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Abstract. As financial intermediaries and provider of financial services, banking sector plays a pivotal role in the development of any 

economy. Performance of loans in banks’ portfolios is a critical issue for this sector. The purpose of this study is to examine the 

determinants of Non-Performing Loans in Gulf Cooperation Council region. This study investigates the significant factors determining the 

Non-Performing Loans in banking sector of this region taking into consideration bank specific as well as macroeconomic factors. Two step 

Generalized Method of Moments approach to study the relationship among the variables was used to examine the determinants of Non-

Performing Loans in this region for a period from 2009 to 2015. Four different models employed as a result of the examination of the 

theories were used to observe and analyse the determinants of these non-performing loans. According to the findings of the model 

generated from the bad management hypothesis, Non-performing loans are a serious issue requiring due attention, and bank profitability 

measured by Return on Average Assets has significant and negative effect on Non-Performing Loans.  This suggests that banks in this 

region have more incentive to increase return by using their assets and effectively managing the funds contributed by the shareholders 
respectively. 
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1. Introduction 

 

The banking sector plays an important role in the development of economy as they take deposits and lend to 

others. Banks give loans not only to individuals but to various sectors such as business and government which 

undertake investment and development activities. Therefore, the stability of the banking sector is an important 

issue of concern. 
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Banks have become very cautious in granting loans and advances because failure of repayment of loans on time as 

per the loan agreement or contract gives rise to a serious problem of non-performing loans (NPLs), or bad loans, 

which in turn affects the asset quality of the banks as major part of the banks’ assets is comprised of loans. The 

decline in asset quality due to increase in NPLs leads to bank failure and thereby affecting the financial stability 

of the economy.  

Although definition of NPLs for various countries may differ, according to IMF Compilation Guide of Financial 

Soundness Indicators, “non-performing loans are those whose repayments are past due for 90 days or more” 

(IMF, 2005). 

Stability of the banks is a major concern because banks play a crucial role in the development of economy by 

mobilizing funds and hence bringing stability in the economy. Therefore, banks are required to have quality assets 

which helps them achieve better performance. Failure to establish banking stability commonly leads to crisis.  

The global financial crisis of 2008 is illustrative of how bank instability can lead to the ruin of many financial 

institutions. Subsequently, Central banks have established financial stability units which are responsible to 

prepare financial stability reports (FSR) and notify about risks to the financial system. 

Banking sector faces many significant challenges and hence come across many types of risks; one of them is 

counterparty risk which arises due to untimely repayment of loans by borrowers leading to NPLs. Rising NPLs 

can become a threat to the banking system. Consequently, it will become difficult for banks to repay the deposits 

on time.  

Moreover, lending is the key role and major source of revenue for commercial banks, and thus the non-payment 

of the loans affects and damages the financial position of banks which in turn affects the banks’ operations as 

these unrecoverable loans will be written off as non-performing thereafter. In short, NPLs are a drag for any bank, 

negatively affecting banks’ profitability and undermining depositors’ confidence. 

There was evidence that banking crisis in East Asian countries were due to increasing number of NPLs in banks’ 

loan portfolio. Therefore, there is a strong need for addressing the issue of NPLs by identifying and mitigating its 

causes. Causes of NPLs in different countries can vary due to different economic conditions.  

Since financial institutions are instrumental for a country’s economic growth and development, after 2008 crisis 

this issue has gained increased attention and relevant research has grown substantially. According to Demirgüç-

Kunt and Huizinga (1999), there is statistically significant difference on interest margin and bank profitability 

between developing and industrial countries due to several institutional factors, such as indexes of credit rights, 

law and order, competitiveness, corruption, and differences in financial structure. In this case, it is reported that 

interest margin and bank profitability are higher in developing countries than industrial countries. 

Many studies were carried out indicating different determinants of NPLs. The results of those studies were 

inconsistent which might be due to different methods of data analysis used and different economic condition of 

the countries. Thereby parallel to studies on determinants of NPLs globally, it’s important to study the case of 

focused work, as in this paper, on the banking sector of Gulf Cooperation Council (GCC) region, comprising six 

countries: Bahrain, Kuwait, Oman, Qatar, Saudi Arabia and United Arab Emirates. 

The development and expansion of the economies of GCC countries has led to quick development of financial 

sector which has resulted in very high rate of growth in supplying credit to the customers. The determinants of 

NPLs can be different for the banks operating in the GCC due to different economic, social and political 

conditions, which is important for enhancing the quality of assets and the deterioration in bank assets quality and 

to prevent bank failure. That is the purpose of this paper focused on the banking sector in GCC. 
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2. Literature Review         

    

The importance of banking system and financial stability in the development of an economy is well-recognized. 

