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Abstract 
Financial stability is a crucial indicator of the financial sector's health, reflecting the 
system's resilience or vulnerability to crises. This study investigates the impact of 
macroeconomic variables and financial inclusion on financial stability in Indonesia, 
utilizing quarterly data from the first quarter of 2012 to the fourth quarter of 2021. 
Employing the Vector Error Correction Model (VECM), the research examines the 
influences of these factors in both the short and long term. The findings reveal that 
macroeconomic variables and financial inclusion significantly affect financial stability 
in Indonesia across both time frames. Specifically, inflation emerges as a critical factor 
influencing financial stability in the long term, while interest rates play a pivotal role in 
the short term. Moreover, financial inclusion, represented by the public's use of banking 
products and third-party funds relative to Gross Domestic Product (GDP), impacts 
financial stability both in the long and short term. Conversely, financial inclusion, 
measured by credit to GDP, exhibits only short-term effects on financial stability. The 
results underscore the importance of careful consideration by the central bank when 
formulating monetary policy, particularly regarding interest rate adjustments, due to 
their immediate impact on financial system stability. Over the long term, maintaining 
control over inflation rates is imperative to safeguard financial stability. Furthermore, 
financial institutions, in their role of fostering financial inclusion by distributing credit, 
must balance the quality of credit with its quantity to avoid negative impacts on the 
financial system's stability. This study contributes valuable insights for policymakers 
and financial institutions aiming to bolster Indonesia's financial stability through 
prudent macroeconomic management and the strategic implementation of financial 
inclusion initiatives. 
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INTRODUCTION 

The financial crisis, a recurrent phenomenon in global financial history, has 
impacted economies worldwide, as highlighted by Kindleberger and Aliber (2005). 
Indonesia, in particular, has weathered multiple economic crises, with the 1997-1998 
episode marking a significant downturn. This crisis, attributed to market failures, 
adversely affected the nation's economy (Nurabdi et al., 2022). Financial crises pose a 
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substantial risk to the stability of financial systems. Notably, the global economic crisis 
2008, triggered by the subprime mortgage crisis in the United States, had widespread 
effects, including on the Indonesian economy. This period saw disturbances in both the 
capital and money markets, characterized by a reduction in capitalization value, trading 
volume of shares, foreign share ownership, as well as in the values of government 
securities (SUN and SBI), and a depreciation of the rupiah against the US dollar 
(Rusydiana et al., 2019). Countries failing to uphold financial stability are particularly 
susceptible to economic crises. Consequently, after the 2008 global economic turmoil, 
Bank Indonesia took proactive measures to enforce financial stability, implementing 
macroprudential and microprudential policies in synergy. These policies aim to monitor 
and sustain financial stability, thereby minimizing the risks associated with such crises 
(Wahyudi et al., 2019). 

Maintaining financial stability that benefits the entire community indicates 
positive development within a country (Iramayasi & Adry, 2020). However, financial 
stability lacks a universally accepted definition, leading to the understanding that a 
financial system becomes unstable when it poses risks to and hinders economic 
activities (Awanti, 2017). This ambiguity has given rise to various interpretations of 
Financial Stability Standards (FSS), fundamentally agreeing that instability occurs when 
the financial system jeopardizes and obstructs economic processes (Laksmana & 
Suryadhana, 2019). Bank Indonesia (2020) articulates financial stability as a state 
enabling the national financial system to operate effectively and efficiently, withstand 
internal and external challenges, and thereby facilitate the allocation of funds or 
financing that supports the growth and stability of the national economy. Wiku (2021) 
elaborates that financial stability hinges on the robustness of financial institutions and 
the equilibrium of financial market conditions. A financial institution's soundness is 
determined by its ability to efficiently and reliably fulfil its intermediation role or other 
financial services, such as payment systems. 

