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I. Introduction

This short paper is trying to see the macroeconomics aspect of non bank financial institutions.
In particular, the relationship between finance companies with some macroeconomics
variables such as exchange rate and interest rate. This paper is divided into three sections.
The first section is the introduction. The second section is the content which consists of four
subsections. They are overview, role of financial institutions in Gross Domestic Product
(GDP), performance of non bank financial institutions, and factors affecting the finance
companies. The last section is the conclusion. All data used in this paper is aggregate data for
industry while all calculations reported in this paper were performed using Eviews version
4.0.

I1. Content

1. Overview

One main program of government is to increase the living standard of the people. Living
standard depends on productivity. The more productive you are, the higher your living
standards are.

Productivity is the measurement of how much goods and services produced by the
community for each hour of work. So the more productive you are the more goods and
services available to be consumed, the higher your living standard. Indeed one of the ten
principles of economics in Economics 101 is that a country’s standard of living depends on
its ability to produce goods and services.

Productivity depends on several inputs, which are: physical capital, human capital, natural
resources, and technological knowledge. Mathematically:

Y = AF(L, K, H, N)

where under constant returns to scale, say, for any positive number x:
XY = A.F(xL, xK, xH, xN)

If x=1/L

then:
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Y/L = AF (1, K/L, HIL, N/L)

In other words, output per worker (which is a measure of productivity) depends on physical
capital per worker, human capital per worker, natural resources per worker, and the state of
technology.

Focusing on the capital, one way to raise future productivity is to invest more current
resources in the production of capital. For society to invest more in capital, it must consume
less and save more of its current income. The growth that arises from capital accumulation
requires that society sacrifices consumption of goods and services in the present in order to
get higher consumption in the future. This saving and investment pattern is coordinated by
the economy’s financial market where by encouraging saving and investment a government
can encourage growth and in the long-run raise the economy standard of living.

Mankiw (2009) and Parkin (2009) stated the importance of investment for economic growth.
Countries that devoted a large share of Gross Domestic Product (GDP) to investment tend to
have a high growth rates. This implies that there is a correlation between GDP and
investment. Noted that the correlation do not show causality (as in Granger causality). The
data does not show the direction of causation. Nevertheless, since capital accumulation affect
productivity through the production function, then many economists interpret the data that
high investment leads to high growth?®.

The economy financial market which coordinate saving and investment mainly moves scarce
resources from savers to borrowers. This market made up of various financial institutions.
Mankiw (2009) divides the financial institutions into three categories. They are capital
market (bonds and stocks markets), financial intermediaries (banks and mutual funds), and
non bank financial institutions (insurance, pension fund, and other non bank institutions).
They are grouped based on their different functions. Capital market contains institutions
through which a person who wants to save can directly supply funds to a person who wants to
borrow. Financial intermediaries are financial institutions through which a saver can
indirectly provide funds to borrower. The term intermediary reflects the role of these
institutions in standing between savers and borrowers. While the non-bank financial
institutions are another different group of institutions.

They are all differs in many ways. However, these institutions all serve the same goal that is
directing the resources of savers into the hands of borrowers.

To sum up this relationship, all institutions under the financial market have the role of
coordinating the economy’s saving and investment, where saving and investment are
important determinant of long run growth in GDP and thereby the living standard of the
society.

® The above statements disregard the law of diminishing returns (takes decades for high saving rates countries to
achieve higher growth) and catching-up effect (controlling for other variables, i.e. percentage of GDP devoted to
investment, poor countries tend to grow faster than rich countries, or in other words, with small initial capital
stock, benefit of capital accumulation were much greater for poorer countries rather than richer countries).
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2. Role of financial institutions in GDP

Regarding their role in GDP, contribution of the capital market to the GDP could be seen
from table 1 below. Note that total securities market capitalization consists of equity market
and bonds market. Their roles relative to the GDP shows a relatively stable percentage. In
2008, due to regional financial crisis the contribution was somewhat decline®.

