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ABSTRACT  
 

 

This preliminary study provides an overview on the non-performing loans (NPLs) and explores 

its impact on economic growth. The global financial crisis of 2007-2008 has shown that the 

problem of NPLs once again relevant. Based on the scatter plots derived from the World Bank 

data of 2000-2014 for 106 developed and developing countries, it shows a strong negative 

relationship between NPLs and economic growth. Interestingly this study also finds that there is 

different impact of NPLS on economic growth after the financial crisis for developing countries. 

It thus triggers some observation where the negative impact of the nexus may be reduced due to 

the focus given by International Monetary Fund (IMF) to the developing countries for the 

improvement after the crisis. In a nutshell, NPLs may not harm economic growth so badly due to 

some precondition or country’s potential absorptive capacity. 
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Adakah Pinjaman Tak Berbayar Membahayakan Pertumbuhan 

Ekonomi? 
 

 

ABSTRAK 

 

 

Kajian awal ini menyediakan gambaran keseluruhan berkenaan pinjaman tak berbayar dan 

meninjau kesannya ke atas pertumbuhan ekonomi. Krisis kewangan global 2007-2008 sekali lagi 

menunjukkan masalah pinjaman tak berbayar adalah relevan. Berdasarkan kepada plot selerak 

yang dihasilkan berdasarkan kepada data daripada Bank Dunia (the World Bank) bagi tahun 

2000 sehingga 2014 untuk 106 negara maju  dan membangun, ia menunjukkan hubungan negatif 

yang kuat di antara pinjaman tak berbayar dan pertumbuhan ekonomi. Menariknya kajian ini 

juga mendapati terdapat perbezaan kesan daripada pinjaman tak berbayar ke atas pertumbuhan 

ekonomi selepas krisis kewangan bagi negara membangun. Pemerhatian ini menunjukkan kesan 

mailto:norhakimah@kuis.edu.my
mailto:elyanabila@


Proceeding of the 4
th
 International Conference on Management and Muamalah 2017 (ICoMM 2017) 

e-ISBN: 978-967-2122-15-9 

 

631 
 

negatif berkemungkinan berkurang setelah pihak Tabung Kewangan Antarabangsa (IMF) 

memberi perhatian kepada negara membangun untuk  pemulihan setelah tempoh krisis berlaku. 

Kesimpulannya, pinjaman tak berbayar berkemungkinan tidak memberi kesan yang teruk ke atas 

pertumbuhan ekonomi disebabkan oleh sesuatu pra-syarat atau keupayaan menyerap negara 

tersebut.  

 

Kata Kunci: Pinjaman Tak Berbayar, Pertumbuhan Ekonomi, Kesan. 

 

 

INTRODUCTION  
The importance of well-functioning financial institutions in economic development has been 

extensively discussed in the literature more than decades ago since earlier work by Shaw (1973). 

The classical views profoundly recognize the development of financial sectors as a major 

catalyst that contributes positively to the country’s economic growth. The important role of the 

banking sector has been recognized in promoting economic growth through the mobilization of 

productive financial capital (see for examples, Levine, 1997; Levine & Zervos, 1998; among 

others). The banking sector is well-functioning when the capital is allocated to its most 

productive use. The stability of the banking sector is one of the factors that indicate its 

development which ultimately promotes economic growth. However, the stability of the banking 

sector depends on various determinants such as loan quality, management efficiency and others. 

Jin et al. (2011) discover the problem of loan quality as one of the reliable predictors of bank 

failure. The banking crisis may be exists due to the lack of efficiency in managing the loan which 

affects the whole banking stability. Louzis et al. (2012) find that bad management and cost 

inefficiency strongly influence NPLs as well as management quality. Meanwhile study by 

Jayaratne and Strahan (1996) shows that the improvements in bank lending quality can promote 

economic growth and not due to the increases in lending volume. 

 

Apparently, loan quality can be measured through NPLs. Previous research has identified that 

NPL is one of the indicators for the future financial problems for banks. Study by Barr et al. 

(1994) discovers that bank failure relates with higher level of NPLs. Higher NPLs limit the credit 

creation by bank. When the bank’s assets are tied up in terms of NPLs, banks are unable to 

giving out more loans which indirectly decreases capital resources available for lending and 

ultimately shrinking bank’s profitability. This issue is supported by Zhang et al. (2016) that 

reveal NPLs as obstacles to the banking sector development.  

 

Anecdotal evidence of US meltdown and European debt crisis have shown that the problem of 

NPLS once again relevant. The global financial crisis of 2007-2008 has shown how fragile the 

global financial system can be. The crisis that started by one country is not just affects the 

stability of the global banking system but also damaging the real economy and the whole 

financial system. This financial crisis suggests the importance of banking and financial sectors 

with higher quality. Study by Hasan et al. (2009) finds that higher banking quality is associated 

with higher level of economic growth. Hence, it is clear that NPL is a crucial component to the 

banking sector development and economic growth. 

 

This preliminary study aims to provide an overview on NPLs and explores its impact on 

economic growth. This paper is organized as follows. Section 2 reviews related literature, 
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explores the relationship between NPL and economic growth. Section 3 provides discussion on 

the scatter plot analysis between NPL and growth for developed and developing countries and 

Section 4 performs the conclusion of the study.  

