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ABSTRACT

Both macroeconomic and hank-specific factors affect the Non-Perfor. ”7{"711 Loan Ratio used ag
proxy for credit risk.. Using panel data this study identifies bank specific and macroeconomic
factors that contribute to the rising credit risk in public and private Banks in India. Fourteen
private banks and twenty six public banks listed on Bombay Stock Exchange have been studied for
the period from 2000/2001 to 2015/2016. The annual reports of the Indian banks under Study
STATA 12 has been used 10 analyse the data, The empirical results shows that bank specific factors
ROA . ROE, Credit Deposit, operating inefficiency , CAR and size are significant having inverse
relationship and Credit growth significant and influences credit risk positively, Loan loss provision
10 1otal loss is insignificant but positively related. GDP growth rate, lending rate, unemployment
rate and annual inflation rate are significant and are having inverse relation with non-performing
loans, and exchange rate is significant and positively related suggesting significance of both bank
specific and macroeconomic ‘l/LICI(’)r‘S" The study concludes thar thas 55% variation in the
percentage change in Non-‘/’f'fj/r)rmmg Loan 1o Total Loans (Credit risk) can be explained by the
variation s in the hank specific and macroeconomic factors, '

Keywords: Macroeconomic determinants; Bank specific determinants Non
credit risk, GDP, CAR, ROE, ROA, Panel Data. Frony 1> NOR-

) ) ; a , P ata, Fixed I ffoe
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INTRODUCTION:

Across the globe, the banking sector acts as (he catalyst for he cconomy of

indispensable scgment of the coonomy - ensuring economic developmeny and ill.]y country and has become an
through their intermediation role and financial services tha they prnvidctto tlu:(mm"'C growth of a country
large. In India, banking scctor acts as a dominant sector and playing 4 i _u.'_cm"""""ly and the nation at
progress of the country after independence and accounts for more than half (e in socio-economic
Banking which is a risky business run on a Public Money. Banks seek 10 maxim . _ﬁ"ﬂ“Ciill sector,
Loans and advances which constitute the primary and profitable source n(f).(”"'"“ their profits by offering
Therefore banks arc willing to lend as much of their fund as possible, by lendi
with the credit risk which is likely to arise because of the possibility that (e expecteq o anker is associated
and securities held might not be received in full. Thus, loan is not only (he Major c4Sh flows from advances
service provided by the bank duc to the credit risk, which is dircctly related (o Non-p, most risky

3 — . .. — _— pcr'b”"i"g loans, a loan that
V, Issue ~2(3), Apri| 2018 [46)
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ange " . , L
werng health of the financial sector which is a matter of

. ! aced by banks :
since a large chunk of banks revenue comes | | ‘H;hl o S s carmed by the bk T
ince a large ¢ . S trom - loans from where ‘res J
Credit Risk is one of (he oldest, oreq ced by banks and 1 nhoment
stogreatest and a mai ’ -
' | S Sl ! St najol ace Fhanks ¢ .
o - il amajor nsk faced by banks and 15 imherent to any business of

‘ S trade, industry, agric )
The Basel Committee on Banking Supervision (7(});) 3 defineg

outstanding loan partially or (oally. due 1o credit ev
commonly measured by Nnn»pcrlm:ming lo the o
Credit risk is defined as the possibility o
borrowers or counterparties. !

transport. or banks and financial institutions.
1) defined credit risk as the possibility of losing the
ents (default risk) and empirically credit risk has been
an to the gross loan amount. a dependent variable in the study
i the (')“I(l:::‘s)?SS(.,'Ciil'lC,d‘ W‘i”l a (Ii!nim‘ni(m'in the credit (|u;1.lily of the
a loan or otherwise lﬁ.c;t ’|n.|ml|.|,m‘ ('n I()S% nlAa financial reward stemming from a
or fail to comply with their obligation (o .s:cwicc ddcl:l(mll"df:':d'l thga“'“ln‘ ; artial thn “redit Rt e
potential that a bank borrower or counter party fails to ;11 ‘”-%%;r'milﬁj l""“ ‘Or Pfﬂ‘mal IOS?V ‘ r'c'd" R'_“k H-the
scope for the borrower to default from his commitlA : u ¢ 0~ Igations on agreed b Ehiste s Z‘ilm.qu
AR ’ ments for one or the other reason resulting in crystallization

of credit risk to the bank. These losses could take the form outright default or al ively. losses f h ‘

in portfolio value arising from actual or perceived deteriorati " -Z'au Jis ternéilYe ofdefault

