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ABSTRACT

This research aims to analyze the influence of interest rate policy on bank financial performance in
developing countries. Through case studies involving a number of large or representative banks in certain
developing countries, historical data on interest rate policies and bank financial performance are collected
and analyzed. Statistical and econometric methods, including linear regression, are used to evaluate
whether changes in interest rate policy have a significant impact on banks' financial performance,
including profitability, liquidity and credit growth. In addition, control variables such as bank size, capital
structure, and macroeconomic conditions are taken into account in the analysis to ensure the accuracy
of the results. This research aims to provide in-depth insight into the effectiveness of interest rate policy
in regulating bank financial performance in developing countries and its implications for monetary policy
and banking supervision.
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INTRODUCTION

Interest rate policy has a crucial role in regulating economic activity, including in the banking sector. In
developing countries, where market structures and economic conditions are often different from those in
developed countries, the influence of interest rate policy on bank financial performance may have
different dynamics. Therefore, this study aims to investigate the relationship between interest rate policy
and bank financial performance in developing countries.

This introduction will discuss the background of the problem, the significance of the research, as well as
the aims and scope of the study. First, the historical and theoretical context will be presented regarding
the role of interest rate policy in regulating banking activities and its impact on the economy in general.
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Next, it will be discussed why this research is important, especially in the context of developing countries
where economic and financial challenges are often different.

In addition, this introduction will detail the research objectives, namely to empirically analyze the
relationship between interest rate policy and bank financial performance and to provide useful insights
for monetary and banking policy decision makers. Finally, the introduction will explain the scope of the
research, including the countries that will be the focus of the case study and the variables that will be
analyzed. Thus, this introduction will provide a strong foundation for this study and explain why this
research is relevant and useful.

This research aims to empirically analyze the influence of interest rate policy on bank financial
performance in developing countries , providing useful insights for monetary and banking policy decision
makers in developing countries , investigating economic and banking dynamics in developing countries.
developing, particularly in the context of the relationship between interest rate policy and bank financial
performance , identifying other factors that may influence bank financial performance in developing
countries and considering relevant policy implications. The implication of this research for banking
practitioners is that this research provides in-depth insight into how interest rate policy affects bank
financial performance, especially in developing countries. For bank management, these findings can be
a basis for making strategic decisions regarding managing interest rate risk, determining credit and
deposit interest rates, as well as managing assets and liabilities. Banking practitioners can also optimize
their banking strategies to increase profitability and financial stability by understanding the short-term and
long-term impacts of changes in interest rates.

This research provides empirical evidence that can help policy makers, such as central banks and
financial regulators, in formulating more effective monetary policies. By understanding the relationship
between interest rates and bank financial performance, policymakers can evaluate and adjust interest
rate policies to support financial stability and economic growth. In addition, this research can help in
designing regulations that aim to mitigate the risks faced by banks due to interest rate fluctuations.

For academics, this research contributes to the existing literature on the relationship between interest
rate policy and bank financial performance, especially in the context of developing countries. These
findings can be used as a reference for future research that wants to examine similar topics or deepen
the analysis with a different approach. This research can also be used as teaching material in courses

related to macroeconomics, banking and finance, as well as as an example of real application of
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economic and financial theories. Thus, this research has significant benefits for various parties involved
in the banking and economic sectors, both from a practical, policy and academic perspective.

LITERATURE REVIEW

According to Undang-undang number 7 of 1992 concerning banking as amended into Undang-
undang number 10 of 1998 article 1 number 2, the definition of bank is as follows:

Banks are business entities that collect funds from the public in the form of credit or other forms
in order to improve the standard of living of many people.

As an intermediation institution, conventional banks accept deposits from customers and lend
them to other customers who need funds, and for their customers' savings the bank provides interest as
a reward. Likewise with providing loans. Banks will pay interest to debtors as borrowing costs.

As a bank customer, of course you know what interest rates are. But don't be mistaken, friends,
there are still many people who may not be familiar with bank interest rates. Before getting to know more
about banking products and services, it's a good idea to first know what bank interest rates are.