Stable banking system is indispensable for facilitating economic development. 

Financial institutions provide funds and help industries to carry out projects in economy as well as support 

investment activities. Banks face many risks while granting loans; one of the risks is the default risk due to non-

payment of the loans which results in NPLs. High levels of NPLs adversely affect the asset quality, subsequently 

affecting the performance of the banks. This leads to financial loss of the banks and thereby affecting the financial 

stability of the economy. To bring about the stability, banks are required to have quality assets for better 

performance. 

Banking system stability is being impacted by both internal factors i.e. bank specific and external factors i.e. 

macroeconomic (Ashraf et al. 2018; Masood et al. 2019). It is very important for policy makers and regulators to 

understand the drivers of high level of NPLs in the banks in order to come up with preventive measures. The 

management should also have good understanding of NPLs to help allocate resources efficiently. Forecasting and 

stress testing undertaken by bank management can be made better if research is based on identification of specific 

factors playing important role in increasing the level of NPLs. 

Several studies done in different countries by researchers such as Salas and Saurina (2002), Williams (2004), 

Messai and Jouini  (2013), etc., have identified the following factors as determinants of NPLs: inflation rate, 

unemployment, level of GDP, ROA, ROE, liquidity, capital adequacy, bank size, volume of deposits and interest 

rates.. 

Bank profitability is affected by NPLs as they influence revenues as well as expenses. High level of NPLs means 

it’s not performing and not bringing the interest income and hence low profit. Moreover, high NPLs leads to high 

provisions as well as high expenses involved in recovery process like administrative costs etc., hence reducing 

profit. 

Low profit due to high NPLs leads to low retained earnings which influences capital adequacy ratio unfavourably. 

As NPLs are part of total assets, the risk connected with them leads to increase in total risk weighted assets which 

in turn lowers the capital adequacy ratio if the capital funds remain the same. 

Low profit due to NPLs also reduces cash inflows giving rise to liquidity problem. This affects banks’ ability in 

expanding loan portfolio. At the macroeconomic level, banks’ reluctance to grant loans leads to credit contraction 

in the economy. 

High NPLs indicates weakness in the bank asset quality. Investors perceive such assets to be of high risk and 

hence this generally brings down stock prices of the banks. Financial performance of the banks can decrease due 

to NPLs’ adverse effects on interest income, high expenses, high provisioning requirement and difficulty in 

raising funds from the market. All this will influence share prices of the banks. Furthermore, if the banks whose 

asset quality is weak are helped by the government through capital infusion, this may also deteriorate fiscal 

position of the government. Thus, rising level of NPLs raises fear and high concern for not recovering the credit 

on time; therefore it is important to know about the causes and determinants which give rise to NPLs. 

Studies to deal with these aspects with a focus on GCC countries is relevant because of the robust development 

and expansion of economies of countries in this region as well as the development and expansion of Islamic banks 

facilitating credit expansion. Previous researches on this topic show inconsistent results due to different causes of 

NPLs in different countries under different economic conditions. As far as GCC is concerned, not many studies 

on NPLs have been conducted. 

In the recent past, NPLs have received greater attention. Poor management of the loans and cost control give rise 

to NPLs as discussed by Berger and DeYoung (1997). Many banks are not able to generate profits due to these 
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bad loans and thus risk their survival. Not only profitability but also liquidity, which is important for overall 

efficiency of banks, is affected by NPLs. Tesfaye (2012) stated that mismatch between maturities of asset and 

liability give rise to liquidity risk.  

Many studies have been done before to know about the factors affecting the loan quality. Bank loans specifically 

NPLs were studied because of its importance in failure of banks. Some studies were done on single countries 

while others took into account group of countries. Whereas some studies only considered bank level factors while 

others only macro level factors. Below we provide a review of more specific aspects of the literature review. 

 

2.1 Bank Specific Factors  

A number of studies demonstrated that micro level factors that are the bank specific factors are significant in 

influencing the NPLs: 

Berger and DeYoung (1997) did research on commercial banks in the US for the period from 1985 to 1994 and 

proposed the following: 

1. Bad luck hypothesis: higher operating costs lead to higher NPLs as more cost is associated with 

administering and monitoring bad loans as well as collateral recognition.  

2. Bad management hypothesis: low operational efficiency because of poor credit monitoring give rise to 

NPLs.  

3. Skimping Hypothesis: less cost can make the bank look cost efficient in the short run and can give rise to 

high NPLs in future.  

4. Moral Hazard Incentives: Moral hazard is more likely to occur in the banks with low capital. This 

increases risks in loan portfolio and therefore increases NPLs. 