Tabel 1. Contribution of capital market in GDP

2004 2005 2006 2007 2008 17-Nov-09

Total Securities Market

Capitalization to GDP (%) 50.18 4539 5198 644 3338 52.62
Equity Market Cap to GDP (%) 29.91 28.77 3741 5024 21.73 39.55
Corp. Bonds to GDP (%) 270 226 203 214 147 1.59
Gov. Bonds to GDP (%) 1757 1436 1254 1201 10.61 11.48

Source: Ministry of Finance

Table 2 below shows that the fund raised through the capital market in terms of value has
increased almost four times from 2006 to 2008.

Table 2: Fund raising through capital market

Type of 2006 2007 2008 2009
Offerings (as of Nov 17, 2009)
Value  Number Value  Number Value Number Value Number
(Trillion ~ of Issuers | (Tyillion  of Issuers | (Trillion  of Issuers | (Trillion  of Issuers
Rp) Rp) Rp) Rp)
qulit}' O 301 12 17.18 24 2343 17 1.32 7
Right Offt‘ring 976 16 29.80 25 5546 25 8.48 10
Corporate Bonds 11.45 14 31,28 39 14.10 20 16.81 19
Total Private 24.22 78.26 93.04 206.21
Government Bonds 42.58 36.40 7481 82.02%
(Domestic)
Total Private 66.80 164.66 167.85 108.23
+ Governiment

*) net based on Debt Management Office Report, 23 Oktober 2009

Source: Ministry of Finance

* Viral et al (2009) describe that the financial crises was triggered in the first quarter of 2006, starting with the
collapse of the US housing market, followed by defaults in subprime area.
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From non bank financial institutions point of view, table 3 below shows that even though the
value of its subsector has increased, the increase in the GDP has somewhat reduce the above
ratio. All three subsectors have relatively stable ratio relative to GDP from 2004 to 2008.

Contribution of the insurance subsector to the GDP is relatively higher than contributions of
the finance companies and the pension fund to the GDP. This is because in the insurance
subsector, some other government programs were included such as Jaminan Sosial Tenaga
Kerja, Asuransi Angkatan Bersenjata Republik Indonesia, and Tabungan Asuransi Pensiun.

Tabel. 3 Contribution of non bank financial institution in GDP

Subsector 2004 2005 2006 2007 2008

Insurance to GDP (%) 522% 5.03% 524% 518% 4.70%

Finance Companies to
GDP (%)

Pension Fund to GDP (%) 2.52%  2.31% 2.33% 2.31% 1.82%

3.44%  3.48% 3.26% 3.22%  3.40%

Source: Ministry of Finance

3. Performance of Non Bank Financial Institutions

Table 4 below shows that out of the pension fund’s total investment, most of their
investments in the past 3 years have gone into deposit and bonds.

Table 4. Pension Fund portfolio investment

Description 2005 2006 2007 2008

Number of PF (Unit) 312 295 288 281

Net Assets 63.46 77.50 91.17 90.35
Deposit & Deposit Certificate 17.23 21.94 20.26 20.32
Bank Indonesia Certificate 0.18 0.25 0.74 0.60
Equity 4.18 7.42 13.99 8.47
Corporate Bonds 15.57 19.48 22.64 21.90
Government Securities 16.01 17.32 19.20 25.15
Mutual Funds 1.65 2.34 4.97 3.30
Shares Contribution 2.71 2.77 2.83 3.56
Promissory Notes 0.58 0.45 0.27 0.47
Land, Building, Land & Building 2.78 2.82 3.01 3.15
Others 0.00 0.01 0.00 0.00
Total 60.89 74.81 87.90 86.55

Source: Ministry of Finance



Table 5. Insurance portfolio investment.

No |Desc 2006 2007 2008
Number of Insurance Comp (unit) 157 148 144
T e e

1  Deposito Berjangka dan Sertifikat Deposito 49.18 46.79 52.05

(Time Deposit and Certificate of Dep)

O© 00 NO Ul b~ WN

Jumlah Investasi (Total Investments) 152.94

Source: Ministry of Finance

Table 5 above shows that between 2006 and 2008 the insurance investment were somewhat
varied where most investment has gone into the government bonds (Surat Utang Negara)
followed by time deposit and certificate deposit, mutual fund, and then stocks.

