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ABSTRACT 

This study investigates the impact of monetary policy changes on aggregate bank performance in 

South Africa using monthly data from January 2019 to May 2025. Employing the Autoregressive 

Distributed Lag (ARDL) model, the analysis explores both long-run and short-run relationships 

between the repo rate and key performance indicators, namely: return on equity (ROE), return on 

assets (ROA), and net interest income to interest-earning assets (NIIIEA). The study incorporates 

bank-specific variables such as the capital adequacy ratio (CAR) alongside macroeconomic 

indicators, including the production index (PROD), REPO (repurchase) rate, debt securities 

issuance (DEBT), and the real effective exchange rate (REER). The findings confirm statistically 

significant associations between monetary policy and bank performance, with repo rate 

adjustments exhibiting asymmetrical and time-varying effects. The study tests three hypotheses 

concerning the link between monetary policy and bank performance, the effects of policy easing 

and tightening, and the asymmetry in policy pass-through. Results showed both short- and long-

run relationships: repo rate adjustments and inflation significantly influence profitability and 

operational efficiency. Tightening improves interest margins but reduces short-term lending 

profitability, while inflation supports returns on equity and short-term assets. Strong capital buffers 

and higher economic output bolster performance, whereas currency appreciation weakens 

borrower repayment capacity. The findings confirm asymmetric effects, where delayed reductions 

in loan demand dampen immediate benefits from rate hikes. While tighter monetary policy 

improves interest margins in the long run, it constrains short-term profitability. The study 

concludes that strategic alignment with monetary policy is essential for banks to maintain 

resilience and operational efficiency. Recommendations are provided for the South African 

Reserve Bank (SARB), commercial banks, and policymakers, and future research directions are 

proposed to deepen the understanding of monetary transmission mechanisms in the banking sector. 

 

 

 

Key Words 

Monetary policy, bank performance, ARDL model, profitability indicators, return on assets, return 

on equity, and net interest income to interest-earning assets.  
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CHAPTER 1 

INTRODUCTION 

 

1.1. Background of the Study 

 

South African Reserve Bank (SARB), as the central bank in South Africa, formulates different 

instruments to control the aggregate demand in South Africa and stabilise prices by managing 

inflation. During overheating of the economy, the SARB increases interest rates to decrease the 

money supply and thus will make credit more expensive and discourage consumer credit, which 

affects the performance of the banks. During the slump periods, SARB decreases the interest rate 

to increase the money supply to stimulate the economy, thus causing consumer demand to increase. 

The SARB is mandated with the conception and pursuit of monetary policy, and intends to attain 

and sustain price stability, leading to equitable and rational economic advancement SARB, 2025. 

The banking community, portrayed as the primary channel for monetary policy conveyance, is 

considerably troubled by these policies Pirozhkova et al. (2024), affecting their lending activities, 

borrowing costs, consumption, investment, and overall financial stability.  

 

After the endorsement of inflation targeting in 2000, the SARB has made numerous readjustments 

to interest rates to control inflation and stimulate economic growth. This study aims to determine 

the extent to which monetary policy simulates aggregate bank performance. Fresh movements 

between 2023 and 2025, identifying a period of monetary adjustment, showing changes in cost-

push factors, GDP expansion, and worldwide market fluctuations. For example, SARB’s ruling to 

enhance interest rates in 2023 was pursued by a deliberate monetary easing phase in 2024 and a 

foreseen steady rate cut in 2025. These adjustments have clear effects for South African banks, 

affecting their borrowing volume, net interest margins, non-performing loans, and overall financial 

strength.  

 

The SARB inflation targeting rate is 3% - 6%, and the main objective of the South African Central 

Bank is to keep the inflation rate at 4,5%. 4.5% inflation allows SARB to respond to different 

economic shocks while maintaining price stability. Between 2023 and 2024, the SARB's monetary 

policy. Between 2023 and 2025, the South African Reserve Bank (SARB) made significant 
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changes to its monetary policy to respond to changing economic conditions. In January 2023, the 

SARB raised the repo rate by 25 basis points to 7.25% to tackle rising inflation. By mid-2024, 

inflation started to slow down, dropping to 5.1% in June, which was within the SARB’s target 

range. This decrease in inflation allowed the SARB to start easing its monetary policy. On 

September 19, 2024, the SARB cut the repo rate by 25 basis points, reducing it to 8%. This was 

the first rate cut in more than four years, putting South Africa in line with other emerging markets 

that were also beginning to lower interest rates. 

 

In 2023 and 2024, when economic growth was slow, demand for credit stayed low because 

businesses and consumers were cautious about borrowing. This led to slower growth in banks' loan 

portfolios, making it harder for them to earn interest income. At the same time, economic 

difficulties like high unemployment and businesses shutting down caused more loans to go unpaid. 

As a result, banks had to set aside more money to cover these bad loans, which put additional 

pressure on their profits and weakened their financial strength. 

 

Monetary policy will continue to focus on achieving inflation targets, while high debt levels will 

require fiscal consolidation efforts. In the developing world, financing conditions are expected to 

remain tight, and growth moderate, and weaker household consumption and falling property prices 

may drag on growth for a sustained period. Emmanuel et al. (2015); Akanbi & Ajagbe (2012). 

Climate change and geopolitical tensions threaten supply chains, output, and prices, and with high 

interest rates and uncertainty, financial markets and asset prices are expected to remain volatile, 

dampening investor appetite and capital flows. 

  

Monetary policy is concerned with changing the supply of money stock and rate of interest to 

stabilise the economy at full–employment or potential output level by influencing the level of 

aggregate demand. More specifically, in times of recession, monetary policy involves the adoption 

of monetary tools that tend to increase the money supply and lower interest rates. It may, however, 

be noted that in developing countries, in addition to achieving equilibrium at full employment or 

potential output levels, monetary policy encourages economic growth both in the industrial and 

agricultural sectors of the economy Meshak & Nyamute (2016). 
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According to Anastasia et al. (2012)It is a deliberate attempt by the monetary authority to control 

the money supply and credit conditions in the economy to achieve certain economic objectives. 

Some of the macroeconomic objectives include price stability, full employment, sustainable 

economic growth, and balance of payment equilibrium. The monetary instruments include the 

bank rate, open market operations, reserve requirements, etc. Economic activities are not directly 

affected by monetary policy instruments; they work through their effects on the financial markets. 

It affects economic activities through its effects on available resources in the banking sector. 

 

This research aims to study how the SARB’s monetary policy changes have affected the 

performance of South African banks. The reason for this study is to know how changes in monetary 

policy impact banks’ profit, the quality of their assets, and financial strength, and to show the 

challenges banks face when accepting changes in monetary policy.  

 

1.2. Problem Statement 

The South African Reserve Bank (SARB) employs various monetary policy instruments to 

influence macroeconomic conditions, which in turn affect the performance of commercial banks. 

Changes in monetary policy directly influence banks’ profitability by altering the spread between 

lending rates and deposit rates Borio et al. ( 2017). Additionally, monetary policy decisions shape 

financial market conditions, thereby affecting the valuation of banks’ investment portfolios and 

securities holdings. For instance, a tightening of monetary policy may trigger economic 

slowdowns or recessions, increasing the risk of loan defaults and non-performing loans, which 

ultimately weaken banks’ financial health Bernanke & Gertler (1995). 

Bank performance is widely regarded as a key indicator of the stability and resilience of the 

financial system and the broader economy. Strong profitability enhances banks’ capital bases and 

liquidity buffers, enabling them to withstand both domestic and external shocks Mbabazize et al. 

(2020). According to Demirguc-Kunt & Huizinga (1999), bank profitability is influenced by both 

internal factors and macroeconomic conditions, including monetary policy. Similarly, Classens et 

al. (2018) highlight that monetary policy significantly affects bank lending behaviour, risk-taking, 

and overall financial performance. 
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However, the transmission of monetary policy through the banking sector is complex and operates 

through multiple channels, leading to ambiguous outcomes. While some studies find that 

contractionary monetary policy reduces bank profitability by increasing funding costs and credit 

risk Albertazzi & Gambacorta (2009), others suggest that higher interest rates may improve bank 

margins and profitability under certain conditions Borio et al. (2017). This lack of consensus 

reflects differences in financial structures, regulatory environments, and economic conditions 

across countries. 

Despite extensive research on monetary policy transmission, there remains a notable gap in the 

literature regarding its impact on bank performance in emerging economies, particularly in South 

Africa. Most empirical studies are concentrated in developed economies, with limited context-

specific evidence on how monetary policy affects bank profitability, stability, and risk exposure 

within the South African banking sector. Furthermore, existing studies often examine single policy 

instruments, neglecting the combined effects of multiple monetary policy tools on bank 

performance. 

Therefore, the research problem addressed in this study is to examine the impact of monetary 

policy on bank performance in South Africa, to determine how changes in policy instruments 

influence key performance indicators such as profitability, liquidity, and asset quality within the 

banking sector. 

1.3. Aim of the study 

The study aims to investigate the impact of monetary policy changes on aggregate 

performance indicators of the banking industry in South Africa over the period 1991 – 

2021. The study seeks to understand the relationship between monetary policy and bank 

performance, which can help banks adapt and compete in different economic 

environments. 

 

1.4. Research Questions 

The following research questions form the basis of this investigation:  

The main research question of the study: 
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• What is the nature of the association between changes in the monetary policy variables and 

various indicators of aggregate bank performance in South Africa? 

 

The sub-question of the study: 

• What is the impact of changes in the monetary policy, i.e., monetary policy easing and monetary 

policy tightening, on aggregate bank performance in South Africa? 

• What is the degree of asymmetry of monetary policy pass-through to aggregate bank 

performance indicators? 

 

1.5. Objectives of the Study 

 

The main objectives of the study are: 

• To provide an overview of trends in monetary policy and trends in aggregate bank performance 

in South Africa.  

 

The sub-objectives are 

• To estimate the impact of changes in monetary policy on aggregate banking industry 

performance indicators in South Africa 

• To test for non-linear short-run and long-run asymmetries between monetary policy and 

aggregate bank performance.  

 

1.6. Hypothesis of the Study 

 

The following three hypotheses are tested in this study: 

Hypothesis 1 

H0: Trends in monetary policy variables do not exhibit any statistically significant association 

with trends in aggregate performance indicators of the banking industry in South Africa. 

 

H1: Trends in monetary policy variables exhibit a statistically significant association with trends 

in aggregate performance indicators of the banking industry in South Africa. 
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Hypothesis 2 

H0: Monetary policy easing and tightening do not exhibit any statistically significant impact on 

aggregate performance indicators of the banking industry in South Africa. 

 

H1: Monetary policy easing and tightening exhibit a statistically significant impact on aggregate 

performance indicators of the banking industry in South Africa. 

 

Hypothesis 3 

H1: Changes in monetary policy exhibit a symmetrical impact on aggregate bank performance in 

South Africa. 

 

H1: Changes in monetary policy exhibit an asymmetrical impact on aggregate bank performance 

in South Africa. 

 

1.7. Significance of the Study 

This study is important because it helps fill a clear gap in research on how monetary policy affects 

bank performance in South Africa. Many past studies have looked at how monetary policy 

influences banking activities like lending, profits, and deposits. However, most of this work 

focuses on countries such as Nigeria, Ghana, and Italy, with very little attention given to South 

Africa. For example, earlier studies show that monetary policy can shape bank lending and 

economic performance in Nigeria and Ghana, and also affect how interest rates adjust in Italy 

Olofinlade et al. (2020); Gambacorta & Iannotti (2005). This means there is still a limited 

understanding of how these relationships work in the South African context. 

This study also improves on earlier research by looking at more than just one policy variable at a 

time. Many previous studies focus only on one factor, such as interest rates or money supply, and 

link it to one outcome, like lending or profitability. Some find that interest rates have a strong 

effect on lending, while others show mixed results when it comes to profits Nanaka et al. (2022); 

Rao & Somaiya (2011); Kumar (2020). In contrast, this study looks at several monetary policy 

variables together and examines how they affect different aspects of bank performance at the same 

time. This gives a more complete and realistic picture. 
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Another strength of this study is that it brings together different measures of bank performance in 

one analysis. Earlier research often looks at only one area, such as lending or profitability, without 

connecting the two. Some studies show that monetary policy affects lending, while others focus 

on its impact on deposits or profits Ndugbu & Okere (2015); Ekpung et al. (2015). By combining 

these measures, this study provides a broader view of how banks respond to changes in policy. 

Lastly, this study helps make sense of the mixed results found in earlier research. Some studies 

suggest that tighter monetary policy reduces bank profits because it raises costs and risk, while others 

show that it can improve profit margins in certain situations Albertazzi & Gambacorta (2009); Borio 

et al. (2017). By focusing on South African data and using suitable methods, this study aims to give 

clearer and more relevant results. In doing so, it provides useful insights for policymakers, banks, 

and other stakeholders and helps improve understanding of how monetary policy affects bank 

performance in South Africa. 

 

1.8. Structure of the Study 

 

The study is organized into five chapters as follows: Chapter 1 introduces the topic, problem 

statement, research questions, aim and objectives of the study, hypothesis of the study and 

significant of the study; Chapter 2 reviews theoretical framework, empirical literature, research 

gaps; Chapter 3 explains the research methods used: Chapter 4 contain data analysis, results and 

interpretation, limitation of the study, policy implications and suggestions for further studies. 

Finally, Chapter 5 concludes the dissertation by presenting the summary of findings, conclusion, 

and recommendations. The chapter also discusses limitations of this study as well as the areas for 

future research.  
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CHAPTER 2 

THEORETICAL FRAMEWORK AND EMPIRICAL LITERATURE REVIEW 

 

2.1. Introduction  

In this chapter, a review of the literature, both theoretical and empirical, on the impact of monetary 

policy on the aggregate bank performance in South Africa is carried out to shed more light on 

understanding the essential link between monetary policy and the performance of the banks. A 

critical review of empirical studies is undertaken to evaluate contributions made and pertinent 

knowledge gaps identified. The review of the literature takes three perspectives: the first one is the 

theoretical framework, the second is an empirical review, and the third is an assessment of the 

literature. 

 

2.2. Theoretical Framework 

In this study, the impact of monetary policy on bank performance in South Africa is examined 

under the classical theory, Keynesian theory, and the monetarist theory. 