Profitability is a key bank specific factor of NPLs. Return on assets, return on equity and net interest margin are 

assumed to be negatively related to NPLs. Godlewski (2005), Louzis et al. (2012) and Klein (2013) stated that the 

profitability of a bank has a negative impact on NPLs. However, it is expected that profit-maximizing policies 

will give rise to higher risk which may induce high NPLs. 

According to Makri et al. (2014), who did a study on Eurozone banking system for a period 2000 to 2008, found 

out that ROA did not have significant effect on NPLs which was in contrast to Boudriga et al. (2009) who did a 

study in MENA region on problematic loans and observed that ROA has significant negative impact on NPLs. 

The inefficiency of a bank is also an important bank-specific factor of NPLs. Berger and DeYoung (1997) 

expressed that inefficiency leads to higher NPLs because of poor monitoring of loans, cost control and also poor 

loan underwriting. Likewise, Williams (2004), Espinoza and Prasad (2010), Louzis et al. (2012), Aktan et al. 

(2018), Fakhry et al. (2018) also found supportive results. 

Rossi, Schwaiger, and Winkler (2005) did research for the period from 1995 to 2002 on east and central European 

countries and stated that low efficiency can be associated with uncontrollable external factors. 

Not much literature is available regarding the effect of the recent financial crisis. Dietrich and Wanzenried (2011) 

examined bank profitability of commercial banks in Switzerland for the period from 1999 to 2009 and found that 

loan loss provision did not significantly affect the performance of the bank before crisis, even though loan loss 

provisions increased during crisis. 

According to Ezeoha (2011) who did study on banks in Nigeria reported that liquidity and equity capital made the 

asset quality worse whereas profitability, credit expansion improved the performance of banks. 

Ahmad and Ariff (2007) expressed that NPLs and regulatory capital have positive relationship; hence banks 

should increase capital as a cushion against potential losses due to increase in credit risk. 
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Salas and Saurina (2002) and Louzis et al. (2012) found a negative relationship between bank size and NPLs and 

stated that bigger size of the bank enables more diversification opportunities.  

Bank ownership is yet another important determinant of NPLs. Zribi and Boujelbene (2011) expressed that state 

banks have higher NPLs because they may have to finance the risky projects. 

 

2.2 Macro Level Factors  

Some studies were done in order to understand changes in asset quality due to NPLs taking into consideration the 

macro-economic factors. 

The real GDP is one of the key factors of NPLs and it is expected to be negatively related to NPLs. Dash and 

Kabra (2010), Bofondi and Ropele (2011), Klein (2013) and Jiménez et al. (2006), stated a negative relationship 

between GDP and NPLs. However, there are some studies that show a positive relationship between GDP and 

NPLs such as the one conducted by Saba et al. (2012) as cited by Islamoğlu (2015) and Demirgüç and Huizinga 

(1999) who determined that real GDP per capital had positive and significant relationship with NPLs. 

Bock and Demyanets (2012) stated that NPLs affect the economy by slowing economic growth. Similarly, 

Jiménez et al. (2006) did a study and determined that in the period of economic expansion, companies earn high 

profits and also people have more income which leads to low level of NPLs. They also stated that NPLs affect 

profitability and capital adequacy of the banks negatively which in turn affect lending ability of banks. Therefore, 

the tightening of bank credit will decrease the investments in the economy. 

Bofondi and Ropele’s (2011) research on Italy and Saba’s et al. (2012) research on US banking sector found that 

lending rate has negative relationship with NPLs. 

According to Klein (2013) NPLs increase unemployment rate which is in contrast with Bofondi and Ropele 

(2011) who expressed that unemployment rate has negative effect on bank loan quality. 

Amediku (2006) as cited by Alhassan, et al. (2014) did a study on banks in Ghana and used data from the year 

1995 to 2005. He found out that nonperforming loans increased due to inflation.  

In the same way, Saba et al. (2012) as cited by Islamoğlu (2015) did research on US banking sector to find out the 

determinants of non-performing loans. It was noted that inflation had positively significant effect with NPLs. 

Likewise, Klein (2013) expressed that inflation is positively related to NPLs. 

Abid et al. (2014) did research and found that lower inflation rate has a positive influence on the financial 

conditions of debtors and eventually on the repayment of loans showing positive relationship between the 

inflation rate and NPLs.  

According to Salas and Saurina (2002) and Jiménez et al. (2006), when there is a slowdown in the economy, 

NPLs will increase when unemployment rate rises and borrowers face difficulties in repaying the debt.  

Amediku (2006) reported that in an economic boom as unemployment decreases, the real wages increase and so 

the purchasing power of households also increases, resulting in increase of the consumer demand and thereby 

increasing the need for credit. 