 

 

LITERATURE REVIEW   
Since decades ago burgeoning studies have researched the important role of the financial system 

in promoting economic growth. The studies have highlighted the important role of the banking 

sector in promoting economy through the mobilization of productive financial capital (see for 

examples, Arestis et al., 2001; Levine, 1997; Levine & Zervos, 1998; among others). Consistent 

with the view, King and Levine (1993) provide empirical evidence that shows financial 

development strongly stimulates economic growth by improving the efficiency of the capital 

allocation. The study empirically finds that there is a strong and robust correlation between all 

indicators of the level of financial development and economic growth, physical capital rate, 

accumulation and improvements in the efficiency of capital allocation. This suggests that 

financial development is a good predictor for economic growth specifically for long-run. 

Arestis et al. (2001) empirically supports the view that banks contribute positively to economic 

growth. However, Arestis et al. (2001) who adopt the time series data for five developed 

economies for the various years between 1972 and 1998, find that the effects of the bank-based 

financial system are more powerful than the capital-market-based counterparts in promoting 

long-term growth. Arestis et al. (2001) demonstrate straightforward measures of logarithm of 

stock market capitalization ratio for stock market development and logarithm of domestic bank 

credit to nominal GDP for banking development with empirical investigation by using a vector 

autoregression (VAR). Moreover, Kendall (2012) explores the relationship of banking sector 

development, human capital and the economic growth in Indian districts and finds that banking 

sector development is positively linked with economic growth.  

 

Kendall (2012) discovers that the under-developed local banking sector contributes to the 

delayed growth. Kendall (2012) applies the regression analysis in a sample of 209 Indian 

districts across 9 Indian states in the period of 1991 to 2001. In the study, the banking sector 

development is measured through the use of credits and deposits of commercial banks. In a more 

recent study by Law et al. (2013) which is an extension from the studies on finance-growth 

nexus, it is established that financial development is positively related to growth. In the study, 

Law et al. (2013) apply a threshold regression with a sample of 85 countries from 1980 to 2008, 

where three financial development indicators are employed in the study namely private sector 

credit, liquid liabilities and commercial bank assets. These previous studies have shown how 

well-functioning banking sector development is crucial in promoting economic growth.  

 

The well-functioning banking sector depends on its major function such as capital allocation. 

However, the capital allocation may be distorted due to the lending and management problem. 

The bank lending activity is closely associated with the quality level of the loan. An increase in 

the NPLs ratio rises riskier lending which potentially causing further deterioration of the loan 

quality and financial system instability (Zhang et al., 2016). The credit risk that arises from 

increases in NPLs gives an impact on bank lending behavior (Cucinelli, 2015; Bridges et al., 

2014). Alhassan et al. (2013) discover that the effect of the high levels of NPLS on bank lending 
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behaviour is persistence and not contemporaneous besides bank deposit mobilization, 

intermediation spread and equity are also found to influence the bank lending behaviour. The 

increases in NPLS serve as indicator of the high risk levels, tighten credit standard and reduce 

the bank’s lending in future. In addition, NPL also leads to another impact that is known as 

capital crunch where the existence of NPLs require demands of loan write-offs that diminish the 

equity capital of banks and in turn affects the ability of the bank to create more loan businesses 

and thus decreases the bank’s lending.  

 

NPL that refers to a loan that is several months overdue or in default is not only considered as an 

indicator of the debtor’s inability to pay but it also has been considered as a cost in terms of bad 

debt that burdened the lender and the borrower (Balgova et al., 2016). According the study by 

Bolgova et al. (2016), NPL can reduce the capability of credit growth and reducing NPLs has an 

unambiguously positive medium-term impact on the economy. While countries that experience 

an influx of fresh credit grow the fastest, the economies that actively seek to resolve NPLs do 

comparably well. On the other hand, when the NPL problem is ignored, economic performance 

suffers for instance the forgone growth due to an overhang of NPLs can be in excess of 2 

percentage points annually until the problem is resolved.  

 

In addition, Bolgova et al. (2016) outline three scenarios corresponding to different ways of 

reacting to the NPL problem; first, an outstanding stock of NPLs can actively reduce by 

encouraging NPLs to be written off or moved to special purpose vehicles; second, wait until fast 

growth of new loans makes the NPL problem obsolete; and third, ‘procrastination’ scenario, 

whereby no active action is taken and credit fails to expand, often because economic activity 

does not well-regenerated. In first and second scenarios, the NPL ratio can fall either when its 

NPL volume decreases or when its total credit increases. They postulate that an increase in credit 

as the ‘passive’ NPL ratio reduction, while the ‘active’ credit approach is one where the stock of 

NPLs falls.   

 

Most of the studies find that NPL is negatively associated with banking sector development. 