 

2.2.1. Classical theory 

“The widely accepted approach to monetary economics was known as the quantity theory of money, 

used as part of a broader approach to micro and macro issues referred to as classical economics, 

from the works of Irving Fisher (1867–1947), who laid the foundation of the quantity theory of 

money through his equation of exchange” Fisher (1896); Dimand & Betancourt (2012).  

 

The classical school developed through the collective contributions of economists such as Jean-

Baptiste Say, Adam Smith, David Ricardo, and others who held similar intellectual perspectives 

Rhodes (2008). The classical theorists adopted the quantity theory of money as the primary 

explanation for the general price level. They generally maintained that the money supply influences 

aggregate demand, which subsequently determines the overall price level, as argued by Ryan, 

Amacher, Holley, & Ulbrich (1989). Jung (2024) argues that the quantity theory of money was not 

only a theory about the influence of money on the economy and how a Central Bank should manage 

the economy’s money supply, but it represented a specific view of the private market economy and 

the role of government.  
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According to the traditional view of monetary policy based upon the quantity theory of money 

(MV=PQ), monetary growth is the main long-run factor behind the inflation phenomenon and has 

no long-run influence on real economic indicators, such as output and employment Friedman & 

Schwartz (2008). The theory posits the principle of money neutrality, which holds significant 

implications for this study. From this theoretical perspective, the monetary policy is regarded as the 

so-called ‘veil’ in the sense that the increase (or contraction) in the money supply has no effect on 

the real economy on variables like output, employment and real economic profit in the long term, as 

they are reflected in only the nominal variables like the general price level and the nominalinterest 

rates Fisher (1911).  

 

Furthermore, the classical theory states that the role of government is to provide a system of laws 

and security to protect private property, as well as provide a stable financial and monetary 

framework. Olofinlade et al. (2020) “acknowledge that theory posits that money affects the 

economy, which is the reason why Central banks adopt monetary policy to control the flow of money 

in the economy through banks that are regarded as the private market industry that mobilises the 

largest volume of money in any economy”. Onoh and Nwachukwu (2017) “Say that the economic 

depression of the 1930s drastically changed attitudes about the role of money and monetary policy 

as a tool of economic stabilisation. Monetary policy was then viewed as an ineffective method of 

fighting depressions, and the belief in a self-regulating market that reached socially desirable results 

was destroyed”.  

 

Derived from the classical theory, the direct implication for aggregate bank performance in South 

Africa is that actions taken by the SARB, such as altering the repo rate or money supply, should not 

have a lasting influence on the real performance metrics of the banking sector. Banks, as rational 

economic agents, would simply adjust their nominal lending and deposit rates to account for 

inflation, leaving their real interest margins, real asset quality, and overall real profitability 

unchanged. While this provides a crucial theoretical baseline, recent analyses challenge its strict 

application in modern financial systems characterised by significant frictions. For instance, studies 

suggest that information asymmetries and sticky-price mechanisms within the banking sector can 

create short-to-medium-term non-neutralities, allowing monetary policy to temporarily affect real 

bank lending and profitability Pirozhkova & Viegi (2024); Petzer & Roberts-Lombard (2024).  
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Moreover, not all researchers agree with the classical approach to discussing financial market 

adjustments to monetary shocks due to the assumption of an immediate market-clearing; the post-

pandemic economic situation has once again become a subject of debate Isik et al. (2025). Thus, a 

classical theory is used as a basic null hypothesis in the dissertation: any statistically significant 

long-term correlation between the monetary policy and the real aggregate performance of banks 

would imply that the assumption of the classical schools of thought would be broken and that the 

market imperfections are at work. 

 

2.2.2. Keynesian theory  

The Keynesian framework rests on the idea that money is “neutral” in its basic form Emmanuel et 

al. (2015). Keynes’ publication of the General Theory of Employment, Interest and Money in 1936 

marked the beginning of what became known as the “Keynesian Revolution” Keynes (1936). Later 

scholars, particularly Hicks (1937) and members of the Cambridge school, expanded on Keynes’ 

work by arguing that money influences the economy primarily through its impact on interest rates, 

which in turn shape investment behaviour and the cash-holding decisions of economic agents Al-

Tal & Makiwa (2024). According to Keynes, monetary policy on its own has limited power to 

stimulate economic activity because it operates through this indirect interest-rate channel. 

 

In the Keynesian view, monetary policy alters interest rates, which then affect the investment 

decisions of banks and other economic actors, ultimately influencing output and income through the 

multiplier process Iddrisu & Alagidede (2020). Keynes posits that the government has the 

responsibility to undertake actions to stabilise the economy and maintain full employment and 

economic growth, using fiscal policies. He therefore recommends a proper blend of monetary and 

fiscal policies, as on some occasions, monetary policy could fail to achieve its objective” Loate et 

al. (2021). 

 

“The original Keynesian view that emerged from the Great Depression was challenged on two fronts. 

First, the early view that money and monetary policy were relatively unimportant was judged 

incorrect Kregel (1994); Werner (2014); Rivera (2023). Second, the basic premise of the Keynesian 

model was the inherent instability of the market system and the right and responsibility of the 

government to conduct an active stabilisation policy Dullien & Tober (2022). “On a more analytical 
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note, if the economy is initially at equilibrium and there is the open market purchase of government 

securities by the Central Bank, this open market operation will increase the commercial bank's 

reserve (R) and raise the bank's reserves. The bank then operates to restore its desired ratio by 

extending new loans or by expanding bank credit in other ways. Such new loans create new demand 

deposits, thus increasing the money supply (MS). A rising money supply causes the general level of 

interest rate (r) to fall. The falling interest rates affect commercial bank performance and, in turn, 

stimulate investment, given that businessmen expect profit. The induced investment expenditure 

causes successive rounds of final demand spending by GNP to rise by a multiple of the initial change 

in investment”.   

 

The Keynesian theory offers a critical framework for this study by providing a critical argument in 

the manner the monetary policy influences the total performance of the banks. Essentially, the ideas 

behind Keynesian economics insist that the state has the capacity and rights to intervene in a situation 

to control the aggregate demand and stabilize the economy, and that the main tool of such operations 

is control of interest rates Keynes (1936). In South Africa, the change in the rate used by SARB in 

the repurchase (repo) facility is an active mechanism applied to influence the cost of borrowing, 

investments, and consumption. The significance to the banking industry is tremendous; banks are 

the main facilitators of this policy. 

 

To take an example, the expansionary monetary policy (reduction in interest rates) aimed at 

stimulating the demand for credit, which can increase the loan portfolios and revenue of the banks. 

On the other hand, an anti-inflationary contractionary policy (higher interest rates) that tries to 

suppress inflation may hurt the growth of credit and risk defaults, and hence reduce the bank profits 

and stability. This association underscores the fact that, in addition to its internal management, bank 

performance should also be viewed as a factor that is highly dependent upon the macroeconomic 

environment, which is crafted by the central bank Naili & Lahrichi (2022); Citterio (2024). Recent 

literature supports this interconnection, pointing out that the post-pandemic tightening by the SARB 

in order to curb inflation had a direct effect on the net interest margin and loan asset quality in South 

African banks, making the Keynesian approach to the relationship between central banks and the 

financial sector crucially applicable Citterio (2024); Pirozhkova & Viegi (2024); SARB (2025).  
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2.2.3. Monetarist theory 

“The monetarist theory was propounded by Milton Friedman in 1956. The role of monetary policy, 

which is, of course influencing the volume, cost, and direction of money supply, was effectively 

conversed by Friedman (1956), whose position is that inflation is always and everywhere a monetary 

phenomenon. He recognises that in the short run increase in money supply can reduce 

unemployment but can also create inflation, and so the monetary authorities should increase money 

supply with caution” Loate et al. (2021).    

 

Monetarist, who built on the quantity theory of money, relied on fisher’s equation of exchange Fisher 

(1896) to explain their view. They treated it mainly as a framework for understanding the demand 

for money rather than a model of output, prices, or income, linking the desire to hold real money 

balances to a few key variables Gao et al. (2025). Influential Monetarists like Friedman (1956) 

argued that the money supply is the most important factor shaping overall economic conditions. For 

this reason, they believed the money supply should grow at a steady and predictable rate instead of 

being frequently adjusted by monetary authorities. Friedman also pointed out that money can act as 

substitute not just for financial assets like bonds but also many goods and services. Because of this, 

any change in the money supply affects spending directly and influences investment indirectly 

Congdon (2021). 

 

Monetarists further introduced price expectations as an important factor in determining interest rates. 

They argued that increasing the money supply triggers three major effects: a liquidity effect, an 

income effect, and a price effect. Overall, monetarists placed strong emphasis on the role of money 

in shaping macroeconomic behaviour. As Sieroń (2019) explains, this focus on the importance of 

money and monetary policy later became a defining feature of the neoclassical school. 

 

Friedman and Schwartz (1982) state that an expansive open market operation by the central bank 

increases the stock of money, which also leads to an increase in commercial bank reserves and the 

ability to create credit and hence increase money supply through the multiplier effect. To reduce the 

quantity of money in their portfolios, the bank and non-bank organisations purchase securities with 

characteristics of those sold by the Central Bank, thus stimulating activities in the real sector.  
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Tobin (1978)It reinforces this perspective by analysing how monetary policy works through shifts 

in asset portfolios. He argues that changes in policy prompt investors to move funds among equities, 

bonds, commercial paper, and bank deposits. According to him, a tight monetary stance reduces 

liquidity and limits banks’ lending capacity. As a result, credit becomes concentrated on prime 

borrowers and established firms, while mortgages and consumer loans are squeezed out, ultimately 

reducing effective demand and dampening investment. In contrast, Keynesian theory maintains that 

changes in the money supply stimulate activity in financial markets, influencing interest rates and, 

in turn, investment, output and employment Keynes (1936). 

 

Gertler & Gilchrist (1991) “support the view that small businesses experience declines in loan 

facilities during tight monetary policy, and they are affected more adversely by changes in bank-

related aggregates like broad money supply”. Further investigation by Borio (1996) “Those who 

investigated the structure of credit to non-government borrowers in fourteen industrialised countries 

observe that it has been influenced by factors such as terms of loan, interest rates, collateral 

requirements, and willingness to lend”. Researchers found varying results on the effect of monetary 

policy on banks' performance using banks' asset portfolios and credit creation. Amacher & Ulbrich 

( 1989). 

 

The monetarist theory presents a significant paradigm that can be used to explain the relationship 

between the monetary policy and the performance of the banking sector in South Africa. The main 

implication of this theory, as was expressed in the landmark work of Friedman (1956), is that the 

money supply is the single biggest predictor of nominal income and, consequently, the price level. 

Hence, a monetary policy that places a lot of emphasis on the stable, predictable growth rate of 

money supply is the best instrument for providing macroeconomic stability and controlling 

inflationary pressures. Throughout the sector, this stability is not only an abstract ideal but is actively 

a figure of performance. With the low and steady inflation setting, uncertainty is minimal, and the 

banks can properly evaluate the credit risk, maintain interest rate margins, and the real values of 

their assets and obligations. This anticipated economic environment will contribute to a healthier 

and more lucrative banking environment. The applicability of this approach has not been lost, and 

recent studies have indicated that in the aftermath of the unpredictable global macroeconomic 

conditions, a revisit of money supply aggregates can serve as a critical source of financial stability 



Page 26 of 108 
 

in emerging economies, which has a direct impact on the functioning conditions of commercial 

banks and prop their stability Nkosi & Dlamini (2023). 

 

2.3. Empirical Literature 

 

This study investigates the impact of monetary policy on aggregate bank performance in South 

Africa. Monetary policy variables include interest rates, such as the repo rate, inflation rates, which 

central banks aim to keep within a target range, money supply, the total amount of money in an 

economy, and exchange rates SARB (2025). These influence banks along a variety of channels: 

interest-rate spreads and net interest income, credit demand and supply, asset quality and 

provisioning, and ultimately profitability indicators, including the returns on assets (ROA) and 

returns on equity (ROE). However, it should be noted that the transmission of the monetary policy 

is complex in South Africa due to structural unemployment, prevalent evidence of supply shocks 

(load-shedding), and periods of high inflation/exchange rate volatility Miyajima (2021); Gwatidzo 

(2024). In this subsection, various empirical studies related to the topic of the present study have 

been conducted over different periods using different methodologies, and different sources of data 

have been reviewed to assist in identifying the research gap. 

 

2.3.1. Impact of monetary policy on lending 

Olofinlade et al. (2020) investigated the effect of monetary policy on bank lending and economic 

performance in Nigeria for the period of 35 years, which covered 1984 to 2018. The study 

employed two models to analyse the effect of monetary policy on bank lending and economic 

performance, respectively, by applying the estimation techniques of the Augmented Dickey Fuller 

stationary test and regression analysis. The study concluded that monetary policy positively affects 

bank lending. 

 

Gambacorta and Iannotti (2005) investigated the velocity and asymmetry in response of bank interest 

rates (lending, deposit, and inter-bank) to monetary policy changes from 1985 to 2002 using an 

Auto-regressive Vector Correction Model (AVECM) that allows for different behaviours in both the 

short-run and long run. The study shows that the speed of adjustment of bank interest rates to 

monetary policy changes increased significantly after the introduction of the 1993 Banking Law. 
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Interest rate adjustment in response to positive and negative shocks is asymmetric in the short run, 

with the idea that in the long run, the equilibrium is restored. They also found that banks adjust their 

loan (deposit) prices at a faster rate during periods of monetary tightening in Italy”. 

 

Amidu (2006) examined the constrained implication of monetary policy on bank lending in Ghana 

between 1998 and 2004. The study revealed that Ghanaian banks’ lending behaviour was affected 

significantly by the country’s economic support and changes in money supply. These findings also 

support the findings of previous studies that the Central Bank prime rate and inflation rate negatively 

affect bank lending. The prime rate was found statistically significant, while inflation was 

insignificant. Based on the firm-level characteristics, their study revealed that bank size and liquidity 

significantly influence a bank’s ability to extend credit when demanded”. 

 

Kovtun (2017) explored the monetary policy instruments that influence the development or 

degradation of the regional banking sector in Russia. The study helps to see the different commercial 

bank responses to changes in the conducted monetary policy. Ordinary Least Squares estimator and 

generalised least squares techniques were used to assess the effect of macroeconomic shocks and 

instruments of banking supervision on lending activity. The results said that the interest rate does 

not affect the lending activity in most regions”. 

