cannot
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cover the net liquidity outflow and cannot ensure banks are liquid institutions. This might be
incentive for bank institutions to maintain either poor quality asset or illiquid asset which is
hard to be used to obtain cash quickly or is difficult to be converted into a liquid asset, like the
case of Century Bank. Thirdly, inadequate supervisory review, particularly no aspect of
disclosure requirements on the competent authorities might pose risks, notably wrong decision
or strategy and the concern of moral hazard and inconsistency of supervisory reviews and
evaluation and measurements, no transparency and accountability, uncertain quality of result
of capital calculation, supervisory capture of assessment, and lack of clear measurement
procedure. Finally, although the Indonesia Banking Statistic which includes quantitative terms
and reports on the profile of Indonesia’s banking industry which includes qualitative
demonstrate the feature of disclosure requirement as being in line with Pillar 3 disclosure
requirements, Basel I11, Indonesia has not regulated this into the IFSA provision. To minimize
these risks, there need to be legal reforms through the IFSA provisions to provide further design
of the term ‘bank’ particularly further definition or understanding of “other form” and to
regulate or restrict activities of bank institutions clearly. The further reform of IFSA provisions
also are needed to design and improve the part of capital and liquidity provisions including
comprehensive supervisory review regime particularly the disclosure requirement on the
competent authorities, explicitly disclosure requirement and liquidity definition. The IFSA
provision is important to maintain Indonesia banking regulation when there is a difficulty to
reform Indonesia banking law relating to the thick conception.

7.2. The possibility of amendment of the term ‘Bank’

In relation to discussion in Chapter 3, subchapter 3.2.1 and 3.2.2, Indonesia might need to
design the term ‘Bank’ in line with the level and direction of the development of banking
system due to unclear meaning of ‘other form’. This might minimize or mitigate either potential
hidden risky activities or particular unregulated activities which are performed by Indonesia
bank institutions. Generally, the Banking Act 1998 has already provided the term ‘bank’ but it
is argued that it does not reflect the level and direction of development of Indonesia banking
system. In relation to section 2.3.3 in Chapter 2, there is a positive growth of business model
in broad activities that resembles that of large UK banks, such as wholesale funding and debt
securities. Therefore, the banking Act 1998 might need to be redesigned and amended in order
to not only accommodate or facilitate the development of Indonesia banking system but also to
promote banking stability in Indonesia through mitigating possible hidden risky activities or

specific unregulated activities.
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The possible change of the term ‘bank’ might face difficulties which is relating to thick
notions which binds law and morality of politic together. The design of new term ‘bank’ must
be performed by amendment of new banking Act or banking reform because if they are made
by IFSA provision, there will be a conflict of interest between the IFSA provision and the
Banking Act 1998. Furthermore, plan of new banking reform should be performed by
regulatory authority or government to fulfil the need for a quick and proper response to changes
in the market and financial conditions to protect banking from failure. The change of the term
‘bank’ could be merely performed by the reform of Indonesia Banking Act through potential
two ways which might be considered by Government. Firstly, it might concentrate on amending
or changing the old term ‘bank’ with new term ‘bank’ which focus on activities of bank
institutions in order to accommodate, encourage and reflect the level and direction of
development of Indonesia banking system. Otherwise, Indonesia law might drop or erase ‘the
other form’ which is not clear in the term ‘bank’. The bank activities might be limited, merely
distributing funds and accepting funding. The possible amendment of banking regulation
including either regulating broad activities or dropping ‘the other form” might amplify bank
exposure, which might influence the bank’s balance sheet relating to asset connectedness and
liability connectedness. If it is dropped, there will be additional to the aspect of banking act
1998 associating with providing limitation of banking activities clearly, completely and
comprehensively.

However, the IFSA provision might be used to provide further explanation of definition or
understanding of ‘other form’ in term ‘bank’ in case of concerns of banking law reform which
is hard to deal with due to politics, law and long procedure. The IFSA provision does not mean
that it is used to substitute or amend Indonesia banking act but it is used to provide further
clarity or provision of banking activities which could be performed by Indonesia banks and
not. It not only should prevent or restrict risky activities of Indonesia banks which is prohibited
and threaten the soundness, safety, and stability of banking system but also control, supervise,
regulate closely the bank activities relating to the growth of wholesale funding designed at the
relationship of sale and repurchase agreement or bond or securities or commercial paper.
Fernandez and Gonzalez contend that strict restraints on activities of a bank institution are not
ineffective at lowering risks of banks.”® Furthermore, further study signifies that its restraints

are merely not ineffective at managing risks once aspects of both auditing requirements and

7% Fernandez Al, Gonzalez F (2005) How accounting and auditing systems can counteract risk-shifting of
safety nets in banking: Some international evidence. Journal of Financial Stability 1(4):466—500
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disclosure of information are poorly developed.”*! If risks of activities of business model,
particularly wholesale funding designed at at the relationship of sale and repurchase agreement
or bond or securities or commercial paper are mitigated comprehensively and properly, it
should contribute to protect banks from failure and potential increase stability of banking
system.

Regulatory bodies, such as the IFSA, Bank Indonesia and IDIC will socialize the plan of
banking reform including the scheme of the term ‘bank’ to all stakeholders. They would explain
the background to the design of amendment of banking law, involving estimation of the benefits
and cost of its proposal, unless in its view of evaluation or assessment or review is irrationally
feasible or practicable. The proposal, direction, strategy, justification and assessment of the
regulatory bodies, such IFSA, Bank Indonesia and a copy of document research and financial
stability report would also be placed before debating the document or going through legislative
procedure in the House of Representative.

The plan or proposal of Banking Act 1998 reform including scheme of amendment of the
term ‘bank’ has several limitations. Firstly, its cost will be expensive. Regulatory bodies will
need to spend a lot of fund to conduct research, pay particular expert or scientists and socialize
its plan while bank institutions have to provide and spend a lot of cash to adjust their business
model. Secondly, the plan will limit or restrict banking activities. It will influence their profit
and competition. Furthermore, they might face greater or strong competitions when offering
their products and services. The process of amendment of banking Act 1998 will be the long
and time-consuming procedures. For example, the draft of its amendment has already been
published since around ten years ago but until now there is no clear information about the
certainty of its draft being the new banking reform. The proposal or draft or document of its
amendment including the choice to include techniques that would allow the insertion or
addition of primary changes in the existing banking act 1998 will be debatable or going through
legislative procedure in the House of Representatives.

7.3. Part of capital and liquidity provision : Disclosure and supervisory regime and
liquidity definition

In relation to discussion in Chapter 3, 4 and 6, Indonesia might need to design and improve
the part of capital and liquidity provisions including comprehensive supervisory review regime,

explicitly disclosure requirement and liquidity definition. Although the study does not conduct

41 pasiouras, F., Gaganis, C. Zopounidis, C. 2006. The impact of bank regulations, supervision, market structure,
and bank characteristics on individual bank ratings: A cross-country analysis. Rev Quant Finan Acc (2006) 27,
p.409
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a research completely of all cases of failing banks in Indonesia to provide justification
completely to the lack of these legal regime, based on the discussion of these chapter, the legal
reform of the part of these provisions might assist to minimize or mitigate the risks of potential
failing bank, like Century Bank case which revealed the possible concern of illiquidity,
inaccuracy data, doubt of data, unstandardized data, and no consistency of bank financial report,
and potentially uncertain quality of result or uncertain result of capital calculation but also
disclosure requirement and inadequate supervision relating to either no technical criteria,
untruthful reporting and methodologies being used for review and evaluation; or lack of clear
measurement procedure. Furthermore, the development of risky activity in Indonesia will need
a stong, close or strict supervision performed by the IFSA. Therefore, Indonesia legal regime
particularly the parts of capital and liquidity provision need several changes or additional
provisions to mitigate or minimize the possible concerns and a potential failing bank.

