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Indonesia has joined the ranks of mobile-first countries, with the data consumption of smart phones and other mobile devices now surpassing that of broadband. This has led to a wave of financial technology (Fintech) start-ups developing comparison websites, personal financial management tools, and lending and investment apps, as well as peer-to-peer (P2P) payments capabilities and corporate solutions. Incumbent financial institutions that have embraced digital technology have also begun offering Fintech products and services. In recognition of the industry’s growth and potential, the country’s Financial Services Authority (OJK) and its Chamber of Commerce and Industry (Kadin) hosted the Fintech Festival and Conference (IFFC). Convened in August 2016, the event brought together a wide range of industry stakeholders, including regulators, financial institutions, investors, startups, incubators, industry associations, and academics. The IFFC which had over 3,000 participants, 100 companies showcased, and over 80 speakers over two days, had several important takeaways for the industry. This paper summarizes the discussions that took place during the event and pays particular attention to the future of Fintech in Indonesia and the role Fintech could play in promoting financial inclusion.
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MEANINGFUL CONTRIBUTIONS TO THE INDONESIAN ECONOMY



The income gap between rich and poor continues to widen in Indonesia. As one keynote speaker observed, the country’s Gini ratio of income distribution, which ranges from perfect equality at zero to perfect inequality at one, has increased in recent years from 0.37 to 0.41. In response, the Indonesian government’s mediumterm development plans target reducing income inequality and the Gini ratio by 5 points by 2019. Fintech has the potential to help, contributing to the Indonesian economy on two other fronts: financial inclusion and innovation. The former would expand the access of underserved segments to financial services. The latter would generate better financial products and services than those currently on the market. Fintech’s impact could be especially powerful in the informal sector and among small and medium enterprises (SMEs). These are the real backbone of the Indonesian economy and segments not well served by existing products and services; indeed, a high share of SMEs lack access to the credit they need. China’s Ant Financial Services Group offers a good example of how Fintech can benefit the SME sector. Loan underwriting for this sector has always been an issue, given smaller companies’ limited credit history, volatile revenue, and need for simple financial products. Ant Financial has built a unique business model centered on instant, accurate underwriting supported by Big Data. As a result, it has grown rapidly in the SME market, disbursing US $50 billion in loans in four years.
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INDONESIA IS A LAND OF OPPORTUNITIES FOR FINTECH, BUT WITH ITS OWN SET OF CHALLENGES



Over the course of the two-day conference, presenters discussed five characteristics of Indonesia’s market that offer big opportunities for Fintech companies. These include: ƒƒ Favorable economic environment. Indonesia has the fourth largest population in the world. Its economy is expected to grow at double the rate of the global economy. ƒƒ Large underpenetrated market. Only 36 percent of adults have a bank account, and about 50 percent use nonbanks to send remittances. Almost 45 percent of the adult population (aged 15 years and above) borrow from family, friends, or informal lenders. ƒƒ Eager consumers of technology. Digital technology is integrating rapidly into the day-to-day life of Indonesian consumers, who have over 325 million mobile connections. Jakarta residents are the world’s most active users of Twitter. And the country has the fourth largest population of Facebook users. ƒƒ Innovative start-ups. About 250 start-ups received funding in the past few years, 30 percent of which have raised series A funding (of over $1.5 million). Their early success has encouraged many entreprenuers to launch their own businesses and seek their own rounds of funding. ƒƒ Attractive industry profitability. Indonesia’s banking sector has one of the most attractive interest rate spreads and profit margins in Asia.
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The opportunities come with their own set of challenges. The conference’s panel discussions highlighted the business environment, regulatory requirements, and unique identification as areas of concern for the Fintech industry: ƒƒ Business environment and infrastructure. FinTech companies will need an ecosystem that supports partnership to reach scale and fully realize their potential. The market for talent is limited and highly competitive. Most digital jobs barely existed five years ago, and there is no formal training or apprenticeship for these types of jobs in the country’s education system. There are also limits to how much Fintech players can grow. And given that Indonesia is the biggest archipelago country in the world, the country’s infrastructure will also need to be improved to make it easier to reach the unbanked population in remote areas. Logistics connectivity, electricity, and broadband connection can be significant obstacles to growth at scale for Fintechs in the long run. The government and industry players have put in place several improvement plans. One example is the Palapa ring project, an investment of Rp 2.7 trillion (US$207 million) which will improve connectivity in Indonesia through building broadband infrastructure. This will drive greater access to high-speed internet services and connect 17,000 islands throughout the country. Therefore, the ICT Minister, Rudiatara, also encouraged fintech players to think about equality as they drive growth and inclusion in Indonesia. ƒƒ Identification requirements. Government regulations currently require companies to physically interact with a customer and procure an actual signature to confirm their identity. Given the infrastructure constraints, the challenge is to preserve the merits of these so-called “know your customer” (KYC) processes while leveraging digital capabilities to bridge the gap. Further complicating the picture, Indonesia’s financial services industry does not currently have a universal unique identification system. As a result, it takes multiple financial institutions to execute the various KYC processes for a single customer. This is an inefficiency which India has solved with the use of Aadhaar. Aadhaar is the world’s first digital ID infrastructure, which provides an online ID through a unique personal identification number. Aadhar authentication for financial transactions can be done through various means – biometric, demographic, and one time password to registered mobile phone or email identification. This increased flexibility helps to reduce the need for physical touchpoints. The Aadhar unique personal identification number can be authenticated anywhere in India and is hosted on the cloud. All authentication requests are submitted to the Central Identities Data Repository that serves as the single source of authenticity for verification. With the help of Aadhaar, customers can walk into a grocery store in a village and withdraw money from their Aadhaar-linked bank account, or walk into a Public Distribution Outlet (PDO) anywhere and get their subsidized rice or wheat from their Aadhaar-linked food account.