India’s banking system. one of the larguct .. rioration in credit quality tha.t is short of defau‘h, A

crowth and reform over the years and Eesu“ anking .net'works in the world,‘has Wltqessed a dynamlc pCII’IOd of
growi A _ : ed in bringing sea changes of liberalization, deregulation of interest
rates. dilution of government stake in public sector banks and a monumental increase in the market share of private
sector bar}ks. There has been trem.endous transition in the role performed by banks as a financial intermediary.

Th'us I_ndlan banks h.ave been going through rapid changes brought about by financial sector reforms. which are
being implemented in a phased manner and converting Indian banking sector into a sound, strong and vibrant
system capable ‘of playing its role efficiently and effectively. Though Indian Banking industry is a large
financial sector in the country and the backbone of strengthening the country’s economic situation has shown
tremendous growth but facing huge problems on account of mounting amount of Non Performing Loans which
is the result of credit activities. NPA account represents a situation where the credit risk has crystallized, where
default has taken place. Non-performing assets has been the single largest cause of irritation of the banking
sector of India. As a result quality of assets in Indian Banking Sector has been worsening where NPAs have
outpaced the credit growth over the last couple of years. The Indian banking system continued to battle falling
asset quality issues and the need to maintain capital adequacy in the light of piling bad loans. A high and rising
proportion of banks stressed loans, particularly those of Public Sector Banks (PSBs) and a consequent increase
in provisioning for Non-Performing Assets (NPAs) continued to weigh on credit growth reflecting their lower
risk appetite and stressed financial position.

A Non-Performing Asset is defined as a credit facility in respect of which the interest and/or installments of
principal has remained ‘over-due’ for a specified period of time (90 days). These are those assets that cease to
provide any income for the banks. Increase in NPLs is often referred as the result of failure of credit policy.
Almost all research on the causes of bank failures find that failing institutions have large proportions of non-
performing loans prior to the failure which are statistically significznt predictor of insolvency. A bank failure
brings in massive effects and costs not only to the Banks but also to the economy of a country at large and as
such demands assessment of causes of non-performing loans. In many previous studies NPL has been used to
measure credit risk level in the banks. This study uses Ratio of NPL to Gross Loans as a proxy for credit risk in
public and private banking industry. . . ) . '
Mixed approaches have been used by the researchers in the literature to analyse the factors influencing the
credit risk in banks. Some studies exclusively use Bank Specific Factors or Macroeconomic Indicators whereas

others have used both Macro and bank specific factors. . . ' . -
Thus empirical literature reviewed on banking fragility in most of the studies brings to light two types of factors
influencing credit risk Viz. Micro also called as Bank Specific Factors and Macroeconomic Indicators and our

study uses both Bank Specific and Macro determinants of Credit Risk

borrower's failure to repay

Micro Level / Internal Factors/ Bank Specific Factors? _ , _ ) )
The distinctive features of the banking sector and the policy choices of each particular bank with respect to their

efforts to maximise efficiency and bring improvements in their risk management influences the credit risk. At

- A i s of bank failure.
the micro level, financial institutions weaknesses are the main causes o k fail _ _ _
Earlier studies focus on the individual bank’s balance sheet data and try to identify micro variables which have

been the main causes of Non Performing Loans and individual bank’s failure.

Vol.—V, Issue =2(3), April 2018 [47]
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LITERATURE REVIEW: , sectional data performed Multi-Country Study o, 4
stad, N H. & Arif, M. (2()()7). USI'ng. Cm;%:;jgig-pmnc period from 1996 to 2002. Study USing reyr,.
Risk Determinants covering nine C()un.mc]?:):uca tal is significant for those banking systems that .,
analysis and Correlation finds lhai R%'uld‘;; %ln thpc cases of loan-dominant banks in cmerging CConomye, .
products and managemcm'qua‘lllyilliccnrlll lccmcrgcS as in prior studies, to be a significant determinant of Pitens,
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credit k. The L rl(,le,l nth,:gg:?%;:;%.spccific factors in emerging economies compared to their counterpar,
l[r))z:e;:l,l_t 2: ?,yhisl:régc r;2()()7), empirically investigated the determinants of Credit 'Risk in Indian State (),
Banks from 1994-2005. The regression analysis reveals that at the macro level, GDP growth and at the 1,
level, real loan growth and bank size play an important role in influencing problem lqans. '