In general, the meaning of bank interest rates is the fees charged as reciprocity between the
bank and customers when using financial products. Interest rate calculations are usually expressed in
percent. The amount of interest that must be paid by either the customer or the bank is based on bank
regulations and economic conditions.

In simple terms, bank interest rates are defined as the remuneration provided by banks to
customers who buy or sell their products. Interest can also be interpreted as the price that must be paid
by the bank to the customer (who has savings) and the price that must be paid by the customer to the
bank (if the customer obtains a loan facility). Bank interest can be divided into two types, namely deposit
interest and loan interest. Savings interest is remuneration from the bank to customers for the customer's
services in saving their money in the bank. Meanwhile, loan interest is the remuneration determined by
the bank to the borrower for the loan they obtain. In the banking industry, there are 5 (five) types of
interest rates, namely:

Fixed Interest Rate ( fixed )

A fixed interest rate is an interest rate that is fixed and does not change over the term or until the

maturity date (during the credit period).
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An example is mortgage interest on cheap houses or subsidized houses which apply fixed
interest rates. Apart from that, fixed interest rates can also be used in motor vehicle loans as well.
Floating Interest Rate ( floating )

Floating interest rates are interest rates that always change according to market interest rates. If
market interest rates rise, then interest rates also rise, and vice versa. An example is the mortgage
interest rate for a certain period. For example, for the first two years a fixed interest rate applies, but for
the following period a floating interest rate is used.

Flat Interest Rate

A flat interest rate is an interest rate whose calculation refers to the principal amount of the loan
at the beginning for each installment period. The calculation is very simple compared to other interest
rates, so it is generally used for short-term credit for consumer goods such as cellphones, household
appliances, motorbikes or unsecured credit (KTA). The calculation formula is:

Interest per month = (Pxixt): JB
P: Initial loan amount
l: Annual interest rate
T: Number of years of credit term
JB: Number of months of credit term.
Effective Interest Rate

The effective interest rate is the interest rate calculated on the remaining principal amount of the
loan each month as the debt that has been paid decreases. This means that the smaller the loan principal,
the lower the interest rate that must be paid. The effective interest rate is considered fairer for customers
compared to using a flat interest rate. The reason is that the flat interest rate is only based on the initial
principal amount of the loan. Interest calculation formula:

Interest = Spxix (30/360)
Sp: Principal balance of previous collateral
I: Number of terms per year
30: Number in 1 month
360: Amount in 1 year
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Annuity Interest Rates

This method regulates the amount of principal installments plus interest installments paid to be
the same every month. In annuity calculations, the interest portion in the initial period is very large while
the principal installment portion is very small. Approaching the end of the credit period, things will turn
around. The principal installment portion will be very large while the interest portion will be smaller.

Bank Financial Performance

Financial performance is a description of a company's financial condition in a certain period
regarding aspects of raising funds and distributing funds, which is usually measured by indicators of
capital adequacy, liquidity and profitability. The financial performance indicators are:

Return on Assets (ROA)

ROA is an abbreviation of Return on Assets, in Indonesian it can be interpreted as a method or
rate of return on assets. An expert named Mardiyanto said that ROA is a ratio used to measure a
company's ability to generate profits because this ratio represents all activities in the company. ROA is a
ratio that shows the comparison of the net profit generated in a company with the capital invested in an
asset.

ROA = (Net profit / Total assets) x 100%
Interpretation: The higher the ROA, the more efficient the bank is in managing its assets to generate
profits. A high ROA indicates good asset management and strong profitability.
Return on Equity (ROE)

In business and economics, the definition of ROE is a metric for comparing the amount of a
company's net income and the total amount of investor/owner capital in it. Meanwhile, in the world of
shares, the meaning of ROE is the amount of net business income per incoming investor funds.

