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Introduction

The banking industry in Indonesia is a crucial component of the nation's economy,
characterized by a rich history spanning from the Dutch colonial era to modern digital
innovations. Initially established to support trade and colonial interests, the sector has evolved
significantly, particularly after Indonesia's independence in 1945. The introduction of the
Banking Act in 1967 marked a pivotal moment in formalizing regulations that continue to
govern the industry today, facilitating the growth of commercial, rural, and digital banks while
ensuring financial stability and inclusivity across the population.

In recent years, the Indonesian banking landscape has undergone rapid transformation, driven
by technological advancements and the increasing role of financial technology (fintech).
Digital banking has gained momentum, catering to the previously unbanked population and
offering innovative financial solutions such as peer-to-peer lending and Islamic banking.
However, this evolution has also introduced challenges, including rising competition,
cybersecurity threats, and the necessity for effective regulatory frameworks to balance
innovation with consumer protection.

The COVID-19 pandemic further complicated the sector, exposing vulnerabilities and leading
to increased non-performing loans, particularly among fintech firms. Meanwhile, traditional
banks have demonstrated resilience through effective loan restructuring strategies. Notably, the
regulatory environment is currently being refined to address the rapid pace of digital
transformation and enhance the stability of the banking system amid economic uncertainties.

Overall, the future outlook for the Indonesian banking industry appears promising, with
projected growth fueled by a focus on financial literacy, inclusive services, and sustainable
economic development. The Financial Services Authority (Otoritas Jasa Keuangan, OJK) has
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laid out strategic initiatives to enhance the sector's resilience and competitiveness, particularly
in the wake of post-pandemic recovery efforts, positioning Indonesia's banking industry for
significant expansion in the coming years.

Historical Background

The history of banking in Indonesia unfolds in distinct periods, each marked by significant
changes under different regimes and economic conditions. The evolution of Indonesia’s
banking sector has been shaped by colonial influences, nationalization policies, financial
deregulation, and digital transformation, reflecting the broader socio-economic and political
shifts within the country.

Colonial Era and Japanese Occupation (1602—-1945)

The earliest banking activities in Indonesia date back to the Dutch colonial era, beginning in
1602 with the establishment of the Dutch East India Company (Vereenigde Oost-Indische
Compagnie, or VOC). The VOC played a crucial role in facilitating trade and controlling
financial transactions within the region, laying the foundation for a structured banking system.
The first formal banking institution, De Bank van Leening, was established in 1746, providing
credit to traders in Batavia (modern-day Jakarta). However, due to mismanagement, it
collapsed, leading to the creation of De Bank Courant en Bank van Leening in 1752. Despite
efforts to stabilize the financial system, these early banks struggled for survival and were
eventually dissolved.

From the early 19th century to the mid-20th century, the Dutch expanded Indonesia’s banking
sector by establishing various financial institutions. One of the most prominent was De
Javasche Bank, founded in 1827 as the central bank under Dutch rule. It had the exclusive right
to issue currency and regulate financial institutions, shaping Indonesia’s early monetary
system.

During the late 19th and early 20th centuries, European, Chinese, and Japanese banks also
began operating in Indonesia. British and German banks primarily served international trade,
while Chinese-owned banks focused on local commerce and small businesses. Japanese
financial institutions, such as Yokohama Specie Bank, gained prominence in the early 20th
century, reflecting Japan’s increasing economic interests in Southeast Asia.

Indonesia’s banking changed dramatically during the Japanese occupation of Indonesia (1942—
1945). The Japanese military took control of financial institutions, dissolving Dutch banks and
replacing the Dutch guilder with the Japanese-issued rupiah. This period was marked by severe
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economic instability, currency devaluation, and financial repression, as the occupying forces
prioritized war financing over economic development.