Aver, B. (2008), analysed 25 credit risk factors of the Slovenian banking to establish which macroeconom.
factors influence the systematic credit risk of the Slovenian banking loan portfolio.
to the non-banking sector/ gross loans to the non-banking sector as a m
the method of multi linear regression and the result shows credit risk
employment or unemployment rate, short and long-term interest rates and value of the Slovenian stk

exchange index but doesn’t depend on the inflation rate , the growth of GDP (industrial production), exchange
rates or the growth of Slovenian import and export, -
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adequacy, lower income, lower bank size, hiph inflation rate, lowe prowth rate, adverse terms of trade shocks
,d market pressure in Turkey are important determinants of banking sector dist
wamy, V. (2012). using pancl repression analysis, studied the determin
rofitability for the period from 1997-2000. The study reveals that Priority
ranche

ress in North Cyprus.
ants of bank asset quality and
sector credit and credit by rural
s is not significant in affecting the NPAs. Study also reveals that capital adequacy and investment
ctivity significantly affect the profitability of commercial banks apart from other
rofitability: asset size has no significant impact on profitability.

estovi, A & Mamonov, M. (n.d.) (2012), using panel data evaluated Macroeconomic and bank-specific
jeterminants of credit risk in Russia from 2004-2011. The result reveals that banks’ loan quality was affected
yy deterioration i macroeconomic conditions. GDP growth rates show significant and inverse influence on the
reentage of overdue loans. During the periods of economic expansion credit risk tends to be lower and loan
quality get deteriorated during contraction period Result indicates that sudden stop of income and asset price
nflation reduces borrowers’ debt sustainability. There is also significant influence of exchange rates
devaluation on the quality of loans denominated in foreign currency.
Garr. D. K. (2013), using unbalanced panel data set from 33 commercial banks covering 21-year period from
1990 to 2010 examined bank-specific, industry-specific and macroeconomic factors that influence credit risk
(CR) in commercial banks in Ghana. Results of panel data regression shows that credit risk in Ghana is
significantly influenced by management efficiency, GDPPC, Government borrowing and the financial sector
development. Government borrowing and financial sector development have a negative relationship with credit
risk while management inefficiency and GDPPC have a positive relationship.

Castro. V. (2013) studied macroeconomic determinants of the credit risk in the banking system in the case 5
European countries, GIPSI (Greece, Ireland, Portugal, Spain and Italy. The study employs dynamic panel data
approaches and the result of regression analysis shows that the banking credit risk is significantly affected by
the macroeconomic environment and the credit risk increases when GDP growth and the share price indices
decrease and rises when the unemployment rate, interest rate, and credit growth increase. It is also positively
affected by an appreciation in the real exchange rate.

Mehmood, B., Younas, Z. I, & Ahmed, N. (2013), empirically tested the macroeconomic and bank-specific
covariates of non-performing loans for a panel of 13 commercial banks for a period from 2003-2012. The
results of regression reveal that findings in this study conform to other studies in Asian countries including
India and Bangladesh. Market share is found to be significant and reduces the non-performing loans. NPL
shows a negative relationship with return of equity and return on asset. Statuary liquidity ratio and GDP
decreases the NPL Both regressor inflation rate and interest rate is showing positive relationship with NPL.
Washington, G. K. (2014), investigates the effects of Macroeconomic Variables on Credit Risk in the Kenyan
Banking System from 1990 to 2013. OLS regression model reveals that only GDP per capita growth rate is
significantly related to credit risk and in the long run however all variables are significant in explaining credit
risk. Exchange rates between the US dollar and the Kenyan Shilling, Domestic Credit to Private Sector,
Inflation Were Found to be negative and significantly related to credit risk. Lending interest rates were positive
and significant to credit risk.