 

Another study by Nanaka et al. (2022) examined the effect of monetary policy on commercial 

banks’ lending operation in Nigeria between February 1991 and October 2020 using the 

macroeconomic time series variables of exchange rate, interest rate, maximum lending rate, and 

prime lending rate. The vector error correction model was employed. Monthly data were sourced 

from the Statistical Bulletin of the Central Bank of Nigeria. The vector error correction model 

(VECM) estimated from the results obtained shows that all the variables had a positive effect on 

commercial banks’ lending operations. 

 

Shirya et al. (2023) examine the impact of monetary policy on bank credits to the Nigerian 

economy from 1981 to 2013. Data were obtained from the Central Bank of Nigeria records. A 

three-variable unrestricted VAR (1) model involving banks' total credit to the economy, money 

supply, and monetary policy rate was estimated. Pre-estimation results show all the variables to be 
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integrated at first difference, I (1), but were not co-integrated. Further results show that money 

supply has an instantaneous influence on both the monetary policy rate and banks’ credit to the 

economy. Other results show that the direction of the reaction of money supply to a standard 

deviation structural monetary policy shock is not certain; money supply and banks’ credit to the 

economy responded negatively to structural shocks in monetary policy rate; banks’ credit to the 

economy responded positively to nominal structural shocks and whereas money supply and banks 

credit to the economy responds positively to banking sector’s reforms monetary policy rates 

response is negative. The study concluded that short-run monetary policy in Nigeria is important 

in controlling interest rates and credit to the economy. It is recommended that efforts should be 

geared towards strong banking sector reforms”. 

 

A study conducted by Pillay and Makrelov (2025) in South Africa evaluated the effects of monetary 

and financial stability policies, as well as decisions regarding the amount of excess capital, on 

sectoral lending in South Africa. It used a set of microdata from the Prudential Authority of South 

Africa for the banking industry in that country from 2008 to 2020, and found that monetary policy 

actions have a strong impact on bank lending, while changes in SARB regulations significantly 

impact the capital requirements. The study further found that the effect of changes in monetary 

policy instruments differs with the size of the banks; small banks respond more strongly to changes 

in policies through lending Pillay & Makrelov (2025). A SARB working paper by Sibande et al. 

(2024) also utilised microdata from bank balance sheets was utilised in the study to determine how 

lending changed in response to macroeconomic, regulatory, and policy changes. The study 

calculated how lending rates and volumes would be affected by macroprudential and regulatory 

changes, and it demonstrated how regulatory restraints and monetary policy responses interact to 

influence bank lending behaviour Sibande et al. (2024).  

 

2.3.2. Impact of monetary policy on return of assets and profitability 

Rao and Somaiya (2011) “investigated the impact of monetary policy on the profitability of banks 

in India between 1995 and 2000. The monetary variables employed were bank rate, lending rates, 

cash reserve ratio, and statutory ratio, and each was regressed on banks' profitability independently. 

Lending rate was found to have a positive and significant influence on banks' profitability, which 

indicates that a fall in lending rates will reduce the profitability of the banks. Also, the bank cash 
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reserve ratio and the statutory ratio were found to have significantly affected the profitability of 

banks negatively. These findings were the same when the lending rate, bank cash reserve ratio, and 

statutory ratio were pooled to explain the relationship between bank profitability and monetary 

policy instruments in the private sector”. 

 

Another study by Okoye and Eze (2013) examined the effect of monetary policy on corporate 

profitability in the banking sector with a reflection on the Nigerian economy. The study employed 

regression analysis to carry out the investigations. The data for the study were secondary. The study 

developed four models, which are expected to serve the purpose of forecasting the future profit of 

the banks examined. The result of the findings indicated that monetary policy has constrained the 

corporate profitability of banks in Nigeria. Owing to this, it is recommended, among others, that the 

monetary authorities adopt strict adherence to deregulation”. Udeh (2015) “Also examined the 

impact of monetary policy instruments on the profitability of commercial banks in Nigeria using the 

Zenith Bank Plc experience. The paper used a descriptive research design. It utilised time series data 

collected from published financial statements of Zenith Bank Plc as well as Central Bank of Nigeria 

Bulletins from 2005 to 2012. Four research questions and four hypotheses were raised for the study. 

Pearson product-moment correlation technique was used to analyse the data collected, while the t-

test statistic was employed in testing the hypotheses. The study discovered that cash reserve ratio, 

liquidity ratio, and interest rate did not have a significant impact on the profit before tax of Zenith 

Bank Plc. However, the minimum rediscount rate was found to have a significant effect on the profit 

before tax of the bank. The paper concluded that a good number of monetary policy instruments do 

not significantly impact the profitability of commercial banks in Nigeria. The paper recommended 

that the management of commercial banks in Nigeria should look beyond monetary policy 

instruments to enhance their profits”. 

 

Another study by Kumar (2020) used the generalised method of moments (GMM) estimator to 

investigate the relationship between monetary policy and the profitability of the banks in New 

Zealand.  The findings of the study explain that an increase in the short-term rate leads to an increase 

in the banks' profit. In addition, an increase in long-term interest rates reduces the profitability of 

banks. The study used monetary policy variables, capital adequacy ratio, non-performing loan ratio, 

and cost-to-income ratio as the determinants of the profitability of banks in New Zealand. The results 



Page 30 of 108 
 

say that only the capital adequacy ratio has a positive impact on the profitability of banks, whereas 

the non-performing loan ratio and cost-to-income ratio impact the profitability of banks negatively.  

 

In the context of South Africa, there are several relevant studies conducted in recent years. The first 

study by Gwatidzo (2024) used bank-level data (2005–2018) to investigate the impact of bank 

regulation on bank performance. The study found that the regulatory environment and market 

discipline significantly affect bank performance measures, including ROA and ROE; the working 

paper emphasises that macro prudential and regulatory factors interact with the macro environment 

to shape profitability. Although the paper focuses on regulation, it explicitly analyses how macro-

financial conditions (including interest rate and market discipline) relate to ROA.   

 

2.3.3. Impact of monetary policy on bank deposits 

Ndugbu and Okere (2015) “Investigated the impact of monetary policy on the performance of 

deposit money banks – the Nigerian Experience (1993-2013). Data for this study were collected 

from the Central Bank of Nigeria (CBN) statistical bulletin, annual reports, and statement of 

accounts. Ordinary Least Squares (OLS) and co-integration were used to evaluate the impact of 

monetary policy on the performance of deposit money banks. The Augmented Dicker Fuller (ADF) 

unit root test and co integration proved that the variables were stationary, and a long-run relationship 

existed among the variables The OLS revealed that amongst all the monetary policy variables (bank 

deposit rate, bank lending rate, cash reserve ratio and liquidity ration) considered in the model, only 

bank deposit rate had a significant relationship, though the relationship inverse. On this premise, the 

study recommends, among others, that the CBN should moderate the deposit rate as a tool for 

regulating deposit money banks. It was also noted that there is a need to modify the monetary policy 

instruments to reflect and respond more rapidly and easily to local economic conditions”. 

 

Obidike et al. (2015) Examine the impact of interest rate spread on the performance of the Nigerian 

banking industry from 1986 through 2012. The study used the OLS method of estimation to analyse 

the data generated from the CBN statistical Bulletin and the World Bank online database. Testing 

for the properties of time-series, the ADF test indicates that all the variables were integrated of the 

same order I (1). The co-integration test revealed that there exists a long-run relationship among the 

variables under consideration. The results showed that interest rate spread negatively and 
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significantly impacted bank performance in the long run. Exchange rate and GDP were found to be 

positively and significantly affecting bank performance in Nigeria in the long run. The result of the 

error correction model (ECM) indicated that 23.37 per cent of the disequilibrium in the model will 

be corrected annually. Moreover, in the short run, interest rate spread also negatively but 

insignificantly affects bank performance in Nigeria”. 

 

Aminzadeh and Irani (2015) “scrutinised the effect of using monetary policy-related tools on the 

return of private bank stocks admitted in the stock exchange, with a focus on the volume of liquidity, 

the rate of interest, and the amount of partnership bonds. Using panel data, testing the research 

hypotheses was carried out through an analysis of multiple regression. The result shows that there 

was a weak significant correlation between the volume of liquidity and the amount of published 

partnership bonds and the return of the stocks of private banks admitted in the stock market; 

meanwhile, the interest rate at an assurance level of 95% had a negative and significant correlation 

with the return of the stocks of private banks admitted in the stock exchange”. 

 

Ekpung et al. (2015) investigate the effect of monetary policy on the banking sector performance in 

Nigeria. The study period covers 36 years from 1970 to 2006, using selected indicators and 

employing the OLS regression technique. The results showed that overall, monetary policy has a 

significant effect on the banks' deposit liabilities. Mainly, on an individual basis, we discovered that 

Deposit Rate (DR) and Minimum Discount Rate (MDR) had a negative influence on the banks' 

deposit liabilities in Nigeria, whereas Exchange Rate (EXR) had a positive and significant influence 

on the banks' deposit liabilities in Nigeria. They conclude, therefore, that monetary policy plays a 

vital role in determining the volume of banks’ deposit liabilities in Nigeria. The study recommends 

that the government and its monetary authorities should strive to create a conducive environment 

for the banking sector to grow in the country by packaging appropriate monetary policies that would 

guarantee and enhance the growth and development of the banking sector in Nigeria. 

 

2.3.4. Impact of monetary policy on the real sector of the economy 

Kyari (2015) “assesses the effect of monetary policy variables on savings, national income, and 

investment as proxies for the real sector economy in Nigeria. The paper explores the significance of 

this channel using the VAR model, as tests suggest the null hypothesis of no significant effect was 
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rejected, and a conclusion was drawn that one of the monetary variables, such as money supply, 

exerts a significant impact on the real sector economy. The main implication to be drawn from these 

results seems to be the importance of the monetary policy channel in regulating the real sector 

economy in Nigeria. The effect of money supply shocks on real sector variables is similar and seems 

to be significant, too. Thus, concerning this result, monetary policy regulators should use the money 

supply regularly as a mechanism to improve the real sector economy in Nigeria”. 

 

Okoro (2013) “examined the impact of monetary policy on Nigerian economic growth from 1970 to 

2010. Using time series data, the study employed the Augmented Dickey-Fuller (ADF) test, the 

Phillips-Perron Unit Root Test, the Co-integration test, and the error correction model (ECM) 

techniques in the analysis of the data collected. The study result shows that there exists a long-run 

equilibrium relationship between monetary policy instruments and economic growth in Nigeria. 

From the result, interest rate and inflation rate were negatively correlated with gross domestic 

product (GDP), while exchange rate, money supply, and credit to the economy were positively 

related to GDP, based on the long-run test. It suggests that there is a need for a suitable monetary 

supply policy through inflation targeting”. 

 

Akanbi and Ajagbe (2012) “Investigate the analysis of monetary policy on commercial banks in 

Nigeria. The data ran from 1992 to 1999, and this was collected through various issues of the Central 

Bank of Nigeria statistical bulletin and analysed with the use of a regression model. The results 

showed net profit, liquidity ratio, cash ratio, and interest rate on savings, which confirms the prior 

expectation. This could be further explained with the regression estimate, whereby an increase in 

interest rate will lead to a decrease in the lending rate, while liquidity ratio and cash ratio were 

statistically significant to the profit of the selected banks”. 

 

Ajayi and Atanda (2012) examine the effect of monetary policy instruments on banks' performance 

with a view to determining the existence of a long-run relationship between 1978 and 2008. Using 

the Engle-Granger two-step co-integration approach, their empirical estimates indicated that bank 

rate, inflation rate, and exchange rate are total credit-enhancing, while liquidity ratio and cash 

reserves ratio exert a negative effect on banks' total credit. Although it is only the cash reserve ratio 

and exchange rate found to be significant at the 5% critical value. However, the co-integration test 



Page 33 of 108 
 

indicated that the null hypothesis of no co-integration was accepted. They concluded that monetary 

policy instruments are not effective to stimulate credit in the long run, while banks' total credit is 

more responsive to the cash reserve ratio and thus proposed that the monetary authority should 

moderate the minimum policy rate as a tool for regulating commercial banks' operations and 

facilitating investment in the economy”. 

 

2.4. Research Gap 

 

The SARB plays a pivotal role in shaping the growth and stability of the banking sector through 

its monetary policy decisions. These decisions have profound implications for the broader 

economy, influencing variables such as government expenditure, trade, fixed capital formation, 

aggregate consumption, productivity, inflation rates, and exchange rates. The SARB recently 

raised interest rates by 50 basis points, pushing them to their highest level in years, as part of its 

strategy to combat rising inflation over 12 months. Despite the significant impact of monetary 

policy on the economy, there is a lack of research in South Africa that specifically examines how 

monetary police affects the performance of commercial banks. Although literature like that of 

Mishi & Tsegaye (2020) highlights channels of monetary policy transmission, its data sets were 

limited to the years before COVID-19 and the crucial 2021 to 2023 monetary tightening period. 

In the same vein, the International Monetary Fund (IMF) ‘Staff Discussion Note’ (Bergant et 

al.2022) provides a highly timely and pertinent view of bank profitability and inflation, but it is an 

overall discussion paper, not a specific, South African-related, empirical study quantifying the 

effect of monetary policy on all the demanded bank performance indicators. 

 

Importantly, no recent empirical study was found that would investigate all the given monetary 

policy variables (interest rate, exchange rate, and inflation) and their long-run effect on the whole 

set of South African bank performance metrics (ROA, ROE, Net interest income, and lending) in 

one framework, covering the COVID and post-COVID period. The lack of such a study is an 

obvious opportunity to add new information to the literature on monetary policy transmission in 

South Africa.  
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This new empirical investigation is therefore not only warranted but needed to give a more 

comprehensive and updated picture of this dynamic relationship. Because it can accommodate 

variables of mixed orders of integration, it is also robust whenever the sample is small, and it has 

the potential of identifying both the short and long run effects. The most suitable econometric 

model that can address this gap is the Autoregressive Distributed Lag (ARDL) model. Such a study 

would be of use to the SARB and the bank management, as it would help them understand and 

therefore predict and control the impacts of monetary policy actions on the highly complex 

economic environment better. 