Post-Independence and Nationalization (1945-1967)

Following Indonesia’s proclamation of independence on August 17, 1945, the banking sector
underwent significant restructuring. The immediate post-independence period was
characterized by economic turmoil, as the newly established Republic of Indonesia sought to
assert control over financial institutions. Many Dutch-owned banks remained operational but
faced increasing restrictions as Indonesia moved toward economic nationalism, the Indonesian
government nationalized De Javasche Bank, transforming it into Bank Indonesia in 1953,
which became the country’s central bank. This marked a crucial step in asserting financial
sovereignty and creating a national monetary policy framework. The government also
established state-owned banks to support development initiatives, including:

e« Bank Negara Indonesia (BNI) (1946) — Initially created to support economic
reconstruction.

o Bank Rakyat Indonesia (BRI) (1946) — Focused on rural and agricultural financing.

« Bank Industri Negara (BIN) (1951) — Provided loans community projects.

e Bank Tabungan Negara (BTN) (1950) — Specialized in housing finance.

The banking industry faced challenges during this period, including hyperinflation, political
instability, and limited access to international capital. Government intervention in banking
activities led to inefficiencies, and financial institutions struggled with high levels of non-
performing loans. The lack of a strong regulatory framework contributed to economic
instability, prompting the need for banking reforms.

Banking Act of 1967 and Financial Liberalization (1967—-1990s)

The introduction of the Banking Act of 1967 (Law No. 14 of 1967 on the Principles of Banking
or Undang-Undang Nomor 14 Tahun 1967 tentang Pokok-Pokok Perbankan) under President
Suharto’s New Order government marked a turning point in Indonesia’s banking industry. The
act aimed to restore stability by formalizing banking regulations, improving supervision, and
encouraging private sector participation. Key developments during this period included:

o Strengthening Bank Indonesia’s role as the monetary authority.

« Liberalizing the banking sector to encourage private and foreign investment.

o Establishing a two-tier banking system, differentiating between commercial and rural
banks.

Throughout the 1970s and 1980s, the government implemented financial liberalization
policies, reducing restrictions on interest rates and encouraging competition. The Pakto 88
(Paket Oktober 1988 or October 1988 Banking Deregulation Package) was a major milestone,
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simplifying the process for establishing new banks and allowing foreign banks to expand
operations in Indonesia. This led to a rapid increase in the number of private banks and
intensified competition in the sector.

However, financial liberalization also brought risks. The rapid expansion of the banking
industry led to speculative lending practices, weak risk management, and an increase in non-
performing loans. By the mid-1990s, concerns over financial stability began to surface,
foreshadowing future crises.

Asian Financial Crisis and Banking Reforms (1997-2000s)

The 1997 Asian Financial Crisis exposed structural weaknesses in Indonesia’s banking system.
The crisis, triggered by currency devaluation and capital flight, led to the collapse of several
banks, a severe economic contraction, and mass layoffs. To stabilize the sector, the Indonesian
government implemented emergency measures, including:

o Establishing the Indonesian Bank Restructuring Agency, IBRA (Badan Penyehatan
Perbankan Nasional, BPPN) to oversee troubled banks.

« Providing government guarantees on bank deposits to restore public confidence.

e Closing or merging weak banks to prevent systemic failure.

During the early 2000s, banking reforms continued under the guidance of the newly established
Financial Services Authority (Otoritas Jasa Keuangan, OJK) and Bank Indonesia (BI).
Regulatory improvements strengthened corporate governance, risk management, and capital
adequacy requirements, making Indonesia’s banking sector more resilient to future shocks.

Modern Banking Landscape and Digital Transformation (2010s—Present)

The 2010s marked a new era of banking in Indonesia, characterized by digitalization, fintech
innovation, and increased financial inclusion. The rise of digital banking services has
transformed the industry, with major banks launching mobile banking apps and online
platforms to reach a broader customer base. Key developments include:

e The emergence of digital banks such as Bank Jago, BCA Digital, and Bank Neo
Commerce.

e Growth in fintech lending, mobile payments, and peer-to-peer lending platforms.

« Strengthening cybersecurity measures to address digital banking risks.