In Indonesia, financial stability is assessed through two primary indicators: 
microprudential and macroprudential. Microprudential indicators include capital 
adequacy ratios, asset quality, sound financial system management, income and bank 
finance, liquidity aspects, sensitivity to market risk, and various market-based 
indicators. Meanwhile, macroprudential indicators encompass economic growth, 
balance of payments, inflation rate, interest rates, exchange rates, and the potential for 
contagion or crisis spread, among other factors (Rusydiana et al., 2019). The Finance 
Minister emphasizes that a stable macroeconomic environment, well-managed financial 
institutions, effective financial institution supervision, and a secure and reliable 
payment system are critical to financial stability (Wahyudi et al., 2019). 

Another dimension for gauging financial stability is the effectiveness of Anti-
Money Laundering (AML) regulations, particularly in Western Balkan countries. 
Research indicates that stringent enforcement of AML regulations positively influences 
banking sector stability (Durguti et al., 2023). An efficient financial system 
characterized by minimal macro and micro financial risks is essential for stability. A 
key metric for financial risk is the Non-Performing Loan (NPL) ratio, where a high ratio 
suggests elevated financial risk. Consequently, the NPL ratio has been employed as a 
proxy for financial stability in various studies, underscoring its significance in 
understanding and managing financial system stability (Dienillah & Anggraeni, 2016; 
Hardiyanto & Arianti, 2019; Viphindrartin, 2021; Wiku, 2021). 

Numerous factors can influence the incidence of bad loans, among which 
macroeconomic variables play a crucial role. Macroeconomic variables are significant 
because they can affect bank liquidity, thereby becoming a key determinant of the rate 
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of non-performing loans (NPLs) (Viphindrartin, 2021). Critical macroeconomic 
indicators impacting financial stability include interest rates and inflation, which are 
instrumental in maintaining monetary stability. The importance of interest rates in the 
financial sector cannot be overstated, as they significantly influence decisions regarding 
borrowing or saving with banks. According to research by Bofondi & Ropele (2011), an 
increase in interest rates can deteriorate loan quality, as higher rates make it more 
challenging for borrowers to repay their loans, thereby increasing problem loans and 
adversely affecting financial stability. 

Strengthening a country's financial stability can be achieved by boosting the 
volume of third-party funds that banks channel in public deposits, particularly those 
offering higher interest rates on deposits. Such deposit rates play a vital role in the 
stability of a country's financial system (Wiku, 2021). However, it is important to note 
that rising interest rates can, conversely, increase the level of non-performing loans 
(NPLs) within Indonesia in the short and long term (Viphindrartin, 2021). This 
highlights the complex relationship between macroeconomic indicators and financial 
stability, underscoring the need for careful management and regulation of interest rates 
to mitigate their impact on the quality of loans and overall financial health. 

Based on conventional principles, interest rates represent banks' compensation to 
customers who buy or sell their financial products. They can be viewed as the costs 
incurred by customers with deposits at the bank and, conversely, as expenses for 
customers who receive loans from banks (Kasmir, 2012). Essentially, the interest rate is 
the amount in rupiah paid as a return for the utilization of funds, wherein fluctuations in 
interest rates reflect changes in the demand for money or loans. An upsurge in interest 
rates can precipitate a reduction in aggregate demand or investment expenditure 
(Rompas, 2018). Furthermore, an increase in interest rates is likely to deteriorate loan 
quality, as higher rates tend to elevate the incidence of bad loans, impacting the 
financial stability of lending institutions (Messai & Jouini, 2013; Mondal, 2016; 
Ginting, 2017). This relationship underscores the critical influence of interest rates on 
both the macroeconomic environment and the individual financial health of borrowers 
and lenders. 

 Inflation is defined as a condition wherein the prices of goods and services rise 
continuously, attributed to the excessive circulation of money in the market relative to 
the available goods and services (Darmawan, 2018). According to Keynesian theory, 
inflation arises when people's demand for goods surpasses the available supply, 
indicating a lifestyle beyond their means (Santosa, 2017). This scenario, known as 
demand-pull inflation, is a primary cause of inflation characterized by increased 
demand. 