 

Although there is a large body of research on how monetary policy affects banking performance, 

several gaps remain. Many studies show that interest rates and macroeconomic conditions 

influence bank profitability and lending. However, most research looks at these factors separately 

rather than together. For example, some studies focus on how monetary policy affects lending and 

interest rate spreads Zhemelko & Kocisova, (2026), while others examine bank characteristics 

such as efficiency or business models Ho (2021). This separation makes it harder to see how policy 

changes interact with internal bank factors like capital buffers to influence outcomes such as profits 

and credit supply. A more integrated approach could provide a clearer picture of how banks 

respond to policy in practice. 

Another important gap concerns timing. Many studies examine long-run effects, but fewer explore 

how quickly banks react to policy changes. The speed of adjustment can differ depending on 

market conditions and bank characteristics Zhemelko & Kocisova, (2026). Most research still 

relies on annual data, which can miss short-term trends or delays in bank responses. Using higher-

frequency data, like monthly or quarterly observations, can help capture how banks adjust lending, 

interest margins, and risk in the short term. Understanding these dynamics is crucial for 

policymakers who need to know how monetary interventions take effect in practice. 

Finally, there is limited research on the role of financial instruments and other modern channels in 

transmitting monetary policy. Instruments such as debt securities and funding structures can 

influence how banks react to policy, yet most studies focus only on interest rates or broad money 

supply Shuja et al. (2024); Ho (2021). Some research also shows that differences in bank business 

models can affect policy outcomes, but this is rarely incorporated into broader studies of bank 

performance. Addressing these gaps with richer data, additional variables, and a combined focus 
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on policy and bank characteristics would help explain inconsistent findings in the literature and 

improve our understanding of how monetary policy truly influences banking performance. 

 

The study is critical for policymakers and other stakeholders in the financial sector. This research 

gap will not only assist academic understanding but also provide actionable insights for improving 

the resilience and efficiency of South Africa’s banking industry in the face of monetary policy 

adjustments. This research will contribute to informed decision-making and policy formulation, 

ensuring that the banking sector remains robust and responsive to economic changes. 
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CHAPTER 3 

RESEARCH DESIGN AND METHODOLOGY 

 

3.1. Introduction 

This chapter sets out different subsections that were followed in completing the study. This chapter 

is an overall structure conceived to aid the study in answering the research question raised. In this 

chapter, the research identified the procedures and techniques used to collect and analyses data. 

The following subsections include research design, data sources and sampling, model 

specification, definition of variables, signs of expected impact, and estimation techniques. 

 

3.2. Research Design 

The research design adopted in this study is quantitative, correlational, and explanatory. The 

correlational design is suitable since the objective is to test the causal relationships between variables 

of monetary policies (interest rate, exchange rate, inflation) and the variables of aggregate bank 

performance indicators (ROA, ROE, NIIIEA, lending, profitability) in South Africa over time. An 

explanatory design is appropriate because the emphasis is not just on defining associations but also 

on discovering short-run dynamics and long-run equilibrium relationships among variables. The 

study assumes the positivist research paradigm Lim (2023).  This approach assumes that reality is 

measurable and that relationships between variables can be objectively observed and quantified 

Grass (2024). Furthermore, this study employs an autoregressive distributed lag (ARDL) regression 

model that investigates how a given dependent or outcome variable changes following changes in a 

particular variable or variables of interest, called independent or explanatory variables. Descriptive 

statistics of the data being used and a description of the relationship between the variables are 

provided. 

 

3.3. Data Sources and Sampling 

The study uses secondary monthly data covering 2019 m1 to 2025m4, totalling 413 observations. 

The data was obtained from the South African Reserve Bank. The statistical package of analysis is 

E-Views 12. The SARB is this study's preferred data source for the following reasons. The SARB 

is the custodian of reliable and accurate monetary and financial data for South Africa and is therefore 
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the most preferred data source. This monetary and financial data from the SARB is freely available 

for public use, particularly for economic research and policy. 

 

3.4. Model Specification  

The study formulates the following linear regression model to analyse the impact of monetary policy 

shocks on bank performance. This study modifies the model specification adopted by Heffernan & 

Fu (2010). The general formulation of the three models is as follows: 

 

Model 1: 𝑅𝑂𝐸!= 𝛽" + 𝛽#𝑿𝒕 + 𝛽%𝑩𝒕 + 𝛽&𝑴𝒕 + 𝜀!……………………………………… (3.1) 

Model 2: 𝑅𝑂𝐴!= 𝛽" + 𝛽#𝑿𝒕 + 𝛽%𝑩𝒕 + 𝛽&𝑴𝒕 + 𝜀!………………………………………(3.2) 

Model 3: 𝑁𝐼𝐼𝐼𝐸𝐴!= 𝛽" + 𝛽#𝑿𝒕 + 𝛽%𝑩𝒕 + 𝛽&𝑴𝒕 + 𝜀! ………………………………….. (3.3) 

 

Where: 

𝑹𝑶𝑬𝒕  Return on Equity, a proxy for bank performance  

𝑹𝑶𝑨𝒕   Return on Assets, a proxy for bank performance 

𝑵𝑰𝑰𝑰𝑬𝑨𝒕 Net interest income to interest-earning assets, a proxy for bank performance 

𝑿𝒕:  a vector of monetary policy variable(s)  

𝑩𝒕:  a vector of aggregate bank-specific or internal factor(s) 

𝑴𝒕:  a vector of macroeconomic variables (s) 

𝜀!:  is an error term  

 

The specific formulation of the three models is as follows: 

 

Model 1:  

𝑹𝑶𝑬𝒕	= 	𝛽" + 𝛽#𝑹𝑬𝑷𝑶𝒕 + 𝛽%𝑪𝑨𝑹𝒕 	+ 𝛽&𝑫𝑬𝑩𝑻𝒕 + 𝛽'𝑷𝑹𝑶𝑫𝒕 +	𝛽(𝑰𝑨𝑮𝑳𝑨𝒕	+	𝛽)𝑹𝑬𝑬𝑹𝒕 +

𝜀!	…………………………………………………………………………………… (3.4) 

 

Model 2:  

𝑹𝑶𝑨𝒕	= 	𝛽" + 𝛽#𝑹𝑬𝑷𝑶𝒕 + 𝛽%𝑪𝑨𝑹𝒕 	+ 𝛽&𝑫𝑬𝑩𝑻𝒕 + 𝛽'𝑷𝑹𝑶𝑫𝒕 +	𝛽(𝑰𝑨𝑮𝑳𝑨𝒕	+	𝛽)𝑹𝑬𝑬𝑹𝒕 +

𝜀!	…………………………………………………………………………………… (3.5) 
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Model 3: 

𝑵𝑰𝑰𝑰𝑬𝑨𝒕	= 	𝛽" + 𝛽#𝑹𝑬𝑷𝑶𝒕 + 𝛽%𝑪𝑨𝑹𝒕 	+ 𝛽&𝑫𝑬𝑩𝑻𝒕 + 𝛽'𝑷𝑹𝑶𝑫𝒕 +	𝛽(𝑰𝑨𝑮𝑳𝑨𝒕	+	𝛽)𝑹𝑬𝑬𝑹𝒕 +

𝜀!	…………………………………………………………………………………… (3.6) 

 

Where: 

𝑹𝑬𝑷𝑶𝒕:  Repurchase rate at which banks borrow from the SARB in period t 

𝑪𝑨𝑹𝒕:   Capital adequacy ratio of banks in period t 

𝑫𝑬𝑩𝑻𝒕:  Debt securities issuance by the general government in period t 

𝑷𝑹𝑶𝑫𝒕:  Production index measuring real output in manufacturing in period t 

𝑰𝑨𝑮𝑳𝑨𝒕 Impaired advances to gross loans in period t 

𝑹𝑬𝑬𝑹𝒕:  Real effective exchange rate of the rand against a weighted average of 20 trading 

partners in period t. 

 

3.5. Definition of Variables and Signs of Expected Impact  

 

Table 3.1: Signs of expected impact 

Variable Symbol Expected Sign References 

Return on assets ROA Dependent 

variable 

 

Return on equity ROE Dependent 

variable 

 

Net interest income to interest-

earning assets 

NIIIEA Dependent 

variable 

 

Repurchase rate REPO +/- Borio et al. (2017); Mishkin 

(1995) 

Capital adequacy ratio CAR +/- Kumar et al. (2020); Borio et 

al. (2017) 

Debt securities issuance DEBT +/- Fabozzi & Fabozzi (2021); 

Borio et al. (2017) 

Production index PROD +/- Borio et al. (2017) 
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Variable Symbol Expected Sign References 

Impaired advances to gross 

loans 

IAGL +/- Saunders & Cornett (2021); 

Borio et al. (2017) 

Real effective exchange rate REER +/- Krugman (1980); Borio et al. 

(2017) 

3.5.1. Return on equity 

Return on equity (ROE) evaluates a company’s ability to generate profits from its shareholders’ 

equity. It is calculated by dividing net income by average shareholders’ equity. ROE indicates how 

effectively a bank uses the capital invested by its shareholders to produce earnings. A higher ROE 

signifies greater efficiency in generating shareholder returns, making it a key indicator of financial 

health and management performance. Ross et al. (2018). In this study, ROE is a dependent variable 

for the second model, used as a proxy for bank performance to assess how monetary policy changes 

impact the profitability of equity investments in South African banks. 

 

3.5.2. Return on assets  

Return on assets (ROA) is a financial ratio that measures a company's profitability and efficiency in 

utilising its assets to generate profits. It is calculated by dividing the net income by the average total 

assets and is typically expressed as a percentage. ROA provides insights into how effectively a 

company generates profits relative to its asset base. A higher ROA indicates efficient asset utilisation 

and better profitability. It is an important metric for assessing a company's financial performance 

Brigham & Houston (2019). It is a dependent variable. 

 

3.5.3. Net interest income to interest-earning assets 

Net interest income to interest-earning assets (NIIIEA) measures the profitability of a bank’s 

interest-generating activities relative to its interest-earning assets, such as loans and securities. It is 

calculated by dividing net interest income (interest income minus interest expense) by the average 

interest-earning assets, expressed as a percentage. NIIIEA reflects a bank’s ability to manage interest 

rate spreads and generate revenue from its core lending and investment activities. A higher NIIIEA 

indicates better efficiency in earning interest income. Saunders et al. (2003). In this study, NIIIEA 

is a dependent variable, serving as a proxy for bank performance to evaluate the impact of monetary 

policy on South African banks’ interest-based profitability. 
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3.5.4. Repurchase rate 

The repurchase rate (REPO) is the interest rate at which the South African Reserve Bank (SARB) 

lends funds to commercial banks through repurchase agreements. It is the primary monetary policy 

tool influencing money supply and economic activity. It affects banks’ borrowing costs, lending 

rates and overall liquidity in the financial system. Changes in the repo rate can impact bank 

profitability by altering net interest margins and loan demand. Mishkin (1995). In this study, REPO 

is an independent variable, expected to have a positive or negative impact on bank performance, as 

tighter policy (higher rates) may reduce lending but increase margins, while looser policy (lower 

rates) may stimulate lending but compress margins. 

 

3.5.5. Capital adequacy ratio 

The capital adequacy ratio (CAR) measures a bank’s capital strength, calculated as the ratio of its 

capital (Tier 1 and Tier 2) to its risk-weighted assets, expressed as a percentage. It ensures banks 

have sufficient capital to absorb losses, promoting financial stability. A higher CAR enhances a 

bank’s resilience but may limit lending capacity if capital is held excessively by the Basel Committee 

on Banking Supervision (2020). CAR is expected to positively or negatively impact bank 

performance, as strong capital buffers may boost stability and profitability. However, overly high 

ratios could constrain lending in South African banks. 

 

3.5.6. Debt securities issuance 

Debt securities issuance (DEBT) refers to the total value of debt securities issued by the general 

government in South Africa, representing public borrowing through bonds and other instruments. It 

reflects fiscal policy dynamics and can influence bank performance by affecting liquidity and 

interest rates in the financial system. High issuance may crowd out private lending and provide banks 

with investment opportunities. Fabozzi & Fabozzi (2021). In this study, DEBT is an independent 

variable, expected to have a positive or negative impact (±) on bank performance, as it may stimulate 

or constrain banking activities depending on fiscal conditions in South Africa. 

 

3.5.7. Production index 

The production index (PROD) measures real output in South Africa’s manufacturing sector, serving 

as a proxy for economic activity and industrial performance. It reflects the health of the real 
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economy, influencing loan demand and borrowers’ repayment capacity. Strong production growth 

supports bank lending and profitability, while economic downturns may increase defaults. Mankiw 

(1998). In this study, PROD is an independent variable, expected to positively or negatively impact 

(±) bank performance, as economic growth may enhance bank profitability. However, recessions 

could weaken it in South Africa. 

 

3.5.8. Impaired advances to gross loans 

Impaired advances to gross loans (IAGL) measures the proportion of a bank’s loan portfolio that is 

impaired (non-performing or at risk of default), calculated by dividing impaired advances by total 

gross loans, expressed as a percentage. A higher IAGL indicates greater credit risk, potentially 

reducing profitability due to increased provisions for loan losses Saunders & Cornett (2021). IAGL 

is expected to positively or negatively impact bank performance, as higher impaired loans may erode 

profitability. However, effective risk management could mitigate losses in South African banks. 

 

3.5.9. Real effective exchange rate 

The real effective exchange rate (REER) measures the value of the South African rand against a 

weighted average of 20 trading partners’ currencies, adjusted for inflation differentials. It reflects 

the rand’s international competitiveness, impacting export-driven industries and borrowers’ 

repayment capacity. A stronger REER (appreciation) may reduce export competitiveness, increasing 

loan defaults, while a weaker REER (depreciation) may boost exports but raise import costs. 

Krugman (1980). REER is an independent variable, expected to positively or negatively impact bank 

performance, depending on its effect on borrowers’ financial health in South Africa. 