Table 6. Finance companies activities

(Trilion IDR)
Details 2005 2006 2007 2008
Number Of Companies(unit) 236 214 211 212
Total Assets 96.5 108.9 127.3 168.5
Financing 67.6 93.1 110.6 137.2
Leasing 19.1 32.6 36.5 50.7
Factoring 1.4 1.3 2.2 2.2
Credit Cards . 1.8 1.5 2.9 1.1
ConSLf mers Finance 454 57.7 69.0 83.2
Borrowing 61.1 65.2 80.3 109.9
Domestic 297 33.2 41.6 55.5
Foreign 314 32.0 38.7 54.3
Bonds 102 10.1 12.8 115
Paid In Capital 12.5 13.8 16.3 17.4
Profits and Losses 35 3.1 4.4 6.4

Source: Ministry of Finance



Table 6 above shows that in the period under observation, financing in this industry mostly
dominated by consumer finance followed by leasing where the source of fund comes both
from domestic and foreign with somewhat equal percentage.

4. Factors affecting the finance companies

As stated above, even though the finance companies somehow differ in many ways, they
serve the same goal that is directing the resources of savers into the hands of borrowers. They
also have the important role of coordinating the economy’s saving and investment, where the
saving and investment are important determinants of long run growth in the GDP and thereby
the living standard of the society.

Macroeconomics policy, in particular monetary policy, could determine (either through
several policies such as open market operations or persuasion policy), the banking lending
rate. Also, whether through direct or indirect interventions and sterilizations, monetary policy
could somehow influence the exchange rate even though the adopted regime is the flexible
exchange rate system. Noted that those rates would be determined through the combinations
of the macroeconomics policies and the market forces.

Under the hypotheses that those monetary variables, determined by the combination of
macroeconomics policies and market forces, would affects the performance of the finance
companies, this section will try to find out whether the lending rate and the exchange rate will
partially affect the finance companies through their borrowing and their financing®. The
following approach would use graphical and statistical analysis to find out the impact of those
variables on finance companies.

Before running the graphical and statistical analysis, time series properties of all variables
will here be analyzed. All related variables will be tested for unit roots to find out what order
they are integrated to. The Phillips-Perron unit root test will be used here®. Under the null
hypothesis that unit root exists in each variable, or the variables are integrated to the order of
one, the value of the t-statistics of the Phillips-Perron test is then referred to the MacKinnon
critical values. The MacKinnon critical values used here to find out the orders of integrability
are the 1%, 5%, and 10% critical values.

The values of the t-statistics from the Phillips-Perron unit root test for all variables (using
constant, constant and trend, no constant nor trend), and therefore the variables’ order of
integration, can be seen below:

® Ferry Irawan in his mimeograph (Indeks Stabilitas Pasar Modal sebagai tools Early Warning, 2008) reported
that monetary variables (i.e. interest rate) will have some impacts on the performance of capital market, either in
the long-run or in the short-run. A permanent increase in the Central Bank rate (Bank Indonesia’s rate) will give
negative impact on the stability index of capital market in the long-run while a temporary increase in the rate
will have negative impact in the short-run

® For discussion of the Phillips-Perron test refer to Holden and Perman 1994 and Pierre 1994.
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Table 7

Phillips-Perron unit root tests

(Observations = 41)

Variables t-statistics Order

Constant Constant and | No constant

trend nor trend

Log Total Financing -1.194717 -1.175323 2.932667* 1(1)
A Log Total Financing -5.619903*** -5.824290%** -4.661533***
Log Consumer Finance -1.194086 -1.946201 3.498794** 1(2)
A Log Consumer Finance -12.61067*** -12.43656*** -12.78980***
Log Leasing -1.207398 -1.546028 1.568031 1(1)
A Log Leasing -20.35693*** -19.21755%** -20.45291%**
Log Factoring -0.818622 -1.503531 0.936977 1(1)
A Log Factoring -6.989896*** | -6.928246*** | -6.905651***
Log Credit Card 0.796240 -0.798468 -4.536348** 1(1)
A Log Credit Card -6.641423*** -6.532428*** -4.437671%*
Log Borrowing -0.354601 -2.529841 2.047702** 1(1)
A Log Borrowing -17.71603*** -16.35526*** -18.07954***
Log Domestic -0.413987 -2.900135 2.178766** 1(1)
A Log Domestic -14.42628*** -14.27635*** -14.67723%**
Log Foreign -0.800648 -2.369936 1.140410 1(1)
A Log Foreign -19.02462** | -20.11915*** | -19.16975***
Log Lending Rate -0.684994 -1.816305 -1.380733 1(1)
A Log Lending Rate -7.301608*** -7.263916%** -6.933616***
Log Exchange Rate -1.511751 -2.688279 0.122762 1(1)
A Log Exchange Rate -5.270052*** -5.166816*** -5.330496%**

