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Abstract

This study provides the perception of Pakistanikieas regarding the economic factors causing nofepeing
loans in the Pakistani banking sector since 2006s ®& the first time that any study is conductedPiakistan to
highlight the economic factors of NPLs via primaita collection from loan providing and approvingterities of
Pakistani banking industry. This study was condiivia a well structured questionnaire and datacedected from
201 bankers who are involved in the lending densior analyze the credit risk or handling non-peniag loans
portfolio. Correlation and regression analysis wasied out to analyze the impact of selected ieddpnt variables
(Interest Rate, Energy Crisis, Unemployment, InflatiGDP Growth, and Exchange Raten the non-performing
loans of Pakistani banking sector. Top 10 Pakistemiks were selected as a sample. According tarebelts
Pakistani bankers perceive tHaterest Rate, Energy Crisis, Unemployment, Irdlatiand Exchange Rateas a
significant positive relationship with the non-pmrhing loans of Pakistani banking sector while GpBwth has
significant negative relationship with the non-penfiing loans of Pakistani banking sector. This gtaldo discusses
how good loans are turning into bad loans duegaster in energy sector of Pakistan and how thes¥ crisis are
badly affecting the banking sector of Pakistanfuture social determinants of non-performing loah®uld be
studied. This study is first of its kind openingoddor further primary research on NPLS of Pakistzanking sector.

Key words: Non-performing loan; perception of Pakistani baskesnergy crisis; Economic determinants of
Non-performing loans

1. Introduction

No one can deny the importance of financial instns in any developed or developing economy tHismncial
institutions not only ease the credit flow in theoeomy but also enhance the productivity by reivitad the
investment (Richard, 2011). Economic growth in awmuntry is not possible without a sound financiatter
(Rajaraman and Visishtha, 2002). Good performaridaese financial institutions is the symbol of gperity and
economic growth in any country or region and poanf@rmance of these institutions not only hamperebonomic
growth and structure of the particular region Hsbaffects the whole world (Khan and Senhad;i,1200

In the last few decades we can see many bankihgédaiin all over the world (Brownbridge and Harv&998), and
due to these banking failures many banks have blesed by regulatory authorities (Brownbridge, 199hese
banking failures negatively affect the economy ianmways, firstly these banking failures causeskivancrisis by
harming the banking sector, secondly it also reglube credit flow in the country which ultimatelffexts the
efficiency and productivity of the business uni&hijoriga, 1997; Brownbridge and Harvey, 1998). éwaling to
Brownbridge, (1998) many empirical researches t&nmvn that most of the time banking failures orkiag crisis
are caused by non-performing loans.

Non-performing Loans (NPLs) have gained world'siiton in the last three to four decades as theseasing
non-performing loans are causing banking crisiscWhare turning into banking failures (Barr and S3erh994).
Non-performing loans are one of the main reasoasdhuse insolvency of the financial institutiomsl aultimately
hurt the whole economy (Hou, 2007). By considetimgse facts it is necessary to control non-perfognibans for
the economic growth in the country, otherwise tbsources can be jammed in unprofitable projectssautors
which not only damages the financial stability higo the economic growth. In order to control tbe-performing
loans it is necessary to understand the root canfsdese non-performing loans in the particulaaficial sector
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(Rajaraman and Visishtha, 2002).

It is important to understand the phenomena andr@aif non-performing loans; it has many implicaipas fewer
loan losses is indicator of comparatively more ffimancial system, on the other hand high levehafi-performing
loans is an indicator of unsecure financial syst@ml a worrying signal for bank management and edgry

authorities, if we look into the causes of greatession 2007-2009 which damaged not only economyS#A but

also economies of many countries of the world wel fhat non-performing loans were one of the mainses of
great recession (Adebola, Wan Yusoff, & Dahalan]130 As High risk loans were granted to the undjeali
borrowers and these loans were secured againstsiiveated resources or against nothing, and whsretionomic
boom “went bust” those high risk loans turned intm-performing loans and as loans were given taualified

borrowers those turned into non-performing loassa avhole this collection of non-performing loangspective of
its causes was one of the main factor of greatsséae which not only hampered the American findnegtor but
also economy of the whole world (Clugston, 2009)