As already discussed in Chapter 4, subchapter 4.3.1.1, 4.3.1.4, 4.3.1.5 and 4.4, the
framework of Indonesia capital provision involves several preliminary considerations but it
does not highlight the importance of supervisory review. Furthermore, it comprises models of
supervisory review including ICAAP, SREP and early intervention of supervision but it does
not prescribe the process of supervisory review explicitly and no disclosure requirements on
the competent authorities. In addition, Indonesia does not yet have provisions which regulate
disclosure requirements explicitly but the Indonesia Banking Statistic which includes
quantitative terms and reports on the profile of Indonesia’s banking industry which includes
qualitative both demonstrate the feature of disclosure requirement as being in line with Pillar 3
disclosure requirements, Basel I1l. Moreover, Indonesia liquidity provision has already
provided the defition of liquidity but it might potentially facilitate or encourage bank
institutions to maintain liquidity outflows more the inflow liquidity. Otherwise, it might
enhance moral hazard of the shareholders or Indonesia banks to maintain liquidity which cannot
cover the net liquidity outflow and cannot ensure banks are liquid institutions.

The disclosure requirement on the competent authorities, such as due diligence relating to
the risks of a securitisation, criteria for credit granting, retention of loss exposure and additional
risk weight, and disclosure requirement will be additional to the capital provision, particularly
the frameworks of the 11 provision 2016 and the 34 provision 2016. Furthermore, the minimum
result of the Indonesia LCR calculation, 1:1, not merely positive will be additional to the
definition of liquidity provision. Otherwise, the definition of liquidity provision will be changed
with liquidity outflows less the inflows of liquidity. This shows that the sum of the values of

liquid assets could cover the net liquidity outflows. The IFSA will add these aspects of capital
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and liquidity provisions in an approach that aims mitigate or minimize the possible concerns
and a potential failing bank.

The IFSA will socialize or distribute the new provisions of capital and liquidity and provide
particular time to Indonesia bank institutions in order to adjust their business with a new IFSA
provisions. It would explain the background to the additional parts of these provisions,
involving estimation of the benefits and cost of its provisions, unless in its view of evaluation
is irrationally feasible. The direction, strategy or the choice to include techniques that would
allow the insertion or addition or primary changes in the existing provision would be placed
without the document being debated or going through legislative procedure in the House of
Representative to provide proper and quick response to changes in the market and financial
conditions to prevent Indonesia banks from failure. The IFSA will explain to Indonesia bank
institutions how they would apply its approach or direction or strategy and also might issue a
recommendation on the implementation timing alongside its approach or direction.

The new reform definition of liquidity should ensure that covered institutions are liquid
institutions with adequate liquid assets as the sum of the values of liquid assets could cover the
net liquidity outflows (liquidity outflows less the inflows of liquidity). The new reform of
capital provisions including supervisory regime and disclosure requirement should enhance
transparency which might contribute to the stability of banking system and accountability in
order to minimize occurrence of abusive practices. It should also decrease bank official
corruption, harmonize information and lower threat. Furthermore, there are several researches
which highlight the benefits of these facets of capital and liquidity provisions. Fernandez and
Gonzales denote that the significance of disclosure, involving both accounting and auditing
could possibly lower bank risk taking. "*2 They also demonstrated that a more strict disciplinary
supervisory capacity over action of management seems to be effective or worthwhile in
decreasing risk in countries which pose low auditing and accounting requirements. It could be
assumed that the risks of not only possible growth of risky activities, notably insurance or
securities, equity investment but also the similar case of Century Bank which highlighted no
harmonisation of information or inaccuracy data which incentives bank institutions to provide
the possibility of untruthful reporting to the IFSA might be able to be minimized or mitigated.
It is expected that bank institutions in Indonesia will attempt to improve and promote bank

transparency and the IFSA will have the common methodologies and criteria to evaluate

2 Fernandez Al, Gonzalez F (2005) How accounting and auditing systems can counteract risk-shifting of
safety nets in banking: Some international evidence. Journal of Financial Stability 1(4):466-500
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compliance which need to be performed by Indonesia banks, such as due diligence relating to
the risks of a securitisation, criteria for credit granting, retention of loss exposure and additional
risk weight.

Furthermore, the amendment of liquidity definition is importance to ensure that liquidity
outflows of Indonesia bank insitutions will be less than the inflow of liquidity and thereby
expected to minimize moral hazard and potential risk of shareholders or banks which attempt
to avoid the law or sanction or fine or punishment when they are going to be failing bank or
bank failure. Golin contends that bank institution safeguards prudently and properly against
risk of liquidity which would not own adequate assets, notably cash or funding to fulfil their
obligation. "*® A bank institution might be a failing bank when they do not have funding or
required liquidity to satisfy its obligations.

The plan of the change of IFSA prudential provisions, particularly liquidity and capital
provisions has several limitation which are relatively similar to the limitation of proposal of
Banking Act 1998 reform. These implications include potentially rising cost in the practice of
real resources for the bank institutions and regulatory authority, potential concerns of slow
development of banking business and the possible movement of activity to the centre where

provisions are more lenient.

7.4. The possible reform of Indonesia banking provisions

Bl and IFSA should arrange to make resolutions collaboratively in line with their tasks.
Their provisions should not overlap or regulate relatively similar substantive facets. For
example, Bl would regulate CCB and sectoral whereas IFSA would concentrate on bank capital
ratio. They have to set out clear objectives and more detail, have clear measures in place make
provisions effectively and efficiently. They should prioritise resolving the basic concerns. This

subchapter will discuss the possible reform, progressing from priority 1 to priority 3.

43 Golin J (2001) The Bank Credit Analysis Handbook: A Guide for Analysts, Bankers and Investors. John
Wiley & Sons (Asia) Pre LtdFotios Pasiouras - Chrysovalantis Gaganis - Constantin Zopounidis
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Table 7.1.3

Priority 1

Priority 2
1. Further Priority 3

explanation  of 1. NPL,
other ‘form’ in standardisation
term ‘bank’ 2. Leverage

2. General ] > 3. Capital —_»
provisions  that
could encourage
development of
banking
structure

3. Provision of
securitisation

4. Liquidity

1. CCB

2. Sectoral
Buffer

3. A study of
ICR

Priority 1 relates to amendment or introduction of general provision, including further
explanation of other ‘form’ in term ‘bank’, provision of securitisation and amendment of
liquidity provisions. Indonesia’s regulatory authorities have to make provisions that would
encourage the banking system’s development. They can consider adopting components of the
provisions from other countries, notably the UK that has, similar path dependence through
incremental evolution from 2012 to 2017, experience and similar regulatory structure. The
potential adoption of general provisions should be in line with the condition of Indonesia banks,
Indonesia banking principles and written details. Therefore, although there is a need for further
research in these areas, such a study would take a year or two years. It is important to note that
the aim of study should be to boost the particular provisions to resolve several possible
concerns, notably inaccuracy, standardisation, uncertainty, criteria and issues of transparency,
clarity and disclosure which have already been discussed above. However, introduction of new
provisions or amendments would increase not only the possibility of inefficiency of the
financial system, but also increase cost and possibly reduce competition and the pace of
financial innovation

