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ABSTRACT
This research aims to investigate the effects of the bank lending channel of monetary
policy on capital markets in seventeen emerging market economies, which are comprised
of bank-level data from 5589 banks and 76518 observations within the sample period
from 2006 to 2021. This research concentrates on the bank lending channel because of the
significant effect that banks have on the economy and financial markets. While monetary
policy is vital and has various transmission channels into the actual economy, the bank
lending channel will therefore, be the primary focus of this study. The study utilizes a
dynamic panel model with sys-GMM and fixed effect model along with performing
robustness checks, firstly by performing instrumental variable regressions and secondly
by taking higher lags from the data sample. Among the countries included in the study,
monetary policy has a negative impact on bank lending, while economic growth has a
positive effect, according to the financial development indicators. The study findings
suggest that the bank lending channel influences the capital markets.

Bank Lending, Emerging Markets Financial Development, Policy Rate,
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Introduction

Monetary policy refers to the measures implemented by central banks to control
the amount of money in circulation, with the aim of achieving various macroeconomic
goals Adal (2018). The reduction of the unemployment rate, the enhancement of
economic growth, maintaining the level of interest and currency exchange rates and the
management of inflation are a few of the objectives that fall within this category. Central
banks within the limits of this framework have a few monetary policy instruments at
their disposal. They can change interest rates in order to influence the economy. Their
ability to acquire and sell foreign currencies on the market also gives them influence over
the unstable currency exchange rates. The purchase and sale of government bonds can
also be performed in the open market (Yuksel, 2017).

Central banks aim to influence the financial markets by using these techniques.
They support monetary policies that encourage economic growth and employment
(expansionary), such as cutting interest rates or buying government bonds from the open
market (Galati et al., 2018). The purpose of these kinds of policies that central banks
implement is to increase the amount of money that is available in the market in order to
make it possible to revive the economy. However, it is particularly important to
emphasize that this strategy leads to an increase in price levels. Gertler et al. (2018)
suggested that in the presence of excessive inflation, implementing an expansionary
policy is not advisable. In such a situation, the monetary authorities responsible for the
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country's central banks should implement actions that reduce the money supply, Dincer
(2018). Interest rate increases and selling bonds in the open market are examples of such
measures. Decisions made by the central bank have a major effect on the capital markets
(Aizenman et al., 2018). Therefore, the impact of monetary policies on capital markets is
widely recognized. The price of government bonds would change over time regardless
of whether monetary policy remained expansionary or contractionary (Lo Duca et al,,
2018).

Furthermore, it is commonly recognized that the type of monetary policies
implemented significantly affect stock prices. If a contractionary monetary policy
prevails, financial institutions will then offer loans to businesses at higher interest rates.
Based on these conditions, there will be an increase in the cost of living in these
economies, which will have a negative influence on the financial viability of the
businesses in these economies. Based on the research conducted by Dincer et al. (2019)
and Somoye et al. (2018), it is clear that the stock markets of developing countries would
experience a decline in value.