Notes:

(*) denotes rejection of the null hypothesis at the 10% MacKinnon critical values;
(**) denotes rejection of the null hypothesis at the 5% MacKinnon critical values;
(***) denotes rejection of the null hypothesis at the 1% MacKinnon critical values.
Source: Ministry of Finance

As expected, the level data of all variables are integrated of order one, or 1(1). Some of the
data shows weak stationarity in that, they are weak stationary when trend and intercept were
excluded. To keep the economic terms of the analysis, all variables are differencing ones. The
unit root tests for the first difference of all variables in table 1 show that they are integrated of
order zero or 1(0).

Graph 1 and graph 1a shows the comparison between log of total financing and log of
exchange rate. Using either level data or first difference, both graphs show that both series do
not move in the same direction. Both graphs were normalized to omit the difference of units
between series to make them comparable.

Since both series are not stationary in their level, there might exist a long-run relationship
between them. Running cointegration test between the two series, allowing for linear



deterministic trend in the data, and intercept (no trend) in the cointegration equation, shows
that under the hypotheses of no cointegration, both trace test and Max-eigenvalue test
indicates no cointegration at both 5% and 1% levels. Running a similar test allowing for
quadratic deterministic trend in the data, intercept and trend in the cointegration equation, and
linear trend in the vector autoregression, gives similar result in that no cointegration exist
between both series.

Testing for Granger Causality between the same series using first difference, in the short-run
the total financing does not cause the exchange rate or the other way around.

Graph 1: Comparison between Log T otal Financing and
Log Exchange Rate
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Log Exchange Rate
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Source: Ministry of Finance

Graph 1a: Comparison between first difference of Log Total Financing
and first difference of Log Exchange Rate
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Similar approach used for the total financing and the lending rate gives the same result.
Graph 2 and graph 2a shows that both series tend might have a pattern. Cointegration test
between them however gives the same result as above. They are not cointegrated as well.

Intuitively, there is a possibility that lower interest rate would provide cheaper fund available
for finance companies to be channeled as financing. Thus lower interest rate is directly
related with higher total financing as shown in graph 2. However, testing for Granger



Causality between the same series using first difference, in the short-run the total financing
does not cause the lending rate or the other way around.

Graph 2: Comparison between Log T otal Financing and
Log Lending Rate
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Graph 2a: Comparison between first difference of Log T otal Financing
and first difference of Log Lending Rate
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Table 6 above shows that the total financing consists mostly of consumer finance and leasing.
To be able to get a more detailed analysis, a similar analysis would be done on the consumer
finance and the leasing.

Graph 3 and graph 3a below shows the comparison between the logarithm of the consumer
finance and the logarithm of the exchange rate in level and in first difference. Again both
graphs are normalized. The consumer finance showed a similar pattern with the total
financing. Again cointegration test showed that they are not cointegrated or there is no long-
run relationship between both series. Granger Causality test also showed that there is no
causality between both series in the short-run.