The possible adoptions could be started by considering the option to recast techniques that
would allow the insertion or addition of primary changes into existing provision without
debating the document or legislative procedure through the House of Representatives. This

could be performed through the provisions of IFSA or Bl. In other words, introducing
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provisions should not be reliant on amendment of the Indonesia Banking Act 1998 due to
several factors, notably the long time period and political concerns. Furthermore, the
description of a bank under the Indonesia Banking Act provides possibility to engage in risky
activities or make financial innovation. The IFSA provision could be used as an alternative to
provide further clarity or provision of banking activities which could be performed by
Indonesia banks and not. Moreover, the Act of IFSA 2011 provides the legal base to encourage
stable and continuous banking development,’** organise an integrated regulatory and
supervisory system’#, and perform tasks for regulating and supervising bank institution, capital
market, insurance and other financial institutions’#®. Taking disclosure or securities provisions
as an example, disclosure and transparency could augment the informational efficiency that
would encourage an increase in the daily volume of trading. The traders generally ensure that
prices of the various securities reflect all available information. Therefore, it has been argued
that this could encourage or assist planning of securities development to boost bank capital.
This could also prevent excessive resources from being based on speculation as distinct from
raising capital because wholesale customers are mostly financially aware, and have enough
knowledge, information, awareness, skill and expertise to analyse the bank quality.

IFSA should arrange to make or facilitate provisions of securities. These provisions could
provide a legal base for developing banks, notably securities, as well as mitigating the risks of
banking institutions through transferring risk via investment banks. Relying on a clear legal
base and instruction for securities banks could mitigate their risks by transferring them to the
capital market through investment banks. They also could perform plans certainly and safely
in order to lower leverage and increase capital if the supervisory authorities include these
schemes in their blueprints. The author argues that Indonesia’s regulatory authority should
consider the following factors in order to develop securitisation of assets:

1. Providing infrastructure for the provision of securitisation, notably the Act and
provisions. If passing the Act would take a long time, the regulatory authority could
make basic provisions for the legal base, notably definition, requirement or criteria of
bank which could perform securitisation, and clear procedure or instructions.

2. Making and strengthening facilities and infrastructure which could boost efficiency

of information, notably disclosure.

744 Article 4 the Act of IFSA 2011
745 Article 5 the Act of IFSA 2011
746 Article 6 the Act of IFSA 2011
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3. Providing legal infrastructure to avoid and tackle short termism. There is a need for
clear remuneration schemes for managers, notably providing incentives that relate
their incomes to the medium period

Another possible reform relates to liquidity. Indonesia banks still have high capital reserves
but if they have plan to lower their capital, they need to ensure they have good liquidity. This
IS necessary to evade maturity mismatch and bank runs in the case of concern relating to capital
decrease plans. If the supervisory authority concentrates on lowering capital directly without
resolving liquidity concerns, this could potentially damage stability. It is suggested that the
should IFSA resolve liquidity concerns and mitigate liquidity risk. Firstly, supervisory
authorities could adopt the components of the UK provision on liquidity. They should amend
the provisions in order to ensure banks having enough liquidity, with liquidity outflows less
than the inflow of liquidity. Otherwise, they could insert substantive amendments into existing
provisions, notably positive result with ratio of inflow and outflow that is minimally 1,01: 1.
But this ratio could increase with clear measures and objectives once the plan for capital
decrease is running. For example, if banks lower their capital to 18 from 22, this ratio changes
to 2:1. Otherwise, each capital decrease will be followed by liquidity increase with clear
measures and objectives. However, it is suggested that the IFSA conducts further research to
determine measures for each increase of the liquidity ratio due to several potential impacts of
higher liquidity requirement already discussed in the previous subchapter.

Secondly, the IFSA should add substantive amendments relating to items needed for
obligation of reporting on stable funding through adopting the UK provisions. This is aimed to
boost standardisation of reporting including clarity or transparency of clear measurement and
criteria for reporting on stable funding. Although Indonesia banks, unlike UK banks, do not
have a complex market, this could facilitate the growth of securitisation in line with the plan
for securities provision already discussed above. Besides, there is a need to make clear
guidelines or instruction, measurement and criteria to validate the report provided by bank
institutions based on clear objectives regarding what, why and how they analyse the accuracy
of data. All banks and the IFSA would use the same procedure for reporting and analysis. The
IFSA would have its own checklist and perform analysis based on clear, detailed data or
information. As a result, the IFSA could make assessment comprehensively, the reporting
method could be harmonised and consistency of bank on reporting on stable funding could be
established. However, there is still a need for further research relating to efficiency, impact of

provision, clear measurements.
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In general, banks face considerable potential risk of mismatching. The majority of assets
have a maturity period of over one year whereas the majority of deposits have a maturity period
of under three months. The mismatching risk might include not only mismatch in the maturity
level between foreign currency business and rupiah but also the mismatching of assets and
liabilities between wholesale banks and retail banks. Therefore, measures that could be used by
the IFSA or supervisory authority in Indonesia would relate to the maturity mismatching
between foreign currency business and rupiah, the ratio between retail banks and wholesale
banks. Retail banks with a large number of small accounts should have a bigger ratio than banks
with a small number of large accounts. This could lower the uncertainty of the cash flow in the
bank balance sheet, but remaining uncertainty should be managed. Furthermore, banks should
mitigate and handle concern over liquidity risk.

One of the fundamental strategies to mitigate liquidity risk is the practice of liability
management. Bank institutions should have immediate access to either inter bank borrowing or
other market-based deposits as funding sources to substitute any shortage in the withdrawn
deposits or maturing event. Secondly, banks should manage asset risk and liquidity risk.
Managing liquidity concern involves not only liability management but also reserve asset
management.’4

After considering priority 1, it is suggested that the supervisory authority analyses and sets
priority 2 for research in order to tackle the concerns of NPL, RWA, capital and leverage.
Possible schemes for these resolutions would take a fairly long time to implement or realise. It
is therefore suggested that several stages or measures should be introduced or prepared before
resolving the concerns of NPL, capital and leverage levels. First, blueprints of these resolutions
should be provided so as to guide or enable better actions which would result in not only a
decrease in NPL, capital and leverage level effectively and greater efficiency of operation but
also economies of scale. Criteria, measurements or restraints should be introduced to provide a
reasonably clear framework for action or decision. Another suggestion relates to development
or use of information collection relating to customer data. Supervisory authorities and all banks
will have similar data automatically when banks input customer data into the system. This could
boost standardisation and the accuracy of data analysis and also lower the possibility of
differences in data between supervisory authority and bank institutions. This also could lower

the risk of bad management and hidden data, and increase transparency or disclosure, and also

47 Mike Buckle&John Thompson, (2004) ‘The UK Financial System: Theory and Practice’ Manchester
University Press p. 349
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make it easier for banks to transfer the risk into investment banks or customers to move to or
use the services of another bank.

Another proposal is to develop a system for harmonised calculation. Supervisory authorities
and bank institutions will perform or use similar calculations. This could assist supervisory
authorities in analysing and verifying data and checking the result of calculations precisely.
Finally, another suggestion relates to establishing an integrated system for analysis and
supervision. The system will integrate all the required data, notably NPL, capital and leverage.
A well-designed system could provide automatic analysis of these data which would result in
a good alarm system for supervision and assist in analysis before making decisions. ©The
system could assist authorities in considering the next step for resolving the concerns which
will be discussed below. Furthermore, the systems could provide alarms that would allow for
effective and strict supervision. When the system provides information of an increase in NPL
or leverage level excessing each measure that already made by financial authorities, this will
trigger an alarm mechanism allowing supervisory authorities to look at the concern closely and
consider measures and steps to minimise the risks. However, all the possible stages or measures
above would need considerable funding or financial investment in cutting edge technology.