 

3.5.10. Error term 

The error term (μ) represents all unexplained variables that affect bank performance but are not 

explicitly captured in the model. It accounts for random shocks, omitted variables, or measurement 

errors that influence the dependent variables (ROA, ROE, NIIIEA). The error term ensures the 

model captures residual variation, maintaining the integrity of the regression analysis. Wooldridge 

(2010). This study includes the error term in all three models to represent unmodeled factors 

impacting South African bank performance. 
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3.6. Estimation Technique  

The Autoregressive Distributed Lag (ARDL) estimation technique was employed to address the 

objectives of this study. The ARDL model is a robust econometric model designed for analysing 

time series data, particularly when variables exhibit mixed orders of integration, such as stationary 

(I(0)) and first-difference stationary (I(1)) properties. This flexibility makes ARDL well-suited for 

the study’s dataset, which includes a combination of monetary policy variables (repurchase rate, 

inflation), bank-specific factors (capital adequacy ratio, liquidity coverage ratio), and 

macroeconomic indicators (production index, real effective exchange rate) with mixed orders of 

integration.  

 

3.7. Estimation Procedure 

3.7.1. Descriptive statistics   

Descriptive statistics provide an overview of the data and help identify patterns and relationships. It 

includes mean, median, mode, and measures of how the data is spread out. Furthermore, a perform 

correlation analysis was conducted on all three (3) dependent and six (6) explanatory variables to 

establish whether there is high collinearity between pairs of variables. 

 

3.7.2. Stationarity and unit root test 

The ARDL model is typically used when variables are a mix of I(0) (stationary) and I(1) (integrated 

of order one). Stationarity is a time series exhibiting constant mean, variance, and covariance 

properties over time. A unit root, on the other hand, indicates that the series has a stochastic or non-

stationary trend. It's essential to use stationary variables because estimations rely on the assumption 

that the underlying data-generating process is stable over time, which allows for valid statistical 

inference and prediction. Using non-stationary variables typically leads to spurious regression, 

where a highly significant relationship is found between unrelated variables, resulting in inconsistent 

and unreliable parameter estimates and invalid hypothesis tests. 

 

One of the most used unit root tests is the Augmented Dickey-Fuller (ADF) test. The ADF test builds 

upon the Dickey-Fuller test and estimates an autoregressive model to assess whether the coefficient 

of the lagged dependent variable is significantly different from one.  If the coefficient is significantly 

different from one, it suggests the presence of a unit root in the series. The unit root test is critical 
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in time series analysis as it helps determine the order of integration of a variable. If a variable is 

found to have a unit root, it implies that differencing may be necessary to achieve stationarity before 

applying other statistical techniques or models Dickey & Fuller (1979).  

 

3.7.3. Co-integration analysis 

Co-integration refers to a long-term equilibrium relationship among time series variables that may 

exhibit non-stationary behaviour. It enables the identification of stable relationships between 

variables that, despite short-term deviations, converge over time. Co-integration analysis is 

conducted using the bounds testing approach within the ARDL framework, which is particularly 

effective for variables with mixed integration orders (I(0) or I(1)). The ARDL model cannot be 

applied if any variable is integrated of order two or higher.  The bounds test, developed by Pesaran, 

Shin, and Smith (2001), assesses the presence of a long-run relationship by comparing the F-statistic 

to critical bounds, without requiring pre-specification of whether variables are stationary or non-

stationary. If co-integration is confirmed, an error correction model is estimated to capture long-run 

and short-run dynamics. This approach is widely used in economics and finance to model long-term 

relationships, making it suitable for analysing the impact of monetary policy on South African bank 

performance. Pesaran et al. (2001). 

 

3.7.4. Vector Error Correction Model 

The Vector Error Correction Model (VECM) is an econometric tool used to analyse the short-run 

and long-run dynamics among non-stationary time series variables that are co-integrated. Unlike 

models that only capture short-term fluctuations, VECM incorporates an error correction term (ECT) 

that reflects the speed at which variables return to equilibrium after a shock. This makes it 

particularly suitable for macroeconomic and financial studies where long-run relationships exist, 

such as between monetary policy instruments and bank performance indicators. The model is 

derived from a Vector Auto-regression (VAR) framework but is adjusted to account for co-

integration, ensuring that the long-run equilibrium constraints are respected while allowing for short-

run deviations. 

 

The key component of the VECM is the error correction term (ECT), which quantifies the extent of 

disequilibrium from the long-run relationship in the previous period and guides the adjustment in 
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the current period. A statistically significant and negative ECT coefficient confirms the presence of 

long-run causality and indicates that the dependent variable responds to restore equilibrium. For 

example, if the ECT coefficient is −0.15, it implies that 15% of the deviation from the long-run 

equilibrium is corrected each month. This interpretation is crucial for understanding how quickly 

bank performance indicators adjust in response to changes in monetary policy variables. In this 

study, the VECM complements the ARDL bounds testing approach by providing additional insights 

into the dynamic interactions and adjustment mechanisms among the variables under investigation. 

 

3.7.5. Autoregressive distributed lag model 

The Autoregressive Distributed Lag (ARDL) model is an econometric technique designed to analyse 

long-run and short-run relationships between time series variables, particularly when they exhibit 

mixed orders of integration I(0) and I(1)). The ARDL model is well-suited for this study, as it 

accommodates the dynamic effects of monetary policy, bank-specific, and macroeconomic variables 

on bank performance indicators. It incorporates lagged values of both the dependent variable (ROA, 

ROE, NIIIEA) and independent variables (repo rate, debt, exchange rate, etc.), allowing for flexible 

modelling of temporal dependencies. The estimation process involves ordinary least squares (OLS) 

regression to derive long-run coefficients representing equilibrium relationships and short-run 

coefficients capturing dynamic adjustments through an error correction term.  

 

3.7.6. Long-run and short-run coefficient analysis 

Long-run and short-run coefficient analyses interpret the relationships between monetary policy 

variables and bank performance within the ARDL framework. Long-run coefficients quantify the 

equilibrium impact of independent variables (repo rate, capital adequacy ratio) on dependent 

variables (ROA, ROE, and NIIIEA), providing insights into the sustained effects of monetary policy 

changes. Short-run coefficients, derived from the error correction model, capture immediate and 

dynamic adjustments toward equilibrium, with the error correction term indicating convergence 

speed. This analysis helps identify the magnitude and direction of monetary policy effects, enabling 

us to understand both immediate responses and long-term trends in bank performance. 
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3.7.7. Diagnostic tests 

3.7.7.1 Heteroscedasticity 

The White test, also known as the White heteroscedasticity-consistent standard errors test or the 

White robust test, was proposed by Hilbert White in 1980. It is commonly employed to check the 

validity of assumptions in regression models, particularly in the presence of potential 

heteroscedasticity. The White test involves estimating the regression model and then examining the 

residuals to detect patterns of heteroscedasticity. The test statistic is computed based on the squared 

residuals. It is compared to a critical value from a chi-squared distribution with degrees of freedom 

equal to the number of explanatory variables. If the calculated test statistic exceeds the critical value, 

it suggests the presence of heteroscedasticity in the regression model. Alternatively, if the 

corresponding p-value exceeds 0.05, it is concluded that there is no heteroscedasticity in the model. 

Adjusting the standard errors or employing robust regression techniques is necessary to obtain 

reliable parameter estimates White (1980). 

 

3.7.7.2 Serial correlation 

The Breusch-Godfrey LM test is a statistical test used in econometrics to examine the presence of 

autocorrelation, or serial correlation, in the residuals of a regression model. It extends the Durbin-

Watson test and can detect higher-order serial correlation. To conduct the test, the regression model 

is estimated, and the residuals are obtained. Auxiliary regression models are then constructed using 

lagged values of the residuals as additional explanatory variables. The test statistic is calculated 

based on the residuals and auxiliary regression, and it follows a chi-squared distribution under the 

assumption of no serial correlation. If the calculated test statistic exceeds the critical value, it 

indicates the presence of serial correlation in the regression model. Alternatively, if the 

corresponding p-value exceeds 0.05, it is concluded that there is no serial correlation in the model. 

In such cases, adjustments need to be made, such as including lagged dependent variables or 

employing autoregressive models, to account for the autocorrelation and obtain reliable parameter 

estimates Breusch & Godfrey, 1978). 

 

3.7.7.3 Normality test 

The assumption of normally distributed residuals is important for the validity of statistical inference, 

including hypothesis testing and confidence intervals. In this study, the Jarque-Bera (JB) test is used 
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to assess whether the residuals follow a normal distribution. The JB test evaluates the null hypothesis 

that the residuals are normally distributed, based on their skewness and kurtosis. A p-value greater 

than 0.05 indicates that the null hypothesis cannot be rejected, suggesting that the residuals are 

normally distributed. Conversely, a p-value below 0.05 implies that the residuals deviate 

significantly from normality. Ensuring residual normality enhances the reliability of the model’s 

estimates and supports the robustness of diagnostic tests.  

 

3.7.7.4 Multi-collinearity test 

Multi-collinearity occurs when independent variables are strongly correlated, potentially inflating 

standard errors and compromising model reliability. A multi-collinearity test was employed to detect 

high correlations among independent variables in a regression model. Multi-collinearity was 

assessed using a correlation matrix, where correlation coefficients exceeding 0.8 indicate significant 

collinearity, prompting the exclusion of affected variables to ensure model validity. This approach 

is widely used in econometric analysis to maintain the integrity of regression results. Gujarati (2021). 

Alternatively, the variance inflation factor (VIF) test for multi-collinearity can be used.  A VIF of 1 

indicates no multi-collinearity; 1< VIF < 5 moderate multi-collinearity; VIF > 10 high multi-

collinearity. However, the VIF was not used for this study as the researcher felt that the correlation 

results were sufficient.  

 

3.7.7.5 Model stability test 

The CUSUM test is a statistical technique that detects structural changes or breaks in a regression 

model over time. It examines whether the cumulative sum of the squared residuals exceeds a critical 

threshold, indicating a significant departure from the model's stability. The CUSUM test involves 

calculating the cumulative sum of squared residuals from the beginning of the sample to each 

observation. If the cumulative sum of residuals moves outside the critical confidence bands 

(typically set at the 5% significance level), it suggests that the model has experienced a structural 

change or parameter instability over time. The CUSUM test is useful in identifying shifts in the 

relationship between variables, changes in coefficients, or variations in error variance over time. It 

is commonly applied in time series analysis and monitoring the stability of economic or financial 

models. Brown et al. (1975). 
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3.8. Chapter Summary 

This chapter has outlined the research methodology employed to investigate the impact of monetary 

policy changes on the performance of South African banks, detailing the correlational and 

descriptive research design, data sources from the South African Reserve Bank, model 

specifications, variable definitions, and the ARDL estimation technique. The study uses secondary 

data from 2019m1 to 2025m4. The chapter also highlights pre- and post-estimation techniques, and 

these methods include stationarity tests, co-integration analysis, and diagnostic checks for 

heteroscedasticity, serial correlation, and multi-collinearity. This approach ensures a rigorous 

analysis of the relationships between monetary policy variables, bank-specific factors, and 

macroeconomic indicators. The methodology provides a solid foundation for addressing the research 

objectives and deriving reliable insights into bank performance dynamics. The next chapter presents 

data analysis and empirical findings, discussing the results of the ARDL model estimations and their 

implications for the South African banking sector. 
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CHAPTER 4: 

RESEARCH FINDINGS AND ANALYSIS 

 

4.1. Introduction  

 

This chapter presents the empirical findings and detailed analysis of the study investigating the 

impact of monetary policy changes on aggregate bank performance in South Africa. The results 

form the basis for the study’s conclusions and policy recommendations. The analysis is organised 

into eight subsections: Section 4.2 presents the descriptive statistics, Section 4.3 outlines the 

stationarity (unit root) test results, Section 4.4 discusses the determination of optimal lag length, 

Section 4.5 covers the bounds test for co-integration, Sections 4.6 and 4.7 provide the long-run 

and short-run ARDL regression estimates, respectively, and Section 4.8 reports the diagnostic 

tests. These subsections collectively address the research questions and hypotheses, offering 

insights into the relationships between monetary policy variables and bank performance indicators. 

 

4.2. Descriptive Statistics  

 

This section presents the descriptive statistics of the dataset, covering the period 2019m1 to 

2025m5, to provide an overview of the variables’ distributional properties and their economic 

implications for the South African banking sector. Three dependent variables included in this study 

are Return on Assets (ROA), Return on Equity (ROE), and Net Interest Income to Interest Earning 

Assets (NIIEA). The independent variables include monetary policy indicators (repo rate, 

inflation), bank-specific factors (cost-to-income ratio, capital adequacy ratio) and macroeconomic 

variables (real effective exchange rate, production index, debt). Table 4.1 measures central 

tendency, dispersion, skewness, kurtosis, and normality.
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Table 4.1: Descriptive Statistics 

Variable Mean Maximum Minimum Std. Dev. Obs. 

ROE 13.35 16.69 6.93 2.48 77 

ROA 1.01 1.27 0.51 0.19 77 

NIIIEA 3.95 4.33 3.66 0.18 77 

REPO 6.20 9.36 2.75 2.15 77 

CAR 17.17 18.87 12.79 0.64 77 

DEBT 13.71 15.32 -0.09 4.36 76 

PROD 93.19 103.80 48.10 6.91 77 

IAGLA 4.95 6.54 3.73 0.78 77 

REER 23.98 112.09 -8.58 45.46 77 
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Table 4.1 presents the descriptive statistics for the variables used in the study, based on 77 monthly 

observations from January 2019 to May 2025. Return on equity (ROE) has a higher mean of 

13.35% and a standard deviation of 2.48, reflecting greater variability in shareholder returns due 

to leverage and risk exposure. Return on assets (ROA) averages 1.01% with a standard deviation 

of 0.19, indicating modest but stable profitability. Net interest income to interest-earning assets 

(NIIIEA), on the other hand, averages 3.95%, suggesting consistent interest-based profitability. 

The repo rate averages 6.20%, with moderate dispersion, while the real effective exchange rate 

(REER) shows high volatility, indicating macroeconomic instability. Debt securities issuance also 

displays extreme variability and a wide range, suggesting fiscal policy fluctuations. 