FINTECH-INDUSTRY-SPECIFIC CHALLENGES In addition to these Indonesia specific challenges, the Fintech industry faces some challenges more globally. IFFC presenters also discussed some of these broader challenges, focusing especially on concerns about data reliability and risk management:
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ƒƒ Data Reliability. We have seen cases of data manipulation by Fintech players with fraudulent intent in China, raising questions about data integrity. For example, consider on-line lender Ezubao. Established by Chinese entrepreneur Ding Ning in 2014, Ezubao quickly became China’s largest peerto-peer lender. It attracted 50 billion yuan ($7.6 billion) from nearly 1 million investors and customers of China’s peer–to-peer platforms, who are relatively poor and inexperienced with financial institutions. What started as a promising venture quickly went sour. Ezubao’s risk controller Yong Lei, revealed in 2015 that 95 percent of the company’s projects were not actual projects. And even as the company was promising investors annual returns from 9 percent to over 14 percent, Ding Ning was spending over 1 billion yuan on personal expenses. The government quickly froze the company’s assets and pronounced it a Ponzi scheme—sadly, the world’s largest by number of depositors. ƒƒ Cybersecurity. Fintech players that lack the necessary security layers to defend themselves from cyber-attacks can face considerable losses. For example, weaknesses in local security enabled hackers to compromise local banking networks in 2014. The Society for Worldwide Interbank Financial Telecommunication (SWIFT), whose services are used in more than 200 countries, reported that some banks were attacked and hackers were able to send fraudulent messages requesting money transfers through SWIFT messaging services. Such attacks are on-going. In 2016, SWIFT identified malware attacks in Bangladesh, Ecuador, Philippines, and Vietnam, with losses of $101 million in Bangladesh and $12 million in Ecuador. For more mature industries such as the payments system, Fintech startups can comply with the available global standards such as PCI-DSS. However, in the other emerging fields of Fintech, there are still minimum guidelines, both at the global and national level, to which companies can refer to ensure their security system. ƒƒ Risk management. Various Fintech business models leverage unorthodox underwriting criteria that may lead to higher-risk investments for consumers. Regulators at the conference mentioned that they may need to assess measures to ensure that consumers are protected. The Entrepreneurial Finance Lab (EFL), for example, strives to address the information asymmetry faced by financial institutions when screening smaller businesses. To do so, the company created a low-cost credit application tool based on psychometrics through research at the Harvard Center for International Development. It contains psychometric questions developed internally and licensed by third parties relating to attitudes, beliefs, integrity, and performance, as well as traditional questions and the collection of metadata, such as how the applicant interacted with the tool. After identifying which questions could predict potential credit risk, EFL developed a commercial application based on the responses to their psychometric credit tool and subsequent default behavior. Given the speed of the industry’s growth, regulators will be also need to be mindful of potential systemic risks as the industry reaches scale. China’s internet P2P lending market, for example, started in 2007 with the launch of the first P2P platform PPdai, and began to explode in 2013. However since mid-2015, more and more such platforms have collapsed. While P2P lending is still not a significant share of the financial system, risk control is becoming an increasing concern. FinTechs are often less well positioned and lack the mechanisms, teams, and risk models, to set up the kind of comprehensive risk management system seen in traditional financial institutions.
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CONCLUSION AND NEXT STEPS Fintech has exciting prospects in Indonesia given the level of commitment evident at the IFFC 2016 conference to improve financial inclusion and to innovate. This commitment was demonstrated by both the strong participation of high-ranking government officials and industry stakeholders and in the depth of discussions in the various conference sessions. There are still some considerable challenges. Below, we summarized six possible paths proposed by participants and panel contributors to unleash Fintech’s full potential in Indonesia. 1. Enable digital KYC Face-to-face KYC practices that are currently in-place are inhibiting the potential of digital financial solutions. Fintech players, as showcased at the conference, are finding ways to navigate through the requirements with the tools they have, but the result is not optimal. Acknowledging the fact that digital KYC comes with its own set of risks, industry participants suggested several possible solutions. They might, for example: ƒƒ Allow financial institutions to use each other’s data, across business groups. The idea is to use bank-to-bank transfers of funds to validate a customer’s identification. A number of European countries have adopted this approach, notably Spain and the United Kingdom. There, people with existing bank accounts can open accounts at other banks without faceto-face KYC. They would be asked to transfer one dollar from an existing bank account to validate that face-to-face KYC has