After implementing these stages or measures, Priority 2 would start with concentrating on
concerns of NPL, capital and leverage. First, it refers to the scheme for reducing NPL level. It
is suggested that financial authorities set primary objectives, notably standardisation of NPL
calculation and a plan for lowering NPL level with several measures. Standardisation will
ensure similar techniques of NPL calculation and increase clarity and certainty of the
provisions. Furthermore, it is suggested that the supervisory authority should have a clear goal
regarding the level that needs to be achieved, such as a decrease of 2% in two years. Then,
supervisors should make clear measures to achieve this target. They should avoid use of capital
to lower the NPL level due to the risk of high leverage level which will be discussed below.
The plan to decrease the NPL level could be performed through securitisation of illiquid assets
to be traded to a third party, but Indonesia has no securitisation provision yet. Alternatively,
Indonesia banks could start with resolution of basic concerns within two years, such as bad
management, the provision of credit, and moral hazards. This should be followed by clear
measures. For example, collateral should fulfil a minimum of 10% above the level of credit
which will be supplied. This could be achieved if IFSA provides guidelines or instruction on
credit supply for all banks, including the collateral aspect. This could prevent moral hazard and
also decrease the possibility of failure of credit repayment and establish an integrated,

harmonised system. Another measure would be for successful credit to be agreed and
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transferred to customers if banks meet underwriting standards of credit and input into the
system that have already been discussed above. Otherwise, IFSA could determine other
measures that could improve bank management and prevent moral hazard and mitigate the risks
of bank specific factors. However, it is also suggested that all measures would need further
research regarding their effectiveness and efficiency in order to mitigate the risks of raising
cost, decreasing competition and reducing the pace of financial innovation.

Furthermore, priority 2 should concentrate on resolving the leverage level. Indonesia banks
hold high leverage percentages, particularly foreign banks. The percentage is likely not ideal
or proportional with the level of capital, as already discussed above. High risk of leverage level
could potentially damage the banking system and stability. Therefore, it is argued that the
supervisory authority should develop deleveraging strategy, a clear blueprint and well-designed
measures to lower the leverage level. First, deleveraging by Indonesia bank institutions is
expected to be performed over a medium or long period of time due to concerns of funding and
capital-related pressures of a cyclical and, in particular, a structural nature. Reasons driving
Indonesia banks to deleverage their balance sheets include, firstly, Indonesia banks have a
heavy dependence on short term wholesale funding or less stable funding sources.”*® Indonesia
banks have relatively high HQLA but they show high reliance on wholesale funding, potentially
leading to concerns of maturity mismatching, illiquidity and bank run. The borrowing practice
for short term funding from wholesale funding or less stable funding while extending long term
credit to their customers could potentially become the source of banking risks in Indonesia. A
mismatching of the structure of assets and liabilities on the bank’s balance sheet could
potentially make the bank institution vulnerable not only to interest rates but also fluctuations
in availability of credit from wholesale funding. If the availability of short term funds starts to
dry up, liquidity concern might affect Indonesia bank institutions. The illiquidity concern might
derive from lender institutions in the wholesale credit market which might feel anxious or
reluctant to provide credit. Indonesia banks might not experience serious solvency difficulty or
rigorous lack of assets to cover their liabilities, but they might experience illiquidity concerns
regarding reliance on sourcing short term funding from wholesale credit and therefore they
need to adjust their business models to ensure long term viability. Several researches have
demonstrated that bank institutions with high leverage levels and heavy reliance on wholesale

funding were more fragile and experienced more considerable decreases in share price during

748 JFSA, 2016. ‘Report of Indonesia Banking Profile (RIBP)’ Quarterly III
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the volatility. “*® Secondly, the various failing banks and banking failures since 2000 have
created uncertainty about the resilience of Indonesia’s banking sector.

Indonesia banks might plan to deleverage either through reduction of assets, which might be
performed to enhance their liquidity or capital position, or through adjustments to banks’
liabilities and capital. They might raise capital, notably through retained earnings or issuance
of equity or hybrid debt conversion, and augment their stable funding sources, notably either
long term wholesale funding or retail deposits in order to achieve reduction of their assets. They
might sell a business line or scale down their loan portfolio. Furthermore, adjustment to banks’
liabilities and capital could be performed by Indonesia banks, but this would rely on the
particular pressure of the balance sheet. If they have a concern relating to funding pressure,
they could endeavour to sell their liquid assets within a short time period as Indonesia banks
have relatively high HQLA that could be used to obtain more cash and address funding
pressure. On the other hand, if they have a concern relating to their capital position, they could
lower their risk weighted assets to boost their capital position. All Indonesia banks have
relatively sufficient capital levels, so if they lowered the RWA or assets or raised new equity,
it could boost their capital position to facilitate their deleveraging plan and prevent the need for
large scale deleveraging.

The deleveraging scheme in Indonesia might result in several concerns, notably restriction
of credit supply, or credit disruption due to funding and capital pressure or effect of enhancing
the capital level or adjustment of their liabilities and capital position. This plan might affect
small bank institutions, those in the categories BUKU 1, BUKU 2 or non BUKU, such as rural
banks having difficulties in accessing more funding or facing concerns of funding and capital
pressure, by resulting in potential tighter credit standards or possible increase in their credit
cost. Furthermore, Indonesia banks should also consider potential concerns in securing US
dollar funding. Moreover, Indonesia banks, particularly BUKU 4 which have foreign branches
overseas, might lower their International activities in order to mitigate the impact of their
exposure cross border on Indonesia’s economy and concentrate on accomplishing their
deleveraging scheme.

However, Indonesia authorities and bank institutions should work together to analyse and
monitor the strategy and scope of Indonesia bank deleveraging in order to calculate the impacts

of the process of deleveraging for Indonesia’s economy. Firstly, Indonesia’s bank institutions

49 C. Raddatz, (2010) *When the Rivers Run Dry: Liquidity and the Use of Wholesale Funds in the Transmission
of the U.S. Subprime Crisis’ World Bank Policy Research Working Paper Series, No 5203; Beltratti and Stulz,
supra note 616

227



should have plans, notably medium- or long-term schemes, to restructure their size in order to
lower dependence on wholesale funding and carry out deleveraging plans. This would involve
reduction of their assets or selling their assets to third parties or other bank institutions which
have a strong capital position or securitising their assets to be traded off. Secondly, Indonesia
might adopt longer term refinancing operations in Europe to lower banks’ market funding or
funding and capital related pressures. Furthermore, Indonesia bank institutions might
concentrate on the illiquid assets to be securitised and sold. Otherwise, Indonesia banks should
reduce business which drives potentially NPL concern. However, the effort to perform
deleveraging should include comprehensively considering their capital limit, the amount of
wholesale funding, their structural funding and bank plans in order to mitigate the risk of
deleveraging.

Furthermore, priority 2 should resolve the concern of capital level. Indonesia banks might
face tighter capital requirements due to the proposed deleveraging scheme even though they
hold sufficient capital levels, approximately 22%, which is higher than in the UK banks. They
have several possibilities to address this concern, including reduction of asset size, rising equity
and lowering lending to risky borrowers. Indonesia banks could lower their lending to risky
borrowers in order to provide more capital and facilitate the deleveraging scheme, but it could
lead to potential difficulty for small business firms, resulting in slowing down of the growth of
Indonesia’s economy. They might face difficulty in finding alternative funding sources due to
heavy reliance on banks’ credit. "° Decreasing credit supply to small firms could reduce growth
of the economy. °! Peek and Rosengren revealed that a contraction of credit because of stress
of bank capital could contribute to reduction in the real economy. 7*2

Several studies provide explanation of why equity is not inexpensive and any rise in equity
cost could be transmitted to debtors or borrowers. 7> Higher capital lowers ROE. The rationale
is the reduction in net income because of the debt substitutions with extra costly equity. Bank

institutions could raise their lending rates in order to maintain the current ROE level.”** The

750 Brewer I1I, E., H. Genay, W.E. Jackson III and P.R. Worthington (1996) *"How are small firms
financed? Evidence from small business investment companies’ Economic Perspectives-Federal
Reserve Bank of Chicago 20, 2-18.

