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ABSTRACT

The Indonesian government wants to promote small and medium enterprise financing as a type
ofrelationship lending while at the same time reducing interest margins. Otherwise, relationship
lending tends to lead into high levels of interest margins. This paper examines the relationship
between SME financing and interest margin in Indonesia using panel data on 124 banks in
Indonesia from 2008 to 2014. Furthermore, we also identify the direction of SME financing in
relation to the ownership of banks. We use panel data regression and GMM methods to ensure
the robustness of the result. The overall results suggest that SME financing positively increases
the interest margin since relationship lending charges greater margins for each transaction.
The results confirm the regulatory conflict between the interests of promoting small/medium
enterprise financing and reducing the interest margin. However, we find a difference in sign
and significance level of SME financing for each type of bank ownership as the result of SME
financing readiness.
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1. Introduction

Small, medium, and microenterprises play an important role in the Indonesian economy.
According to data from the Ministry of Cooperatives and SMEs in 2013, the number of
micro, small, and medium enterprises Indonesia amounts to 99.99% of all business units with
a contribution to GDP of 60.34%. The proprietors of micro, small, and medium enterprises
certainly need more financial attention because finance is one of the factors that affect the
success or failure of a business (Lussier and Halabi, 2010).

In meeting the financial needs of micro, small, and medium enterprises, banks play a significant
role by providing financing. Berger and Udell (2005) further explained that financing for small,
medium, and microenterprises can be hard to provide with simple mechanisms. Both proposed
the concept of financing for small, medium, and microenterprises by emphasizing the existence
of lending technology; lending technology here is an innovative financial product that can be
used by small and medium entrepreneurs to obtain financing.
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The financing of micro, small, and medium enterprises itself has been a frequent subject of
research. Stiglitz and Weiss (1981) argued that financing for micro, small, and medium-sized
enterprises is still very precarious due to the difficulty of identifying the micro, small, and
medium enterprises. This makes it difficult for the bank to assess the condition of the micro,
small, and medium enterprises to be funded. This leads to the problem of adverse selection for
the bank and moral hazard for the micro, small, and medium enterprises that receive financing.
Berger and Udell (1995) conducted further research on this situation. The study found that
good relationships between micro, small, and medium-sized enterprises and the banks that
provide financing will have a positive impact on the level of credit availability and credit terms
such as interest rates. Berger and Udell (2002) then sparked a lending technology solution
called relationship lending, in which banks maintain close ties with the business actors tey
finance. This is done so that banks would be able to access information in the form of ‘soft’
data such as information about the competence and character of business owners, which is then
often quantified, verified and processed by banks like ‘hard’ data.

On the other hand, low interest spread is a government target for financial institutions so that
these institutions would be able to provide maximum intermediation services. However, a large
interest spread is also required to ensure that a level of risk is maintained. Ho and Saunders
(1998) said that a net interest margin will always exist due to the uncertainty of transactions
faced by banks. Net Interest Margin itself is defined as the spread between interest revenue on
assets and interest expense on liabilities in the bank.

There is thus a conflict between the government’s desires to reduce the interest spread and to
increase financing for micro, small, and medium enterprises. This is because the financing of
micro, small, and medium enterprises according to Berger and Udell (1995) is classified as
a relationship lending. Meanwhile, according to Arnold and E. van Ewijk (2012) the bank’s
relationship would trigger a high interest margin due to the small number of transactions that
take place.

2. Literature Review

Net interest margins (NIMs), better known as spreads, have already become a fundamental part
of the revenue system in financial intermediary activities. Demirgiic-Kunt et al. (2003) stated
that the Net Interest Margin is one of the proxies of the financial intermediation variable. The
Net Interest Margin itself is calculated by subtracting interest expenses out of interest income.
The study by Ho and Saunders (1981) is the basic study that underlies existing research on the
Net Interest Margin. This study found that a net interest margin would always exist due to the
uncertainty of transactions faced by banks. This study undertook both theoretical and empirical
studies. According to Ho and Saunders’ (1998) results, there are four factors that affect the
spread, namely the management’s level of risk aversion, the size of the transactions, the market
structure of the bank, and the variance of the interest rate.

Inempirical studies, Ho and Saunders (1981) found that spreads were positively and significantly
associated with the variance of bond rates according to theoretical models. In addition, it was
found that small-scale banks had larger spread values than large-scale banks.

In other literature, spread can also be defined as the difference between the averages of asset
income (interest income) and liabilities (interest expense) or commonly known as bank mark-
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up (Allen, 1988). Research conducted by Allen (1988) found that the net interest margin had a
relationship with the bank’s portfolio, especially through the factor of loan amounts. Angbazo
(1997) later found that the level of spreads taken by the bank is influenced by the magnitude
of risk and pressure on the interest rate. This condition explains the relationships between net
interest margin and the level of loan issuance by banks.