Furthermore, the global financial crisis of   2007-2008 has given more strong negative impact on 

the financial sector due to the default of mortgages and loans. Many studies have shown that 

banks failed during financial crisis caused by NPLs. This is supported by recent study of 

Cucinelli (2015) that investigate the bank lending behaviour during financial crisis. Using a 

sample of 488 listed and unlisted Italian banks for the period of 2007-2013, Cucinelli (2015) 

finds that credit risk that due to NPLs has a negative impact on bank lending behaviour. It 

deteriorates the growth of gross loan as well as the bank’s earning that finally has become a 

serious problem to the bank.  

 

The association between NPL and the loss of bank is considered a fact in banking literature 

where increases in NPL rate are the main reason in decreases of bank’s earnings (Saba et al., 

2012). Meanwhile, Zingales (2008) who testify the Lehman Brothers’ bankruptcy in 2008 find 

that the bad regulation, lack of transparency and market complacency as factors that contribute to 

the crisis. In addition, the study also highlights other problems with Lehman’s financial policy 

that were carried out, namely the extremely high level of leverage and the strong reliance on 

short-term debt financing contributing to bankruptcy which finally affects the whole banking 

stability. Apparently, this anecdotal evidence suggests NPL as one of the important indicators of 
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banking development. Hence, this study aims to explore the impact of NPLs and its relationship 

with economic growth and analyze whether it can harm economic growth. 

 

 

SCATTER PLOT ANALYSIS BETWEEN NPL AND GROWTH  

This study analyzes the relationship of NPL and growth using scatter plots by utilizing a sample 

of 106 countries that consist of 32 developed countries and 74 developing countries for the 

period of 2000-2014. Data of NPL i.e. bank non-performing loans to total gross loans and growth 

i.e. real GDP per capita are sourced from the World Bank’s World Development the Indicators 

(WDI) Database. 

 

Figure 1 displays a scatter plot of NPL and real GDP per capita for the 106 sampled countries for 

the period 2000-2014. The fitted line shows a strong negative relationship between the NPL and 

growth ((R2=0.348).  

 

 
 

Figure 1: Scatter plot of growth vs. NPL (sample of 106 countries) 

 

Furthermore, the following scatter plots are derived to overview the impact of NPL and 

economic growth for both group of developed countries and developing countries separately. 

Using 32 developed countries and 74 developing countries for the period of 2000-2014, this 

study analyses the impact of NPL on economic growth before and after the financial crisis for 

each group of countries.   

 

Figure 2 illustrates a relationship between real GDP per capita and NPL for developed countries 

and shows the negative impact before the financial crisis (R2=0.204). Meanwhile the fitted line 

for Figure 3 shows stronger correlation of NPL and economic growth after financial crisis 
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(R2=0.259). This indicates that financial crisis gives more impact the developed countries’ 

economic growth. 

 

 
 

Figure 2: Scatter plot of growth vs. NPL                                                                                         
(sample of 32 developed countries – before the financial crisis) 

 

 

 
Figure 3: Scatter plot of growth vs. NPL                                                                                        

 (sample of 32 developed countries – after the financial crisis) 
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Figure 4: Scatter plot of growth vs. NPL                                                                                         

(sample of 74 developing countries – before the financial crisis) 

 

 

 
Figure 5: Scatter plot of growth vs. NPL                                                                                         

(sample of 74 developing countries – after the financial crisis) 

 

Figure 4 displays a scatter plot of NPL and real GDP per capita for 74 developing countries 

before the financial crisis and the fitted line shows negative relationship between both variables 

(R2=0.115). Meanwhile Figure 5 illustrates a relationship between NPL and real GDP per capita 
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after financial crisis. However, the fitted line shows a weaker relationship of NPL and real GDP 

per capita (R2=0.022).  

 

Interestingly this study finds a slight different impact of NPLS on economic growth after the 

financial crisis for developing countries. The negative impact of the relationship of NPL and 

economic growth for developing countries may be reduced due to the focus given by 

International Monetary Fund (IMF) to the developing countries for the improvement after the 

crisis. This observation indirectly suggests that NPLs may not harm economic growth so badly 

due to some precondition or country’s potential absorptive capacity. Based on the past studies, 

financial development is better after the crisis since the World Bank and International Monetary 

Fund (IMF) give more attention to Developing Countries, especially with the implementation 

from Basel III that controlling the liquidity risk.  

  

 

CONCLUSION 
 Analysis of the economic impact of reduction in NPLs is complicated by the fact that NPLs 

themselves are often a reflection of an economic downturn, while fast economic growth can lead 

to a faster drop in the NPL ratio. Isolating the impact of NPL on economic performance is thus a 

challenge. This preliminary study explores interesting observation where before and after global 

financial crisis, the scatter plots of GDP-NPL show different slopes where indirectly it gives 

some more information about the effects. Given the rise in NPLs in many countries, it creates a 

feasible study of the impact of NPL while addressing its issues and how policy-makers should 

respond. These issues become particularly pressing as countries emerge the 2007-2008 global 

financial crisis with fragile financial systems and often facing sluggish economic recovery.  

Thus, this study attempts to shed new light on the impact of NPL and growth. This study will be 

extended by analyzing the data using panel data estimation with the introduction of new 

variables as the interaction between NPL and economic growth in order to explore new 

dimension of the investigation. 
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