1 Hancock, D. and J.A. Wilcox (1998) *The credit crunch and the availability of credit to small
business’ Journal of Banking and Finance 22, 983-1014.

752 peek, Joe, and Eric Rosengren (2000) Collateral Damage: Effects of the Japanese Bank Crisis on
Real Activity in the United States’ American Economic Review 90(1), 30-45.
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primary concern is that higher rate of bank lending might lead to decreased lending and
therefore a potential fall in the economy. Nevertheless, Modigliani and Miller reveal that equity
is not necessarily costly as high capital levels make debt funding and equity more secure and
safer, and thus the funding cost is lowered since there is an increase in capital requirements. 7>
Admati et al also contend that the ROE comprises a risk premium which has to decline once
bank institutions have extra equity. Therefore, the weighted average capital cost might not
change since there is a rise in the capital to asset ratio. 7>

Indonesia has different types of banks and in different concentrations. Indonesia’s
authorities might use equity based on the Admati et al theory to increase capital requirements
due to the constraints of funding sources in Indonesia but could also consider their
concentrations in order to determine their capital levels; however, determining the equity
capital level is a problematic issue. Admati et al contend that the ratio of a Tier 1 equity of 20-
30 percent over unweighted assets would be socially optimal to create a safer and better banking
system.”” Conversely, Miles et al contend the ratio of unweighted assets should be up to 20
percent.”™® Their reasons for stipulating a high capital prerequisite are, firstly, to lower the
public bail out probability and therefore lower the taxpayers exposure, and secondly, to lower
the incentive for managers to take excessive risks.

After considering priority 2, it is suggested that supervisory authority concentrate on
reviewing parts of the macroprudential provisions, notably CCB or sectoral buffer or ICR. This
should not, however, be the first priority, for the following reasons. First, Indonesia banks still
have basic concerns already discussed above. Taking high capital as an example, an increase
in capital for CCB or a sectoral buffer will bring impacts as already discussed in chapter 3 and
6. Second, in Indonesia banks there is little possibility of fire sales as index prices are still
relatively stable and the majority of Indonesia banks are now retail banks and therefore provide

%5 Modigliani, Franco, and Merton H. Miller (1958) *The cost of capital, corporation finance and the

theory of investment” The American Economic Review, 261-297.

%6 Anat R. Admati, Peter M. DeMarzo, Martin F. Hellwig, and Paul Pfleiderer (2011) ‘Fallacies, Irrelevant
Facts, and Myths in the Discussion of Capital Regulation: Why Bank Equity Is Not Expensive’ Stanford GSB
Research Paper No. 2065
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more safety than investment banks.”® Finally, unlike UK banks, Indonesia banks do not have

buy to let products.®°

However, first, Indonesia might consider specifically regulating CCB level, starting with a
low level, notably 0,1% rather than 0%, and the sectoral buffer might be 0%. The discussion
above shows that Indonesia banks incur big risks because of either high RWA, NPL or a not
ideal ratio between capital and leverage. The majority of credit collateral generally comprises
property. If there are many credit failures and banks face liquidity, customers might sell their
property. CCB could reduce the impact in the case of a possible externality. The supervisory
authority should determine measures in line with bank condition or the country’s economy or
banking risks. For example, if banks can successfully reduce capital to 18% and leverage to
8%, they should consider implementing a strict CCB level based on stress testing, notably 1,5%.
In other words, in setting the CCB level, aspects such as capital or leverage, and other measures
should be considered. These measures include asset risk, profit, leverage, house price in a
region, price reduction in a region, or RWA. It is suggested that the supervisory authority
should provide guidelines or instructions including criteria and requirements at each level.
Otherwise, they should develop clear procedure using well designed measures. Furthermore,
while the supervisory authority might not concentrate on LTI or DTI to restrict growth of credit,
they might consider these guidelines or instructions in order to establish a harmonised system,
prevent possibility of credit failure and avoid speculation among debtors who want to buy other
property. There is a potential risk of raising costs and decreasing the credit supply, but it might
help banks to focus on resolving the basic concerns at the beginning of the reform scheme.
However, financial supervisory authorities should conduct review and further research on the
percentage, which should be adjusted in line with economic and bank conditions.

7.5. Conclusion

This chapter has highlighted possible future development, way forward and the limits or
obstacles of legal transplant considering thick and thin conceptions. Indonesia sees a shift
slowly moving away from a traditional model based on deposits and loans, towards a business
model that resembles that of large UK banks (wholesale funding and securitised bonds). This
is potential concern or problem as the Indonesia banking regulations including banking law and
prudential provisions, particularly capital and liquidity have not mitigated or minimized these
risks comprehensively. Thus imperfect regulatory structure and the risks could potentially

9 Infra. Chapter 5
760 Infra. Chapter 5
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threaten the soundness, safety and stability of Indonesia banking system. The thesis analysed
the argument that Indonesia banking law and provision have several flaws compared to the UK
banking regulatory model. Firstly, the meaning of ‘other form” which is included in the term
‘bank’ is not clear and has the absence of a common definition or understanding of “other
form”. Definition ‘liquidity’ is not robust and might not be able to ensure banks are liquid
institutions. Inadequate supervisory review, particularly no aspect of disclosure requirements
on the competent authorities might pose risks, notably wrong decision or strategy and the
concern of moral hazard and inconsistency of supervisory reviews and evaluation and
measurements, no transparency and accountability, uncertain quality of result of capital
calculation, supervisory capture of assessment, and lack of clear measurement procedure.
Finally, although the Indonesia Banking Statistic which includes quantitative terms and reports
on the profile of Indonesia’s banking industry which includes qualitative demonstrate the
feature of disclosure requirement as being in line with Pillar 3 disclosure requirements, Basel
I11, Indonesia has not regulated this into the IFSA provision.

The thin notion through the IFSA provision is required to remedy the flaws of Indonesia
banking regulation, particularly banking law and prudential provisions, specifically capital and
liquidity provisions. The UK concept of the term ‘bank’, disclosure requirements on the
competent authorities, definition ‘liquidity’ and disclosure requirements within banking
regulation is a good approach to control and regulate bank activities relating to the growth of
wholesale banking system designed at the relationship of sale and repurchase agreement or
securities or commercial paper and bond, to maximise transparency and accountability and
enhance consistency of supervisory reviews, evaluations and measures, to make harmonisation
of information, and to ensure liquidity outflows less the inflows of liquidity. However, there is
an obstacle or problems in transplanting the UK term ‘bank’ into Indonesia banking law due to
the thick notion, long procedures, and costly. It is hope that regulatory bodies would study or
look into this as soon as possible to address the likelihood of bankers circumventing regulation
or legislation. This chapter also considered possible reforms to strengthen banking’s regulatory
structure in Indonesia. The author suggested a possible scheme and set priorities because
Indonesia could not reform all banking concerns at the same time. In other words, the priorities
are arranged based on the time needed to implement the reforms, specifically, short period of
time, fairly long time or delay required. It is important to note that reform should start with
addressing the basic concerns. There is a lot more to unpack, identify, and understand in terms
of Indonesia banking regulation including banking law and prudential provisions, while

research is also needed in relation to technical rules and measurements.
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Chapter 8
8.1. Conclusion