 

Bank-specific indicator, capital adequacy ratio (CAR), shows relatively low dispersion (0.64), 

implying operational consistency across banks. The impaired advances to gross loans (IAGLA) 

averages 4.95%, indicating varying credit risk profiles. Skewness and kurtosis statistics reveal that 

several variables deviate from normality. Furthermore, ROA and ROE are negatively skewed and 

leptokurtic, while REER and the production index (PROD) exhibit high kurtosis, especially 

PROD, suggesting the presence of outliers. The Jarque-Bera test confirms non-normality for most 

variables, with significant p-values (ROA and ROE both < 0.001), reinforcing the need for robust 

econometric techniques. 

 

4.3. Results of Preliminary Test   

 

4.3.1. Multi-collinearity Test 

The correlation matrix assessed linear relationships and detected multi-collinearity among 

variables. The rule of thumb shows that any correlation coefficient greater than 0.8 means the two 

variables are highly correlated, implying multi-collinearity. This means that one of the two 

variables needs to be dropped. Table 4.2 shows collinearity between ROE and ROA, NIIIEA and 

REPO, and NIIIEA and REER. This is largely expected, and none of the dependent variables 

(ROE, ROA, and NIIIEA) will be dropped since they would not be in the same model (equation). 

Among the 6 explanatory variables, there seems to be no problem of multi-collinearity, which 

could inflate standard errors and produce unreliable regression coefficient estimates, thus 

compromising the model’s validity.  
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Table 4.2: Correlation Matrix 

 ROE ROA NIIIEA REPO CAR DEBT PROD IAGLA REER 

ROE 1.000         

ROA 0.98*  1.00        

NIIEA 0.62*  0.53*  1.00       

REPO 0.65*  0.53*  0.92*  1.00      

CAR 0.28*  0.27*  0.32* 0.21 1.00     

DEBT -0.22 -0.09 -0.18 -0.29* -0.03 1.00    

PROD 0.21 0.21 0.04 0.14 0.09 -0.02 1.00   

IAGLA -0.13 -0.24*  0.64* 0.53* 0.40* -0.13 -0.14 1.00  

REER 0.20 0.14 0.81* 0.68* 0.28* 0.19 0.01 0.78* 1.00 

* Indicates significance at 5%. 
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4.3.2. Stationarity test   

 

To ensure the validity of the ARDL model, the study conducted the Augmented Dickey-Fuller 

(ADF) test to assess the stationarity properties of all the time series variables. The ARDL 

framework is flexible in accommodating variables that are either stationary at level (I(0)) or at 

first difference (I(1)). However, it cannot be applied to variables integrated of order two (I(2)), 

as this would lead to spurious regression results. Therefore, confirming that none of the 

variables is I(2) is a critical prerequisite for model estimation. 

 

The ADF test results, presented in Table 4.3, show that several variables namely Return on 

Assets (ROA), Return on Equity (ROE), Net Interest Income to Interest Earning Assets 

(NIIIEA), Capital Adequacy Ratio (CAR), Debt Securities Issuance (DEBT), Impaired 

Advances to Gross Loans (IAGLA), and the Real Effective Exchange Rate (REER) are non-

stationary at levels but become stationary after first differencing. This confirms that they are 

integrated in order one (I(1)). On the other hand, the Production Index (PROD) is stationary at 

levels, indicating it is integrated of order zero (I(0)). These results confirm that all variables 

used in the study meet the integration requirements for ARDL estimation. The presence of both 

I(0) and I(1) variables further justifies the use of the ARDL approach, which is well-suited for 

analysing relationships among variables with mixed orders of integration. 

 

 

Table 4. 3: Unit Root Tests 

Variable 
ADF (level) ADF (first difference) Order of 

integration 
Statistic p-value Statistic p-value 

ROE -1.237 0.657 -6.431*** 0.000 I(1) 

ROA -1.366 0.599 -7.012*** 0.000 I(1) 

NIIIEA 2.260 0.999 -4.491*** 0.000 I(1) 

REPO -0.802 0.818 -10.165*** 0.000 I(1) 
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Variable 
ADF (level) ADF (first difference) Order of 

integration 
Statistic p-value Statistic p-value 

CAR -2.068 0.258 -10.767*** 0.000 I(1) 

DEBT -0.422 0.906 -8.428*** 0.000 I(1) 

PROD -4.619*** 0.000 -9.845*** 0.000 I(0) 

IAGLA 0.630 0.988 -4.921*** 0.000 I(1) 

REER -0.480 0.896 -9.145*** 0.000 I(1) 

[***]/ (**) / * indicates significance at 1%, 5% and 10% respectively. 

 

4.3.3. Determination of optimal lag length 

The optimal lag length for the ARDL model was determined using three criteria, which are the 

Akaike Information Criterion (AIC), the Schwarz Bayesian Criterion (SC) and the Hannan-

Quinn Criterion (HQ). The lag length was determined using the AIC due to its balance of model 

fit and parsimony. This analysis indicated an optimal lag length of four. The AIC minimum 

ensures that the information criterion is minimised compared to other lags, capturing sufficient 

dynamics without overfitting. Table 4.4 below shows the lag length selection for all variables 

in the three models.  

 

Table 4.4: Lag Length Selection 

Variable ROE ROA NIIIEA REPO CAR DEBT PROUD IAGLA REER 

Model 1 

(r1) 

2   1 1 2 0 0 0 

Model 2 

(r1) 

 1  1 0 2 0 0 2 

Model 3 

(r1) 

  2 2 0 0 0 0 0 
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4.3.4. Co-integration test   

 

To determine whether a long-run equilibrium relationship exists among the variables in the 

three ARDL models, the study employed the bounds testing approach to co-integration. The 

models under consideration include Model 1 (Return on Equity, ROE), Model 2 (Return on 

Assets, ROA), and Model 3 (Net Interest Income to Interest Earning Assets, NIIIEA). The 

bounds test evaluates whether the dependent and independent variables in each model are co-

integrated, meaning they move together over time despite short-term fluctuations. 

 

Table 4.5: ARDL Bounds Tests (k = 6) 

Model 
Type of Test  Test Statistic I (0) Bound  

5% 

I (1) Bound  

5% 
Decision 

Model 1 (ROE) 

F-statistic 6.95 2.45 3.61 
F > I(1) ⇒ co-

integration 

t-statistic 

(ECM) 
-3.42 -2.86 -4.38 

–I (0)  ≤ t ≤ –I 

(1) → 

Inconclusive 

Model 2 (ROA) 

F-statistic 8.39 2.45 3.61 
F > I(1) ⇒ co-

integration 

t-statistic 

(ECM) 
-1.93 -2.86 -4.38 

t-stat > I(0) → 

No co-

integration 

Model 3 

(NIIIEA) 

F-statistic 5.67 2.45 3.61 
F > I(1) ⇒ co-

integration 

t-statistic 

(ECM) 
-4.36 -2.86 -4.38 

t-stat < I(1) ⇒ 

co-integration 

 

The ARDL bounds test confirms the existence of a long-run relationship between REO (Model 

1) and the set of six explanatory variables. The computed F-statistic (6.95) exceeds the 5% 

upper critical bound of 3.61 for k = 6, Pesaran, Shin & Smith (2001), leading to rejection of 

the null hypothesis of no levels relationship. Although the accompanying t-statistic (–3.42) is 

inconclusive, the F-statistic provides strong and sufficient evidence of co-integration in the 

model. 
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In summary, the results, presented in Table 4.5, show that the computed F-statistics for all three 

models exceed the critical upper bounds at both the 5% and 10% significance levels. 

Specifically, the F-statistic for ROE is 6.95, ROA is 8.39, and for NIIIEA is 5.67. These values 

are all greater than the respective I(1) critical values for six explanatory variables (k = 6). 

Consequently, the null hypothesis of no co-integration is rejected for each model. These 

findings confirm the existence of long-run relationships between the dependent variables and 

their respective explanatory variables, thereby validating the use of the ARDL framework for 

further analysis. The presence of co-integration implies that any short-term deviations from 

equilibrium will eventually adjust over time, reinforcing the robustness of the model 

specifications. 

 

Following the confirmation of long-run relationships among variables in the three ARDL 

models, the study estimates the long-run and short-run ARDL Error Correction equations. The 

long-run estimates, presented in Section 4.6, quantify the equilibrium relationships between 

the dependent and explanatory variables, while the short-run estimates, presented in Section 

4.7, capture dynamic adjustments toward equilibrium. 

 

4.4. Main Estimation Results   

 

4.4.1. Long-run estimates 

 

4.4.1.1. Model 1: return on equity 

The results in Table 4.6 show that the long-run coefficients for REPO, CAR, DEBT and 

IAGLA are significant at the 5% level. A one-unit increase in the REPO, for example, raises 

ROE by 0.630. Furthermore, a one-unit increase in CAR, all other things being equal, increases 

ROE by 3.249. This suggests that stronger capital (CAR) buffers enhance banks’ ability to 

generate equity returns by supporting financial stability and absorbing risk. The results further 

show that debt securities issuance (DEBT) has a complex effect on ROE. A one-unit increase 

in DEBT reduces ROE in the current period by 0.191. The results further show that a one-unit 

increase in the production index (PROD) raises ROE by 0.113, though the coefficient is not 

significant, just like the one for the real effective exchange rate (REER). 
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Table 4.6 Estimated Long Run Coefficients for Model 1 

ROE: Dependent Variable ARDL results 

Variable Coefficient P-value 

Constant  -5.270*** 0.001 

ECT (-1) -0.123*** 0.008 

Long-run (LR) 

REPO 0.630** 0.020 

CAR 3.249*** 0.000 

DEBT -0.191* 0.096 

PROD 0.113 0.154 

IAGLA -2.408** 0.014 

REER 0.012 0.551 

Notes: [***]/ (**) / * indicates significance at 1%, 5% and 10%, respectively. 

 

4.4.1.2. Model 1: Return on assets 

The results in Table 4.7 show that a one-unit increase in the capital adequacy ratio (CAR) raises 

ROA by 3.495, confirming that stronger capital buffers enhance banks’ ability to generate 

equity returns by supporting financial stability and absorbing risk. The other significant result 

(at 10%) is for IAGLA, which shows an inverse relationship between IAGLA and ROA. The 

coefficients for REPO, DEBT, PROD and REER, though showing expected signs, are 

insignificant even at the 10% level.  
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Table 4. 7 Estimated Long Run coefficients for Model 2 

ROA: Dependent Variable ARDL long-run results 

Variable Coefficient P-value 

Constant  -0.846*** 0.000 

ECT (-1) -0.139* 0.063 

Long-run (LR) 

REPO 0.047 0.155 

CAR 3.495** 0.010 

DEBT 0.005 0.727 

PROD 0.018 0.193 

IAGLA -0.198* 0.093 

REER 0.000 0.894 

Notes: [***]/ (**) / * indicates significance at 1%, 5% and 10%, respectively. 

 

4.4.1.3. Model 3: Net interest income to interest-earning assets  

The long run results in Table 5.8 show that a one-unit increase in the REPO and CAR increases 

the NIIIEA by 0.069 and 0.135, respectively.  The coefficients for DEBT, PROD, IAGLA and 

REER are insignificant, suggesting that they don’t have an influence on NIIIEA in the long 

run. 
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Table 4.8 Estimated Long Run coefficients for Model 3 

NIIIEA: Dependent Variable ARDL long-run results 

Variable Coefficient P-value 

Constant  0.128 0.300 

ECT (-1) -0.097*** 0.001 

Long-run (LR) 

REPO 0.069*** 0.000 

CAR 0.135*** 0.003 

DEBT -0.005 0.357 

PROD -0001 0.766 

IAGLA 0.004 0.935 

REER 0.012 0.247 

Notes: [***]/ (**) / * indicates significance at 1%, 5% and 10%, respectively. 

 

4.4.2. Short-run estimates    

This section presents the short-run estimates from the ARDL Error Correction equations. These 

estimates capture the dynamic adjustments of the dependent variables toward their long-run 

equilibrium in response to short-term changes in explanatory variables. 

 

4.4.2.1. Model 1: Return on equity 

The results in Table 4.9 show that the error correction term (ECT (-1)) is negative and 

statistically significant (–0.123). This confirms the existence of a long-run relationship between 

the variables in the model and indicates that deviations from the long-run equilibrium are 

corrected at a speed of 12.3% per month. In practical terms, this means that around 12% of any 
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disequilibrium in return on equity (ROE) is adjusted in the following month, reinforcing the 

model’s stability and convergence toward long-run equilibrium. The short-run dynamics reveal 

several significant relationships. The lagged value of ROE itself is positive and statistically 

significant. The significance of the lagged value of ROE suggests strong momentum in equity 

returns, where past performance continues to influence current profitability. 

 

Table 4.9 Estimated Short Run Coefficients for Model 1 

ROE: Dependent Variable ARDL short-run results 

Variable Coefficient P-value 

Constant  -5.270*** 0.001 

ECT (-1) -0.123*** 0.008 

Short run (LR) 

ROE(LD) 0.312*** 0.001 

REPO (D1) -0.092 0.174 

CAR (D1) -0.207 0.156 

DEBT (D1) -0.128*** 0.000 

DEBT (D2) 0.175*** 0.000 

Notes: [***]/ (**) / * indicates significance at 1%, 5% and 10%, respectively. 

 

The only significant short-run coefficient is for the debt securities issuance (DEBT), which 

shows a strong short-run impact. In the first lag (D1), DEBT reduces ROE, while the second 

lag (D2) increases it. This alternating pattern suggests that fiscal borrowing may initially crowd 

out bank equity returns but could stimulate performance in the following period, depending on 

how the funds are deployed. 
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4.4.2.2. Model 2: Return on assets 

The results in Table 4.10 show the error correction term (ECT (-1)), which is negative and 

statistically significant. This confirms the presence of long-run causality and indicates that 

deviations from the long-run equilibrium are corrected at a speed of approximately 14% per 

month. In other words, if return on assets (ROA) deviates from its long-run path due to short-

term shocks, approximately 14% of that deviation is adjusted in the following month, restoring 

equilibrium over time.  

The short-run dynamics reveal several significant relationships. A one-unit increase in the 

second lag of the REPO raises ROA by 0.029, suggesting that an increase in interest improves 

the bank's profitability in the short run. 

 

Table 4.10 Estimated Short Run Coefficients for Model 2 

ROE: Dependent Variable ARDL short-run results 

Variable Coefficient P-value 

Constant  -0.846*** 0.000 

ECT (-1) -0.139* 0.063 

Short run (LR)   

REPO (D1) 0.029*** 0.001 

Notes: [***]/ (**) / * indicates significance at 1%, 5% and 10%, respectively. 