been performed for a new account under the same name. ƒƒ Introduce digital KYC to limited segment groups, such as those with a maximum account balance of IDR 50 million a month while allowing the industry to accept certain risks. The verification process for these accounts should be linked to existing databases such as: Sistem Informasi Administrasi Kependudukan, Sistem Informasi Debitur, Informasi Debitur Individual, or similar future databases. India, for example, has taken similar approach with the introduction of its PaymentBank in 2014. Payment Bank is a new model of bank with relaxed KYC requirements. Accounts can be opened with just one document to prove a customer’s address. The document can be either permanent or local, and can be verified through a receipt of a registered letter—or even a telephone conversation. Such accounts are, however, subject to restrictions in terms of maximum deposit and balance (no more than Rs 10,000 or US $1,500 at any point of time). Loan and credit card offerings are also restricted for these accounts. ƒƒ Reaffirm acceptability of digital signature. While digital signatures have been acknowledged under the law on information and electronic transaction (UU ITE,) industry participants still have doubts around their legal validity. The joint announcement between OJK and the Ministry of ICT to introduce a government-certified digital signature for financial services activities has created further uncertainty around the differences
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in legal effect between the government-certified and non-governmentcertified digital signature. If regulators would clarify and confirm the acceptability of different types of digital signatures, it would help to remove such doubt. 2. Establish single window for Fintech Fintech companies operate in a space with inter-related regulators (OJK for financial services, Menkominfo for IT/technology, and BI for payments – for some players). Industry participants believe that a lead regulator acting as a unified authority for the industry would provide clearer direction and enable them to grow faster. Industry players have also lauded and supported the initiative announced by OJK and KADIN at the IFFC 2016 to launch a Fintech Incubator. Several countries have taken a similar approach. In Singapore, The Monetary Authority of Singapore (MAS) and the National Research Foundation (NRF) established a joint FinTech Office in 2016 to serve as a one-stop virtual entity for all Fintech matters. In the UK, the Financial Conduct Authority (FCA) launched its Innovation Hub in 2014 as a central source of guidance for both new and established businesses (both regulated and non-regulated), offering guidance in understanding the regulatory framework and in preparing and submitting applications for authorization. 3. Harmonize the process for licensing and registration Industry participants suggest a clear division of roles between regulators governing Fintech in Indonesia, ensuring minimum overlap and clarity. Existing Fintech players at the moment operate under a variety of business licenses, from financial brokerage to internet portal to management consultant, and many more. On the other hand, new business models such as P2P lending, account aggregation, or blockchain-enabled payments would require more specific licenses to provide such companies more access to government protection, higher level of comfort to their stakeholders, and bigger opportunities for expansion. 4. Promote experimentation through a regulatory sandbox Industry participants believe a regulatory framework that allows experimentation and offers a level playing field for newcomers. As a reference case, The Monetary Authority of Singapore (MAS) has set out a regulatory framework that enables companies and financial institutions to experiment with FinTech solutions, but within a well-defined space and duration. While the regulatory framework is in effect, MAS will relax specific requirements. Participants believe that a similar approach can be adopted for Indonesia to balance the need for innovation and financial stability; allowing failures to happen but within a controlled setting. 5. Include Fintech into Indonesia’s consumer protection framework In the midst of a continuous consumer learning process about the Fintech industry, the conversation about cyber security and data protection has never been more vital.
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With this in mind, industry participants suggest adjusting the regulation related to consumer protection—adding Fintech into Indonesia’s consumer protection framework and providing regulatory affirmation of customer’s rights when dealing with Fintech companies. The framework should address key issues, from privacy and security of data submitted by customers, to the integrity and reliability of data presented by Fintech companies to the public. 6. Enable access to national credit agencies Industry participants believe that opening up access to credit bureaus, such as BI- SID or other credit agencies, is critical for creating equal playing fields for Fintech lenders. In return, Fintech players can also contribute to the database by providing actual consumer data to be used in mitigating over-leveraged borrowers. For example, Thailand is currently in the process of amending its law governing the National Credit Bureau (NCB). The amendments would allow P2P lenders to become members of the agency, thus giving them access to consumers’ credit data for loan risk assessment as part of longer term viability of the market. *