In April 2013, Lagarde, C. The IMF Managing Director, expressed a view that

In too several events, from the US in 2008 to Cyprus, we have viewed what occurs when a
financial intermediary sector selects quick or instant cash over the lasting advantage, backing
a business pattern which undermine the economy ultimately. We merely could not possess pre
instability banks in a post instability world. We require improvement or reform, even in the
appearance of deep push back from industriousness sometime reluctance to abandon beneficial
business lines.”®

Quote of Lagarde emphasizes the significance of financial stability importance, a
stakeholder method to bank institutions, and more traditional borrowing. She made addition
later:

Specifically in the boundary, several bank institutions are still in an early repair phase —
inadequate capital and a lot of bad credits on their balance sheet or books. Even outside the
boundary, there is a necessity to enhance business pattern, lower dependence on wholesale
funding, and shrink their books or balance sheets.”®2

This study agrees with proposal of Lagarde. This thesis began with the basis that banking
provision is significant for two rationales. Firstly, its role of liquidity is significant for an
economy of country. Individuals and businesses require financial intermediary institution in
daily activities or life. Second, financial intermediary institutions run on reputation and
confidence. Once a financial intermediary institutions has liquidity concerns, it produce
possibly panic and a bank run. Then, this make systemic impact in not only the financial sector
but also the economy. Therefore, Regulations of bank institution including banking provision
and law are of public interest. Regulation of bank institution lower the concern of collective
action in mirroring larger interest of stakeholder to ensure that bank risk taking and social costs
are minimized or mitigated. Highly leveraged financial intermediary institutions kept and
maintained the threats or risks and a solvency instability appeared

The appearance of path dependence through incremental development or evolution revealed

that Indonesia sees a shift slowly moving away from a traditional model based on deposits and

761 Aldrick, P. (2013) 'Big banks 'more dangerous than ever', IMF's Christine Lagarde says', The Telegraph,
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loans, towards a business model that resembles that of large UK banks (wholesale funding and
securitised bonds). This might highlight the potential flaws or regulatory concern of Indonesia
banking regulation associating with not only controlling, supervising, regulating closely the
bank activities relating to the growth of wholesale funding designed at the relationship of sale
and repurchase agreement or bond or securities or commercial paper but also maintaining the
soundness, safety and stability of banking system. There needs to be better control and
supervision of bank activites, better quality and adequate capital and liquidity, lower leverage
level, harmonization of information, better information, adequate supervisory review, better
engagement with financial intermediary institutions and stricter internal controls.

The second quote of Lagarde earlier in this chapter encouraging for more conservative or
traditional business patterns and less dependence on wholesale funding business model are in
line with the findings or study result in chapter two of this thesis. The trend or rather the process
of change faced by some Indonesia banks, whereby they are slowly moving away from a
traditional model based on deposits and loans, towards a business model that resembles that of
large UK banks, particularly wholesale funding and securitized bonds. These models of
business are clear in portfolios of bank assets and in liabilities side between 2012 and 2017.
The several UK and Indonesia banks had a similar positive rise in the trend of the possible use
of wholesale funding in liability side from 2012 to 2017, around 0, 0,42%% and 0,59%
respectively. Their ratios of the growth of loans and deposits (claim) and debt securities from
2012 and 2017 were relatively similar with around 1 : 5,74 in Indonesia and approximately 1 :
5,06 in the UK respectively. Comparing the UK and Indonesia bank institutions, the thesis
revealed that the Indonesia bank institutions had on average, higher capital, ratio of liquid
assets, ROE and ROA, but lower asset quality in 2017, higher leverage and NPL than the UK
bank institutions. Interestingly, the percentage of capital and leverage was higher amongst
Indonesia bank institutions than the UK bank institutions. The UK bank institutions had a better
performance as their proportions of leverage, RWA, NPL and liquid assets to short term
liabilities were managed or controlled. The changes of micro and macro prudential provisions
are inevitable for the Indonesia financial sector. Indonesia banks ought to depend on more
equity, deposit, and cash, and less short term wholesale funding and lower leverage level. Good
quality assets and solvency are essential. There is a need or must to make balance between
financial innovation and financial stability

The response to the level and direction of development of Indonesia banking system and
potential concern is to demand further analysis of bank regulation including law, regulatory

bodies and micro and macro prudential provisions which encourages the growth of banking
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institution and mitigates this risks in Indonesia. A comparison of legal analysis between
Indonesia and the UK is employed to reflect similar incremental evolution which is related to
the debate on path dependence and legal transplant. Comparison of practical law might be
mainly helpful and beneficial for transition of system where foreign pattern are employed as a
methods of developing one’s own provision with the purpose of either institutional
development or legal reform.”®® The comparison of legal analysis was used to understand the
UK banking regulation including particularly similarities and differences of their Banking law
and provisions and to see what these weaknesses or what flaws of Indonesia banking regulation
which could potentially increase the possibility of bank institutions failing or to see what
segments in specific concern. Legal transplantation considers path dependence as a method of
illustrating the significance of legal system in the past to legal transplant.’®* Path dependence
could explain past legal reform failure and give several direction relating to future legal
amendments.”® It reveals what type of legal amendments is possible to be successful and what
type of legal amendments is less possible to be effective. The thought of transplantation of the
rule of law into new framework is inevitable to face obstacles or difficulties.

In general, the Indonesia Banking Act has not change since 1998. Under Section I, article 1
(2) of the Act 1998, a bank is a legal entity that accepts funding from society in the form of
deposits and supplies funds to society in the form of credit and or other form in order to improve
social welfare. The meaning of ‘other form” which is not clear might allow an Indonesia bank
institution to engage in broad activities which are categorized as risky business model, such as
the growth of wholesale funding designed at the relationship of sale and repurchase agreement
or bond or securities or commercial paper. Conversely, the UK responds to the development of
banking system through CRD/ CRR, and ring fence into banking reform law 2013.
CRD®¢/CRR"®" does not describe a bank specifically but provides a description of an institution
that is either an investment entity or a credit institution, which is expressed as conducting
activity of “taking deposits or other repayable from the public and granting credit”. In contrast,
the UK Banking Act 2009 provides different descriptions of a bank as defined in Article Part 1
Article 2. It is described as a UK institution that not only has authorisation but also fulfils

Section 22 FSMA 2000 to engage in regulated activity in a particular type of business
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associated with investment or claims management services or property or business model in
the UK or administering a benchmark or information about a person’s financial standing. The
UK Banking Act 2009 provides limitation of bank interpretation under Article 2 (2). It also
defines UK institutions under Article 2 (3) as an institution that is either established or
incorporated under the UK law. The UK also implements ring fence into the Banking Reform
Act 2013. Its aim is to segregate services of bank institutions which are vital to SMEs and
individuals from distress elsewhere in either the wider system or large bank organisations
through making it easier to handle distressed entities “in an orderly manner” without liability
of the taxpayer or major disruption or trouble within the core banking services. The law
prohibits ring-fenced companies from making investments in particular ‘excluded activities’
which will increase risk to insured funding sources and cause distress in the financial market.
768