ROE or return on equity is an important element in knowing the extent to which a business is
able to manage the capital of its investors. If the ROE calculation is greater, the company's reputation
will increase in the eyes of capital market players. Because, this business has proven to be able to make
the best use of capital assistance.

ROE = (Net Profit / Equity) x 100%
Interpretation: A high ROE indicates that the bank is able to provide good returns to its shareholders,
indicating efficient use of equity.
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Net Interest Margin (NIM)
Net Interest Margin is a financial ratio used in banking that measures the difference between the interest
income generated by banks and the amount of interest paid to their lenders (e.g., depositors), relative to
the amount of their interest-earning assets.

NIM = (Net Interest Income / Productive Assets) x 100%
Interpretation: A high NIM indicates that the bank has succeeded in maximizing net interest income

from its productive assets, indicating effective margin management.

Liquidity Ratio

The liquidity ratio is a matrix used to measure a company's ability to pay off its debt and short-
term obligations. If a company has the ability to pay its obligations, the company is called liquid. On the
other hand, a company that is unable to fulfill its obligations is called liquid. Some important liquidity ratios
include:
Current Ratio
Measures the bank's ability to meet short-term obligations with its current assets.

Current Ratio = Current Assets / Current Liabilities
Interpretation: A higher ratio indicates better liquidity, indicating the bank has sufficient assets to cover
short-term liabilities.
Loan to Deposit Ratio (LDR)
Measures the percentage of loans provided by banks against funds collected from deposits.
LDR = (Total Loans / Total Deposits) x 100%
Interpretation: A ratio that is too high may indicate liquidity risk because the bank may be lending too
much compared to the funds it has, while a ratio that is too low may indicate that the bank is not utilizing
its resources to the maximum.
Liquidity Coverage Ratio (LCR)
Measures a bank's ability to meet liquidity needs during a 30-day period of liquidity stress.
LCR =(High Quality Liquid Assets / Total Liquidity Liabilities for 30 Days) x 100%

Interpretation: A higher ratio indicates that the bank is better prepared to face liquidity pressures,

indicating good liquidity risk management.
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RESEARCH GAP

Research on the influence of interest rate policy on bank financial performance has been carried
out in various countries with varying findings. The following is a review of some of the relevant research
that supports this study:

1. The Effect of Interest Rates on Bank Profitability in Southeast Asia (Nguyen, 2019)

Nguyen (2019) examines the relationship between interest rate policy and bank profitability in
Southeast Asian countries. This research uses panel data regression analysis from 50 commercial banks
in five countries during the 2005-2018 period. The main findings of the research show that increasing
interest rates generally have a positive impact on bank profitability, as measured by Return on Assets
(ROA) and Return on Equity (ROE). The increase in interest income from loans is higher than the increase
in deposit interest costs, thereby increasing bank profitability.

2. The Impact of Monetary Policy on Banking Performance in Sub-Saharan Africa (Agyapong, 2020)

Agyapong (2020) analyzes the impact of monetary policy, including changes in interest rates, on
the financial performance of banks in Sub-Saharan Africa. This research uses panel data from 30 banks
in 10 countries during the 2000-2017 period, with econometric analysis using a fixed effects model. The
research results show that tight monetary policy with increasing interest rates tends to reduce bank
liquidity and increase credit risk. However, the impact on profitability (ROA and NIM) varies between
countries depending on market structure and local banking regulations.