Bock and Demyanets (2012) stated that high NPLs lead to exchange rate depreciation. Klein (2013) also 

determined that NPLs result in depreciation of exchange rate. Furthermore, Chaibi and Ftiti (2015) asserted that 

depreciation of the local currency may result in higher NPLs. 

Moreover, many cross-country studies were also done. For example, study done in emerging market economies 

by Bock and Demyanets (2012) and GCC countries by Espinoza and Prasad (2010). Besides, specific countries 

studies were done such as the one by Quagliariello (2007) who did research on banks in Italy. 
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Hoggarth et al’s (2005) work as cited by Quagliariello (2007) examined loan quality of UK banks using stress test 

and VAR technique and discovered that inflation rate and interest rates affect adversely the asset quality of banks 

by taking into account loan losses. 

Quagliariello’s (2007) research on Italian banks found that quality of bank loans deteriorates highly during 

recession period, while it improves during expansion. 

Gerlach et al. (2005) did a study on Hong Kong in order to explain the trends of NPL ratio using regression 

analysis and found that NPL ratio increases with increase in nominal interest rates but decreases with higher CPI 

inflation, property price inflation and economic growth. 

As cited by Vatansever and Hepşen (2013), Jakubik’s (2007) research found that in Czech’s corporate sector, 

NPL rate was positively affected by increase in real exchange rate, loan to GDP ratio, interest rate and 

unemployment rate. 

Abid et al. (2014) did a study on Tunisian banks over a period from 2003 to 2012 and determined that 

household’s NPLs are not only affected by macroeconomic factors such as GDP, interest rate and inflation rate 

but also by bad management quality. 

Demirgüç and Huizinga (1999) found a positive relationship between GDP growth, inflation and bank 

performance, whereas negative between tax burden and performance. 

 

2.3 Combined Factors  

There were some studies done which included both internal and external factors in order to have broad 

understanding of NPLs. Most of the studies used macro-economic factors as control variables. 

Salas and Saurina (2002) did a study on banks in Spain. They investigated the determinants of NPLs for two types 

of banks, savings and commercial, and found that for savings banks GDP, inefficiency, non-collateralized loans, 

net interest margins affected the NPLs. Whereas for commercial banks, other factors affected NPLs like bank 

size, capital ratio and branch expansion, they concluded that micro factors, i.e. bank level factors, were 

significantly influencing factors for savings banks. 

Quagliariello (2007) did a study on 200 banks in Italy for the period from 1985 to 2002 and concluded that 

internal factors such as efficiency, riskiness (interest income to total assets), slow credit growth and also external 

factors such as GDP, interest rates effects NPLs and loan provisioning. 

Espinoza and Prasad (2010) investigated 80 banks in GCC countries for the period from 1995 to 2008 and 

concluded that non-oil GDP growth decreases NPL, whereas interest rate and risk aversion due to tight global 

financial situation increases NPL. They also discovered that capital size, credit growth and efficiency also impact 

NPL. 

Klein (2013) investigated the causes of NPLs and found out excessive lending, profitability, bank equity, 

inflation, and unemployment affect NPLs. 

Salas and Saurina (2002) did research in banks in Spain and investigated that economic growth, bank size, 

efficiency, interest spreads are the major factors affecting the problem loans. 

Louzis et al. (2010) did a study on determinants of non-performing loans in Greek financial sector and found out 

that ROA, ROE and real GDP had negative whereas inflation rate, lending rate and unemployment had positive 

significant effect and capital adequacy ratio and loan to deposit ratio had insignificant effect on NPLs. 

Swamy (2012) studied determinants of NPLs in Indian banking sector and found capital adequacy, GDP growth 

rate, inflation and lending rate have insignificant effect. 
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Messai and Jouini (2013) did a study on 85 banks in Greece, Italy and Spain for a period from 2004 to 2008 and 

observed that problematic loans vary negatively with ROA, growth rate of GDP and positively with real interest 

rate, unemployment rate and loan loss reserves to total loans. 

Dhar and Bakshi (2015) did a research on Indian public banking sector for the period from 2001 to 2005 and 

found that net interest margin and capital adequacy ratio have negative significant effect on gross non-performing 

advances (GNPA), while sensitive sector comprised of commodity, capital market and commercial real estate 

have a statistically positive significant impact on GNPA. 

Ali and Daly (2010) studied the impact of aggregate defaults on capital stock of the bank in USA and Australia 

and reported that US economy is more vulnerable to adverse effects of macroeconomic shocks and NPL ratio is 

positively related to sovereign debt. 