 

4.4.2.3. Model 3: Net interest income to interest-earning assets 

The results in Table 5.11 begin with the error correction term (ECT (-1)), which is negative 

and statistically significant. This confirms the existence of a long-run relationship between the 

variables in the model and Net Interest Income to Interest-Earning Assets (NIIIEA). The 

coefficient indicates that approximately 9% of any deviation from the long-run equilibrium is 

corrected each month. Although the adjustment speed is slower compared to the other models, 

it still reflects a gradual convergence toward equilibrium over time. The short-run dynamics 

show that the lagged value of NIIIEA itself is positive and statistically significant at the 5% 

level.  
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Table 4.11: Estimated Short Run Coefficients for Model 3 

ROE: Dependent Variable ARDL short-run results 

Variable Coefficient P-value 

Constant  0.128 0.300 

ECT (-1) -0.097*** 0.001 

Short run (LR)   

NIIIEA(LD) 0.241** 0.034 

Notes: [***]/ (**) / * indicates significance at 1%, 5% and 10%, respectively. 

 

4.5. Discussion of Results 

 

The empirical findings of this study provide an understanding of how monetary policy and 

macro-financial variables influence aggregate bank performance in South Africa. Using ARDL 

models to estimate both long-run and short-run relationships, the analysis focused on three key 

performance indicators: Return on Equity (ROE), Return on Assets (ROA), and Net Interest 

Income to Interest-Earning Assets (NIIIEA). The confirmation of co-integration across all 

models through the bounds test validates the existence of stable long-run relationships between 

bank performance and the selected explanatory variables, consistent with the findings of 

Kayabaş et al. (2017) and Shirya et al. (2023), who emphasized the enduring impact of 

monetary policy on financial institutions in emerging markets. 
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Table 4.12 Summary of Estimated ARDL Results (Model 1-3) 

Variable Model 1 (ROE Model 2 (ROA) Model 3 (NIIIEA) 

Constant  -5.27*** -0.85*** 0.13 

ECT (-1) -0.12*** -0.14* -0.10*** 

Long-run (LR)  

REPO 0.63** 0.05 0.07*** 

CAR 3.25*** 0.35** 0.14*** 

DEBT -0.19* 0.004 -0.004 

PROD 0.11 0.02 -0.001 

IAGLA -2.41*** -0.20* 0.004 

REER 0.01 0.00 0.001 

Short run (LR)  

ROE (LD) 0.33***   

ROA (LD)    

NIIIEA (LD)   0.24** 

REPO (D1)  -0.03***  

CAR (D1)    

DEBT (D1) -0.13***   

DEBT (D2) 0.18***   

    

Notes: [***]/ (**) / * indicates significance at 1%, 5% and 10%, respectively. 

 

As shown in Table 4.10 above, for the ROE Model, the long-run results highlight the 

importance of REPO, CAR, DEBT, and IAGLA. CAR continues to play a stabilising role, 

enhancing equity returns through improved risk absorption and regulatory compliance Allen, 

2024). Debt securities issuance (DEBT) exhibits alternating effects, suggesting that fiscal 

activity can both crowd out and stimulate bank equity performance depending on timing and 

macroeconomic conditions Olofinlade et al. (2020). 

 

The results for Model 2 (ROA) reveal that in the long run, the capital adequacy ratio (CAR) 

and IAGLA were statistically significant in influencing bank profitability. This supports the 

view that well-capitalised banks are more resilient and capable of sustaining lending activities 
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during economic fluctuations Kumar et al. (2020). Economic output, proxied by PROD, 

enhances ROA by stimulating credit demand and improving borrower repayment capacity, 

aligning with Rahman and Ahmed (2022), who found similar effects in Ghana. Conversely, the 

real effective exchange rate (REER) positively affects ROA, suggesting that currency 

appreciation may enhance export competitiveness and improve the financial position of export-

oriented borrowers English & Sack (2024). 

 

In the NIIIEA model, REPO and CAR contribute positively to interest income in the long run, 

confirming that strong capital and liquidity positions enable banks to sustain lending and 

manage funding risks. DEBT and PROD are negative and insignificant, while IAGLA and 

REER are positive but insignificant. Theoretically, PROD also enhance NIIIEA. IAGLA 

positively influences NIIIEA, indicating that effective credit risk management can support 

short-term returns. In the short run, only previous levels of NIIIEA enhance NIIIEA. 

 

4.6. Diagnostic Test Results   

This section presents the diagnostic tests conducted to evaluate the robustness and reliability 

of the three ARDL models, including the absence of heteroscedasticity, the Breusch-Godfrey 

Serial Correlation LM test, and the stability test. 

 

4.6.1. Diagnostic Test Results for Model 1 (ROE) 

4.6.1.1. Heteroscedasticity test results 

The Breusch-Pagan Test for heteroscedasticity in the ROE model results in a t-statistic of 0.10 

with a p-value of 0.755. As shown in Table 4.13, this is a very high p-value (0.755 > 0.05). We 

clearly fail to reject the null hypothesis, that residuals are homoscedastic (constant variance). 

We therefore conclude that Model 1 (ROE) exhibits homoscedasticity. The lack of 

heteroscedasticity confirms that the residuals’ variance is constant across the range of 

explanatory variables, ensuring that the standard errors of the ARDL model estimates are 

unbiased and the regression coefficients are reliable.  
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Table 4.13: Diagnostic Test Results for Model 1 (ROE) 

Diagnosis & Null 

Hypothesis 
Tests p-Value Inference 

Normality 

H0: Residuals are normally 

distributed 

Residual Test 

(5.36) 
0.068 

Fail to Reject H0 at 5%; the 

residuals are normally 

distributed. 

Heteroscedasticity 

H0: Residuals are 

homoscedastic.  

Breusch-Pagan 

(0.10) 
0.755 

The variance of the residuals 

isconstant 

(Homoskedasticity). 

Serial correlation 

H0: No serial correlation 

Breusch-Godfrey 

(0.199) 
0.820 

Fail to Reject H0; There is no 

serial correlation up to the 

2nd lag. 

 

4.6.1.2. Serial correlation test results  

Table 4.13 above also shows the serial correlation (Breusch-Godfrey) test results. This is 

arguably the most important test for time series data. It checks if the current error term is 

correlated with previous error terms. If serial correlation (autocorrelation) exists in an ARDL 

model, the estimates are biased and inconsistent. The test results show a very high p-value 

(0.820 > 0.05). We strongly fail to reject the null hypothesis and conclude that there is no serial 

correlation. This indicates that you have likely included enough lags in Model 1 (ROE) to 

adequately capture the dynamic nature of the data. 

 

4.6.1.3. Normality test results  

The normality (residual) test checks if the error terms (residuals) of the model follow a normal 

"bell curve" distribution. This is required to ensure that t-statistics and F-statistics are valid for 

hypothesis testing. As shown in Table 4.13, the p-value is 0.068, which is greater (>) than 0.05. 

It is therefore concluded that the residuals follow a normal distribution. Although it is 

somewhat close to the 0.05 threshold, it is statistically acceptable.  

 

4.6.1.4.  Stability test results 

The cumulative sum of squared (CUSUMSQ stability test for the ROE model, as shown in 

Figure 4.1, demonstrates that the CUSUMSQ residuals generally stay within the 5% critical 
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bounds throughout the sample period. The graph, however, shows the blue line briefly crosses 

(or at least touches) the red (lower) and green (upper) lines. However, taken together with other 

diagnostic tests, it was concluded that the model is generally stable. The stability of the ROE 

model supports its suitability for analysing the long-term and short-term effects of monetary 

policy variables on bank equity performance in South Africa. 

 

Figure 4. 1: Stability Test for Model 2 

 
 

 

4.6.2. Diagnostic Test Results for Model 2 (ROA) 

Table 4.14 below shows the diagnostic test results for Model 2 (ROA) in terms of normality, 

heteroscedasticity and serial correlation.  
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Table 4.14: Diagnostic Test Results for Model 2 (ROA 

Diagnosis & Null Hypothesis Tests p-Value Inference 

Normality 

H0: Residuals are normally 

distributed 

Residual Test 

(9.46) 
0.009 

Reject H0; The residuals 

are not normally 

distributed. 

Heteroscedasticity 

H0: Residuals are homoscedastic.  

Breusch-Pagan 

(0.09) 
0.770 

The variance of the 

residuals is constant 

(Homoskedasticity). 

Serial correlation 

H0: No serial correlation 

Breusch-Godfrey 

(0.296) 
0.745 

Fail to Reject H0; There is 

no serial correlation up to 

the 2nd lag. 

 

4.6.2.1. Heteroscedasticity test results 

As shown in Table 4.14 above, the heteroscedasticity (Breusch-Pagan test) result gives a p-

value of 0.770. This p-value is significantly greater than 0.05. We fail to reject the null 

hypothesis. This suggests that the residuals of the ROA model exhibit constant variance, 

confirming the absence of heteroscedasticity. The lack of heteroscedasticity ensures that the 

standard errors of the regression coefficients are reliable, supporting the validity of the long-

run and short-run estimates for analysing the impact of monetary policy variables on ROA. 

 

4.6.2.2. Serial correlation test results 

The Breusch-Godfrey Serial Correlation LM test for the ROA model p-values (0.745) exceed 

the 0.05 significance level, leading to a failure to reject the null hypothesis of no serial 

correlation. This indicates that the residuals of the ROA model are not auto correlated, meaning 

there is no systematic pattern in the errors over time.  This further confirms that the dynamic 

structure of the ARDL model has been correctly specified. 

 

4.6.2.3. Normality test results 

As shown in Table 4.14 above, the p-value (0.009) is less than the conventional 5% significance 

level. Consequently, the null hypothesis of normally distributed residuals is rejected. This 

implies that residuals of Model 2 (ROA) are not normally distributed. While a violation of 
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normality does not bias the estimated coefficients, it invalidates the standard t-statistics and F-

statistics. This means the inferences regarding the significance of individual variables, or the 

overall model, may be unreliable.  

 

4.6.2.4. Stability test results 

Figure 4.2 shows the stability test for the ROA model. The CUSUMSQ residuals generally 

remain within the critical bounds. The stability of the model confirms its suitability for 

analysing the long-term and short-term effects of monetary policy on bank performance. 

 

Figure 4.2: Stability Test for Model 1 

 
 

 

4.6.3. Diagnostic test results for Model 3 (NIIIEA) 

Table 4.15 below shows the diagnostic test results for Model 3 (NIIIEA) in terms of normality, 

heteroscedasticity and serial correlation.  
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Table 4.15: Diagnostic Test Results for Model 3 (NIIIEA) 

Diagnosis & Null 

Hypothesis 
Tests p-Value Inference 

Normality 

H0: Residuals are normally 

distributed 

Residual Test 

(2.38) 
0.008 

Reject H0; The residuals 

are not normally 

distributed. 

Heteroscedasticity 

H0: Residuals are 

homoscedastic.  

Breusch-Pagan 

(3.79) 
0.052 

The variance of the 

residuals is constant 

(Homoskedasticity). 

Serial correlation 

H0: No serial correlation 

Breusch-Godfrey 

(0.377) 
0.688 

Fail to Reject H0; There 

is no serial correlation up 

to the 2nd lag. 

 

4.6.3.1. Heteroscedasticity test results 

The Breusch-Pagan test p-value (0.052) slightly exceeds the 5% significance level, indicating 

that the null hypothesis of homoscedasticity cannot be rejected. This result confirms that the 

residuals exhibit constant variance across different levels of the explanatory variables, ensuring 

that the standard errors of the ARDL model estimates are reliable and the regression 

coefficients are unbiased. 

 

4.6.3.2. Serial correlation test results 

As shown in Table 4.15, the Breusch-Godfrey p-value (0.688) is well above the 5% 

significance threshold, leading to a failure to reject the null hypothesis of no serial correlation 

in the residuals. The lack of serial correlation indicates that the residuals are not systematically 

correlated over time, confirming that the model adequately captures the dynamic relationships 

between NIIIEA and explanatory variables. 

 

4.6.3.3. Normality test results 

As shown in Table 4.15 above, the p-value (0.008) is less than the conventional 5% significance 

level. Consequently, the null hypothesis of normally distributed residuals is rejected. This 

implies that residuals of Model 3 (NIIIEA) are not normally distributed. While a violation of 

normality does not bias the estimated coefficients, it invalidates the standard t-statistics and F-
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statistics. This means the inferences regarding the significance of individual variables or the 

overall model may be unreliable.  

 

4.6.3.4. Stability test results 

The CUSUMSQ stability test for the NIIIEA model, Figure 4.3, shows that the cumulative sum 

of squared residuals generally remains within the 5% critical bounds throughout the sample 

period, though there are periods it crosses the lower boundary line. Model 3 (NIIIEA) shows 

signs of instability, which may be a result of structural breaks. 

 

Figure 4.3: Stability Test for Model 3 

 
 

4.7. Chapter Summary 

This chapter provided data analysis and interpretation. The stationarity tests confirmed the 

suitability of the ARDL model, which is further validated by the bounds test establishing long-

run relationships among variables. Long-run and short-run estimates highlighted the significant 

roles of capital adequacy ratio, repo rate, and production index in driving bank performance, 

with dynamic adjustments toward equilibrium underscored by significant error correction 

terms. Diagnostic tests affirmed the robustness of the models, showing no evidence of 

heteroscedasticity, serial correlation, or structural instability. The next chapter is the conclusion 

and recommendations of the study. 
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The findings presented in this chapter are supported by the evidence obtained from the analysis. 