Research indicates that inflation positively and significantly impacts the Non-
Performing Loan (NPL) ratio; an increase in inflation correlates with an increase in the 
NPL ratio. Consequently, inflationary pressures adversely affect Indonesia's NPL ratio 
and various economic sectors (Ginting, 2017). A study by Pacini et al. (2017) 
investigating the impact of inflation on the stability of financial institutions in Europe 
found that unexpected inflationary spikes lead to cash flow difficulties for borrowers. 
This situation can precipitate loan losses or an increase in NPLs due to the premature 
termination of loan agreements. However, the relationship between inflation and the 
NPL ratio in banks operating in Turkey was found to be positive but not statistically 
significant (Isik & Bolat, 2016). 

Contrastingly, several studies have identified an inverse relationship between 
inflation and the NPL ratio in various countries (Ekanayake & Azeez, 2015; Angela & 
Irina, 2015; Mondal, 2016; Saputro et al., 2019), suggesting that the effect of inflation 
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on financial stability and loan performance can vary significantly based on the 
economic context and the prevailing monetary policies implemented by the banking 
sector. Thus, inflation emerges as a crucial indicator for maintaining financial stability, 
with its impact largely contingent upon the strategic responses and policies enacted by 
financial authorities and institutions. 

The financial sector's evolution is pivotal in influencing financial stability, 
particularly through expanding financial inclusion. Financial inclusion signifies the 
democratization of financial services, making them accessible to all societal strata, 
especially targeting those at the base of the economic pyramid. This group includes 
low-income individuals, residents of remote areas, people with disabilities, workers 
lacking legal identity documents, and marginalized communities traditionally excluded 
by the banking sector (unbanked). The emphasis on financial inclusion intensified 
following the 2008 financial crisis, highlighting the disproportionate impact of the crisis 
on these vulnerable groups, especially outside developed nations (Hardiyanto & Arianti, 
2019). 

Financial inclusion is the universal accessibility to a broad range of financial 
services at reasonable costs (Ouma et al., 2017; Swamy, 2014; Zins & Weill, 2016). It is 
posited to influence economic growth, alleviate poverty, reduce income inequality, and 
enhance financial stability, particularly in Asian countries. Financial inclusion is 
assessed across three dimensions: banking penetration (the extent to which banking 
services are widespread), access to banking services (the ease with which individuals 
can obtain financial services and products), and the utilization of banking services by 
the public (Ratnawati, 2020). 

Similarly, Hanivan & Nasrudin (2019) identify three indicators encapsulating 
financial inclusion: availability, access, and usage. 'Availability' refers to providing 
banking services to the general population. 'Access' denotes the ease with which 
individuals can avail themselves of financial services and products. 'Usage' 
encompasses the extent to which the public employs banking products. These 
dimensions collectively underscore the significance of financial inclusion in fostering 
an inclusive, stable, and resilient financial system that supports broader economic 
objectives. 

Financial inclusion in Indonesia is strategically targeted towards fostering 
development and growth, with its policy objectives centred on poverty reduction, 
enhancing financial stability, and propelling economic growth. Financial inclusion 
serves as a mechanism to mitigate income inequality and has the potential to bolster 
financial stability (Nabila & Rizki, 2018). A hallmark of quality economic development 
is the achievement of financial stability through the widespread implementation of 
financial inclusion, ensuring benefits across all societal echelons. 

Empirical evidence supports the positive correlation between financial inclusion 
and financial stability. Morgan & Pontines (2014) have shown that increased lending to 
small and medium enterprises (SMEs) contributes to financial stability, as evidenced by 
a reduction in the Non-Performing Loan (NPL) ratio and a lowered likelihood of 
financial institution failure. Similarly, research by Le et al. (2019) indicates that the 
development of financial inclusion positively impacts financial stability. These findings 
collectively underscore the crucial role of financial inclusion in laying the groundwork 
for quality economic development, primarily through its contribution to establishing a 
stable financial environment. This approach not only fosters economic growth but also 
ensures that the benefits of such growth are equitably distributed, thereby enhancing the 
overall resilience of the financial sector. 

