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Abstract

This research aims to delve into the multifaceted challenges that Small and Medium-sized Enterprises (SMESs) encounter in the
wake of interest rate fluctuations and proposes effective risk management strategies. Through an extensive review of existing
literature, case studies, this paper not only explores the impact of interest rate volatility on SMEs but also provides strategies to
enhance their financial resilience
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1. Introduction

Bank Indonesia has made a decision on interest rates. The BI7TDRR benchmark interest rate has fluctuated from
2020 to November 23,2023, at 6%. The fluctuations that occured can be caused by many things, one of which is the
Covid-19 Pandemic. Small and Medium-sized Enterprises (SMEs) are indeed the backbone of economic
development, playing a pivotal role in fostering employment opportunities and driving innovation. These enterprise,
often characterized by their flexibility and adaptability, contribute substantially to the overall economic health of
nation. However, despite their significance, SMEs are inherently susceptible to various economic uncertainties that
can impede their growth and sustainability. One such formidable challenge that SMEs face is the impact of interest
rate fluctuations. Interest rates, as determined by monetary policies and market dynamics, exert a profound influence
on the financial landscape in which SMEs operate.

The volatility in interest rates poses a unique set of challenges for SMEs, affecting their cost of capital, cash flow
management, and overall financial stability. According to a report by the Ministry of Cooperatives and SMEs of the
Republic of Indonesia, outstanding loans to all businesses declined by 3.2% year on year (y-o-y) in 2020, with
20.43% of this amount allocated to SMEs. In the period from 2011-2020, interest rates on loans declined for all
businesses, by 3.8% for SMEs (from 14.53% to 10.69%) and 2.92% for large companies (from 12.28% to 9.36%).
Although interest rates are declining in Indonesia, they are still very high compared to the average in other countries.

Given the potential repercussions of interest rate fluctuations on SMEs, understanding and effectively managing
this risk becomes imperative for their continued success. SMEs can consider adopting strategies such as hedging,
diversification, and interest rate swaps to mitigate the impact of interest rate fluctuations. By doing so, SMEs can
ensure their financial stability and growth in the long run.

2. Literature Review

Small and Medium-sized Enterprises (SMEs) are significantly impacted by fluctuations in interest rates, which can
lead to a range of challenges. This section examines the possible outcomes of interest rate volatility, highlighting its
effects on important aspects of SME operations, such as higher borrowing expenses, disruptions in cash flow, and
decreased profitability. Small and Medium-sized Enterprises (SMEs) are significantly impacted by fluctuations in
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interest rates, which can lead to a range of challenges. This section examines the possible outcomes of interest rate
volatility, highlighting its effects on important aspects of SME operations, such as higher borrowing expenses,
disruptions in cash flow, and decreased profitability.

For instance, when interest rates rise, SMEs may face increased borrowing costs, which can lead to a reduction in
investment and growth opportunities. Similarly, cash flow disruptions can occur when interest rates fluctuate, making
it difficult for SMEs to manage their finances effectively. Finally, reduced profitability is another potential
consequence of interest rate volatility, as SMEs may struggle to maintain their margins in the face of rising costs.
Therefore, it is essential for SMEs to monitor interest rate fluctuations closely and develop strategies to mitigate their
impact on their operations. The cost of borrowing for SMEs is directly affected by interest rate fluctuations, which
can lead to increased expenses associated associated and acquiring new financing. with servicing existing debts and
acquiring new financing. This heightened financial burned can impede investment initiatives, limit expansion
opportunities, and strain the overall financial health of SMEs.

SMEs often operating with limited financial reserves, are highly sensitive to disruptions in cash flow. Interest rate
fluctuations can exacerbate this vulnerability by influencing debt service obligations and impacting the timing of cash
flows and outflows. Unanticipated changes in interest rates can lead to cash flows mismatches, making it challenging
for SMEs to meet their financial obligations promptly. The overall profitability of SMEs is intricately linked to their
ability to manage costs and generate revenue. Interest rate fluctuations can contribute to increased costs, affecting
profitability margins. Moreover, changes in interest rates can influence consumer spending patterns and investments
decision, further impacting the revenue streams of SMEs.