*



*
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APPENDIX – REGULATORS AS ENABLERS OF INNOVATION Around the world, regulators are taking a more active role in promoting innovation in Fintech by striving to strike the right balance of “too little” versus “too much” regulation. How can regulators create a more enabling environment for attackers on one hand while balancing the risks tied to these innovations? In Singapore, the Monetary Authority of Singapore (MAS) created a “regulatory sandbox” (see box) to help companies experiment with and scale up promising Fintech approaches. Announced in June 2016, the sandbox seeks to enable financial institutions as well as non-financial players to experiment with FinTech solutions. This will allow a company to offer a product or service to a specific group of customers (for example, 100 early adopters) for a defined period of time, say six months, as long as they follow boundary conditions established by MAS. Following the sandbox period, the company can offer the product or service more broadly if MAS and the company are satisfied with the test outcomes, and it can comply with relevant legal and regulatory requirements.



What is a “regulatory sandbox”?



Who will benefit?



ƒƒ Guidelines that enable financial institutions as well as non-financial players to experiment with Fintech solutions



ƒƒ Players within the Fintech space: Enables the testing of new solutions for customer acceptance and for feasibility



ƒƒ Experiments are allowed within a welldefined space and duration during which specific regulatory requirements will be relaxed



ƒƒ Consumers: Benefits from the introduction of new products and services



“MAS aims to provide a responsive and forward-looking regulatory approach that will enable promising Fintech innovations to develop and flourish. The sandbox will help reduce regulatory friction and provide a safer environment for Fintech experiments.” Ms Jacqueline Loh, Deputy Managing Director of MAS



In India, regulators have promoted creation of efficient and interoperable payment infrastructure platforms, such as: ƒƒ Immediate Payment Service (IMPS). IMPS offers a real-time interbank electronic fund transfer system 24 hours a day, seven days a week. ƒƒ United Payments Interface (UPI). This refers to a common architecture and standard Application interfaces to facilitate bank-to-bank money transfer without the need to ask for a bank account number or code. Any Android smartphone user with an account at a UPI-partnered bank can download a UPI app to make person-to-person (P2P) and e-commerce transactions (P2M) using a virtual address such as @bankname. UPI is built on top of IMPS.
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ƒƒ Aadhaar Payment Bridge. This system facilitates seamless transfer of welfare payments to beneficiary residents. Customers aren’t required to open multiple bank accounts to receive benefits and subsidies; they need only open one account and link it to the Aadhaar number. The subsidy disbursement will be automatically sent to the bank account without the need to inform the government of the customer’s bank account details. In addition, the Reserve Bank of India has developed a new bank category called the Payment Bank, issuing 11 licenses as of this writing. Payment banks can accept a restricted deposit (currently limited to one lakh rupee per account – equivalent to about $1,500). These banks cannot issue loans and credit cards, but they can offer products and services like ATM cards, debit cards, and online and mobile banking. Last, many stakeholders are also confident with the future of Visakhapatnam/ Vizag as Fintech hub. The initiative, which also showcase the commitment of all stakeholders involved, is the first of its kind initiative in the State directly involving a university, government and the industry. The local government has appointed Andhra University to launch and pilot Fintech courses. The course content, syllabus, even the time table and the modules, will be decided by the industry and also the resource persons will be provided by the industry. It is expected that the students will be employed or establish a company in the industry once they completed the program
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