This research aims to meticulously analyze the impact of macroeconomic 
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variables—specifically interest rates and inflation—alongside financial inclusion, as 
evidenced by public engagement with financial services and products, on Indonesia's 
short- and long-term financial stability. This investigation will utilize key financial 
inclusion indicators, such as the ratio of bank third-party funds (Deposits from the 
Public, DPK) to Gross Domestic Product (GDP) and the ratio of bank credit to GDP, to 
gauge the extent of financial services utilization within the economy. Through this 
analysis, the study aims to shed light on the intricate dynamics between macroeconomic 
factors, financial inclusion, and their collective influence on the resilience and stability 
of Indonesia's financial sector. This exploration is critical for understanding how 
monetary policies and the expansion of financial inclusion initiatives can contribute to 
sustained economic stability and growth. 

 
METHODS 

This methodology is classified as applied research, utilizing secondary data in a 
time series format. The data sources include the Indonesian Economic and Financial 
Statistics (SEKI) and Indonesian Financial System Statistics (SSKI), covering the 
period from the first quarter of 2012 to the fourth quarter of 2021. This study opts for 
quarterly data instead of annual aggregates to capture the nuances and dynamics of the 
BI 7-day repo rate, presenting more discernible quarterly variations. Additionally, the 
analysis considers the fluctuation in inflation rates, which can be affected by seasonal 
events such as religious holidays and other significant occurrences. 

The analytical framework employed is the Vector Error Correction Model 
(VECM), which begins with testing data stability. This initial step involves assessing 
the stationarity of the data through a unit root test, as Gujarati (2004) outlined. The 
stationarity test starts at the level of data as the primary test. If data exhibit non-
stationarity, further testing is conducted through first and second-order differencing. 

The determination of data stationarity involves the following models: 

ΔYt=α+βt+γYt−1+δ1ΔYt−1+⋯+δkΔYt−k+ϵt  ……………….….….………….……   (1) 

Upon subtracting Yt−1 from both sides of Equation (1), we derive: 

ΔYt−ΔYt−1=α+(β−1)t+γYt−1+ϵt ……………………………..…….…..………..….  (2) 

This can also be represented as: 

ΔYt=α+βt+γYt−1+ϵt ………………………………………….....….……………….   (3) 

Or more succinctly: 

ΔYt=μ+γYt−1+ϵt ………………………………………….…………….……………  (4) 

Based on Equation (4), hypotheses are formulated as follows: 

        (The time series data is not stationary.) 

        (The time series data is stationary.) 
The selection of lag length is determined by the Akaike Information Criterion 

(AIC) and Schwarz Information Criterion (SIC), favouring the model with the lowest 
AIC value, with the following formula: 

AIC = ln(
   

 
)    

 

 
 ..................................................................................................... (5) 

SIC = ln(
   

 
)          

 

 
.............................................................................................. (6) 

SSR is the sum of squared residuals from the model, n is the number of observations, 
and k is the number of parameters in the model. 

After testing for stationarity, the research proceeds with a cointegration test to 
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ascertain the long-term equilibrium among the observed variables. The Johansen 
cointegration test, utilizing trace statistics and maximum eigenvalue test statistics, sets 
the hypothesis as: 
Hypothesis: 
   = No cointegration equations exist. 

   = At least one cointegration equation exists. 
The trace statistic test determines the number of cointegration relationships among 

the variables. It is calculated as: 

      |      ∑           
 
      ........................................................................... (7) 

This formula assesses the null hypothesis of at most r cointegrating relationships 
against the alternative of more than r cointegrating relationships. T is the total number 
of observations, k is the number of variables, and λi are the eigenvalues from the 
cointegration test. 