 

3. Preliminary Analysis: NPLs Trends in GCC Countries 

The banks in the GCC countries have become more vulnerable to varying degrees due to global crisis (Espinoza 

and Prasad, 2010). They had experienced significant credit expansion before 2008. The favourable 

macroeconomic factors also played a role in credit creation and lower levels of NPLs. But in the year 2009, a 

sharp increase was noticed in NPLs and credit grant slowed down. NPLs previously had reached very high levels 

in the GCC as well.  This raised concern that the recovery of outstanding loan will be difficult and therefore this 

draws attention towards a thorough investigation for the factors that affect NPLs in these countries. 

Based on Bankscope database covering around 75 banks, the following table presents the summary statistics of 

NPL ratio and it can be noticed that NPL ratio in GCC countries has increased after the global crises and this 

could adversely affect the credit risk. 

 

 
Table 1. The summary statistics of NPLs in GCC Countries 

  Bahrain KSA Kuwait Oman UAE Qatar 

No. of banks 15 11 11 7 20 11 

NPL ratio in 2000-2007 (average) 5.96 2.93 3.83 11.35 4.68 4.58 

NPL ratio in 2008 (average) 5.16 1.36 4.1 6.55 2.42 2.45 

NPL ratio in 2009 (average) 6.07 2.61 3.96 7.26 4.75 4.68 

NPL ratio in 2015 (average) 6.45 2.62 4.00 6.70 5.00 4.69 

 

Source: Bankscope Database 

 

As can be seen from the figure 1 given below that the NPL ratio of commercial banks in Bahrain was quite high 

in early 2000s. Slowly and gradually it decreased. However it again increased during financial crisis which started 

in USA due to the collapse of subprime mortgage market in year 2007. The NPL ratio started to fall in 2010 and 

2011 on average. But it increased again in 2012. It declined in the year 2013 and again rose in 2014. While in 

2015, NPL ratio for most of the banks did not decrease much.   
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Fig.1 NPLs to Gross loans – Bahrain 

Source:  Bank Scope Database 

 

The NPL ratio for banks in Saudi Arabia was moderate in 2000 and 2001 as can be seen in figure 2. It slightly 

increased in the coming years and had sudden decrease in 2005. But again it started to increase and reached the 

peak in 2007. It slowly and gradually came down and started to rise again in 2010 and 2011. Then it became 

steady in 2012 till 2015. 

 
 

Fig.2 NPLs to Gross loans – Saudi Arabia 

Source:  Bank Scope Database 
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Fig.3 NPLs to Gross loans - Kuwait 

Source:  Bank Scope Database 

As shown in figure 3, the NPL ratio for Kuwaiti banks was low in early 2000s for most of the banks. Then it 

became somewhat steady. In 2005, NPL ratio declined for most of the banks. But it started to increase sharply 

from 2007 till 2008. A little decrease was noted in 2009 but then it started to increase again and had high NPLs in 

the year 2015. 

 
 

Fig.4 NPLs to Gross loans - Oman 

Source:  Bank Scope Database 
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It can be noted from figure 4, the NPL ratio for Omani banks started to increase from the year 2001 reaching the 

peak in 2005. Thereafter it started to decrease till the year 2009. Whereas in 2010, a sudden increase was observed 

reaching the highest point in the year 2011 and thereafter it started to decrease soon after. But increased again the 

year 2014 and remained high in the year 2015. 

 

 
 

Fig.5 NPLs to Gross loans - UAE 

Source: Bank Scope Database 
 

As can be seen from the figure 5 given above, the NPL ratio for UAE banks started coming down in the year 2001 

but increased in the year 2007, for a few banks it decreased in 2008 but then during the post crisis period, the NPL 

ratio increased for all the banks and remained high till the year 2015. 
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Fig.6 NPLs to Gross loans - Qatar 

Source: Bank Scope Database 

From the figure 6, for Qatar the NPL ratio for some commercial banks was quite high in 2000. It decreased 

suddenly in the year 2001. It started to increase from 2001 and slight fluctuations were seen till year 2009. In post 

crisis period, the NPL ratio increased for most of the commercial banks which decreased in 2012 but then later 

rose again from 2012 and remained high till 2015.   

 

4. Data, Theoretical Framework and Methodology 

4.1 Data 

This study investigates and explains the relationship between NPLs and its determinants. Explanatory and 

quantitative research approach have been used in accordance with empirical literature. The study covers 66 

commercial banks whether Islamic or conventional in GCC region using purposive sampling technique. These 

banks were selected on the basis that they operated before, during and after the global financial crises and 

according to the data availability. The list of the banks can be referred to in Appendix I. 