The COVID-19 pandemic further accelerated digital adoption, with more consumers shifting
to online banking services. The Indonesian government and regulatory bodies have continued
to refine policies to balance innovation with financial stability, ensuring sustainable growth in
the banking sector.
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Today, Indonesia’s banking industry remains a vital pillar of economic development, with
ongoing efforts to enhance financial literacy, expand access to banking services, and promote
sustainable banking practices. The sector is expected to play a crucial role in Indonesia’s long-
term economic growth, leveraging digital transformation and regulatory advancements to
remain competitive in an evolving global financial landscape.

Regulatory Framework

The regulatory framework for Indonesia’s banking industry plays a crucial role in ensuring the
stability, integrity, and sustainability of the financial system. It is designed to provide oversight
over banking operations, promote transparency, protect consumers, and combat financial
crimes. The system ensures that financial institutions operate in a safe and sound manner,
safeguarding both domestic and international investor confidence. In addition to traditional
banks, the regulatory environment increasingly incorporates evolving financial technologies,
such as fintech, which further broadens the scope of regulations necessary to maintain a
balanced and efficient financial ecosystem. The framework also includes provisions that define
the roles and responsibilities of various regulatory bodies such as Bl, the OJK, and the Deposit
Insurance Corporation (Lembaga Penjamin Simpanan , LPS), ensuring effective supervision
and governance.

Current State of the Banking Industry

Indonesia’s banking sector is composed of a diverse range of financial institutions that cater to
different segments of the economy. Commercial banks are at the forefront, offering a variety
of financial services, such as payment processing, savings accounts, and credit facilities. They
play a pivotal role in facilitating economic growth by extending credit to individuals,
businesses, and government entities. Rural banks (Bank Perkreditan Rakyat, BPR), which
primarily serve small and medium-sized enterprises (SMEs) in more localized areas, are an
essential part of the financial infrastructure. These banks focus on providing accessible
financing to the underserved markets, especially in rural regions, where capital inflow is
typically limited. The capital of these rural banks is generally below Rp 100 billion,
highlighting their niche in community-based banking. Meanwhile, the digital banking and
fintech ecosystem is a rapidly growing segment, reflecting global trends toward technology-
driven financial services. Digital banks and fintech platforms provide an array of services such
as online payments, peer-to-peer lending, and digital wallets, enhancing financial inclusion and
promoting innovation within the sector.

Banking Regulations
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The banking sector in Indonesia operates under a well-established legal framework, primarily
governed by Law No. 7 of 1992 concerning Banking (Undang-Undang Nomor 7 Tahun 1992
tentang Perbankan), which was amended by Law No. 11 of 2020, also known as the Omnibus
Law (Diubah kembali dengan Undang-Undang Nomor 11 Tahun 2020 tentang Cipta Kerja).
This legislation defines a bank as a business entity that is authorized to collect public funds and
provide loans to various sectors of the economy, thereby contributing to the overall
improvement of the community’s living standards. The Omnibus Law introduced various
reforms aimed at improving the ease of doing business in the financial sector, enhancing the
competitiveness of Indonesian banks, and promoting foreign investments.

Fintech companies and digital banking operations are subject to specific regulations tailored to
their unique business models. These regulations are primarily established by BI, which is the
central bank responsible for overseeing payment systems, as well as by the OJK, which
monitors the activities of financial service providers. The regulations governing these sectors
focus on ensuring security, compliance with anti-money laundering (AML) and combating the
financing of terrorism (CFT) laws, and protecting consumer data and privacy. This evolving
regulatory landscape is designed to balance innovation with consumer protection and systemic
stability, providing a solid foundation for the continued growth of fintech and digital banking
in Indonesia.

Digital Transformation and Competition

Indonesia’'s banking industry has recently transformed rapidly, driven by digitalization and
technological adoption. This shift has revolutionized delivering financial services, marking a
significant departure from traditional banking models. Established financial institutions have
embraced digital innovations to stay competitive, often through strategic acquisitions of
smaller banks and the subsequent transformation of these entities into fully-fledged digital
banks. For instance, banks like Bank Raya and BCA Digital have emerged as key players in
the digital banking landscape, offering a wide array of services through mobile applications
and online platforms catering to individual and business customers.