Examining how monetary policy influences the capital markets of developing
nations is the primary objective and goal of this research. For this purpose, seventeen
emerging countries (Bangladesh, Brazil, Cambodia, China, Indonesia, Kyrgyzstan,
Malaysia, Mongolia, Myanmar, Nepal, Pakistan, Philippines, Russia, South Africa,
Srilanka, Tajikistan, Uzbekistan) are taken into consideration. The real interest rate of the
countries is used to represent monetary policy. Moreover, the annual data of these
variables for the periods between 2006 and 2021 is evaluated using fixed effects, sys-
GMM, and IV panel regressions. As a result of this analysis, it can be possible to
understand whether monetary policies affect capital markets in emerging economies.
The key innovation of this study is that it investigates the connection between monetary
policy and capital markets by incorporating financial development indicators. These
factors appear to us to be highly important in determining the effects that financial
development and financial stability have on economic growth. The first variable is
domestic credit to the private sector, which is termed financial development indicator 1.
This variable was taken into consideration as a percentage of the GDP. This variable
facilitates the provision of financial resources to the private sector by other depository
businesses (deposit-taking corporations other than central banks), such as loans,
purchases of non-equity securities, trade credits, and other accounts receivable that
generate a claim for repayment. The second is market capitalization as a percentage of
GDP, which is being taken into account as a financial development indicator. 2. This
variable explains the positive impact of market capitalization on loan growth. Market
capitalization refers to the overall value of a firm, which is calculated by multiplying its
current share price by the number of outstanding stocks. The market capitalization of a
corporation is determined by multiplying the current market price of each share by the
total number of outstanding shares. The third financial development variable is the
stocks traded, as % of GDP. This enhances the distribution of limited financial resources
by providing credit to areas with the highest productivity while also enabling people to
manage their spending patterns over time by means of saving and borrowing. All
variables were log-transformed before the conduction of relevant regression tests, which
are to be discussed in the latter section. Another important point is that using fixed
effects, sys-GMM and IV panel regressions for this subject firstly increases the originality
of this study. While considering these aspects, it is believed that this study contributes to
the literature.
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Literature Review

The transmission of monetary policy has been an interesting subject of discussion
among policymakers. This is because monetary policy has a significant impact on the
real economy through multiple channels. There are four main ways in which monetary
policy affects the economy: interest rates, credit, asset prices and exchange rates. The
interest rate channel of monetary policy transmission is the means by which monetary
policy, and more specifically, the policy interest rate, exhibits an influence on both the
market interest rate and the retail interest rate. Subsequently, the cost of capital,
investment, and consumption expenditure will affect the overall output of the economy
and its aggregate demand (Mishkin-1999). By the use of loan supply, the credit channel
examines the mechanism that is responsible for the implementation of monetary policy
in the actual economy. According to Mishkin (1999) and Hubbard (1995), the supply of
loans is sensitive to changes in the policy interest rate. As a result, business and
household investments, as well as consumer expenditures, are influenced, which affects
the real economy.

Bernanke and Gertler (1995) stated that the influence of monetary policy through
the credit channel also filters through to the balance sheets of organizations. The
empirical evidence supports these findings. This is due to the fact that an increase or
decrease in the policy interest rate will impact the cash flow and balance sheet of financial
institutions. The shifts in the financial condition of enterprises will impact not only their
investment expenditures but also aggregate demand and production. Another
mechanism through which monetary policy can influence the economy is through the
asset price channel. The objective of this channel is to demonstrate that a change in the
policy interest rate can influence not just market interest rates but also the market value
of bonds in relation to the return on equity investment. Consequently, it affects stock
prices and the demand for equity, and as a result, investment expenditure and aggregate
output are affected (Ireland, 2006).

Transmission of monetary policy may also occur via the exchange rate channel,
which is also a different approach. A change in the policy interest rate will also affect the
domestic interest rate and capital in comparison to the foreign interest rate, which will
have an impact on the investment returns in foreign nations in comparison to the returns
in the home country (Ullah 2022; Arestis and Sawyer, 2002; Mishkin, 1999). According to
the Bank of England (1999), this circumstance generates a disturbance in the movement
of capital out of the economy as well as the exchange rate, and it also has an impact on
the economy's net exports and aggregate production. The channels of monetary policy
transmission that are related to the banking sector and the credit aspect of the
transmission have been recognized to be a key problem in many studies of monetary
policy over the last several decades. The importance of this research emerges from the
fact that financial intermediaries (which include the banking industry and other financial
institutions) play a significant role in the capital markets. The banking sector and bank
credits exert a significant influence on channels through which monetary policy is
transmitted. The reason is that these channels are responsible for the transmission effect
felt across the economy, including changes to investment, aggregate demand, and the
interest rate provided by commercial banks, as well as changes to the supply and
demand for bank loans (Berg et al.- 2005). In order to investigate the impact of monetary
policy on the economy's capital markets, this study will concentrate on the bank lending
channel. This is because banks play a big part in the economy and financial market, and
giving money to people through banks is a very important way for the government to
control inflation (Tadesse 2021; Tian and Tunio 2023). An additional crucial component
of the research on the transmission of monetary policy is the concept of financial
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development. Financial market development encompasses a multitude of facets, such as
the advancement of the banking sector and capital markets, the liberalization of the
financial sector, the promotion of financial innovation, the enhancement of financial
competition, and the deepening of financial markets (Singh et al., 2008). Attasuda (2017),
Yildirim (2018), Suhaibu et al. (2020), and Shuja and Tunio (2024) changes in the financial
development indicators in emerginging countries can have significant effects on the
capital market. They can also change the roles that financial institutions and banks play
in the market and the economy as a whole.