The maximum eigenvalue statistic test specifically looks at the significance of 
each cointegration relationship beyond the rth: 

       |                   .............................................................................. (8) 

For r = 0, 1, ....., k - , with 

   = Eigen greatest value to – i from the matrix           ⋯      
T = The number of observed observations 
k = The number of dependent variables 

The VECM test is conducted after the assessments of stationarity and 
cointegration. VECM represents a methodology for analyzing non-stationary variables 
within the Vector Autoregressive (VAR) models (Usman et al., 2017). In contemporary 
econometric analysis, both VAR and VECM approaches offer a means to construct 
relational models between economic variables non-structurally (Zou, 2018). Through 
VECM analysis, it becomes feasible to discern the dynamics and disturbances among 
variables over short and long durations. Consequently, to formulate an equation for the 
macroeconomic variables influencing the stability of Indonesia's financial system, a 
partial representation can be articulated as follows: 

        ∑         
 
     ∑          

 
     ∑         

 
    ∑          

 
        … (9) 

SSK represents the financial stability indicator, C1 is a constant term, SB, INF, CR, 
and DPK represent different macroeconomic variables, such as the savings balance, 
inflation rate, credit ratio, and deposits from the public to GDP ratio, respectively, at 
various lags (t−i), a1i, b1i, c1i, and d1i are the coefficients for the lagged values of these 
variables and ϵ1t is the error term. 

 

RESULTS AND DISCUSSION 

The initial phase of the analysis involved conducting a stationarity test or unit root 

test utilizing the Augmented Dickey-Fuller (ADF) test results, as illustrated in Table 1. 

Table 1. Unit root test of variables 

Variable 
            Level  First difference Second difference 
Prob. Explanation Prob. Explanation Prob. Explanation  

NPL  0.0154 Non-Stationer  0.0639 Non-Stationer  0.0000 Stationer  
IR 0.7260 Non Stationer  0.0026 Stationer  0.0000 Stationer  
IN 0.7459 Non Stationer  0.0000 Stationer  0.0000 Stationer  

DPK 0.8863 Non Stationer  0.0000 Stationer  0.0000 Stationer  
CR 0.0288 Stationer  0.4855 Non Stationer  0.0000 Stationer  
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The ADF Test results, with a Prob value of <0.05, indicate stationarity, meaning 
the data does not contain a unit root. The test was conducted from the level up to the 
second difference. Most variables reached stationarity at the second difference. 

Following the stationarity test, the next critical step in the analysis is the 
cointegration test (Table 2). Cointegration tests are pivotal in understanding the long-
term relationships among variables. Specifically, this test determines whether a set of 
non-stationary series are cointegrated, meaning they share a long-term equilibrium 
relationship despite being individually non-stationary. 

Table 2. The result of the cointegration test 

 Eigenvalue Trance statistic 0.05 Critical value Probability 

None *     
At most 1 *  0.791885  115.3303  63.87610  0.0000 
At most 2 *  0.643194  61.96164  42.91525  0.0002 
At most 3 *  0.362696  26.92248  25.87211  0.0369 
At most 4  0.289175  11.60518  12.51798  0.0707 

The Johansen Trace Statistic test results indicate long-term cointegration among 
the variables, as the trace statistic exceeds the critical value. This suggests that the 
variables influence each other in the long term, denoted by the asterisks. Therefore, after 
achieving stationarity at the second difference level and confirming cointegration, the 
VECM is appropriate for model estimation. 

After establishing the presence of cointegration among the variables, the Granger 
causality test is employed to examine the directionality of relationships between pairs of 
variables (Table 3). This test is fundamental in econometric analysis as it helps identify 
whether one variable can predict another. 

Table 3. Granger causality test results 

 Null Hypothesis: Obs F-Statistic Prob.  

 SB does not Granger Cause SSK  36  1.70818 0.1773 
 SSK does not Granger Cause SB  3.38484 0.0228 

     INF does not Granger Cause SSK  36  0.76173 0.5593 
 SSK does not Granger Cause INF  1.93500 0.1334 

     DPK does not Granger Cause SSK  36  0.93148 0.4605 
 SSK does not Granger Cause DPK  2.77245 0.0474 

     CR does not Granger Cause SSK  36  8.23564 0.0002 
 SSK does not Granger Cause CR  2.53421 0.0634 

     INF does not Granger Cause SB  36  1.98041 0.1260 
 SB does not Granger Cause INF  0.90047 0.4775 

     DPK does not Granger Cause SB  36  0.63315 0.6432 
 SB does not Granger Cause DPK  1.30268 0.2940 

     CR does not Granger Cause SB  36  2.01782 0.1202 
 SB does not Granger Cause CR  0.47191 0.7559 