Arnold and E. van Ewijk (2012) conducted a study to analyze the factors that affect the interest
margin. In addition to the commonly used factors, Arnold and E. van Ewijk (2012) included
the bank model variables measured using deposit-to-liability ratios. According to Berlin and
Mester (1998), this ratio aims to measure the level of bank relationship. If the deposit-to-
liability ratio is higher, the bank has a relationship-oriented model (ROM). Conversely, if the
deposit-to-liability ratio is lower, the bank indirectly has a transaction-oriented model (TOM).
This is because TOM banks rely more on financing from securities and money market while
ROM banks rely more on loans and deposits (Petersen, 2014).

The study also found that the deposit-to-liability ratio had a significant positive effect on interest
margin. This confirms that the model of the bank significantly influences the determination of
interest margins. Finally, the study found that interest margins would decrease as banks move
away from ROM models. This is in line with Liebeg and Schwaiger (2009) who stated that
banks with TOM models would be more capable of suppressing their interest margins. This
is because ROM-based banks rely more on a smaller number of financing customers, so they
need a higher interest income to cover their operating costs. The ROM is usually used as an
approach to provide small and medium enterprise financing since it allows the bank to extract

‘soft’ information from the SMEs. In contrast, a TOM-based bank provides financing through

securities and money market instruments that can be utilized on a larger scale.

3. Methodology

This study was conducted to review the influence of SME financing upon net interest margins
among Indonesian banks. The factors to be studied are the intermediary variable with the
proxies of net interest margin and net core operating margin, the variable of bank ownership
using a dummy variable, the capital adequacy variable with a proxy of the capital adequacy
ratio, the bank size variable, the monetary policy variable with a proxy of the Bank Indonesia
interest rate, the ex-post risk variable with a proxy of the ratio of PPAP (Provision for Earning
Assets Losses) to total earning assets, the liquidity variable with the proxies of loan-to-deposit
ratio and financing-to-deposit ratio, and the monetary variable with a lending rate proxy.

The data used includes data that became the proxy for the above variables. The data is then
included in the previously formulated model and processed using several methods, such as
Pooled Least Square (PLS), Fixed Effect Model (FEM) and also Generalized Method of Moment
(GMM). We also tested the model according to the model used, including the F-statistic test,
Goodness of Fit Test and Hansen Test, AR Test (2), and the Wald Test on Generalized Method
of Moment method. This was intended to test the suitability and feasibility of the model to be
used.
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Source: Author (2016)
Figure 1. Methodology Steps
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In this study, the model used is based on Shaban et al. (2014) with adjustments especially
for different dependent variables and study periods. This study has one main model tested in
several ways. The research model is as follows:

NIMy; = 0y + Bo LNIMy.; + 1 SBFPCTy; + 2 CARi: + 3 LDRy; + 4 PROV; +

Ps SIZEy, + fs LRATE,+ p7 ISLy; + ps GDPGy,+ €k, (D)

where NIMy is the net interest margin or net core operating margin, LNIMy; is the lag of net
interest margin or net core operating margin, SBFPCTy is the ratio of MSME financing to
total financing, LDRy is the loan-to-deposit ratio or financing-to-deposit ratio, CARy is the
capital adequacy ratio, PROVy; is the provision of non-current asset removal, SIZEy; is the
size of the bank, GDPGy; is the real GDP growth, LRATE; is the interest rate of the Bank
Indonesia, ISLy.

In addition, there are five other models as developments of the main model that will be tested
using the Generalized Method of Moment (GMM) method. In this model, the variable

modification is done by adding a bank ownership variables and having it interact with
SBFPCT:

N]Mk,t =0yt ﬁ()LN]Mk,, +ﬂ1 SBFPCTk,t + ﬂg CARk,; + ﬂg LDRk,; + ,54 PROVk,t + ,55 S]ZE}U +
,Bg LRATEk’t‘i‘ ﬁ7 GDPGk, + +ﬁ8 FBk,t + ﬁg LGOB/” +ﬂ10 SOBk,t + Eky (2)

N]Mk,t =0yt ﬁ()LN]Mk,, +ﬂ1 SBFPCTk,t + ﬂg CARk,; + ﬂg LDRk,; + ,54 PROVk,t + ,55 S]ZE}U +
Ps LRATEy,+ f7 GDPGy, + + s FB x SBFPCTy, + o LGOB x SBFPCTyt: + f19 SOB x
SBFPCTy ., + €k 3)

In the second model, we replaced the added bank ownership variable. FB is the proxy of
foreign bank dummy, LGOB is the proxy of local government bank dummy, and SOB is the
proxy of state-owned bank dummy. After that, we look for the relationship between the bank
ownership variables and small/medium enterprise financing in the third model.