In the economies of emerging countries, bank-controlled financial systems are
more conducive to growth; however, in the economies of developed countries, the
market for oriented systems would be more promising for future growth. On the other
hand, Atje and Jovanovic (2019) and Tunio et al. (2020) found that the indicators of the
banking sector were a much less correlated to the performance of investments when
compared to the indicators of the cash flow part of the stock market. Numerous
arguments have been brought forward to emphasize the weak link or negative effect that
financial development has on the progression of the economy. These arguments have
been generated for a wide range of factors. The aim of the study by Praptiningsih (2018)
was to have a better understanding of Indonesia. According to the results obtained with
the use of VECM, the Jakarta Commodity index is significantly affected by changes in
monetary policy. In their respective fields of research, Wan-Chun and ChenMin (2016),
Mario (2011), Fu-Sheng Hung (2019), and Eggoh (2020) have all emphasized the
correlation between financial and economic growth in their similar area of study. Eggoh
(2019) examined the correlation between financial development, financial stability, and
economic growth in fourteen nations.

Material and Methods

The study employs panel data analysis based on previous research (Attasuda.
(2016), Dincer et al. (2018), Galati et al. (2018)). It utilizes fixed effects (FE), system GMM
(SGMM), and instrumental variable regression (IVR). The basic model is in the following
form:

k k K
Alnloan;s = a; + Z p1 Alnloan; s + Z B2 Agdp; s + Z B3 At
s=1 s=1 s=1
k k k
£ BaFDyie+ ) BsFDyis + ) foFDsis
s=1 s=1 s=1
k k
+ Z .87 (Arj,s X FDl i,s) + z .38 (Ar}',s X FDZ i,s)
s=1 s=1
k
+ Z Po (Arj,s X FDs i,s) + &t
s=1

Where Alnloan;; is the dependent or response variable; the growth rate of loan
supply, which is a proxy for the bank lending for country i and time s to s-1. The growth
rate of the loan supply is put off by one year to assess persistence in the dependent
variable, following earlier studies. (Ehrmann et al., 2001; Huybens and Smith, 1999). The
lagged economic growth is represented by Agdp; ¢ and included in the model in order to
control the economic condition of emerging economies. Changes directly influence bank
lending in monetary policy, Arj; That is, monetary tightening (loosening) negatively
affects bank lending. Because bank lending reacts after monetary policy announcements
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(due to decision lag), therefore the model incorporates lagged monetary policy. (Kasman
et al., 2011; Papadamou and Siriopoulos, 2014). The capital market-specific variables are
represented by FD; ; ; which is Domestic credit to the private sector, FD, ; ; termed as
Market Capitalization as a percentage of GDP and FDs; ; is termed as Stocks traded, as
% of GDP respectively, for country i and time s.

Equation for the system generalized method of movement as follows:
Vit = Xit [3 tUite....... (2)

Where yi:is the dependent variable and Xi:is a metrix of independent variable for
individual i and t time 3 is vector of coefficient to be estimated. ujis the error term.