As far as the banking system of Pakistan is comekrnis facing a lot of problem like the bankirec®rs of other
underdeveloped economies and the most destruatbl#gm faced by the Pakistani banking sector isetm@mous
amount of non-performing loans which not only hargnithe Pakistani banking sector but also hampettireg
Pakistani economy (Masood, 2009). The volume of-performing loan is rising every year as we can theg
non-performing loans of Pakistani banking sectorenRs. 176.77 billion and having infection ratio7o28 percent
and these have risen to Rs. 608.748 billion in m&@12 having infection ratio of 17.75percent (StBank of
Pakistan, 2012). In order to reduce non-perfornhdags it is necessary to find the root causesedgdahoans.

In this paper we will highlight the economic detéremts of non-performing loans in the Pakistanikiag sector
which are causing bad loans by considering theiopiperception of the Pakistani bankers. Surveyhoalogy is
used to get the data from those bankers, who sovied in the lending decisions or managing credk, regression
and correlation analysis is applied to access tiy@récal results.

Remaining paper is structured as folloW fection contains literature review. Research nuttugy is discussed in
3 section followed by data analysis ifi dection and conclusion in the last section.

2. Literature Review
2.1 Review of previousstudies

First of all we focus on the previous literaturetbe determinants of non-performing loans and $igedly on the
studies conducted on the non-performing loans &fsBani banking sector. We attempt to highlight tleerminants
of non-performing loans in general and those thatlze functional in case of Pakistan.

Non-performing loans are dangerous not only forebhenomy of one country but also for the whole dat we
have seen the financial crisis created by thesgsloaEast Asian countries, America and Sub-Sah&fiaca, so this

is the need of the era to identify the factors oesgble for non-performing loans; as researchelievaethat once we
identify these factors then we can make policieprievent any future happenings of these loans (édldetiWan

Yusoff, & Dahalan, 2011). In this section we foarssome existing literature.

The first stand of literature explains the detemants of non-performing loans while the other stafditerature
highlights the role on non-performing loans in tirgg the financial crisis a positive relationshiptiveen the
non-performing loans and the financial crisis (Nku2011). Kaminsky and Reinhart (1999) explain that
increasing trend of non-performing loans in anyrtopis an indication of financial crisis in thatuntry. Although
the literature does not explain non-performing bdirectly responsible for any financial crisis yeexplains the
adverse impact of non-performing loans on the eegnof the country (Caprio and Klingebiel, 1996; Bseand
Pazarbasioglu, 1998; Kaminsky and Reinhart, 1999).

The key economic determinants of non-performinghiéoaan be chosen from the existing theoreticaldlitee of
life-cycle consumption models (Louzis, Vouldis, &kéxas, 2011). Lawrence (1995) studied life-cydiescmption
model and presented the probability of defaultpadiog to this model low income borrowers have bigtiefaulting
rates this is due to increased risk of unemployraeidt being unable to pay their loan obligationgthigrmore bank
charges higher interest rates to riskier clierita, high interest rate is charged to those borrewéro have already
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substandard record to repay the loans is alsotarfaausing non-performing loans. Rinaldi and S&étiellano
(2006) extends Lawrence’s model according to thben grobability of default actually depends on therent
income and unemployment rate, which is actuallyeissed with the insecurity of the future incomel dending
rates.

As far as non-performing loans are concerned ewemntry has different causes/ factors which arpaesible for
loan losses in the country, so literature dividesse factors into two parts. The first part ofritere focuses on the
variables which are called bank specific variabkesstrategy choices, management excellence, iacoargins, risk
profile of banks etc. while the second part ofrlitere focuses on quantitative variables i.e. udeynpent, interest
rate, gross domestic product, inflation etc. anchynather social variables ( Keeton and Morris, 1,9BGuzis,
Vouldis and Metaxas, 2010; Kalirai and Scheich802 Dash and Kabra, 2010; Bercoff, Giovanniz amign@rdx,
2002, Masood 2009).