A descriptive statistic test is conducted to find out the data characteristic descriptions of the
research variables. The results of this descriptive statistics test is presented in Table 1 below.

Table 1. Descriptive Statistics of Research Variables

SBFPCT CAR LDR NIM PROV SIZE GDPG LRATE
Obs 697 697 697 697 697 697 697 697
Mean 0.3327 0.2535 0.9086 0.0641 0.0170 26.3434 0.0563 0.0710
S. Dev. 0.3015 0.1993 0.3239 0.0295 0.0131 5.9665 0.0058 0.0116
Min 0.0000 0.0802 0.1507 0.0078 0.0001 12.0219 0.0463 0.0575
Max 1.0000 2.0661 3.3497 0.3329 0.1645 34.2884 0.0622 0.0925

Source: Author (2017)
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4. Research Results

We used the pooled least-square and fixed effect model. According to some robustness checks
we’ve done, we found some assumption violations such as autocorrelation and heteroscedasticity.
Therefore, we use a robust coefficient correction to find the best-fit linear unbiased estimation.
In addition, we also use GMM methods to ascertain our robustness results. The purpose of
constructing several models was to confirm the robustness of this research. Furthermore, Table

2 presents the result of our regression with several independent variables.

Table 2. Research Results

Model 1 Model 2 Model 3
PLS FEM GMM PLS REM GMM GMM
SBFPCT 0.0226%** 0.0132%** 0.0788*** 0.0221%*** 0.0156%** 0.0637%** 0.0501*
(0.0047) (0.0046) (0.0207) (0.0045) (0.0046) (0.0219) (0.0281)
LDR 0.0024 0.0033 0.0063 0.0055%* 0.0036 0.0122* 0.0023
(0.0022) (0.0031) (0.0039) (0.0023) (0.0031) (0.0067) (0.0036)
CAR 0.0011 0.0167%* -0.0045 0.0082%* 0.0122%** 0.0104 0.0057
(0.0036) (0.0072) (0.0091) (0.0036) (0.0047) (0.0101) (0.0091)
PROV 0.2677* 0.1644 0.3549* 0.2207* 0.1669 0.3205 0.2845
(0.1457) (0.1214) (0.2101) (0.1264) (0.1167) (0.2656) (0.1864)
SIZE 0.0002 0.0002%** -0.0001 0.0003* 0.0002%** 0.0001 0.0000
(0.0002) (0.0001) (0.0002) (0.0001) (0.0001) (0.0001) (0.0002)
LENDINGRATE  0.0305 0.0295 -0.1449 -0.0175 0.0229 -0.4710%** -0.0444
(0.0778) (0.0400) (0.1209) (0.0679) (0.0409) (0.1657) (0.1356)
GDP 0.1569 0.2113%* -0.1377 0.2183 0.1964** -0.0974 0.3392
(0.1858) (0.0917) (0.2415) (0.1617) (0.0939) (0.2515) (0.3131)
FB -0.0095%** -0.0109* -0.0635%*
(0.0030) (0.0060) (0.0367)
LGOB 0.0303%** 0.0297*** 0.0546%**
(0.0022) (0.0046) (0.0141)
SOB 0.0076** 0.0070 0.0042
(0.0032) (0.0075) (0.0911)
FB x SBFPCT -0.0414
(0.0321)
LGOB x SBFPCT 0.1003%**
(0.0398)
SOB x SBFPCT 0.0323%**
(0.0153)
C 0.0327%** 0.0307%** 0.0453 % 0.0218 0.0264 0.0512 0.0166
(0.0120) (0.0065) (0.0183) (0.0099) (0.0069) (0.0259) (0.0226)
AR (1) 0.0210%* 0.0080 0.76
AR (2) 0.3830 0.2550 0.787
Hansen 0.0800%* 0.2700 0.99
Observations 707 707 707 707 546 546.0000
F-stat 4.34%%% 7.07%** 34.90%**
Wald Chi2-stat 20.75%** 125.60%** 57.86%** 90.74
R-squared 0.0695 0.0395 0.2646 0.2584
Number of 85 85 130
instruments
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Based on the data processed with all of the methods, we consistently found that the SBFCPT
variable influences the NIM variable at 99% significance. We also looked into the coefficient of
the SBFCPT variable and found a positive effect upon the NIM variable. This condition shows
that interest spread is affected by the bank financing preference of SMEs (Shaban, et al., 2014).
In addition, this result also support Arnold and E. van Ewijk’s (2012) research, which found
that the relationship lending used in SME financing could increase the interest spread.