For instrumental variable regression model include one more instrumental
variable denoted as Z; which are used to solve the endogeneity problem and IVR
equation is represent as:

Yi=Po+ piXni+ foXoi+ oo + PuXiiF € v 3)
X1i=_7-[0+_71'1Zi+]1'2X2i+._,+]Tpoi+ui ........... (4:)

Y is dependent variable X X; Xk are explanatory variables, fo 1,2 fxare coefficient
to be estimated. Ziis instrumental variable 011,72, ;rare the coefficients of instrumental
variable equation. u; is the error terms in the instrumental variable equation. Estimation
of parameter is normally done by wusing two stage least squares.

Table 1
Variables, Definition, Sources and Expected Relationship with Bank Loan
. S o . Expected
Variables Definition, description, source Relationship
Loan Growth The growth rate of loan supply, Source: Bank Focus Positive/Negative
Policy Rate Monetary policy rate of the central bank, Source: IMF Negative
GDP Annual growth rate of the economy, Source: IMF Positive
Financial Development 1 Domestic credit to pnva]tsealsnelftor ratio, Source: World Positive
Financial Development 2 Market Capitalization als3 jnﬁ of GDP, Source: World Positive
Financial Development 3 Stocks traded, as % of GDP, Source: World Bank Positive
Policy Rate * FD, Interaction between monetary policy and FD; Positive
Policy Rate * FD> Interaction between monetary policy and FD, Positive
Policy Rate * FD3 Interaction between monetary policy and FD; Positive

Results and Discussion

This study examines the impact of monetary policy on capital markets by
analyzing loan growth in selected emerging economies. Different approaches have been
used to assess these impacts. For this purpose, the study employs fixed effect, system-
GMM and instrumental variable approach (IV regs) in the case of the sampled emerging
economies. The selection of econometric methodologies for this examination was based
on previous studies conducted by Lerskullawat (2017), Abuka et al. (2019), and Caporale
et al. (2020).
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Table 2
Correlation Results
Loan Policy Economic FD1 FD2 FD3
Growth Rate Growth
Loan Growth 1.000
Policy rate -0.011 1.000
Economic growth 0.053 -0.045 1.000

Financial Development 1 0.001 -0.022 -0.008 1.000

Financial Development 2 0.135 -0.027 0.225 -0.013 1.000

Financial Development 3 0.030 0.041 0.009 -0.002 0.386 1.000
Table 3

Fixed Effects and SGMM Estimation

Dependent variable: Loan Growth

Fixed Effect SGMM

0,042+ -0.135

L. Loan Growth (0.004) (0.174)

Policy rat e 10

olicy rate (1.457) (1.199)
Economic growth 2o0e s

g (2.921) (1.549)

. ] 2.267%* 2.983*+*
Financial Development 1 (0.731) (0.841)

— -3.695 5.097
Financial Development 2 (5.473) (5.323)
' ] 1.587*** 2.087%**
Financial Development 3 (0.458) (0.667)
. * 0.079 0.672%

Policy Rate * FD1 (0.363) (0.252)

] . 0.968*** 0.883***

Policy Rate * FD2 (0.371) (0.312)
1.365** 1.208***

: *

Policy Rate * FD3 (0.565) (0.416)
ot 75.245%* -12.402%%*

onstan (3.921) (4.356)

N 76,518
R-sq 0.77

Note: ***, ** and * indicates statistical significance at 1%, 5% and 10%, respectively