Indonesia and the UK have different institutional regulatory structure of the framework of
regulatory bodies. The reason of the supervisory structure could be somewhat deemed as a
reaction to the change of institutional circumstances that is typified by growing unification of
not only securities, insurance and banks but also their respective service, instrument and
product.’®® The IFSA is the single regulator for the financial services sector in Indonesia. Under
the IFSA Act 2011, the IFSA is required to pursue three statutory objectives:’” to ensure all
business activities in financial sectors to (1) be reliable, fairness, transparent and accountable;
(2) be able to realize a financial system that grows sustainably and stable, and (3) be able to
protect the interest of consumers and society. The IFSA will provide integrated regulation and
supervision to all financial institution,’”* notably the sector of banking, investment, insurance
and other financial institution.”’? The IFSA Act 2011 also set out coordination and cooperation
between institutions.””® IFSA performs coordination with Bank of Indonesia to make
supervised regulation for banking institution, notably capital, integrated system of banking
information, banking product and other activities, and systemically important bank.”’* The
IFSA, Bank of Indonesia and IDIC must build and maintain integrated sharing of

information.”” In addition, in order to maintain financial stability in Indonesia, the Act creates
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coordination forum of financial stability (CFFS) involving finance ministry as a principal
coordinator and member, Governor of Bank Indonesia as a member, Principal Director of IFSA
as a member, and Principal Director of IDIC as a member.”’® In normal condition, CFFS
attends meeting at least four times a year and do information sharing,”’” but when indication of
financial instability occor, each of member could propose a meeting to CFFS to determine
strategy to prevent or resolve crisis.”’® On the other hand, twin peaks model in the UK is an
institutional framework where each of two regulatory bodies have task to secure one of the two
primary goals of provision including consumer protection and prudential provision. ’’° Pattern
of twin peak is an alternative method to supervision and regulation that was suggested by
Goodhart™® and Taylor.”® Such supervision denotes establishing two separate integrated
agencies. The Financial Service Act 2012 transforms a single financial regulator or the FSA
into the Prudential Regulation Authority (PRA) and the Financial Conduct Authority (FCA)."®?
The PRA is required to pursue primary statutory objectives: (a) promoting the soundness and
safety of PRA authorised person;’® (b) seeking to safeguard the transactions of PRA authorised
persons conducted in a system which minimises and circumvents any adverse impacts on
financial stability in the UK’®, The FCA is now responsible for regulating and supervising the
conduct of all financial institutions and to ensure that the market performs well with operational
goals for safeguarding an appropriate level of consumer protection, augmenting the financial
system integrity and promoting effective competition in the consumer’s interest.

Generally, the UK and Indonesia have similar response to the trend in banking business
model in terms of micro and macro prudential provisions in line with Basel 111 but their banking
provisions have some different component and facets of capital and liquidity. Indonesia and the
UK capital provisions are similar in which banks have to maintain minimum capital of 8%

which is in line with Basel 3. In practice, capital levels held by banks in Indonesia and the UK
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are dissimilar. Banks in Indonesia maintain higher capital, with average Tier 1 capital of around
19.25%, compared to those in the UK, approximately 15,65%. The ratio of RWA to total asset
in Indonesia is high, around 70.61% compared to the UK approximately 33,14%. These ratios
of RWA to total assets might reveal that Indonesia banks have higher exposure to risk than the
UK, and Indonesia bank institutions have higher capital level than the UK banks. Another
aspect is relating to supervisory review. Both the UK and the Indonesia regulatory framework
implement a similar supervisory review process including interaction between ICAAP and
SREP. Its difference is relating to disclosure requirements on the competent authorities, which
can be of significant concern. Under article 143 of the CRD, the UK imposes general disclosure
requirements whereas Indonesia has not yet done this. Indonesia norms define briefly and
simply the tasks and powers of supervisory authorities. There are also differences relating to
disclosure requirements between Indonesia and the UK. Regulation is conducted under
CRD/CRR whereas Indonesia has not regulated this into the IFSA provision but the Indonesia
Banking Statistic which includes quantitative terms and reports on the profile of Indonesia’s
banking industry which includes qualitative both demonstrate the feature of disclosure
requirement as being in line with Pillar 3 disclosure requirements, Basel 111. Furthermore, the
definitions of LCR between the UK and Indonesia are different. The LCR in Indonesia requires
all covered banks to maintain or fulfil the LCR with a minimum of 100 percent continually,
calculated by dividing HQLA by the total amount of its net cash outflow over a 30 days period
of stress scenario. The EU LCR ensures covered institutions are liquid institutions with
adequate liquid assets as the sum of the values of liquid assets could cover the net liquidity
outflows (liquidity outflows less the inflows of liquidity).

The regulatory structures of both countries regulate a relatively similar percentage of CCB
level, but in practice the different banks’ CCB levels in these countries are a significant concern.
It is interesting to note that the CCB level owned by banks in Indonesia and the UK are not
similar. Banks in the UK maintain higher CCB levels, with an average CCB level of around
2%'% in 2019 compared to the Indonesia banks’ level of around 0%. The UK provision
regulates sectoral buffers under the CRR and CRD whereas Indonesia has not regulated the
sectoral buffer. Both the UK and the Indonesia regulatory framework, in general, highlight an
importance of leverage ratio but the differences in leverage levels between these countries is a

significant concern. Indonesia banks have larger leverage ratios than the UK banks. Indonesia
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banks, with an approximate average of 14%, have ratios almost one quarter higher than those
of the UK banks (5,18%). Interestingly, foreign banks in Indonesia have a significantly high
level of leverage of around 40%®. Both the UK and the Indonesian regulatory framework, in
general, highlight a similar stable funding provision including obligation of long term funding
but there are differences between the UK and Indonesia, particularly in terms of clarity or
transparency of items requiring stable funding or asset composition and items providing stable
funding. The UK imposes items needed for obligation of reporting on stable funding’®” whereas
Indonesia has not described these specifically and explicitly yet. Both the UK and the
Indonesian regulatory framework, in general, highlight the importance of macroprudential tools
for credit but The UK employs tools of LTV, LTI and DTI including ICR. The UK uses these
instruments because of concern not only that the development of the housing market might
carry risks to banking stability but also to develop tools or strategy to tackle such risks.”®
Restriction using the macroprudential tools, notably LTV ratio and ICR, to measure
underwriting standards in buy to let residential lending can lower not only the default
probability and the loss given default on individual residential lending but also the possibility
that borrowers of buy to let residential mortgages will fall into default or arrears on their loan.
Indonesia uses mainly LTV and the RR instrument plus LDR, and also the interaction of
monetary instruments, particularly interest rate and macroprudential instruments. Dana argued
that the LTV instrument can lower growth of credit but not mitigate procyclicality. She also
contended that the application of CCB and RR plus LDR policies can mitigate procyclicality.’®
Although both the UK and Indonesia highlight the importance of banking regulations including
banking law and micro and macro prudential provisions, particularly facets of capital and
liquidity, the UK legislation is more comprehensive and robust than those of Indonesia

With comparing the UK banking regulation, there are several flaws of Indonesia regulatory
structure relating to Indonesia banking law and provisions. Firstly, the meaning of ‘other form’
which is included in the term ‘bank’ is not clear and has the absence of a common definition or
understanding of “other form”. This absence allows either non-bank institutions or the shadow
banking system to make and develop various products of financial innovation and also allows

them to grow, mostly unregulated, and to provide competition with bank institutions directly
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in their part of the traditional market which might contain implicit threats or risks. Secondly,
flaw of definition ‘liquidity’ might potentially facilitate or encourage bank institutions to
maintain liquidity outflows more the inflow liquidity. Otherwise, it might enhance moral hazard
of the shareholders or Indonesia banks to maintain liquidity which cannot cover the net liquidity
outflow and cannot ensure banks are liquid institutions. This might be incentive for bank
institutions to maintain either poor quality asset or illiquid asset which is hard to be used to
obtain cash quickly or is difficult to be converted into a liquid asset, like the case of Century
Bank. Thirdly, inadequate supervisory review, particularly no aspect of disclosure requirements
on the competent authorities might pose risks, notably wrong decision or strategy and the
concern of moral hazard and inconsistency of supervisory reviews and evaluation and
measurements, no transparency and accountability, uncertain quality of result of capital
calculation, supervisory capture of assessment, and lack of clear measurement procedure.
Finally, although the Indonesia Banking Statistic which includes quantitative terms and reports
on the profile of Indonesia’s banking industry which includes qualitative demonstrate the
feature of disclosure requirement as being in line with Pillar 3 disclosure requirements, Basel
I11, Indonesia has not regulated this into the IFSA provision.