According to Table 2, we also found that provision affected bank stability under the pooled
least-square and GMM methods. Income diversification negatively affected bank stability due
to the high risk from non-interest income. Islam and Nishiyama (2016) have found that riskier
banks notified by a high level of provision would intend to increase their interest margins
to cover their risks. The result also supports Ho and Saunders (1981) who stated that high
regulation in credit distribution would lead to high interest margins.

In addition, if we focus on GMM results, we can see that most monetary regulations such as
CAR and lending rate have a negative effect upon interest margin. This result supports Ho and
Saunders’ (1981) findings that monetary policies tend to decrease interest margin. However,
over-restrictive regulation can also lead to high interest margins in the market. The negative
sign of size also confirms previous research by Ho and Saunders (1981) and Trinugroho (2014).
Bigger banks have economies of scale due to larger numbers of transactions than smaller banks.
The large number of transactions increases efficiency so that the bank can charge small margins
for each individual transaction. Unfortunately, the results in the model were not statistically
significant.

Furthermore, we expand the model by adding a bank ownership variable in Model 2. In the
second model we used a random effect model since fixed effect models face dummy trap
variable problems. The results are consistent with previous research. The small medium
enterprise financing variables are consistently significant using all three methods. In addition,
the lending rate variable as a proxy for monetary policy is found to be significant.

In the second model, we categorized banks into 4 ownership categories, such as private
banks, foreign banks, local government banks and state-owned banks. The basic condition
of the second model is private banks. According to the result, non-private banks (both local
government and state-owned banks) have significantly positive dummy coefficients, which
mean that non-private banks would have higher net interest margins at the same amount of
small/medium enterprise financing. This result was supported Karim (2001) who also found
that private banks are more efficient than non-private banks.

In addition, we also find that foreign banks are more efficient than national private banks. This
is because foreign banks usually have more established systems to mitigate risks so they have
no need to cover the risk through the interest margin.

In the third model, we test the relationship between bank ownership and small/medium
enterprise financing to find a quick conclusion about the relationship between bank ownership
and small/medium enterprises. The result consistently shows that small/medium enterprise
financing in government-owned banks (both local government and state-owned banks) would
increase the net interest margin, which leads to inefficiency. This result support Karim (2001)’s
study, wich also concluded that private banks are more efficient than non-private banks. This
result is also in line with Tribagus (2014)’ research, which found that net interest margins in
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private banks are more efficient since they make more use of transactional financing rather than
relationship financing.

5. Conclusion

Based on the discussion above, we can draw the conclusion that small/medium enterprise
financing as a form of relationship lending would tend to increase the interest margin. This
result supports Arnold and E. van Ewijk (2012), who also suggested that transactional financing
would lead to lower interest marginss. On the other hand, relationship lending can imply higher
interest margins due to the increasing level of risk. In addition, bank operating expenses also
increase. (Islam and Nishiyama, 2016; Trinugroho ef al., 2014).

This paper also examines the impact of bank ownership upon net interest margin. The result
is consistently in line with previous research conducted by Karim (2001) in that private banks
have lower interest margins since they prefer to distribute cash through transactional lending
rather than relationship lending. This result was also confirmed by scrutinizing the relationship
between the bank ownership variable and small/medium enterprise financing. We found that
small/medium enterprise financing provided by private banks leads to a decrease in the net
interest margin. According to Arnold and E. van Ewijk (2012), this finding means that small/
medium enterprise financing from private banks probably constitutes transactional lending
rather than relationship lending. Private banks need to be more aware of credit risk since
small/medium enterprise financing can bring up the lack of information problem in the use of
transactional lending.

The research in this paper can be improved by further research that makes use of certain
approaches such as increasing the number of samples. In addition, future researchers can
also consider some banking regulations such as minimum obligatory rates for small/medium
enterprise financing. They may also include a dummy of crisis to get more robust results.

References

Acharya, V., Hasan, 1., & Saunders, A. (2006). Should banks be diversified? Evidence from
individual bank loan portfolios. Journal of Business, 79, 1355-1412.

Adamopoulos, A. (2010). Credit Market Development and Economic Growth: An Empirical
Analysis for Ireland. European Research Studies, 13(4), 3-18. Retrieved May 31, 2016

Agustine, A. M. (2009). Analisis Pengaruh Variabel Internal Dan FEksternal Perbankan
Terhadap Penawaran Kredit UMKM (Studi Kasus Pada Bank Umum Periode 2007-
2008). Depok: University of Indonesia. Udergraduate Thesis.