When estimating causal effects from observational data, the fixed effects
regression model is often employed to minimize selection bias. This model does this by
removing substantial chunks of variance that are believed to include confounding
variables. The elimination of between-unit variation and the production of an estimate
of a variable's average effect within units over time make fixed effects models ideal for
panel data sets where units are believed to differ systematically in unobserved ways that
impact the outcome of interest (Allison2009; Wooldridge2010). However, social scientists
frequently disregard the substantial reduction in variance caused by fixed effects despite
this fact. Fixed effects allow researchers to focus on certain data dimensions, such as
within-country variation (i.e., over time), and make a significant decision in their
methodology (Bell and Jones 2015). Researchers miss out on a chance to explain between-
unit variation when they focus on within-unit variation instead. This is because, in most
cases, estimations of a causal influence may be more reliably derived from within-unit
variation. Researchers describing results utilizing fixed effects should highlight the
variation employed. It is essential to determine which units change over time (in the
context of unit fixed effects), as units that do not fluctuate and contribute anything to
one-way unit-fixed effects estimate (Troeger et al. 2007).
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One of the advantages of using different techniques is that it helps analyze
whether the results hold throughout the estimation process. Allows the establishment
that the estimates are robust and supported by previous studies. The empirical results
for capital market development and monetary policy are reported in Table 3. It is to be
mentioned that the lagged loan growth is taken to assess whether there is persistence in
the dependent variable. Table 3 illustrates the regression analysis of fixed effect and sys-
GMM. This technique will help us find the results without inputting the biggest
developing economy of our sample. The procedure of regression analysis, as shown
above, is the same. The number of observations has also been reduced see Table 3. The
results of the study demonstrate that the lagged loan growth is statistically positive in
both fixed effect and sys-GMM; however, the level of significance at one percent in the
fixed effect model shows that there is persistence in the dependent variable. The
monetary policy interest rate shows negative results in both fixed effect and sys-GMM
analysis. The results indicate that monetary policy negatively influences loan growth. In
addition to the fixed effect model, it is observed that monetary policy is statistically
insignificant at a one percent level and negatively affects loan growth. In the sys-GMM
approach, monetary policy negatively affects loan growth and is statistically
insignificant at a ten percent significance level. The economic growth variable shows that
it, although it positively affects loan growth, is statistically insignificant in the fixed effect
model. The variable, however, positively affects loan growth and is statistically
significant at the conventional level while regressing in sys-GMM. Domestic credit to
the private sector is termed as financial development indicator 1. This variable has been
taken into account as a percentage of GDP. The results show that in both the fixed effect
and sys-GMM, this variable is one percent positively significant with respect to the Lag
variable of loan growth. Market capitalization as a percentage of GDP is taken into
account as a financial development indicator 2. This variable explains the negative
impact of market capitalization on loan growth in fixed effect; however, it implies a
positive regression by using sys-GMM. Stocks traded, as % of GDP, is also a key variable
in our study. This variable shows both statistically positive results with a five percent
level of significance in sys-GMM regressions.

Regarding the effect of capital market development, the coefficients of Policy Rate
* FD2 and Policy Rate *FD3 are positive and statistically significant. However, Policy
Rate * FD1 shows a negative impact while performing the fixed effect model. The overall
result is showing that higher capital market development in terms of size and activity of
loan growth. Table 4 illustrates the regression analysis 2SLS. This technique will help us
find the results without inputting the biggest developing economy of our sample. The
procedure of regression analysis, as shown above, is the same. The number of
observations has also been reduced see Table 4. The 25LS analysis shows that there was
a positive and statistically significant relationship between the lagged loan growths and
persistence at the one percent level. The 2sls results for the policy interest rate used in
monetary policy are negative. The findings point to a negative relationship between
monetary policy and loan growth. Negative impacts indicate that tightening of monetary
policy and in fact, slowing the expansion of credit. The policy interest rate influences the
real economy which is transmitted through the interest rate channel to the market
interest rate and the retail interest rate (aggregate output) (Claessens et al. 2017) and
(Altavilla et al. 2019a). In the 2sls model, the effect of economic growth on loan growth
is positive at five percent significance. The variable has a statistically significant
beneficial effect on loan growth at the conventional level. The findings are supported by
Obamuyi et al. (2010) and (Ndung'u, 2012). The first indicator of financial development
is termed as domestic credit to the private sector. This variable has been accounted for
as a proportion of the total GDP. The findings indicate that with regard to the
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lagged variable of loan growth, this variable exhibits a positive significance while
performing the 2sls technique. These results are also backed by the previous researchers,
i.e., Obeng-Amponsah et al. (2019) and Mukuka (2019).