In the comprehensive examination titled ‘Risk Management Strategies for Interest Rate Sensitivity’, the authors
explore the intricacies of identifying and mitigating interest rate fluctuations, with a particular focus on Small and
Medium-sized Enterprises (SMEs). The paper underscores the importance of exposure identification, sensitivity
measurement, and applying practical risk management tools such as interest rate swaps and options. Offering valuable

insights, this resources serve as a foundational reference for SMEs aiming to enhance their resilience amidst the
dynamic landscape of interest rate fluctuations.

3. Materials and Methods
3.1. Materials

SMEs (Small and Medium-sized Enterprises) are often affected by interest rate fluctuations. When interest rates
rise, the cost of servicing existing loans increases, which can put a strain on the cash flow of businesses, potentially
affecting their ability to meet other financial obligations, such as payroll and supplier payments. In Indonesia, there
were 64,194,056 SMEs in 2019. The number of SMEs in Indonesia from 2015 to 2019 can be seen in Table 1.
Meanwhile, Bank Indonesia's benchmark interest rate is currently 5.75%. An interest rate in Indonesia can be seen in
Table 2.

Table 1: The Number of SMEs in Indonesia

Year Number of SMEs

2015 57,900,000

2016 58,700,000

2017 59,200,000

2018 60,300,000

2019 64,194,056

Table 2: An Interest Rate in Indonesia

Date GMT Realization Previous Agreement
2023-09-21 07.20 AM 575 % 5.75% 5.75%
2023-10-19 07.30 AM 6 % 5.75% 5.75%
2023-11-23 07.30 AM 6 % 6% 6%
2023-12-21 07.30 AM 6% 6% 6%

In addition, fluctuations in interest rates can have a significant impact on the amount of interest to be paid during
the loan period. Therefore, it is important for small business owners to pay attention to interest rate fluctuations and
plan their finances carefully. For example, let’s assume that a small business owner in Indonesia has taken out a loan
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of IDR 100,000,000 from a bank at an interest rate of 10% per annum. The loan is to be repaid in 12 monthly
installments.

In this case, the small business owner must pay IDR 9,266,666.67 every month for 12 months to repay the loan.
The total amount to be paid is IDR 111,200,000. In this case, the effective interest rate is used to calculate the amount
of interest to be paid during the loan period. With an effective interest rate of 10.47%, the amount of interest to be paid
during the loan period is IDR 11,200,000.

However, if the interest rate rises to 12% per annum, then the effective interest rate for the loan will be 12.68% per
annum. In this case, the small business owner must pay IDR 9,333,333.33 every month for 12 months to repay the
loan. The total amount to be paid is IDR 112,000,000. In this case, the amount of interest to be paid during the loan
period is IDR 12,000,000.

Conversely, if the interest rate falls to 8% per annum, then the effective interest rate for the loan will be 8.3% per
annum. In this case, the small business owner must pay IDR 9,166,666.67 every month for 12 months to repay the
loan. The total amount to be paid is IDR 110,000,000. In this case, the amount of interest to be paid during the loan
period is IDR 10,000,000.

From the above example, we can see that fluctuations in interest rates can have a significant impact on the amount
of interest to be paid during the loan period. Therefore, it is important for small business owners to pay attention to
interest rate fluctuations and plan their finances carefully.

3.2. Methods

This research uses quantitative methods with the type of survey explanatory research. The data used in this study
comes from data that already exists in everyday life and is not the result of treatment or deliberate actions taken by
researchers. The survey method is a research method that uses a questionnaire as the main instrument for collecting
data. To analyze the effect of interest rate fluctuations on SMEs in Indonesia, there are several steps that can be taken.
These stages include:

a). Data collection: The required data can be obtained from various sources such as Bl, the Central Statistics
Agency (BPS), and others.

b). Data cleaning: The data obtained needs to be cleaned from irrelevant data or incomplete data.

¢). Data analysis: Data that has been cleaned can be analyzed using various methods such as regression,
correlation, and others.

d). Data interpretation: The results of data analysis can be interpreted to obtain useful information.