Keeton and Morris (1987) conducted a research ireaa to identify the factors which are causing-penforming
loans in the banking sector of this country by ngkihe data from 1979-85 and according to thempeafbrmance
of agriculture and energy sectors along with pooonemic settings/conditions are the main factorasicey
non-performing loans. Sinkey and Greenwalt (199f)dticted an other research in the same countryeeetthe
period of 1984-87 to identify the causes of norfgrening loans according to them high level of ietr rate,
unnecessary lending along with unpredictable fuads the factors which have positive relationshiphwhe
non-performing loans in the banking sector of Amarifurthermore according to the writers poor eaico
conditions are also a cause of loan losses in Araerbanking sector. Gambera (2000) also conductedesarch in
America having quarterly data from 1987-99 to higfhi the effect of macro-economic variables on l@sses; his
finding indicates that income along with unemploymeates are macro-economic factors causing loasel in
America.

Non-performing loans are not only the problem ofekiwa but also the problem of whole world so weufoon the
studies conducted in the countries other than Asaei$alas and Saurina (2006) conducted a researSpain to
identify the factors which explains the variationrion-performing loans from 1984-2003 accordinght® authors
high interest rates, GDP growth and soft creditditions determine the non-performing loans. Anoteardy
conducted in UK by Hoggarth, Sorensen and Zicci@@®5) considering time period between 1988-20@bwating
to the authors inflation and interest rates hatpe relationship with the non-performing loans.

Vogiazas & Nikolaidou (2011) investigated deternmitsaof non-performing loans in the Romanian banlsagtor
during the Greek crisis by taking the data fromeateloer 2001 to november 2010 according to them ngst&in and
investment expenditure, unemployment and inflatiate and Romania’s external debt to GDP and M2 ri\var
money and Intermediate money) influence the créglitof country’s banking system.

Kalirai and Scheicher (2002) found lending rat@duoiction of industry, stock market return and bestconfidence
index are the factors which determine the levdbah quality in Australia while conducting a resgmataking data
from 1990-2001. Bofondi and Ropele (2011) foundt than-performing loans are positively associatethwie

unemployment rates, lending rates and negativedgaated with the growth domestic product ratey ttenducted
their study in Italy by taking the quarterly dateeothe period of 1990-2010.

Louzis, Vouldis and Metaxas (2011) used dynamicepdata to highlight the factors causing non-periog loans

in the Greek banking sector from 2003 to 2009 aterang each loan category (corporate loans, consioaes and
mortgage loans) according to them economic grov@DK), unemployment, lending rates, public debt and
management quality are the determinants of nompeifig loans in the banking sector of Greece. Rinahd
Sanchis-Arellano (2006) investigated household perierming loans for a panel of European countaied found
that disposable income, unemployment and monetangitions are determinants of non-performing lod®sige
and Boye (2007) found that non-performing loanshégély correlated with the lending rates and unleyipent for
the Nordic banking system covering the time spamfi.993 to 2005.

The above literature was related to factors inftilegn non-performing loans in developed countries nee review
literature regarding the factors influencing thenspeerforming loans in the developing countries.aRaand Dhal
(2003) observed that increase in gross domestituygtchas a strong relationship with the volumeai-performing
loans in the Banking sector of India. AccordingSiou (2002) in Argentina non-performing loans haweegative

89



European Journal of Business and Management www.iiste.org
ISSN 2222-1905 (Paper) ISSN 2222-2839 (Online) Ly
Vol 4, No.19, 2012 NSt

relationship with GDP growth, inflation rate; inae in property prices while has a positive reteiop with
interest rate. Khemraj and Pasha (2009) investigdte determinants of non-performing loans in Gyeorasidering
the data betweenr1994-2004, according to the asitip@mwth in gross domestic product has an inveskgionship
with the volume of non-performing loans explainibh@s a good performance in the economy causestiedun
non-performing loans furthermore according to théhars real effective exchange rate has a posigiaionship
with the non-performing loans in the Guyanese hagldector furthermore according to the authors amko
charge higher interest rate are likely to have higlume of non-performing loans indicating a poestrelationship
between lending rate and non-performing loans.