The secondary source of data was used for this study which was efficient. The cross-country bank level data was 

collected from the financial database Bank Scope for 6 countries in the GCC region for the period from 2009 to 

2015. Data for the internal factors, i.e. bank specific factors, were obtained from it. Moreover, the database of 

International Monetary Fund’s World Economic Outlook was also considered for external, macroeconomic 

factors. 

To determine the factors affecting NPLs in the GCC countries and thoroughly investigate the empirical 

relationship between these factors and NPLs the following variables were taken into consideration because from 

the previous studies and literature such as the work of Boudriga et al. (2009), Espinoza and Prasad (2010), Ali and 

Daly (2010), Bofondi and Ropele (2011), Bock and Demyanets (2012), Klein (2013), Makri et al. (2014), Abid et 
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al. (2014), Dhar and Bakshi (2015) to name a few, which are the among the most important variables affecting the 

NPLs. 

For the purpose of this study, as defined in the literature, non-performing loans are the bad loans which are 

outstanding for a long time as per the contract of loan. According to Tesfaye (2012), any loan which is not repaid 

timely in accordance to the loan agreement is known as non-performing.  

Most of the independent variables are taken from previous studies.  

Return on Average Assets (ROAA) represents efficiency in using assets. It shows how much net income is 

produced out of assets. The higher the ratio, the better. High ROAA may be because of high lending rates of 

banks and fees that increase bank profitability and size. Different studies concluded different results. Makri et al. 

(2014) found positive relationship between NPL ROAA. Whereas Messai and Jouini (2013) found negative 

relationship between them, suggesting that fall in profitability ratio leads to risky activities taken by banks which 

raise NPL level. 

Return on Average Equity (ROAE) represents return rate from equity invested in banks. It shows how much net 

income is generated with amount invested by shareholders. Makri et al. (2014) found negative relationship 

between ROAE and NPL. 

The size of the banks is represented by the banks’ assets. Larger size may mean high profitability, efficiency and 

diversification. However, the large growth of the bank may have opposite effect:  less efficiency and high risk. 

Efficiency is used for quality of management in the literature. Management quality is crucial in the success of the 

firms in the long run. If the quality is poor, it will affect banks credit decisions and monitoring borrowers. It is 

calculated by cost to income ratio. If the ratio is high then it means operating efficiency is low thus leading to 

high level of NPL. 

The increase in the price level is called inflation resulting decline in purchasing power of money. From literature 

review, it is noted that as inflation increases, the cost of borrowing becomes expensive and hence having adverse 

effect on quality of loan portfolio. 

The GDP annual growth percentage represents the ratio indicating all final goods and services produced in a year. 

It shows the health of economy. If the economy is doing poorly, then firms will have lower profits. 

Table 2 Bank Specific Factors 

 

Bank Level Factors 

 

Definitions 

ROAA Net income/ average assets 

ROAE Net income/ average equity 

SIZE Natural Log of total assets 

COSTEFF Cost to income ratio 

 

 

 

Table 3 Macroeconomic Factors 

 

Macroeconomic Factors 

 

Definitions 

INFLR Inflation rate, GDP deflator % 

GDP Gross domestic product annual growth % 

 

 

Due to different legislations, rules and policies NPLs can be different. In GCC region, non-performing loans are 

the loans which are not paid for ninety days or more. As the dependent variable, NPL ratio is measured by 
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nonperforming loans to gross loans. The dependent variable and explanatory variables covers the time period 

from the year 2009 to year 2015. Total of 462 observations were collected. 

 
Table 4 Summary Statistics of NPL ratio 

 

            Mean 5.214113 

            Maximum 30.330 

            Minimum 0 

            Std. Dev. 5.605544 

            Jarque-Bera 664.8954 

            Probability 0 

            Observations 462 

  

 

4.2 Theoretical Framework 

The study of Berger and DeYoung (1997) has important place in investigating sufficient factors of NPL ratio. The 

bad management hypothesis is mentioned is relevant in this context. According to this hypothesis, NPL ratio is 

affected by managerial quality. This interaction has been examined with the model given below. 

                                                  0 , , ,    it i i t i i t i tNPL a a B a M                                                      (1) 

In this model, NPL symbolizes non-performing loans that are the bad loans which are outstanding for a long time 

as per the contract of loan. B symbolizes bad management factors which are return on asset and return on equity 

in this study. The last one, M symbolizes macroeconomic factors. Furthermore, the asset size hypothesis which 

explains the NPL ratio, similar to the bad management hypothesis, was introduced by Salas and Saurina (2002). 

According to this theory, the size of the banks negatively affects the NPL ratio. The model based on this theory is 

given below.  