Digital banks, in particular, have harnessed the power of technology to enhance operational
efficiency and improve service delivery. By leveraging advanced data analytics, artificial
intelligence, and machine learning, these banks are able to streamline processes, reduce
operational costs, and deliver tailored financial products. One of the key advantages of digital
banks is their ability to reach previously underserved and unbanked populations, particularly
in remote or rural areas where physical branches may be scarce. The move away from brick-
and-mortar locations not only reduces the need for large workforces but also significantly
lowers overhead costs, allowing these digital-first institutions to offer more competitive pricing
and faster services.

Open Access Cases (OAC)

Open Access Cases (OAC) follows the principles of Diamond Open Access, offering free access to high-quality case studies without any Article
Processing Charges (APC). There are no embargo periods or paywalls, ensuring that all content is readily accessible to all readers. All case
studies published in OAC are licensed under the Creative Commons Attribution-NonCommercial-NoDerivatives 4.0 International License,
allowing users to share and adapt the material with proper attribution, for non-commercial purposes, and without modifying the content.



OPEN
ACCESS

CASES Vol 2. Issue 1, Q1 2025 (January-March)
Section: Commentaries & Reviews
Category: Public Administration, Policy, and Governance

As the digital banking sector continues to grow, competition has intensified across the financial
landscape. Traditional banks are facing mounting pressure from both digital banks and fintech
firms, particularly in sectors like SME lending. While traditional banks have typically
dominated this space, fintech firms are gaining ground with their nimble, technology-driven
business models by offering more flexible, accessible, and affordable financial products. These
fintech lenders, operating with lower overhead and a data-centric approach, are able to provide
micro-loans and small-business credit at a fraction of the cost and time it would take traditional
banks to process similar loans.

This competitive environment is pushing all players—conventional banks, digital banks, and
fintech firms—to innovate and evolve. Consumers, particularly SMEs and individuals, stand
to benefit significantly from this heightened competition. With more choices available and the
pressure to reduce costs and improve services, financial institutions are rolling out new and
innovative offerings that prioritize customer convenience, affordability, and enhanced user
experiences. For example, digital lending platforms are integrating machine learning
algorithms to assess creditworthiness, enabling them to offer quicker and more accurate loan
approvals. This technological advancement is improving access to finance and promoting
financial inclusion, empowering previously overlooked segments of the population, such as
micro-enterprises and lower-income households.

Moreover, the increasing number of digital banking and fintech services is driving greater
affordability and better value for money. Traditional banks are also stepping up their game by
introducing their own digital platforms and enhancing existing services with digital tools.
These innovations, coupled with improvements in customer service and personalized banking
experiences, create a more competitive and dynamic marketplace that benefits consumers,
fosters economic growth, and accelerates financial inclusion across the country.

Challenges Facing the Banking Industry

As Indonesia’s banking sector continues to evolve with the rise of digital transformation, the
industry faces an array of challenges that could impact its stability, growth, and resilience.
These challenges span across cybersecurity risks, regulatory hurdles, and economic
disruptions, each of which demands attention and strategic planning.

Cybersecurity Threats

With the increasing reliance on digital banking platforms, cybersecurity has become one of the
most critical concerns for financial institutions in Indonesia. As digital banking expands, so
does the exposure to potential cybersecurity threats, such as data breaches, hacking, and
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ransomware attacks. A significant example of such vulnerability was the cyberattack on Bank
Syariah Indonesia (BSI), which highlighted the susceptibility of even large, well-established
banks to cyber threats. This attack, along with other similar incidents, underscores the urgent
need for robust cybersecurity measures to protect sensitive customer data and maintain trust in
the banking system. Financial institutions must continually update and strengthen their
cybersecurity infrastructure, including firewalls, encryption technologies, and multi-factor
authentication systems. Additionally, regulatory bodies must enforce strict cybersecurity
standards and best practices to ensure that banks are equipped to handle emerging threats and
minimize the impact of potential breaches.