Table 4
Instrumental Variable Regression Results (2SLS)
Dependent variable: Loan Growth

2SLS
L. Loan Growth 1((‘)1(())?;‘)*
Policy rate ‘(62586999*)*
Economic growth (géég)
Financial Development 1 ((1);32)
Financial Development 2 3(((])327;*
Financial Development 3 2((‘)126:6;‘)*
Policy Rate * FD1 0(-()?21:)*
Policy Rate * FD2 (%i0616’;
Policy Rate * FD3 (8:;121)
Constant '4(14‘6745?;**
N 76,538
R-sq 0.607

Note: ***, ** and * indicates statistical significance at 1%, 5% and 10%, respectively.

As a second part of the financial development indicator, the market capitalization
expressed as a percentage of GDP is being considered as financial development indicator
2. The contribution of this variable to the favorable effect that market capitalization has
on loan growth is examined. The overall worth of the firm, as determined by the current
share price in addition to the total number of outstanding stocks, is known as the
company's market capitalization. It is determined by multiplying the current price of a
share of the firm's stock on the market by the total number of shares that are currently
issued and outstanding in the company. This variable shows a negative impact of market
capitalization on loan growth. The value of stocks traded as a percentage of GDP is
another important factor in our research. The 2sls technique exhibits the statistical
significance of financial development indicator 3 at one percent. The economy relies on
loans from financial institutions to perform a number of essential services. They allow
people to plan their consumption across time through the use of saving and borrowing,
which in turn improves the allocation of limited resources (capital) by directing credit to
the areas of the economy that are the most productive with that capital (Allen et al. 2000).
The financing of stock and bond markets is another way in which banks contribute to
the economy's liquidity (Diamond et al. 1983). In this way, banks are able to assist savers
in managing the risk associated with their liquidity while simultaneously facilitating
long-term investment, which is beneficial to the economy as a whole.
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Regarding the effect of capital market development, the coefficients of Policy Rate
* FD1 and Policy Rate *FD3 are positive and statistically significant. However, Policy
Rate * FD2 shows a negative impact while performing the 2sls technique. The overall
result is showing that higher capital market development in terms of size and activity of
loan growth.

Conclusion

This study examines the effects of monetary policy on capital markets in order to
undergo the bank lending channel via loan growth. The study focuses on investigating
the research topic by considering 17 emerging economies, namely Bangladesh, Brazil,
Cambodia, China, Indonesia, Kyrgyzstan, Malaysia, Mongolia, Myanmar, Nepal,
Pakistan, Philippines, Russia, South Africa, Sri Lanka, Tajikistan, and Uzbekistan. For
the implementation of the monetary policy methodology, the real interest rates of the
respective economies are employed. Furthermore, the study uses the fixed effect (FE)
model, system GMM, and instrumental variable regression analysis to assess the annual
data of these variables comprising the years 2006 to 2021. The findings indicate that the
bank lending channel is operative in emerging economies. In addition, further analyses
are carried out to assess the impact of monetary policy on capital markets in a more
comprehensive way. Firstly, all 17 countries were examined using the methodologies
mentioned above. Secondly, we performed the additional tests by including higher lags
and performing an instrumental variable regressions approach; it is feasible to determine
the impact of monetary policy on capital markets in emerging economies.