 0 , , ,    it i i t i i t i tNPL a a S a M                                                  (2) 

In model 2, only S factor is different from the model 1 and this factor symbolizes asset size. It is assumed that the 

increase in costs in the bad luck hypothesis affects the NPL.  

 

                                                0 , , ,    it i i t i i t i tNPL a a C a M                                                       (3) 

C represents cost efficiency in the bad luck hypothesis. In addition, the following model can be established by 

combining the hypothesis of bad management, bad luck and asset size. 

           0 , , , , ,    it i i t i i t i i t i i t i tNPL a a B a C a S a M                              (4) 

 

4.3 Methodology 

This study used both explanatory and econometrics analysis based on panel data from the year 2009 to 2015 to 

investigate the relationship between NPLs and its determining factors of commercial banks in GCC region. Data 

was analyzed by GMM (Generalized Method of Moments) regression. 
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Holtz-Eakin, Newey and Rosen (1988), Arellano and Bond (1991), Arellano and Bover (1995) and Blundell and 

Bond (1998) developed model GMM-system approach that solves the inwardness problem and can be applied to 

samples with T <N characteristics. This method is basically instrumental variable method. Variables thought to 

carry the problem of endogenous are not used. Instead of using endogenous variables, instrumental variables with 

similar moment properties are generated and instrumental variables are used in the regression model. The GMM 

beta estimator for the mentioned model is expressed in the following equation. 

1ˆ ( )` ` ` `G M M X Z W Z X X Z W Z y                                            (5) 

In this model, X, y, Z, symbolize the independent variable matrix, dependent variable matrix and the symmetric 

weight matrix, respectively. 

 

5. Findings and Analysis 

To study and analyze the effects of macroeconomic and bank specific factors on non-performing loans as well as 

to know the significance of the model being estimated and the significance of each independent variable affecting 

NPL ratio, GMM system approach was run.  

 

Table 5 GMM Two Step System Approach Results 

Variables Model 1 Model 2 Model 3 Model 4 

NPL(-1) 
 .8553142  

(0.000) 
.8721844  

(0.000) 

 .8697022  

(0.000) 

 .7931867   

(0.000) 

ROAA 
-1.45891 

(0.000)   

-1.37365 

(0.000) 

ROAE 
.0170012 

(0.167)   

.0101861   

(0.165) 

SIZE 
 

-1.04316 

(0.000)  

-.650243  

(0.000) 

COSTEFF 
  

.0691976 

(0.000) 

.0023734  

(0.386) 

GDP 
.0406736 ( 

0.000) 

.0059461   

(0.142) 

.0063091   

(0.159) 

.049294   

(0.000) 

INF 
.0049897 

(0.003) 

-.008355 

 (0.000) 

.0035226  

(0.013) 

-.001866  

(0.131) 

CONSTANT 
2.471483 

(0.000) 

10.42978  

(0.000) 

-2.43236 

(0.000) 

8.70349  

(0.000) 

Wald Test 
90140.98 

(0.000) 

70735.98 

(0.000) 

137200.1 

(0.000) 

942302.7 

(0.000) 

Sargan Test 
54.66178 

(0.4112) 

54.10811 

(0.4319) 

55.37874 

(0.3850) 

62.45677 

(0.8058) 

AR(2) 
.31045 

(0.7562) 

  .33794 

(0.7354) 

.16798  

(0.8666) 

.25224  

(0.8009) 

 

Notes: P-values are reported in parenthesis. 
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Models 1, 2, 3 and 4 represent bad management, asset size, bad luck and combined theories, respectively. All the 

models are statistically significant and it can be seen that there is also no endogeneity problem with the results of 

the Sargan test. No auto correlation problem was found in the models. Only variables ROAA and SIZE are 

statistically significant in all of the models in which they are used. Also, ROAA and SIZE are significantly 

negatively related to NPLs. Inflation only differs from model to model in terms of positive and negative effects. 

 

Conclusions 

The purpose of this study was to examine the determinants of NPLs in GCC region for a period from 2009 to 

2015. The data was analyzed by using two step GMM approach to know the relationship that exists between 

dependent and independent variables in the models. 