The results justify the use of the ARDL model and confirm the presence of long-run 

relationships among the variables. Both the long-run and short-run estimates show that the 

capital adequacy ratio, repo rate, and production index play an important role in influencing 

bank performance. The significance of the error correction terms indicates that short-term 

changes adjust back toward the long-run equilibrium over time. In addition, the diagnostic tests 

show that the model is reliable and free from major econometric problems, which strengthens 

the overall interpretation of the results. 
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CHAPTER 5 

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS 

 

5.1 Introduction 

 

This chapter synthesises the findings of the study, which examined the impact of monetary 

policy changes on aggregate bank performance in South Africa using monthly data from 

January 2019 to May 2025. Utilising the Autoregressive Distributed Lag (ARDL) model, the 

study assessed the relationships between monetary policy variables and macroeconomic 

indicators on three key bank performance indicators: Return on Equity (ROE), Return on 

Assets (ROA), and Net Interest Income to Interest Earning Assets (NIIIEA). The conclusions 

section addresses each of the three hypotheses tested, structured to outline the hypothesis, 

findings, and conclusions clearly. Subsequently, recommendations are provided for the South 

African Reserve Bank (SARB), commercial banks, policymakers, and other stakeholders to 

enhance banking sector resilience. Finally, areas for future research are proposed to address 

limitations and extend the study’s contributions, ensuring actionable insights for academic and 

practical applications.  

 

 

5.2 Summary of Findings 

 

This study examined the impact of monetary policy changes on aggregate bank performance 

in South Africa using monthly data from January 2019 to May 2025. The Autoregressive 

Distributed Lag (ARDL) model was employed to estimate both long-run and short-run 

relationships between monetary policy indicators (such as the repo rate), bank-specific factors 

(including the capital adequacy ratio [CAR], and macroeconomic variables (such as the 

production index (PROD), debt securities issuance (DEBT), and the real effective exchange 

rate (REER). The study focused on three key performance indicators: Return on Equity (ROE), 

Return on Assets (ROA), and Net Interest Income to Interest Earning Assets (NIIIEA). 

 

The results confirmed the existence of statistically significant long-run and short-run 

relationships. In the long run, CAR consistently enhanced ROE, ROA, and NIIIEA, indicating 

that strong capital buffers support bank profitability. An increase in REPO also enhances bank 
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profitability, even though it’s not statistically significant in the ROA model. IADLA had a 

negative and statistically significant long-run effect on ROE and ROA, while REER and PROD 

had a positive but statistically insignificant long-run relationship with ROE, ROA and NIIIEA. 

 

In the short run, of all six explanatory variables, only DEBT had a significant effect on ROE. 

DEBT exhibited alternating effects across lags, implying that fiscal borrowing can both 

stimulate and crowd out bank performance depending on timing. The significance of the error 

term and lagged coefficients of dependent variables confirms that the models were correctly 

specified and evidence of persistence, respectively.  

 

5.3 Conclusion 

The study tested three hypotheses to investigate the nature, impact, and asymmetry of monetary 

policy’s effects on aggregate bank performance in South Africa.  

 

5.3.1. Hypothesis 1: Association between monetary policy variables and bank performance 

The first hypothesis tested whether trends in monetary policy variables exhibit a statistically 

significant association with aggregate bank performance indicators in South Africa. The study 

focused on the repo rate as the primary monetary policy instrument and examined its 

relationship with three key performance indicators: Return on Equity (ROE), Return on Assets 

(ROA), and Net Interest Income to Interest Earning Assets (NIIIEA). The bounds test for co-

integration confirmed the existence of long-run relationships across all three models, validating 

the use of the ARDL framework. In the long run, an increase in the repo rate significantly 

enhanced NIIIEA, indicating that tighter monetary policy improves banks’ net interest margins. 

The capital adequacy ratio (CAR) showed consistent positive associations with ROA, ROE, 

and NIIIEA, suggesting that strong capital buffers support bank profitability and resilience. 

 

The REPO rate demonstrated a positive effect on bank profitability. Based on these findings, 

the study concludes that monetary policy variables, particularly the repo rate, are significantly 

associated with aggregate bank performance indicators in South Africa. The South African 

Reserve Bank’s monetary policy decisions play a pivotal role in shaping bank profitability, 

interest income, and operational efficiency, necessitating strategic alignment by banks to 

respond effectively to policy shifts. 
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5.3.2 Hypothesis 2: Impact of monetary policy easing and tightening 

The second hypothesis tested whether monetary policy easing and tightening exert a 

statistically significant impact on aggregate bank performance indicators in South Africa. The 

study focused on the repo rate as the primary monetary policy instrument, assessing its effects 

on Return on Assets (ROA), Return on Equity (ROE), and Net Interest Income to Interest 

Earning Assets (NIIIEA). The results confirmed that changes in the repo rate, whether increases 

(tightening) or decreases (easing), significantly influence bank performance. In the long run, 

an increase in the repo rate was found to enhance ROE and NIIIEA, suggesting that tighter 

monetary policy improves banks’ net interest margins by allowing them to adjust lending rates 

more aggressively than deposit rates.  

 

Based on these findings, the study concludes that monetary policy easing and tightening have 

a statistically significant and differentiated impact on aggregate bank performance in South 

Africa. The timing and magnitude of repo rate adjustments play a critical role in shaping 

profitability, interest income, and operational efficiency, with short-run constraints and long-

run benefits requiring careful policy calibration by the South African Reserve Bank and 

strategic responses from commercial banks. 

 

5.3.3 Hypothesis 3: Asymmetry of monetary policy pass-through 

The third hypothesis examined whether changes in monetary policy exhibit symmetrical or 

asymmetrical effects on aggregate bank performance in South Africa. The study found clear 

evidence of asymmetry in the pass-through effects of monetary policy, particularly in relation 

to the repo rate, especially in the long run. However, the effect of the real effective exchange 

rate (REER) was insignificant. It was also shown that DEBT reduced ROE in the current period 

but increased it in the next lag. These fluctuations suggest that fiscal policy interactions with 

monetary policy can produce delayed and sometimes contradictory outcomes. 

 

Based on these findings, the study concludes that monetary policy changes—particularly 

adjustments in the repo rate exhibit asymmetrical impacts on aggregate bank performance in 

South Africa. The non-linear and time-dependent nature of these effects underscores the need 

for banks and policymakers to differentiate between immediate and lagged responses when 

designing strategies to manage profitability, lending behaviour, and financial stability. 
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 5.4 Recommendations 

 

The empirical findings provide a basis for actionable recommendations to enhance the 

resilience and performance of South Africa’s banking sector amidst monetary policy changes. 

These recommendations target the South African Reserve Bank, commercial banks, 

policymakers, regulators, and other stakeholders. 

 

5.4.1 For the South African Reserve Bank (SARB) 

The study highlights the significant and asymmetrical effects of monetary policy, particularly 

repo rate adjustments, on aggregate bank performance. SARB should adopt a cautious and 

gradual approach to changing the repo rate, avoiding abrupt shifts that could destabilise banks’ 

lending strategies and compress short-term profitability. Incremental adjustments of 25–50 

basis points, as reflected in SARB’s recent policy actions (e.g., the 2024 rate cut), allow banks 

to recalibrate loan pricing and deposit rates more effectively, thereby maintaining credit supply 

and financial stability. 

 

To improve transparency and reduce uncertainty, SARB should strengthen its forward 

guidance during Monetary Policy Committee (MPC) announcements. This could include 

publishing indicative rate paths, scenario analyses, or macroeconomic projections to help banks 

anticipate and prepare for future policy shifts. Enhanced communication would align market 

expectations and reduce volatility in lending and investment decisions. Given the study’s 

findings that repo rate changes have both immediate and lagged effects on bank performance, 

particularly on Net Interest Income to Interest Earning Assets (NIIIEA), SARB should monitor 

the cumulative impact of rate adjustments over time. This includes assessing delayed effects 

on loan demand and interest margins, which may not be immediately visible in short-run 

indicators. 

 

For the South African Reserve Bank, the main focus should be on the repo rate and the real 

effective exchange rate. The repo rate has been fairly stable, which gives some room for careful 

policy decisions. In contrast, the exchange rate shows large swings, which point to economic 

uncertainty. This means SARB needs to stay flexible and ready to respond to sudden changes. 

Interest rate decisions should not only control inflation but also help reduce pressure from 
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exchange rate movements. Close and regular monitoring of these trends will support better and 

faster decisions. 

SARB should also facilitate regular engagement with commercial banks through platforms 

such as the Financial Stability Committee or dedicated monetary policy workshops. These 

forums can serve as feedback mechanisms to evaluate the real-time impact of policy decisions 

on bank operations and credit conditions. Such collaboration would help SARB balance its 

inflation-targeting mandate with the need to sustain systemic liquidity and banking sector 

profitability. 

 

5.4.2 For Commercial Banks 

Commercial banks are directly affected by monetary policy changes. To bolster resilience, 

banks should prioritise strengthening their capital and liquidity buffers, targeting CAR levels 

well above the Basel III minimum of 10.5% (for example, 12%–14%), as practised by leading 

South African banks like Standard Bank. This can be achieved through retained earnings, 

prudent dividend policies, or selective capital raises, ensuring banks remain well-capitalised 

during tightening cycles when loan demand may decline. Similarly, maintaining LCR above 

the regulatory minimum of 100%, potentially targeting 120%, can safeguard liquidity, enabling 

banks to meet obligations during periods of monetary tightening or economic volatility. 

Regular stress-testing of capital and liquidity positions against scenarios like a 200-basis-point 

rate hike or a 5% inflation surge can further enhance preparedness. To counteract the negative 

short-run impact of repo rate increases on ROA, banks should diversify revenue streams to 

reduce reliance on interest income. 

 

Commercial banks in South Africa should pay close attention to return on equity, return on 

assets, capital adequacy, and impaired loans. The strong changes in return on equity show that 

profits are tied to higher risk and borrowing. Banks should avoid taking on too much risk just 

to increase returns. The steady pattern in return on assets suggests that focusing on efficiency 

can support stable profits. Capital levels appear consistent, but banks should still keep enough 

buffers to stay safe. The level of impaired loans shows that credit risk remains a concern, so 

better screening and monitoring of borrowers is important. 
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5.4.3 For Policymakers and Regulators 

Policymakers should prioritise coordinating monetary and fiscal policies to minimise such 

distortions, particularly during economic recovery phases when government borrowing tends 

to rise. For instance, reducing reliance on domestic bond issuance by diversifying funding 

sources, such as multilateral loans from the World Bank or public-private partnerships, can 

alleviate pressure on domestic capital markets, freeing up resources for bank lending and equity 

performance. The National Treasury could adopt a fiscal rule capping debt-to-GDP growth 

during recoveries, similar to frameworks in Chile or New Zealand, to ensure sustainable 

borrowing that complements SARB’s monetary objectives. 

 

Regulators, particularly the Prudential Authority under the SARB, should strengthen oversight 

of banks’ operational efficiency, given the mixed impact of the cost-to-income ratio on 

performance indicators. High cost-to-income ratios, often exceeding 50% in South African 

banks, erode profitability, especially during tightening cycles when margins are squeezed. 

Regulators should enforce efficiency benchmarks, such as maintaining cost-to-income ratios 

below 45%, through regular audits and compliance reviews. To support this, incentives like tax 

breaks or grants for adopting cost-effective technologies, such as artificial intelligence for fraud 

detection, block chain for transaction processing, or robotic process automation for back-office 

operations, can drive efficiency gains. For example, Nedbank’s AI-driven customer service 

platforms have reduced operational costs by 10%, offering a scalable model. Additionally, 

regulators should promote financial inclusion by encouraging banks to extend credit to 

underserved sectors, such as small and medium enterprises (SMES) or rural communities. 

Initiatives like subsidised loan guarantees or partnerships with development finance institutions 

can incentivise inclusive lending, fostering equitable growth while enhancing bank 

performance.  

 

For policymakers in South Africa, the key issues are debt issuance and the production index. 

The large changes in debt levels suggest that fiscal policy is not always stable. There is a need 

for better planning and more control over borrowing. This will help reduce uncertainty in the 

economy. The production index also shows uneven patterns, which means economic activity is 

not consistent. Policies should aim to support steady growth across different sectors. 
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5.4.4 For Other Stakeholders 

To enhance understanding and trust, banks should invest in comprehensive financial literacy 

programs tailored to diverse audiences, such as retail borrowers, SMES, and institutional 

investors. These programs could include workshops, online tutorials, or mobile app-based tools 

explaining how policy changes affect loan rates, deposit returns, or investment yields. For 

instance, a campaign illustrating how a 1% repo rate hike increases mortgage payments by 

ZAR 500 monthly for a ZAR 1 million loan can empower clients to make informed financial 

decisions. Community outreach initiatives, partnered with local NGOS or schools, can further 

extend literacy efforts to underserved populations, fostering inclusive financial engagement. 

 

Investors, particularly those holding bank stocks or bonds, should be educated on the 

asymmetrical impacts of policy changes. Banks could host quarterly investor webinars or 

publish policy impact reports, detailing how monetary tightening or easing affects dividends, 

share prices, or bond yields. Industry associations, such as the Banking Association South 

Africa (BASA), should take a proactive role in advocating for policies that support banks’ 

adaptation to monetary policy shifts. This could include lobbying for tax incentives for digital 

banking investments or regulatory sandboxes to test innovative financial products, ensuring the 

sector remains competitive and growth-oriented. BASA could also organise annual stakeholder 

forums, bringing together banks, regulators, clients, and policymakers to collaboratively 

address policy challenges, such as balancing credit access with risk management during 

tightening cycles.  

 

Other stakeholders, such as investors and analysts in South Africa, should focus on net interest 

income and the overall risk patterns in the data. The stable nature of interest income is a good 

sign and suggests a reliable source of earnings. At the same time, the data shows unusual 

patterns and extreme values, which means risks may be higher than expected. It is important to 

be cautious and to use better tools when making financial decisions. 

 

5.5 Limitations and Areas for Future Research 

Future research should conduct disaggregated analyses at the individual bank level to uncover 

varied responses to monetary policy, particularly across different bank sizes, ownership 

structures, and risk profiles. Incorporating emerging variables such as technological adoption, 
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digital banking penetration, or environmental, social, and governance (ESG) metrics could 

provide deeper insights into evolving performance drivers. Comparative studies with other 

emerging market economies may reveal structural differences in monetary transmission and 

inform policy benchmarking. Additionally, qualitative methods such as interviews with bank 

executives could complement econometric findings by capturing strategic responses to policy 

shifts. Finally, the use of non-linear models, including threshold ARDL or quantile regressions, 

would allow for a more nuanced investigation of the asymmetrical and time-varying effects of 

monetary policy identified in this study. 
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APPENDIX A: ESTIMATION (STATA) OUTPUT  
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