Graph 3: Comparison between Log Consumer Finance and
Log Exchange Rate
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Graph 3a: Comparison between first difference of log Consumer Finance
and first difference of log Exchange Rate
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Running a comparison between the logarithm of the consumer finance and the logarithm of
the lending rate either using graphical approach (shown as graph 4 for level data and graph 4a
for first difference data) or cointegration and Granger Causality approach give the same result
as above.
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Graph 4: Comparison between Log Consumer Finance
and Log Lending Rate
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Graph 4a: Comparison between first difference of log Consumer Finance
and first difference of log Lending Rate
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Again when the series of the leasing was compared to the series of the exchange rate and the
lending rate (in logarithms), either using graphical presentations (as shown in graph 5 and
graph 5a for the leasing and the exchange rate and graph 6 and graph 6a for the leasing and
the lending rate below), or long-run and short-run statistical approach, the result does not
change. There is no long-run relationship between them nor short-run causality between both
series.
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Graph 5: Comparison between Log Leasing and
Log Exchange Rate
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Graph 5a: Comparison between first difference of Log Leasing
and first difference of Log Exchange Rate
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Graph 6: Comparison between Log Leasing and
Log Lending Rate

1.5

10 _/‘ Log Lending Rate |

0.5 4

0.0
-0.5
-1.0 4
20 4 S e — |

2006 2007 2008 2009

Source: Ministry of Finance

Graph 6a: Comparison between first difference of Log Leasing
and first difference of Log Lending Rate
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One might argue that it would be more appropriate to find out the impact of the movement of
the lending rate and the exchange on the liabilities side of the industry, that is the borrowing,
either from domestic or foreign.

Graph 7 and graph 7a below shows the comparison between the borrowing and the exchange
rate both in the level and in the first difference, again both series are in logarithm and those
graphs are normalized.
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Graph 7 ;Comparison between Log Borrowing and
Log Exchange Rate
3

2 |

A /
/

L
‘ Log Exchange Rate

-2

T T D |
2006 2006 2007 2007 2008 2008 2009
Source: Ministry of Finance

Graph 7g :Comparison between first difference of Log Borrowing and
first difference of Log Exchange Rate
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Visual inspection shows that both series, either in level or in first difference, tend to move in
the same direction.

Running a Johansen Cointegration test, allowing for quadratic deterministic trend in the data,
intercept and trend in the cointegration equation, and linear trend in the vector autoregression,
give result that the Trace test indicates a cointegrating equation only at the 5% level while
Max-eigenvalue test indicates no cointegration at both 5% and 1% levels. There might exist a
weak long-run relationship between the borrowing and the exchange rate.

To see the relationship between the borrowing and the lending rate, both series were plotted
in graphs either in level or in first difference and then were run using cointegration test.
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Graph 8 and graph 8a below shows that both series move in the opposite direction.
Cointegration test shows that the Trace test indicates they are cointegrated at both 5% and 1%
level while Max-eigenvalue test gives similar results. Both series are cointegrated in the long-
run. A higher lending rate is correlated with a lower borrowing by the industry and the other
way around.

Graph 8 :Comparison between Log Borrowing and
Log Lending Rate
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Graph 8a :Comparison between first difference of Log Borrowing
and first difference of Log Lending Rate
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To see which part of the borrowing that would be affected either by the exchange rate or the
lending rate, the domestic borrowing and the foreign borrowing would be tested against both
the exchange rate and the lending rate.

Graph 9 and graph 9a shows the comparison between the log of the domestic borrowing and
the log of the exchange rate, both in level and first difference. Again both graphs were
normalized. They are somewhat moves in the same direction.
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Cointegration test shows that Trace test indicates a cointegrating equation only at the 5%
level while Max-eigenvalue test indicates no cointegration at both 5% and 1% levels. Similar
with the result of the cointegration test between the logarithm of total borrowing and the
logarithm of the exchange rate, there exist a weak long-run relationship between the
logarithm of the domestic borrowing and the logarithm of the exchange rates.

Graph 9 :Comparison between Log Domestic Borrowing
and Log Exchange Rate
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Graph 9a : Comparison between first difference of Log Domestic Borrowing
and first difference of Log Exchange Rate
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Comparing the logarithm of the domestic borrowing with the logarithm of the lending rate,
using graphical presentation (as shown below in graph 10 for level data and graph 10a for
first difference data) and the cointegration test for both series, the result support the above
finding that since the Trace test indicates they are cointegrated at both 5% and 1% level while
Max-eigenvalue test gives similar results, then both series are cointegrated in the long-run. A
higher lending rate is correlated with a lower domestic borrowing and the other way around.