The trend analysis of NPL ratio for GCC countries showed that NPLs rate was more in the early 2000s which 

slowly and gradually decreased and then suddenly increased in the post global financial crisis period and 

remained high till the year 2015. Four different models employed as a result of the examination of the theories 

were used to observe the determinants of NPLs. According to the findings of the model generated from the bad 

management hypothesis, bank profitability measured by ROAA has significant and negative effect on NPLs. In 

the same model, macroeconomic factors have statistically significant and positive effect on NPLs. Statistically 

significant and negative effects of bank size and inflation were observed in the model which regarded asset size of 

banks. In the third model, the bad luck hypothesis output showed that COSTEFF is significantly negatively 

related to NPLs. The combined model was created using the variables in all other models. In combined model, 

bank profitability measured by ROAA has significant and negative effect on NPLs. This suggests that banks in 

GCC region tend more to increase return by using their assets and effectively managing the funds contributed by 

the shareholders respectively. The cost to income ratio is positively related to NPLs meaning that more cost 

efficiency will lead to less NPLs. The inflation rate is negatively related to NPLs. This suggests that rise in the 

inflation will lead to less borrowing and hence less NPLs. 

Based on the findings and results, it is recommended that NPLs are a serious issue which should be given due 

attention. Management of the bank should carefully assess the asset quality, represented by NPLs, which 

influences the bank performance and financial stability of the economy. The basic function of banks is to accept 

deposits and lend those deposits not only for short time but also for long time such as for government, businesses 

and housing etc. Delay in loan repayment will make it more difficult in obtaining further credit. The management 

should efficiently utilize the current assets because short term loans and advances are runnable meaning that 

anytime they can be demanded back by the creditors.  Bank management has to monitor credit lending policies 

and do better client profiling not just looking at the financial condition but also their consumption behaviour. 

Bank management should also provide consultation services to borrowers in order to help them using loans wisely 

and communicate with them regularly in order to know their repayment ability or any change therein. 

Bank management should implement efficient receivable management strategy to collect from borrowers on time. 

This will also help depositors and investors in boosting their confidence in banking industry and therefore 

improving efficient resource distribution procedure, which will also assist in sustainable growth of economic 

activities of the countries.                       
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List of Banks: 

Country Bank Name Country Bank Name 

Bahrain Ahli United bank Oman Bank Muscat 

Bahrain Arab Banking Corporation Oman Ahli Bank OM 

Bahrain Al Baraka Banking Group Oman Bank Dhofar 

Bahrain Gulf International Bank Oman National Bank of Oman 

Bahrain BBK Oman Oman Arab Bank 
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1973 

 

Bahrain National Bank of Bahrain Oman HSBC Bank Oman 

Bahrain Al Salam Bank UAE National Bank of Abu Dhabi 

Bahrain Kuwait Finance House UAE Emirates NBD 

Bahrain United Gulf Bank UAE First Gulf Bank 

Bahrain Bahrain Islamic Bank UAE Abu Dhabi Commercial Bank 

Bahrain Khaleeji Commercial Bank UAE Dubai Islamic Bank 

Bahrain Future Bank UAE Abu Dhabi Islamic Bank 

Bahrain Alubaf Arab International Bank UAE Mashreq Bank 

Bahrain BMI Bank UAE Union National Bank 

Bahrain Bahrain Development Bank UAE Commercial Bank of Dubai 

Saudi Arabia National Commercial Bank UAE Al Hilal Bank 

Saudi Arabia Al Rajhi Bank UAE National Bank of Ras Al Khaimah 

Saudi Arabia Samba Financial Group UAE Sharjah Islamic Bank 

Saudi Arabia Riyadh Bank UAE United Arab Bank 

Saudi Arabia Saudi British Bank UAE Bank of Sharjah 

Saudi Arabia Banque Saudi Fransi UAE National Bank of Fujairah* 

Saudi Arabia Arab National Bank UAE Commercial Bank International 

Saudi Arabia Saudi Hollandi Bank UAE National Bank of Um Al Qaiwain* 

Saudi Arabia Alinma Bank UAE Ajman Bank* 

Saudi Arabia Bank Al Jazira UAE Emirates Islamic Bank 

Saudi Arabia Bank Al Bilad UAE Noor Bank* 

Kuwait National Bank of Kuwait Qatar Qatar National Bank 

Kuwait Kuwait Finance House KU Qatar Qatar Islamic Bank 

Kuwait Burgan Bank Qatar The Commercial Bank QSC 

Kuwait Gulf Bank KSC Qatar Doha Bank 

Kuwait Al Ahli Bank of Kuwait KSC Qatar Masraf Al Rayan 

Kuwait Commercial Bank of Kuwait Qatar Al Khalijee Commercial Bank 

Kuwait Ahli United Bank KSC Qatar Barwa Bank 

Kuwait Boubyan Bank Qatar Qatar International Islamic Bank 

Kuwait Kuwait International Bank* Qatar Ahli Bank QSC 

Kuwait Warba Bank* Qatar Qatar Development Bank* 

Kuwait Industrial Bank of Kuwait Qatar International Bank of Qatar 

Oman Oman Development Bank*   

 

*denotes extracted banks for empirical analysis. All banks were used for 
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