Tilahun Aemiro Tehulu et al., (2014) using a balanced panel data of 10 commercial banks both state-owned and
private owned for the period from 2007 to 2011 examined the bank- specific determinants of credit risk in-
Ethiopian commercial banks. The regression results revealed that credit growth and bank size have negative and
statistically significant impact on credit risk. Whereas, operating inefficiency and ownership have positive and
statistically significant impact on credit risk. Finally, the results indicate that profitability, capital adequacy and
bank liquidity have negative but statistically insignificant relationship with credit risk.

Waemustafa, W., & Sukri, S. (2015), analyses Bank specific and macroeconomics dynamic determinants of
credit risk in Islamic banks and conventional banks using Multivariate Regression analysis and finds that risky
sector financing; regulatory capital and Islamic Contract are significant to credit risk of Islamic banks. For
Conventional Banks, loan loss provision, debt-to-total asset ratio, regulatory capital, size, earning management
and Liquidity are significant factors influencing credit risk. Amongst macroeconomic factors only Inflation and
M3 are significant to credit risk for both Islamic and Conventional banks.

Ahmad, N. H., & Ahmad, S. N. (2016) studied key factors influencing Credit Risk of Islamic Bank: A Malaysian
Case and makes comparison between Islamic and conventional banking operations from 1996 to 2002. The result
of regression analysis shows that management efficiency, risk-weighted assets and size of total assets have
significant influence on credit risk of Islamic banking, while conventional banking credit risk are significantly
affected by loan exposure to risky sectors, regulatory capital, loan loss provision and risk-weighted assets. Both

accepted determinants of
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Operational Definitions of Variables: ' ' _
Definition and Expected signs of Micro v
Based on the literature reviewed followi;

been defined and expected SIgn is shown.

ariables:
12 variables |y

; ave been selected g determinants of credit risk and have
which repres

ents researchers” hypothesis,

den Yarl-:?hles Definition Expected sig
Dependent Variable: I sign
:P;‘:‘(;"e Pecrr;fdo—el:]tl%;;:i):SL Ratio of Non-performing loans to Total Gross LLoan
' A) Bank-specific vg;iable :
| 1) Return On Assgt | Profit after Tax to Total Assets ! Negative
2) Retum OnE .u“ - ] f[(Mr Tax to Total Equity ["Negative
' 4) Credit Growth Current Years Loan — Previous Years Loan/Previous . ]
L Years Loan positive
‘i Loan Loss Provision Ratio | Loan Loss Provision to Total Loans positive
_6) Operating Efficienc Mwotal Income Negative
i) Capital Adequacy Ratio Capital to Risk Weighted Assets Negative
8) Size % Negative
) Ownership Structure Pu.blic and Private Banks, 0 for Public Banks, 1 for
w Private Banks
[ B) Macroeconomic Indicators
' 1) GDP Growth Rate The growth rate of real GDP Negative
2) Inflation Rate The inflation rate Positive/Negative
3) Unemployment Rate The Unemployment Rate Positive
_4) Exchange Rate The Exchange Rate Positive
5) Interest Rate The Lending Rate Positive/Negative

DATA ANALYSIS AND ECONOMETRIC MODEL:

Table 1: Descriptive Statistics

Variable Obs Mean Std. Dev. Min | Max
Size 607 | 4.809504 | 0.841343 | 2990525 | 9.224428
ROA 607 | 0.195133 | 0.898455 -1.25 19.55
ROE 501 3374563 | 8.334037 33.11 5582
_ExchangeRate | 628 | 5046927 | 7703987 | 41.3485 | 671953
" Unemp_rate | 628 | 3.848408 0.29(5);(5)3 83.23’ N xjﬁ“ )
_Lending Rate 628 1048917 | 0.99 25| 225
?Tnﬂatioi Rate | 628 | 6837483 | 2766097 | 3684807 | 11.9923
GDP Growth | 628 | 7281482 | 1.93942 3.803975 1025996
Coper i 08.6957 | 2198852 | 0001953 | 3765807
_oper_ineffec 599 2 & e
CD RATIO 566 | 69.65778 | 1457674 | 887 | A%
_CAR 616 | 1296915 | 3779843 1 03434 | 5942
Credit Gr 552 019956 | 0.203717 | -0.91564 | 0.999879
p In | 558 | 0.044222 | 0220984 | -0.00711 | 3.046902
CGNPA per | aos | adsaszs | 3655989 | 0 | 2