As digital banking becomes more widespread, financial institutions must also invest in
educating their customers about cybersecurity risks, fostering a culture of awareness and
vigilance to prevent phishing scams, identity theft, and other online fraud tactics.

Regulatory and Compliance Challenges

The rapid evolution of digital banking, blockchain technology, and cryptocurrency presents
significant regulatory and compliance challenges. Traditional regulatory frameworks were
designed with legacy banking models in mind, often failing to accommodate the rapid pace of
innovation in digital finance. As new technologies emerge, policymakers and regulators face
the challenge of balancing the promotion of innovation with ensuring the protection of
consumers and maintaining market stability. For instance, while blockchain and
cryptocurrency offer significant potential for efficiency and decentralization, they also
introduce new risks such as money laundering, fraud, and market volatility, which require
updated regulatory oversight.

In addition to these technological shifts, foreign acquisitions in Indonesia’s banking sector have
become increasingly common. However, these transactions are subject to stringent oversight
by the OJK to ensure that they comply with local regulations, particularly in the areas of
ownership, governance, and competition law. The OJK also enforces strict guidelines to ensure
that acquisitions do not disrupt market competition or lead to monopolistic practices that could
harm consumers or hinder the growth of smaller players in the sector. Navigating these
regulatory requirements while encouraging foreign investment and innovation remains a
delicate balancing act for Indonesia’s policymakers.

Economic and Financial Impacts

The COVID-19 pandemic dealt a significant blow to many industries globally, and Indonesia’s
banking sector was no exception. The economic downturn, coupled with government-imposed
lockdowns and restrictions, severely impacted businesses, particularly micro, small, and
medium enterprises (MSMEs), which represent a vital part of the country’s economy. Many
MSMEs, already struggling with limited access to capital, faced even more severe challenges
in meeting loan repayment obligations. As a result, banks saw a sharp rise in non-performing
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loans (NPLs), with fintech lending platforms being especially vulnerable to this increase due
to their focus on high-risk, smaller borrowers.

The surge in NPLs posed a significant challenge for banks, as it threatened to erode their
profitability and solvency. However, traditional banks, with their more diversified portfolios
and established risk management practices, were able to restructure loan agreements, extend
repayment deadlines, and offer loan moratoriums to borrowers in financial distress. This
flexibility allowed many businesses to recover and avoid default, reducing the immediate strain
on the banking sector.

Despite these efforts, the pandemic also revealed the vulnerability of Indonesia’s banking sector
to global economic shocks. While traditional banks were able to weather the storm more
effectively, the rise in NPLs highlighted the need for stronger credit risk management practices,
particularly in the fintech lending space. Financial institutions must now prioritize
strengthening their loan underwriting processes, improving their ability to assess the
creditworthiness of borrowers, and expanding their digital tools for better loan monitoring.
Furthermore, as Indonesia looks to recover from the pandemic, there is an increasing need for
the banking sector to support the economic recovery through targeted lending programs,
particularly for MSMEs that are crucial to driving job creation and economic growth.

Future Prospects and Growth Potential

The OJK’s 2021-2025 Master Plan

The OJK has set an ambitious course for the country’s banking sector through its 2021-2025
master plan. This strategic framework is designed to strengthen financial institutions while
supporting the ongoing digital transformation central to Indonesia’s post-pandemic economic
recovery. The COVID-19 pandemic underscored the need for a resilient and adaptable financial
system, and the OJK's initiatives aim to stabilize the sector and drive innovation, financial
inclusion, and sustainability. With a focus on the future, the master plan envisions a banking
ecosystem that is more robust, inclusive, and technologically advanced, ensuring that financial
services are accessible to a broader spectrum of the population.

A key area of focus for the OJK is addressing Indonesia’s unbanked and underbanked
populations. Despite the country’s status as Southeast Asia's largest economy, approximately
80% of Indonesia’s 275 million people remain outside the formal banking system or have
limited access to banking services. This presents a tremendous opportunity for growth and
development within the banking sector. The OJK's plan aims to bring millions of Indonesians
into the financial fold through digital banking solutions and fintech innovations. With the rise
of mobile banking, digital wallets, and online lending platforms, the banking industry has the
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potential to significantly expand its reach and provide financial services to those who have
traditionally been excluded. This growth is reflected in the sector's projected 7.8% compound
annual growth rate (CAGR), which is expected to push the banking market size to an
impressive $1,009.3 billion by 2027. This growth will be fueled by the increasing demand for
banking services and the continued rise of digital technologies transforming how financial
products are delivered and accessed.