3. Interaction between Interest Rate Policy and Financial Stability in Latin America (Gonzalez et al.,
2021)

Gonzalez et al. (2021) explores how interest rate policies affect bank financial stability in several
Latin American countries. This research uses panel data from 40 banks in six countries during the 2008-
2020 period, with a Generalized Method of Moments (GMM) approach. Research findings show that an
increase in interest rates is associated with an increase in Net Interest Margin (NIM), but also with an
increase in credit risk and a decrease in financial stability in the long term. Stability is more fragile in
countries with less diversified banking systems.
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RESEARCH METHOD
Data Description
This study collects data from several banks in developing countries which includes a number of
bank financial performance indicators and information related to interest rate policies implemented by the
central banks of each country. Data are collected from banks' annual financial reports and official central
bank publications for specific time periods relevant to the analysis.
1. Bank Financial Performance Data
Bank financial performance data collected includes but is not limited to:
o Return on Assets (ROA): This is a profitability ratio that measures a bank's ability to generate profits
from the assets it owns.
e Return on Equity (ROE): This is a profitability ratio that measures a bank's ability to generate profits
from capital invested by shareholders.
o Net Interest Margin (NIM): Is the difference between the interest income earned by the bank and the
interest costs paid, relative to the assets that earn interest.
Descriptive statistics for bank financial performance data include the average value, standard deviation,
maximum value and minimum value for each performance indicator.
2. Interest Rate Policy Data
The interest rate policy data collected includes information about the benchmark interest rate set
by the central bank, changes in interest rates over a certain period of time, and other relevant monetary
policies. Descriptive statistics for interest rate policy data include the average interest rate level, standard
deviation, maximum value, and minimum value during the observed time period. Examples of Descriptive
Statistics
The following are examples of descriptive statistics for several variables observed in this research:
Bank Financial Performance Data:
e ROA: Mean 0.05, standard deviation 0.02, maximum 0.08, minimum 0.03.
e ROE: Mean 0.10, standard deviation 0.03, maximum 0.15, minimum 0.07.
o NIM: Average 4.5%, standard deviation 1.2%, maximum 6.3%, minimum 3.2%.
Interest Rate Policy Data:

e Benchmark Interest Rate: Average 5.0%, standard deviation 1.2%, maximum 7.5%, minimum 3.5%.
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e Interest Rate Change: Average 0.25%, standard deviation 0.10%, maximum 0.50%, minimum
0.10%.

These descriptive statistics provide a general overview of the distribution and variation of the data

observed in this study, which will be the basis for further analysis of the influence of interest rate policy

on bank financial performance in developing countries.

Data and Data Sources
This study uses secondary data obtained from various sources, including bank annual financial
reports and official publications of central banks in developing countries which are the object of research.
This data includes information on bank financial performance and interest rate policies that are relevant
for analysis.
1. Bank Financial Performance Data
Bank financial performance data is obtained from the bank's annual financial reports, which
include but are not limited to:
e Return on Assets (ROA)
e Return on Equity (ROE)
e Net Interest Margin (NIM)
e Liquidity ratios, such as Current Ratio and Liquidity Coverage Ratio
This data provides an overview of operational efficiency, profitability and bank liquidity which
is used in analyzing the influence of interest rate policy on bank financial performance.
2. Interest Rate Policy Data
Interest rate policy data is obtained from official publications of developing country central
banks, which include information on:
e Reference interest rate
e Changes in interest rates over a certain period of time
e Other relevant monetary policies, such as liquidity policy
This data is important for analyzing how interest rate policies affect bank financial
performance.

3. Time Period Analyzed
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The data used in this research covers a certain time period that is relevant to the purpose of
the analysis. Observed time periods may vary depending on data availability and research
methodological considerations. For example, the time period observed may include recent years to
capture fluctuations in interest rate policies and bank financial performance.

Analysis Method
The analysis in this research was carried out using an empirical approach by utilizing
econometric techniques to examine the relationship between interest rate policy and bank financial
performance in developing countries. The following are the steps taken in the analysis:
1. Data collection
Bank financial performance data and interest rate policies obtained from secondary data
sources, such as bank financial reports and official central bank publications, are collected and
compiled in a database for further analysis.
2. Determining Variables and Models
Dependent and independent variables are determined. Dependent variables generally
include bank financial performance indicators, such as Return on Assets (ROA) or Net Interest
Margin (NIM), while independent variables are variables related to interest rate policy.
3. Analysis Model
The analytical model used in this research is a linear regression model or other econometric
model that suits the research objectives. An example of a simple linear regression model is:
Yi=Lotf1Xitu,:
where Y ;is the dependent variable (for example ROA or NIM), X ;is the independent
variable (for example the reference interest rate), S o and is the parameter to be estimated, and u ;
is random error.
4. Parameter Estimation r
Model parameters (e.g. regression coefficients) are estimated using appropriate statistical
techniques, such as the Ordinary Least Squares (OLS) method or other econometric methods,
depending on the data characteristics and research objectives.
5. Hypothesis testing
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Statistical hypotheses are tested to evaluate the significance of the relationship between

interest rate policy and bank financial performance. This is done by testing the significance of

regression coefficients and other test statistics.