Allen, L. (1988). The determinants of bank interest margins: a note. Journal Financial and
Quantitive Analysis, 23(2), 231-235.

Arnold, I. J., & E. van Ewijk, S. (2012). The quest for growth: The impact of bank strategy on
interest margins. International Review of Financial Analysis, 25, 18-27. Retrieved from
http://dx.doi.org/10.1016/].irfa.2012.06.005

224


http://dx.doi.org/10.1016/

[

ATLANTIS

PRESS Advances in Economics, Business and Management Research, volume 36

Berger, A. N., & DeYoung, R. (1997). Problem loans and cost efficiency in commercial banks.
Journal of Bank and Finance, 21, 849—870.

Berger, A. N., & Udell, G. F. (1994). Did Risk-Based Capital Allocate Bank Credit and Cause
‘A Credit Crunch’ in The U.S.? Journal of Money, Credit and Banking, 26(3), 585-628.

Berger, A. N., & Udell, G. F. (1995). Relationship lending and lines of credit in small firm
finance. Journal of Business, 68, 351-382.

Berger, A. N., & Udell, G. F. (2002, February). Small Business Credit Availability And
Relationship Lending: The Importance Of Bank Organisational Structure. The Economic
Journal, 112(477), F32—F53.

Berger, A. N., & Udell, G. F. (2005, December). A More Complete Conceptual Framework
for Financing of Small and Medium Enterprises. Retrieved from eLibrary World Bank:
http://dx.doi.org/10.1596/1813-9450-3795

Berger, A. N., Rosen, R. J., & Udell, G. F. (2007, January). Does market size structure affect
competition? The case of small business lending. Journal of Banking and Finance,
31(1), 11-33.

Demirgiic-Kunt, A., Laeven, L., & Levine, L. (2004). Regulations, Market Structure, Institutions,
and the Cost of Financial Intermediation. Journal of Money, Credit and Banking, 36(3),
593-622. Retrieved from http://www.jstor.org/stable/3838956

Gunawan, H. (2015, March 5). Kredit Perbankan Mengalir di Pulau Jawa. Jakarta, DKI Jakarta,
Indonesia.

Karim, M. Z. (2001). Comparative Bank Efficiency across Select ASEAN Countries. ASEAN
Economic Bulletin, 18(3),289-304. Retrieved from http://www.jstor.org/stable/25773688

Lussier, R. N., & Halabi, C. E. (2010, July). A Three-Country Comparison of the Business
Success versus Failure Prediction Model. Journal of Small Business Management,
48(3), 360-377.

McCartan-Quinn, D., & Carson, D. (2003). Issues Which Impact upon Marketing in the Small
Firm. Small Buiness Economics, 21(2), 201-213.

Md. Shahidul Islam, S.-I. N. (2016). “The determinants of bank net interest margins: A panel
evidence from South Asian countries”. Research in International Business and Finance,
37, 501-514. Retrieved from http://dx.doi.org/10

Mishkin, F. S. (2006). How Big a Problem Is Too Big to Fail? A Review of Gary Stern and
Ron Feldman’s “Too Big to Fail: The Hazards of Bank Bailouts”. Journal of Economic
Literature, 44(4), 988-1004.

225


http://dx.doi.org/10.1596/
http://www.jstor.org/stable/3838956
http://www.jstor.org/stable/25773688
http://dx.doi.org/10

ATLANTIS . . )
PRESS Advances in Economics, Business and Management Research, volume 36

Mishkin, F. S. (2006). The Economics of Money, Banking, and FInancial Markets. Columbia: Pearson.

Mukhlis, 1. (2011). Penyaluran Kredit Bank Ditinjau Dari Jumlah Dana Pihak Ketiga dan
Tingkat Non Performing Loans. Jurnal Keuangan dan Perbankan, 130-138.

Nachrowi, D., & Usman, H. (2006). Pendekatan Populer dan Praktis Ekonometruka untuk
Analisis Ekonomi dan Keuangan. Depok: Lembaga Penerbit Fakultas Ekonomi
Universitas Indonesia.

Stiglitz, J. E., & Weiss, A. (1981, June). Credit Rationing in Markets with Imperfect Information.
The American Review, 71(3), 393-410.

Trinugroho, I., Agusman, & Tarazi, A. (2014). Why have bank interest margins been so high in
Indonesia since the 1997/1998 financial crisis? Research in International Business and
Finance, 32, 139-158.

226