Strategic Developments

The OJK’s initiatives are centered around three core pillars: financial literacy, digital financial
inclusion, and sustainable economic growth. Financial literacy is a critical first step in enabling
Indonesians to fully participate in the financial system. By improving financial knowledge and
understanding, the OJK seeks to empower individuals to make informed decisions about
saving, investing, and borrowing. This initiative is especially crucial in rural and underserved
areas, where financial education may be limited, and where individuals may have limited trust
in formal financial institutions. The OJK aims to roll out educational programs and digital tools
that will equip the population with the knowledge and confidence to engage with the banking
sector.

Digital financial inclusion is the second pillar of the OJK’s strategic approach. The rapid
digitization of financial services has opened up new opportunities for financial inclusion,
particularly for individuals and businesses in remote or underserved regions. Digital platforms
such as mobile banking, e-wallets, and online lending services have the potential to bypass the
traditional infrastructure limitations of physical bank branches. The OJK’s efforts to promote
digital financial inclusion focus on expanding access to these services, ensuring that individuals
from all walks of life—especially those in rural areas or without easy access to banks—can
benefit from the convenience, accessibility, and affordability of digital finance. Key initiatives
include streamlining the regulatory process for digital financial services, providing incentives
for digital financial service providers, and supporting the creation of a secure and accessible
digital payments ecosystem.

Sustainable economic growth is the third pillar of the OJK’s master plan. The OJK recognizes
that a thriving banking sector is not only one that is profitable but also one that contributes to
the broader economic development of Indonesia. As the country recovers from the economic
impacts of the pandemic, the OJK aims to support growth by fostering a stable financial system
that can effectively allocate resources to productive sectors, such as infrastructure, education,
healthcare, and green technology. The OJK will work to ensure that banks and financial
institutions adopt sustainable practices and invest in projects that contribute to long-term
economic and environmental well-being. Additionally, the integration of sustainable finance,
including green bonds and ESG (environmental, social, and governance) criteria in investment
decisions, will be a key focus area.

Efforts to Enhance Data Security, Regulatory Adaptability, and Fintech Integration
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As part of its master plan, the OJK is also committed to enhancing data security, regulatory
adaptability, and the integration of fintech solutions within the banking ecosystem. In the
digital era, where financial transactions are increasingly conducted online, ensuring the security
of personal and financial data is paramount. The OJK aims to bolster cybersecurity standards
across the banking industry to safeguard against data breaches, fraud, and cyberattacks.
Initiatives will include strengthening data protection regulations, promoting best practices for
data management, and enhancing the overall security infrastructure of digital banking
platforms.

In addition to cybersecurity, regulatory adaptability is a key focus for the OJK. The rapid pace
of technological change, particularly in the areas of fintech, blockchain, and cryptocurrency,
requires a flexible regulatory environment that can evolve in line with emerging trends. The
OJK recognizes that a one-size-fits-all approach will not suffice, and it is committed to
developing proactive and adaptive regulations. This approach will allow the OJK to support
innovation while also ensuring that risks are properly managed and consumers are protected.

Finally, fintech integration remains central to Indonesia’s banking transformation. The OJK
has recognized the critical role that fintech companies play in driving innovation and expanding
financial access. As a result, it is working to integrate fintech solutions into the broader banking
ecosystem, allowing for greater interoperability between traditional banks and new digital
platforms. The OJK aims to create a more dynamic and inclusive financial landscape by
fostering collaboration between conventional financial institutions and fintech firms. This
integration will allow consumers to benefit from a wide range of financial products and
services, from digital lending and microinsurance to cross-border payments and blockchain-
based solutions.
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