     DPK does not Granger Cause INF  36  0.93261 0.4599 
 INF does not Granger Cause DPK  1.29362 0.2973 

     CR does not Granger Cause INF  36  2.72685 0.0501 
 INF does not Granger Cause CR  0.27055 0.8943 

     CR does not Granger Cause DPK  36  1.66419 0.1873 
 DPK does not Granger Cause CR  2.23727 0.0914 

Notes: Pairwise Granger Causality Tests; Sample: 2012M01 2021M12; Lags: 4 
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The Granger Causality Test reveals the directional influence between variables 
over the sample period from January 2012 to December 2021 with 4 lags. The test 
results help identify causal relationships between variables, indicated by the F-Statistic 
and corresponding probabilities. Significant p-values (Prob. < 0.05) suggest the 
presence of Granger causality, indicating a predictive relationship between the pairs of 
variables tested. 

Furthermore, the VECM analysis offers comprehensive insights into how selected 
variables influence the financial stability system in Indonesia, distinguishing between 
short-term and long-term impacts. The results, summarized in Table 4, reveal these 
variables' differential effects on financial stability over distinct time horizons. 

Table 4. The result of VECM 

The VECM analysis offers a comprehensive examination of the nuanced 
relationship between key economic variables and the financial stability system in 
Indonesia, elucidating both short-term and long-term impacts. Initially focusing on the 
long-term effects, the analysis reveals a positive influence of inflation (D(IN(-1))) on 
financial stability, as evidenced by a coefficient of 0.058919 and a significant t-statistic 
of 3.48321. This positive relationship suggests that contrary to conventional wisdom, 
sustained inflationary pressures may, under certain conditions, contribute positively to 
the financial system's resilience. However, this finding also implies that an unchecked 
increase in inflation could disrupt financial stability by eroding purchasing power and 
increasing the risk of defaults, as businesses reliant on bank loans may face heightened 
default risks, leading to an increase in the Non-Performing Loan (NPL) ratio and 
subsequent financial instability. This insight aligns with Ginting's (2017) and 
Viphindrartin's (2021) findings, which indicate that inflation elevates the NPL ratio. It 
contrasts with other research, such as Saputro et al. (2019), which posits a negative 
impact of inflation on financial stability. 

Conversely, the deposits from the public (DPK) exhibit a negative long-term 
effect on financial stability, with a coefficient of -0.190734 and a notably significant t-
statistic of -14.8983. This relationship underscores the potentially destabilizing effect of 
rapid increases in bank deposits on the financial system over the long term. 

In the short-term analysis, the responsiveness of the financial system to deviations 
from stability is highlighted through the error correction term (CointEq1), which boasts 
a coefficient of -1.072641 and a t-statistic of -2.01034, signifying a robust mechanism 
for re-adjusting to long-term equilibrium. Furthermore, short-term fluctuations are 
influenced negatively by changes in the savings balance (SB) and deposits from the 
public (DPK), as shown by their coefficients and significant t-statistics, indicating these 
variables' capacity to induce short-term financial system fluctuations. Conversely, a 
positive short-term impact of consumer prices (CP) on financial stability, with a 
coefficient of 0.255140 and a t-statistic of 3.29269, may reflect periods of increased 
consumer confidence or spending that bolster the financial sector momentarily.. 

Variable  Coefficient t-statistic 

Long term 
D(IN(-1)) 0.058919 3.48321 

D(DPK(-1)) -0.190734 -14.8983 
Short term 

CointEq1 -1.072641 -2.01034 
D(SB(-1),2) -0.296306 -3.11136 
D(CP(-3),2) 0.255140 3.29269 

D(DPK(-3)-2) -0.098188 -2.11329 



 

367 

 

    Jurnal Perspektif Pembiayaan dan Pembangunan Daerah Vol. 11. No. 5,  November – December 2023   ISSN: 2338-4603 (print); 2355-8520 (online) 

 

The long-term positive effect of inflation on the financial stability system, as 
discussed, implies that rising inflation levels can disrupt financial stability by 
diminishing the aggregate purchasing power, which, in turn, could lead to a decline in 
business income for those operating with capital from bank loans. This scenario 
increases the default risk, escalating the bank's NPL ratio and creating financial 
instability, a situation corroborated by Ginting (2017) and Viphindrartin (2021). 
However, this stands in contrast to the findings of Saputro et al. (2019), which suggest 
an inverse relationship between inflation and financial stability. 