So Software Results based on data retrieved from websites of banks, RBI, World Bank Data base
urce: Softw. 2 -

i ivi sral descripti about the data both dependent and
ipti statistics giving gencral dcs«.npu.(ms a . |
;}Le sur:maf'}’ f’ft)ldescﬂﬁl::a:(;dl?,smcan% standard deviation, minimum and maximum .value§ of each variable
h e ben nosd to o h \t/:erall trend of the data over a period uf’l 6 years under f—'OﬂSlderallon,
ave been used to show the 30 banks under study over the 16 years 1s 4,454325. This suggests that banks.comd
E)lte o OZ'TY;L ol :h(ff every loan provided to the borrowers. The highest NPL ratio is 24.11 while the
recover 4. percen

lowest is 0.00.
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ariable Return on Assel ghest Ketury, ),
cific independent varable WA,

” W,
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, ' able banle (.
[t means, the most profitable Banke o,y Y .
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|

1 reaard (0 Dl )40
With regard cwas - 125% . p Y
e pereentape Wi aled the standard deviation 6 voy 0, ,
(he lowest was P““'"U‘”m was -1.25 %, ROA revealed the standard o 0 498411, o
rom assets and the mimmt siables the mean GDP growth rate over the test ey, nay, ',
o . > Varbice ‘ 2 vy
+ MACTO-CCononic y 40 '
mong o (of 10260 percent and the lowesl melh:rl )4 | |
L hiphest growth ¢ - 790 ’ spectively, witly Al o
the highest gr st exchange rate was 67.20 and 4135 respectivelywith 4 ey, , o )4
The highest and Towest ¢ o
deviation of 7.703.
Correlation Matrix:
|
\ ‘ bé
‘ | £ /
| . v £ i o | g / z Lz
el 4 ’ ° - -
| :I v « ] : ! -‘6: - [ /= P z “ £
N (o) a e ./ £ N -
« N ©) = £ £ e [ o %z . o
‘ & v & = v 4 4 A o (=} ~ /s
Z w | e[~ €| 8| §g £ g
| C — - & &
ONPA 1 0000 J
_pereent | — 4 4
Size 01090 | 1.0000 ‘
RS0 T N O Y
ROA -0.0591 1 0.0366 | 1.0000 ’ /
I S B R S S R + I 4 1
ROE - -0.1702 | 01527 [0.2723 | 1.0000 i ]
I S S R R N I
Exchang | _ } I T
eRate | 01936102911 [0.078210.2079) 1 0000 3
| |
’\f\’\ﬁ\A,—\‘\ o I
Unem. _ f 1
e 00954 1-03185 0.0006|0.0570 | 0.6773
’\1‘\.-\‘
Lending | -0.1289 |-0.1673 0057 0.1656-0.5119 ‘ ‘ I
. | il
Inflation | 05133 | (1444 (2).0404 0.15960.1922
|
Gbp_ | T
Growth | 09721 |-0.0680 0,006 0.0274|.0,1749
| Oper_ N
Uineffee | 00187 | -0.0546 0.042110.075) !
D ‘
0:3062 10.1813-0.0142]0.3207| 397, 015300 1. !

-0.1594 -0.0524]-0.093) 0.000110.0017 01744, 0.03
[0.03)

0.6117 0.0767]0.020010.0469, 00175, 2 f = !

00215

|
0.315910.1628 0.1489) 1 14, 06|

Source: Regression resultsusing p;mcl data
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Correlation is used to study the strength of rel

:l N . g 5 . .
ationship between the dependent variable, measured by Non

performing Loan to Total Loans and in( :
e ependent variables by il . )
n the study. tables bank specific and macrocconomic determinants used
There is weak correlation ship between depe
' cen dependent variable and bank specific and macroeconomic independent

variables considered under the study wj s G et »
i . Y with the exception ol one macrocconomic indicator Inflation rate where
the relationship is moderate. ' ‘ ' ¢

DIAGNOSTIC ANALYSIS FOR AUTOCORRELATION:

Serial Autocorrelation:
ial Autocorrelation applie . . .