Using the formula for calculating effective interest rate, we can determine the effective interest rate for the loan as

follows:
n

1
r=(1+ —) -1 1
(14 )
Where:
e 7 isthe effective interest rate
e | isthe nominal interest rate

e n isthe number of compounding periods per year

Substituting the given values, we get:
12

= (1 + 0'1) 1
"= 12
12

_ (121) 1
"=\120
r=0.1047
Thus, the effective interest rate for the loan is 10.47% per annum.

To calculate SMEs interest rates, there are several formulas that can be used. One of the commonly used formulas
is the single interest or compound interest formula.

The single interest formula is used to calculate interest on loans or investments with a short period of time. This
formula is expressed as follows:

M = My(1+n.i) (2)

with the following description:
M is the final capital
M, is the initial capital
n is the length (time) of the loan
i is the interest rate percentage (single interest)
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Meanwhile, the compound interest formula is used to calculate interest on loans or investments with a long period
of time. This formula is expressed as follows:

F=PQ+0)" 3)

with the following description:
e Fisthe total value of money in the future
e P s the value of the amount of money at this time (prefix)
e i isthe effective interest rate for each period (%)
e nisthe number of compounding periods given

Fluctuations in interest rates can affect the final capital to be paid. Therefore, it is important to monitor interest rate
fluctuations in order to make the right decisions in the financial management of SMEs.

4. Results and Discussion

There are several other effective risk management strategies that small and medium-sized enterprises (SMES) can
use to mitigate interest rate fluctuation risks and ensure financial sustainability. Here are some examples:

a). Hedging: SMEs can use financial instruments such as forward contracts, futures, and options to hedge against
interest rate fluctuations. These instruments can help SMEs lock in a fixed interest rate for a specified period
of time, reducing the impact of interest rate fluctuations on their cash flow.

b). Diversification: SMEs can diversify their sources of funding to reduce their reliance on bank loans. For
example, SMEs can issue bonds or seek equity financing from investors. By diversifying their sources of
funding, SMEs can reduce their exposure to interest rate fluctuations.

c¢). Cash flow management: SMEs can manage their cash flow more effectively to reduce the impact of interest
rate fluctuations. For example, SMEs can negotiate longer payment terms with their suppliers to improve their
cash flow. They can also implement more efficient inventory management systems to reduce their working
capital requirements.

d). Interest rate risk assessment: SMEs can conduct regular interest rate risk assessments to identify potential
risks and develop appropriate risk management strategies. By monitoring interest rate trends and assessing
their impact on their business, SMEs can take proactive steps to mitigate interest rate fluctuation risks.

e). Financial planning: SMEs can develop comprehensive financial plans that take into account interest rate
fluctuations and other potential risks. By developing a clear understanding of their financial position and
potential risks, SMEs can make informed decisions about their financing needs and risk management
strategies

f). Digitization: More than ever before, digitization is getting a real push, and everybody is on a fast forward
mode to experiment with digital channels into every aspect of their business. But this calls for more
investment in the cloud, data, cybersecurity and digital risk management.

By implementing these and other effective risk management strategies, SMEs can mitigate interest rate fluctuation

risks and ensure financial sustainability.

5. Conclussion

In summary, the substantial impact of interest rate fluctuations on Small and Medium-sized Enterprises (SMES) is
evident, directly influencing their cash flow and overall financial stability. The provided example from Indonesia
underscores the significance of meticulous financial planning, emphasizing the need for business owners to remain
vigilant and proactive in monitoring changes in interest rates that can lead to notable variations in total interest
payments during loan periods.

Furthermore, beyond vigilant monitoring, SMEs can employ effective risk management strategies to alleviate the
effects of interest rate fluctuations. Strategies such as hedging through financial instruments, diversification of
funding sources, efficient cash flow management, regular risk assessments, and comprehensive financial planning
provide SMEs with a toolkit to navigate challenges posed by the volatility of interest rates.

The importance of digital transformation in modern risk management is also highlighted, emphasizing the necessity
for SMEs to invest in digitization, cloud infrastructure, cybersecurity, and digital risk management.

In essence, the combination of diligent financial monitoring and the adoption of robust risk management strategies
equips SMEs with the tools needed to navigate uncertainties associated with interest rate fluctuations. Through the
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implementation of these measures, SMEs can enhance their financial sustainability, ensuring a more resilient future in
the face of a dynamic economic landscape.
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