6. Interpretation of Results

The results of the analysis are interpreted to evaluate the significance and direction of the

relationship between interest rate policy and bank financial performance. The implications of these

findings are discussed in the context of related literature and practical relevance for relevant

stakeholders.

RESULTS AND DISCUSSION

RESULT
Data Description

The data used in this research consists of two main data sets: bank financial performance data

and interest rate policy data.

Bank Financial Performance Data

Bank financial performance data includes several key indicators, including:

Return on Assets (ROA)
Return on Equity (ROE)
Net Interest Margin (NIM)

Liquidity Ratios (e.g., Current Ratio)

To provide an overview of the data, the following descriptive statistics are presented:
Return on Equity (ROE):

Return on Assets (ROA):

= Average: 0.06

= Standard Deviation: 0.03
= Minimum Value: 0.02

= Maximum Value: 0.10

Net Interest Margin (NIM):
= Average: 4.8%
= Standard Deviation: 1.5%

Liquidity Ratio (Current Ratio):

Average: 0.12

Standard Deviation: 0.04
Minimum Value: 0.07
Maximum Value: 0.18

Minimum Value: 3.0%
Maximum Value: 7.2%
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= Standard Deviation: 0.3 = Maximum Score: 2.0

Interest Rate Policy Data

Interest rate policy data includes variables such as:

= Reference Interest Rate

= Changes in Interest Rates

= QOther Monetary Policies

Descriptive statistics for interest rate policy data are as follows:

Reference Interest Rate: Interest Rate Changes:

= Average: 5.2% = Average: 0.25%

= Standard Deviation: 1.0% = Standard Deviation: 0.15%
= Minimum Value: 3.5% = Minimum Value: 0.05%

= Maximum Value: 7.0% = Maximum Value: 0.50%

This data provides a clear picture of the distribution and basic characteristics of the variables
used in the research. Thus, this research can continue further analysis to examine the relationship
between interest rate policy and bank financial performance in developing countries.

Empirics Analysis

Statistical analysis was carried out to examine the relationship between interest rate policy and
bank financial performance in developing countries.

linear regression analysis , there is a significant relationship between interest rates and bank
ROA, with a regression coefficient of 0.03 (p < 0.05). This means that every one percent increase in the
benchmark interest rate will cause an increase of 0.03 percent in the bank's ROA.

Next, Pearson correlation is used to evaluate the relationship between interest rates and the
bank's Net Interest Margin (NIM). The results of the analysis show that there is a significant negative
correlation between the two variables, with a correlation coefficient of -0.50 (p < 0.01). This shows that
an increase in interest rates tends to have a negative impact on bank NIM.
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Analysis of Variance (ANOVA) on Bank ROE

Based on the results of the analysis, there is a significant difference between the banks' Return
on Equity (ROE) and interest rates , this can be seen from the analysis of variance (ANOVA). The results
show that there is a significant difference between ROE and bank interest rates (F = 10.67, p < 0.05).
Banks with high benchmark interest rates tend to have lower ROE compared to banks operating in a low
interest rate environment.

The results of empirical analysis show that there is a significant relationship between interest
rate policy and bank financial performance in developing countries. An increase in interest rates tends to
have a negative impact on bank profitability, as reflected in a decrease in NIM and ROE. However, the
effect of interest rates on ROA tends to be positive, although its statistical significance depends on the
specific conditions of each bank.