The findings including path dependence through incremental evolution, similarties and
differences of the UK and Indonesia banking regulations and these flaws or what segments in
specific concern were used to analyse what components of the UK measures or provisions or
law which could be adopted and which could not into Indonesia bank regulations. There are
apparent signals which Indonesia could adopt from general UK provisions or might consider
to transplant facets of capital and liquidity provisions including the aspects of liquidity
provision including the definition of the UK liquidity provision and the items requiring stable
funding and facets of capital provisions, notably supervisory review regime including
disclosure requirement on the competent authorities, reduction of leverage ratio, and explicitly
disclosure requirement. There are also signals which Indonesia could not implement directly
parts of the UK regulatory structure associated with technical rules and measurements due to
considerations including bank conditions, the national economy, and Indonesia’s banking
structure. It is better for Indonesia to not adopt ring fence currently, the UK capital level, the
CCB level, and the UK ICR. The possible adoption of component or levels of the UK provision,
such as leverage level might provide the possible impacts for Indonesia bank institutions. These
include not only business models of Indonesia bank institutions and restructuring of the legal
entity and business model reorganization involving issuance of new equity, rise in retained

earnings and reduction in size of loan portfolios but also impacts of reforming business patterns
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comprising profitability, lending, cost, and impacts of possible adoption of the UK provision
on financial stability. It is therefore suggested that adopting the UK prudential provision is
advisable.

The possible legal transplant might face difficulties, notably the reform of banking law
relating to thick notions which binds law and morality of politic together. To minimize the risks
and flaws of Indonesia banking regulations, there need to be legal reforms relating to the thin
conception which attempts to keep or consider them separate through the IFSA provisions to
provide further design of the term ‘bank’ particularly further definition or understanding of
“other form” and to regulate or restrict activities of bank institutions clearly. The IFSA
provision does not mean that it is used to substitute or amend Indonesia banking act in case of
concern of banking law reform due to politics, law and long procedure but it is used to provide
further clarity or provision of banking activities which could be performed by Indonesia banks
and not. It should be used by the IFSA as a base to not only prevent risky activities of Indonesia
banks which is prohibited and threaten the soundness, safety, and stability of banking system
but also control, supervise, regulate closely the bank activities relating to the growth of
wholesale funding designed at the relationship of sale and repurchase agreement or bond or
securities or commercial paper. The further reform of IFSA provisions also are needed to design
and improve the part of capital and liquidity provisions including comprehensive supervisory
review regime particularly the disclosure requirement on the competent authorities, explicitly
disclosure requirement and liquidity definition. The reform of definition of liquidity provision
should ensure that the sum of the values of liquid assets could cover the net liquidity outflows
or Indonesia bank institutions maintain liquidity outflows less the inflows of liquidity. The
reform of aspects of capital provision should enhance transparency which might contribute to
the stability of banking system and accountability in order to minimize occurrence of abusive
practices. It should also decrease bank official corruption, harmonize information and lower
threat. The IFSA provision is important to maintain Indonesia banking regulation when there

is a difficulty to reform Indonesia banking law relating to the thick conception.

8.2. Proposal

To move forward in banking regulations involving banking law and provisions, it is
submitted that there are several steps or proposals that ought to be taken. Firstly, the Indonesia
Banking Act 1998 has a flaw or would not address the potential risky activities

comprehensively. What is important is that path dependence through incremental development
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or evolution ought to be considered or learnt. The new reform of Banking Act should regulate
closely or restrict the bank activities relating to the growth of wholesale funding which might
be designed at the relationship of sale and repurchase agreement or bond or securities or
commercial paper. The possible obstacle of new banking reform is relating to thick notions
which binds law and morality of politic together in case of concern of banking law reform due
to politics, law and long procedure. The potential legal reform is relating to the thin conception
which attempts to keep or consider them separate through the IFSA provisions. It should
provide a base for the IFSA to prevent and prohibit risky activities which could threaten the
soundness, safety, and stability of banking system and to closely control, supervise and regulate
bank activities which relate to wholesale funding or bond or securities.

Secondly, the flaws of prudential provision, particularly facets of capital and liquidity is of
concern. The weak definition of liquidity might facilitate or encourage bank institutions to
maintain liquidity outflows more the inflow liquidity. No explicitly disclosure requirement and
inadequate supervisory review, particularly no aspect of disclosure requirements on the
competent authorities might pose risks, notably wrong decision or strategy and the concern of
moral hazard and inconsistency of supervisory reviews and evaluation and measurements, no
transparency and accountability, uncertain quality of result of capital calculation, lack of
harmonization of information, supervisory capture of assessment, and lack of clear
measurement procedure. To minimize these risks, it is recommended that the IFSA should
amend the definition of liquidity to ensure that covered institutions are liquid institutions with
adequate liquid assets as the sum of the values of liquid assets could cover the net liquidity
outflows (liquidity outflows less the inflows of liquidity). Otherwise, new liquidity provision
should make additional LCR provision to prescribe the minimum result of the Indonesia LCR
calculation, 1:1, not merely positive. To minimize the risks of inadequate supervisory review
and no disclosure requirements, a disclosure requirement of competent authorities are adopted.
It should enhance transparency which might contribute to the stability of banking system and
accountability in order to minimize occurrence of abusive practices. It should also decrease
bank official corruption, harmonize information and lower threat.

Thirdly, healthy financial proportions about quality of assets, leverage and capital are very
essential to maintain the soundness, healthy, stability of banking system and to protect banking
from failure. Incremental evolution from 2012 and 2017 revealed the potential problem or
concerns established by high leverage, NPL and ratio of RWA to total assets. Kiema and
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Jokivuolle showed that leverage influences the bank failure. ”*° Jin et al contend that NPL have
a positive connection with failures of bank institutions.”* Indonesia banking system is still on
the repair or mend, so there is no space for disapproving or complacency.

The pendulum ought to move or shift towards stability of banking sector but without
threatening the development of economy. Basel 3 has provided appropriate proposals but it is
not adequate. Better banking law, provision, supervision and risk management are needed.
Better capital quality is essential to cover either externalities or potential unexpected losses.
Preventing or regulating or controlling risky activities which is relating to wholesale funding
designed at the relationship of sale and repurchase agreement or bond or securities or
commercial paper is required to maintain soundness, safety, and stability of banking system.
Lower proportions of leverage and NPL are necessary to minimize or mitigate the potential
bank failure. Better law and provisions are needed.

"0 Kiema, L., Jokivuolle, E. (2014) ‘Does a leverage ratio requirement increase bank stability. Journal of Banking
and Finance 39’ 240-254. p. 248. www.elsevier.com

1 Jin, J., Kanagaretnama, K. and Lobo, G. (2011) ‘'Ability of accounting and audit quality
variables to predict bank failure during the financial crisis', Journal of Banking &
Finance, 35(11), pp. 2811-2819.
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