Graph 10 :Comparison between Log Domestic Borrowing and
Log Lending Rate

2.0

15 -
Log Lending Rate ‘

/

1.0 | / \\"'x
0.5 |
0.0

-0.5

10 \ /
# Log Domestic Borrowing ~_ /

-1.5

- e
2006 2006 2007 2007 2008 2008 2009
Source: Ministry of Finance

Graph 10a : Comparison between first difference of Log Domestic Borrowing
and first difference of Log Lending Rate
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Source: Ministry of Finance

Running a similar analysis using the foreign borrowing and the exchange rate and the lending
rate, graph 11 (comparison between foreign borrowing and the exchange rate in logarithm in
level data) and graph 11a (similar comparison using logarithm and first difference data) and
then testing for cointegration test give result that allowing for quadratic deterministic trend in
the data, intercept and trend in the cointegration equation, and linear trend in the vector
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autoregression, the Trace test and Max-eigenvalue test reject the hypotheses that foreign

borrowing and the exchange rate are not cointegrated at 5% level. Both are weakly
cointegrated.

Graph 11 : Comparison between Log Foreign Borrowing and
Log Exchange Rate
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Graph 11a : Comparison between first difference of Log Foreign Borrowing
and first difference of Log Exchange Rate
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A similar cointegration test on the relationship between the logarithm of the foreign
borrowing and the logarithm of the lending rate (shown as graph 12 and graph 12a below)
give result that they are cointegrated under 5% level.
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Graph 12 :Comparison between Log Foreign Borrowing and
Log Lending Rate
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Graph 12a : Comparison between first difference of Log Foreign Borrowing
anﬁj first difference of Log Lending Rate
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In general, graphical and statistical approaches have been done above.

From graphical point of view, visual inspection showed that from the asset side, the total
financing and its breakdown (which are the consumer finance and the leasing) do not seem to
move in the same direction with the exchange rate. They do not converge to the same level.
The lending rate on the other hand, somehow seemed to have a pattern vis-a-vis the total
financing and its component. However, more formal approach for long-run relationship using
Johansen cointegration test do not show any correlation. A further analysis using Granger
causality which represent a short-run causality also do not give any pattern between all series.

On the liabilities side, visual inspection showed that the borrowing, whether from domestic or
foreign, does seemed to have a correlation with the exchange rate and the lending rate. Their
movements tend to have a pattern. A more formal cointegration test showed that the
exchange rate is weakly cointegrated with the total borrowing, the domestic borrowing, and
the foreign borrowing. A stronger result was shown on the correlation between the lending
rate and the total borrowing, the domestic borrowing, and the foreign borrowing. One might
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imply that most of the source of the finance comes from the banking sector where any policy
that might affect the lending rate will have impact on the performance of the finance
companies through the banking sector.

There is a possibility that the demand for the financing depend on the purchasing power of
each unit of money available in the economy. Persistent increase in the overall level of prices,
or inflation, might reduces this purchasing power. Therefore similar graphical presentation
and Johansen cointegration test was done between the inflation, proxied by the consumer
price index and the producer price index, and the financing. Graph 13 and graph 13a show the
comparison between the logarithm of the financing and the logarithm of consumer price
index, while graph 14 and graph 14a show the comparison between financing and the
logarithm of producer price index.

Graph 13: Comparison between logarithm of total financing
and logarithm of consumer price index (CPI)
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Graph 13a: Comparison between first difference of logartihm of total financing
and first difference of logarithm of consumer price index (CPI)
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Graph 14: Comparison between logarithm of total financing and
logarithm of producer price index
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Graph 14a: Comparison between first difference of logarithm of total financing and
first difference of logarithm of producer price index (PPI)
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Running cointegration tests show that the inflation do not cointegrated with the financing.
There is no long-run relationship between the inflation and the financing.