DISCUSSION
The Effect of Changes in Interest Rates on Bank Financial Performance

The results of the analysis show that there is a significant influence of changes in interest rates
on several bank financial performance indicators analyzed in this study. The following discussion of
findings reflects the implications of the results of this analysis:
1. Return on Assets (ROA)

Changes in interest rates tend to have a positive influence on banks' Return on Assets (ROA).
This can be explained by the increase in interest income from loans which exceeds the increase in deposit
interest costs, thereby increasing the bank's profitability in generating profits from the assets it owns.
Although the effect is positive, its statistical significance may vary depending on the specific conditions
of each bank.
2. Net Interest Margin (NIM)

It was found that changes in interest rates had a negative impact on banks' Net Interest Margin
(NIM). This means that an increase in interest rates generally causes a decrease in the bank's NIM
because the interest costs that must be paid by the bank for the funds obtained increase faster than the
interest income earned from loans. This indicates that banks tend to experience pressure on interest
margins when interest rates rise.
3. Return on Equity (ROE)
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The analysis results also show that there are significant differences in Return on Equity (ROE)
between banks operating in high and low interest rate environments. Banks with high benchmark interest
rates tend to have lower ROE, indicating that a high interest rate environment may limit banks' ability to
generate profits for their shareholders.

CONCLUSION

This research aims to analyze the influence of interest rate policy on bank financial performance
in developing countries. Using secondary data obtained from bank annual reports and official central
bank publications, as well as applying various statistical analysis methods, this research uncovered
several significant key findings.

Changes in interest rates show a significant positive influence on bank ROA. Every increase in
the benchmark interest rate has the potential to increase a bank's ROA, reflecting the bank's ability to
increase interest income from the assets it owns.

The analysis results show that there is a significant negative relationship between interest rates
and NIM. An increase in interest rates tends to reduce a bank's NIM, because the increase in interest
costs is greater than the increase in interest income, putting pressure on the bank's interest margin.

Variance analysis indicates that banks operating in a high interest rate environment have lower
ROE compared to banks in a low interest rate environment. This suggests that high interest rates may
limit a bank's ability to generate profits for shareholders.

Implications and Recommendations

These findings have important implications for stakeholders in the banking sector and monetary
policy. Changes in interest rates chosen by the central bank must be considered carefully, considering
their significant impact on the bank's financial performance. Policymakers need to pay attention to the
potential side effects of changes in interest rates on the profitability and stability of the banking sector.

Recommendations may include prudent and targeted monetary policy, as well as appropriate
risk mitigation measures that banks can take to overcome the impact of changes in interest rates. In
addition, further research is also needed to understand in more depth the transmission mechanisms of
monetary policy and the dynamics of bank financial performance in developing countries.

89



i 3 y Management Science Research Journal
] MSR JOURNAL

MSR Journal, Vol 3 issue-1 2024 ISSN: 2828-4216

Practical Implications
These findings have several important implications for banking practitioners and policy makers:
e  For Banking Practitioners:

Banks need to manage their loan and deposit portfolios carefully to mitigate the negative
impact of rising interest rates on NIM. Effective risk management strategies must be implemented
to maintain profitability in a fluctuating interest rate environment.

e  For Policy Makers:

Monetary policy makers must consider the impact of changes in interest rates on bank
financial performance. Interest rate policy should be designed in such a way that it supports banking
sector stability while achieving broader macroeconomic objectives.

Recommendations for Further Research

This research paves the way for further studies to explore monetary policy transmission
mechanisms in a broader context and with more detailed data. Future studies could consider additional
variables, such as credit risk and operational efficiency, to provide more comprehensive insights into the
dynamics of bank financial performance in developing countries.
Final Conclusion

Overall, this research concludes that interest rate policy has a significant influence on the
financial performance of banks in developing countries. Prudent management of monetary policy and
implementation of appropriate risk mitigation strategies by banks are key to maintaining the stability and
profitability of the banking sector in the face of changes in interest rates.
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