Regarding third-party funds, both in the short and long term, the variable 
negatively affects the financial stability system. Increasing third-party funds could 
lower the NPL ratio, fostering financial stability. An uptick in the TPF-to-GDP ratio 
signifies a rising savings rate, which acts as a capital stock in the economy for 
investment and lending purposes. Financial institutions, aiming not just for quantity but 
also quality in lending, become more selective in extending loans to minimize bad loan 
risks, thus enhancing financial stability. This effect of increasing financial inclusion 
through third-party funds on financial stability in Indonesia is supported by Syaputra & 
Adry (2019), who assert that an increase in third-party funds signifies a healthy banking 
sector, as the public chooses to entrust their funds to financial institutions, thereby 
inducing financial stability and impacting the national economy positively. 

In short-term effects, the analysis presents a more complex picture. The negative 
impact of interest rates on the financial stability system in the short term suggests that 
decreasing interest rates could disrupt financial stability. This finding diverges from 
existing research and theories, which typically highlight a positive relationship between 
interest rates and the NPL ratio. However, this study's results align with Pertiwi et al. 
(2020), illustrating that a reduction in the BI rate does not always lead to decreased 
lending rates. This situation, mirroring the findings of Ahmad & Bashir (2013), 
underscores a negative relationship between interest rates and the NPL ratio because 
lower interest rates encourage borrowing for consumption and investment in risky 
projects, thereby increasing the likelihood of defaults and contributing to financial 
instability. Similarly, the positive effect of banking credit on financial stability in the 
short term, where loan growth corresponds with an increase in the NPL ratio, 
emphasizes the critical balance between credit expansion and loan quality. This 
relationship is echoed by Viphindrartin (2021) and Saputro et al. (2019), who also found 
a positive effect of bank credit on NPL, contrasting with Kusuma & Haryanto (2016), 
which suggested that increased credit could reduce bad loans, thereby implying different 
impacts on financial stability. 

CONCLUSIONS AND RECOMMENDATIONS 

Conclusions 
This study has illuminated the complex dynamics between macroeconomic 

variables, namely interest rates and inflation, and their respective impacts on financial 
stability in Indonesia. It highlights that while inflation exerts its influence over the long 
term, interest rates predominantly affect financial stability in the short term. This 
distinction underlines the necessity for monetary authorities and the government to 
collaborate closely to manage the inflation rate effectively, adhering to long-term 
inflation-targeting strategies to ensure stability and avert disruptions to the financial 
system. Moreover, the BI rate, serving as the benchmark for deposit and loan rates, 
demands cautious adjustment in the short term to prevent adverse impacts on financial 
stability. 
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Furthermore, the study underscores the significance of financial inclusion, 
particularly the utilization of banking products by the public and the role of third-party 
funds as a proxy for GDP in fostering financial stability across both short-term and 
long-term horizons. Financial institutions are thus encouraged to enhance their 
promotional efforts and improve service quality to boost public confidence in banking, 
thereby contributing to greater financial stability. It is also noted that the credit variable 
exhibits a short-term effect on financial stability, emphasizing the need for prudent 
credit management. 

Recommendations 
 Future research can build upon the findings of this study by exploring more 

sophisticated models, particularly structural models that incorporate theoretical 
advancements through the application of constraints. Additionally, the assessment of 
financial stability could benefit from a broader set of measures beyond the non-
performing loan ratio, including the bank's z-score or other relevant indicators, to 
provide a more comprehensive understanding of financial health. The exploration of 
financial inclusion could also be enriched by incorporating additional indicators that 
reflect the availability and accessibility of financial services, offering deeper insights 
into the mechanisms through which financial inclusion can influence stability. 
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