Table 8 below gives the summary of the Johansen cointegration tests between all series.
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Table 8

Johansen Cointegration Test

(Observations = 41)

Variables

Assumptions

Linear
deterministic
trend, intercept
(no trend) in the
CE

Quadratic
deterministic
trend, intercept
and trend in the
CE, and linear
trend in VAR

Result

Log Total Financing

Not cointegrated

Not cointegrated

No direct long-run

Log Exchange Rate relationship
Log Total Financing Not cointegrated | Not cointegrated No direct long-run
Log Lending Rate relationship
Log Consumer Finance Not cointegrated | Not cointegrated No direct long-run
Log Exchange Rate relationship
Log Consumer Finance Not cointegrated | Not cointegrated No direct long-run
Log Lending Rate relationship
Log Leasing Not cointegrated | Not cointegrated No direct long-run
Log Exchange Rate relationship
Log Leasing Not cointegrated | Not cointegrated No direct long-run
Log Lending Rate relationship
Log Borrowing Cointegrated at Cointegrated at Direct long-run
Log Exchange Rate 5% 5% relationship
Log Borrowing Cointegrated at Cointegrated at Direct long-run
Log Lending Rate 5% and 1% 5% and 1% relationship
Log Domestic Borrowing Cointegrated at Cointegrated at Direct long-run
Log Exchange Rate 5% 5% relationship
Log Domestic Borrowing Cointegrated at Cointegrated at Direct long-run
Log Lending Rate 5% and 1% 5% and 1% relationship
Log Foreign Borrowing Cointegrated at Cointegrated at Direct long-run
Log Exchange Rate 5% 5% relationship
Log Foreign Borrowing Cointegrated at Cointegrated at Direct long-run
Log Lending Rate 5% 5% relationship
Log Financing Not cointegrated | Not cointegrated No direct long-run
Log Consumer Price Index relationship
Log Financing Not cointegrated | Not cointegrated No direct long-run
Log Producer Price Index relationship

Source: Ministry of Finance
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I1l1. Conclusion

Living standard depends on productivity. The more productive one society the higher it’s
living of standard. Ceteris paribus, productivity depends on several inputs, among others
physical capital. Capital could be accumulated provided that the financial system is running
well. The performance of the finance companies, as one part of the financial system in macro
perspective, are affected by several variables, among others the exchange rate and the lending
rate.

Under the hypotheses that those variables contribute to the performance of the finance
companies, i.e. lower interest rates might be correlated with total borrowing from finance
companies, Johansen cointegration (and Granger causality test at some part of the analysis)
showed that none of those factors significantly affecting the performance of the finance
companies in terms of financing (even though graphical inspection of the lending rate and the
total financing and its component somehow showed a pattern). The exchange rate and the
lending rate however were having long-run relationships with the total borrowing of the
finance companies and its component, which are the domestic borrowing and the foreign
borrowing. This imply that most of the source of financing come from the banking system’.
Thus, a shock in terms of an increase in the lending rate through a higher Central Bank’s rate
will give negative impact on the liabilities of the finance companies.

Appropriate macroeconomics policy where the index of macroeconomic policies is equal to
the actual macroeconomics policy where there is no over excessive or under excessive macro
policies might provide a stable exchange rate and relatively low interest rates (whether they
are in nominal or in real). This might boost the performance of the finance companies since
their liabilities is cointegrated with those macroeconomics variables and might contribute in
smoothing out the process of channeling funds from lender to borrower under the saving and
investment theorem.

Note that a longer period of observations and a more detail data i.e. non-performing loan of
the industry might give a more comprehensive result. Also noted that the venture capitals and
the infrastructure institution were not mentioned here. The venture capitals contribution were
relatively low compare to the consumer finance and the leasing, while the infrastructure
institution was relatively new since it was being set up in 2008.

" The exchange rate reached its highest level near the end of 2008. One main factor, among others, contribute to
this sharp depreciation. In November 2008 almost all international indices (i.e. Dow Jones, Japan, Korea, and
Singapore) reached their lowest point. The Indonesia Capital Market Index (Indeks Harga Saham
Gabungan/IHSG) which is highly correlated with the international indices, followed their movement downward
and also reached its lowest point in the whole year. There was a sharp increase in the capital outflow in terms of
short-term portfolio in that period. This contribute to the depreciation of the rupiah. The lending rate went down
to a very low level following the policy of the central bank to reduce the interest rate to help boost the local
economy and dampen the effect of worldwide recession.
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Next research on a stability index for finance companies, which contain shock from the
Central Bank’s rate, might be done to provide an early warning system for this type of
industry.
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