Central banks actively use monetary policies to reach macroeconomic purposes.
Within this framework, central banks have some monetary policy instruments, such as
changing interest rates, purchasing or selling foreign exchanges, and government bonds.
The results of this study reveal that there is a long-run relationship between real interest
rates and loan growth. A higher monetary policy rate is obtained as a result, which
negatively affects loan growth as investors and borrowers find it very costly to secure
loans due to high interest rates, which eventually negatively influences loan growth in
the economy. The study indicates that policy interest rates indeed enhance bank lending
in the sampled economies. It is possible because it has been observed in the past literature
that such data samples respond to a drop in the interest rate with a lag on loan growth.
Because banks may temporarily respond to negative interest rates by raising their
lending volumes, backward-looking indicators may, in reality, be skewed in terms of the
durability of bank profits. It is because banks may choose to increase their lending
volumes. Suppose negative interest rates continue for an extended period. In that case,
banks may eventually be forced to raise their lending margins, which will result in a
decrease in their lending volumes, market share, and profitability (Demiralp et al. 2019,
Tan 2019).

Monetary policy contains bank lending; that is, credit supply shrinks when
monetary policy increases. The interaction of Financial Development Indicators with the
monetary policy has positively affected bank lending, which means that large banks and
banks with better liquidity positions are in a stronger position to increase bank lending
when monetary policy is decreased; that is, the effects of monetary policy are minimized
with large size and better liquidity positions. The results remained robust and broadly
unaltered when, firstly, higher lags were taken and, secondly, when the analysis was
performed with 2sls regression. The study can be further expanded. First, the role of
capital market development with additional financial development indicators should be
considered in order to assess whether financial deepening enhances bank lending and
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how the interaction between financial development and monetary policy influences bank
lending growth in emerging economies.

Moreover, in this study, the interest rate is taken into consideration regarding
monetary policy. Also, it is believed that a new study, which considers the variables of
required reserve ratio and currency exchange rate as monetary policies, contributes to
the literature. The study demonstrates that financial development indicators can
effectively enhance the availability of loans and increase economic growth within the
sampled countries. Policymakers should be alert that if they do not carefully oversee
financial development in the country, the default risk of banks will rise, and bank
lending channels will weaken. This weak condition of banks would result in more non-
performing loan issues for banks in the future. As a result, policymakers should take
financial development into account when regulating and controlling monetary policy as
well as before publishing new financial development policies since these measures may
weaken the economy through the channel of bank lending and make it more difficult for
policymakers to control the overall economic situation. For future financial development
to be successful, there must be an effective system of supervision and suitable methods
for managing risk in the banking sector and capital markets.

This study also recommends that emerging economies should enhance the
strength of their capital markets with more capitalization as it is noted that the mean
value of market capitalization in emerging economies is very low and because the effects
of capitalization were largely statistically insignificant. Second, when monetary policy
tightens, then the focus should be on improving liquidity position and increasing market
capitalization in order to minimize the negative effects of monetary policy on bank
lending growth. In order to maintain financial stability and promote financial
development, it is essential to prioritize risk management and mitigate the impact of
external shocks. In order to reduce the liquidity risk that may arise during periods of
economic recession and to prevent banks from excessively issuing debt, it is advisable
for banks to establish loan loss reserves during prosperous economic conditions
(Dickinson and Mullineux, 2001; Siregar, 2011). (LTV) loan-to-value ratio, (DTI) debt-to-
income ratio and credit ceilings are macro-prudential policy tools that can be utilized to
mitigate systematic risk, prevent excessive credit expansion, and tackle liquidity issues
faced by banks and firms. These tools are particularly effective in regulating investment
in non-productive sectors such as real estate and short-term securities, as well as
managing credit card and personal loan activities (Watanagase, 2012; Oh, 2013;
Nijathaworn, 2010). In order to solve the issue of maturity mismatch and enhance the
financial stability of banks and enterprises, it is necessary to effectively monitor and
regulate various liquidity management tools, including the liquid asset minimum
holding, maximum cash outflow, maximum leverage ratio, and maximum reserve
holding (Siregar, 2011).
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