S‘:[r}l] sl pl;'llt.sl 10 macro panels with long time series data and not a problem in micro panels,
‘*Iati\‘el\' short .Periods opft'e s aTre usually characterized by having a large number of individuals N over
re e el i ime T. When the number of the individuals (N) is much greater compared to the
number o (lj : periods (T), then the data set is called as micro-panel data

set us ] . .
D;ti’ib?al:] ecom);nt:e .reletr)arCl’ler to degl With the research problem is the micro-panel data as the study deals with
40 'n 1 r rCla. apks comprising of 24 Public Sector Banks and 16 Private Sector Banks covering a
period of 16 years beglpnmg from 1-04-2000 and ending on 31-03-2016
TO Q}IeCk autoc?ne!atlon, Whooldridge test for autocorrelation in panel data is applied. If the p-value is
significant < 0.05 reject Null Hypothesis.
HO: There is no first order autocorrelation.
Result show f test value Q.3359, which is greater than 0.05, so we failed to reject Null Hypothesis and there is
no first order autocorrelation.

Hausman Test:
Hausman test is a statistical hypothesis tests in econometric. To decide between Random Effect and Fixed

Effect Mod'el Hausman Test is run, where the Null Hypothesis is that the preferred model is Random Effects Vs
the alternative Fixed Effect .It basically tests whether the unique errors are correlated with the regressor.

The Null Hypothesis is:
HO: Unique Errors are not correlated with the regressor.
If the p-value is significant < 0.05, then use Fixed Effects, otherwise use Random Effects.

The result shows 0.0001, requiring the use of Fixed Effect Model.

Random and Fixed Effect Model:

‘ Random Fixed
[ Variables GNPA_per cent GNPA per cent |
"ROA -0.450 *** -0.444*%*
(0.129) (0.124) %
ROE -0.0636 *** 20.0791%*¥x |
lﬁ (0.0220) (0.0230) Jl
| Ownership -1.338
(0.712) J‘
e Rate | 0.0744 *** 0.179%*x
' Exchange Rate : e
e = (0.0288) (0.0314) |
——— | 20.170 1753% |
| U loyment Rate : o
| Unemployment Bale_ (0.743) (0.740) |
-
. -0.138 -0.208** |
¥ t I———— -
| LendingRate (0.143 B (0.137)
: == -0.394 *** L -0.241
Inflation Rate //——‘(0@45)#’7 00615
- 00916 -0.130*
| GDP Growth Rate | (0.0756) (0.0719) |
- [ .0.000116 -0.000140*
 Operating Inefficiency (7.78¢-05) (7.54e-05)
: 20100 *** -0.0810%**
CD Ratio
Vol.-V, Issue =2(3), April 2018 [53]
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— | GNPA_per cent
GNPA_per cent T fine
= . )
Variables (0.0153) | 0 g :)*
-0.0290 { N
. L (0.0364)
CAR u).m().*)* | Eer
2.707 **’ o
(0.
Credit Growth (0.754) 3 Zf;)
‘ 0.724 -
| Loan 1 oss Prov. To Loan (0.675) (0.682)
| 0.99] ** 6.408%##
| Size - (0.398) (0.925)
? L T19.61%%* 46.28%*%
b o017
Comstant e (6.411)
- 1 356 - 356
| Observations 1 ———— 0551
R- Squared 35 35
Number of Code e ,
Standard errors in parantheses | *** p <0.01.** P<OO-?5 t p=2. —
Source: Authors Results using panel Data Regression Outpu
Results of Fixed Effect Model have been presented as follows:
ari Significance & Interpretation
Variables Relationship : '
J ROE and ROA demonstrate the efficiency of bank in
. generating its income by using equity fand assets. A well
Sloth the varlables are h diversified bank with sophisticated investment policy
HOALE ROE .s'gmﬁcam a?l A.ands 4 | would be able to generate satisfactory return from the
e e usage of its equity and assets, resulting in inverse relation
with NPL.
Credit Deposit Ratios predicts that the bigger the loan
. . Significant at 1 % and ortfolio relative to deposit size the higher should be the
Credit Deposit P p

inversely related.

probability of loan default. The result shows bigger the
CD ratio lesser is the amount of NPL

' Credit Growth

Size

Operating

\__

' there is inverse relationship

Significant at 1 % and
positively related

Significance at 1 % and

Leve.l of Significance jg 10%
and inverse relateq

Credit growth which implies credit expansions and results
in excessive rapid loan growth are the indications of
deterioration in the financial health of banks and can b
employed as early warning signals to future problem loans
Growth in Bank Credit is also one of the factors tha!
determine the emergence of NPAs. Result shows growt
in credit leads to high level of NPL Studies by Das “”d_
Ghosh, 2007, Hess, Grims and Holmes, 2009 and others
_show similar results. _—
Larger banks are likely to be more skilled in r}sk
Management and have also better divefsiﬁeﬂ“qn
Opportunities and competence therefore the bank $I2¢ l:
negatively related to the level of credit risk. Studies bl
Saunders et al. (1990), Chen et al. (1998), Cebenoyan c[:):
(1999) and Megginson (2005); Salas and Saurina. (200
llu ctal QOOQLEUEROH inverse relation’Sh_iE-,,,'/nd
There is an inyerse relation between cost inefficieny

fon-performing loan of 4 bank .Result shows that

enhanceg o8

! with  high operating cost Of - Jas |
efficiency, Studies by Ali, Akhtar and Sadaqat 2011, %2
and Saurin i

a, 2002 show similar results.

— 1018 [54]
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Significance &
Rclminnship

Variables

—1

Significant ag 5o

S o and there
IS nverse rel

ulionship

CAR

_—
1 can Loss

Provision to
Total Loans

- Not significant but there is
| positive relationship.
Sltmmumt at 1% and having

Exchange Rate
| positive relationship.

Significant at 1%, and has

Inflation Rate ) . .
inverse relationship.
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Interpretation
Capital adequacy 15 the fevel of capital required by the
' banks 10 enable them to absorb the pmgn' al losses on

|
|
|
|

account risks and acts as a cushion agains

5 uncertainties.
1¢ results shows higher capital of the *an&

results into
:,lm\u level of NPAs Studies by Hussain arxd Hassan
| (2004), Nor and Mohamed (2007). Goldlewski (2004)
have shown a negative relationship betw capital

- Adequacy ratio and credit risk

The result positive I’C'allﬂﬂshlp indicates that higher LLP
ratio signals potentially higher credit risk as banks need tc
make greater provisions against potentially greater non-

performing loans.

Results reveal that changes in the real
exchange rate have a positive impact on NPLs.

effective

There is an empirical evidence for significant. positive
negative and insignificant relationship between
inflation in the economy and the credit risk mdh.ah )T non-
performing loans.

Results show inflation is significant and has negative
impact on loan defaults, loan default decreased as inflation
increased. Higher

Inflation can make debt servicing easier by reducing the
real value of outstanding loans.

Level of Significance is
5 % and there is inverse
relationship.

Unemployment
Rate

An increase in the unemployvment rate negativel
influences the cash flow streams of households resultin
increased debt burden. Similarly with regard .
increases in unemployment results in decreased production
and effective demand leading to decreased revenues and 2
fragile debt condition. Study result

Shows that increase in unemplovment rate leads
decrease in NPL.

10
Lo

|
Lendine Rat j Significant at 5 % and
ing Rate
= l

inversely related.

Lending Rates play a significant role as cheaper the rates
the more is the recovery rate and higher the lending rates
the higher will be the defaults. To account for this
argument. Lending Rate has been considered and the
results show an inverse relationship between these mwo
variables. The negative but strong relationship means that
as nonperforming loans goes up: lending rates tend w0
move in a different direction.

|
' GDP Growth Significant at 10% and there
Rate is inverse relationship.

1

The inverse relationship shows that the abilin of
repayment of loan depend on the phase of the economic
cvcle and therefore when there 1s a slowdown in economic
g}O\\Ih or lower GDP growth, non-performing loan
increases. The non-performing loan will decrease when
there is an upturn in economic growth for different types
of loan. A strong economic cycle influences the business’
ability to repay its loans. During economic gain period. the
ability to repay a loan increases but when it comes to the
recession. their ability to repay the loan will tend to be
lowers.
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