The above studies focuses on conventional bankimg non-performing loans are not only the problem
conventional banking but also of Islamic bankingleBola, Wan Yusoff, & Dahalan (2011) conductedseaech in
Malaysia to investigate the determinants of norfguering loans in the Islamic banking sector of Mala covering
the period between 2007 to 2009 according to thetmest rate has a positive significant relationshigh the
non-perming loans and producer price index hasgatie and siginificant relationship with the noerf@rming
loans in the Islamic banking sector of Malaysia.

Siddiqui, Malik, & Shah (2012) conducted a resedrcRakistan covering a period 1996Q to 2011Q3 fyylyéng
garch model according to the authors non-perforntoags are affected by volatality on intersestgate

From the above literature review we can identify ¢itonomic variables which have strong relationsfiip the loan
losses. Several variables highlighted by literataseimportant determinants are interest rate, drawtgross
domestic product (GDP), inflation, unemployment axdhange rate. Energy crisis are also added snliitias this
is an economic problem faced by Pakistani econdnlysamoment.

2.2 Economic Determinantsand Their Relationship

The significance and anticipated signs of the i@hahips between non-performing loans and the selecariables
are as follows:

2.21Energy Crisis

Energy is one of the most important components eMetbpment in any economy, irrespective of anyaeof
economy cheap and constant flow of energy is nacgs$er the development of economy of any courttgcause
energy is an essential and complementary part radystion (Sahir and Qurashi, 2007, Lee,2005). &sds
relationship of energy crisis and economic develepinis concerned there is a lot of empirical woalk been done
in the world and studies have found positive retathip (Wolde-Rufael, 2004, Lee, 2005).

Keeton and Morris (1987) conducted a research ireaa to identify the factors which are causing-penforming
loans in the banking sector of this country by ngkihe data from 1979-85 and according to thempesafbrmance
of agriculture and energy sectors along with pooonemic settings/conditions are the main factorasirey
non-performing loans, according to the authorsgpnerisis leads to bad loans in the economy. AagPakistan is
concerned it is facing energy crisis since 200éhasproduction and distribution of energy (gas alsttricity) has
decreased rapidly and giving birth to long lasterergy crisis in the country (ESP 2007-2008, ESF620007).
These energy crisis have damaged the economy iy ways, energy crisis leads to reduction in proiduncof firms
and affects the revenues which ultimately leadsaib loans.

Energy crisis is one of the biggest problem facedPhkistan along with war against terrorism and & order
situations, due to this energy crisis (load shegldifi electricity and gas, high cost of energy amghhcost of
replacement resources of energy) has destroyed mduogtries of Pakistan, these crisis have caudegya amount
of bad loans in the Pakistani banking sector asethsick/closed business units are unable to pay kban

obligations. One objective of this research papdpihighlight this important determinant of norfpaming loans
in the Pakistani banking sector.

2.2.2 Interest Rate
Lending rates/ interest rates are one of the psimaonomic determinant of non-performing loans/leachs. There
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is an empirical evidence of positive correlationweEen the interest rate and non-performing loarlugN 2011;
Adebola, Yusoff, & Dahalan, 2011; Louzis, VouldisdaMetaxas, 2011; Berge and Boye, 2007). An ineréas
interest rate weakens loan payment capacity ofbibreower therefor non-performing loans and bad $oare
positively corelated with the interest rates (Nkug011). As far as interest rate policy is concdriteplays very
important role in NPLs growth rate in a country/eemy, Hoque and Hossain (2008) examined this issuk
according to them non-performing loans are higldgrelated with the high interest rates which enlkeartbe debt
burden of the borrowers and causes loan defaukpinBza and Prasad (2010) examined the macroeconomi
determinants of non-performing loans in the GCCkivag system according to them high interest rabeseiases
loan defaults but they did not find statisticallgrgficant relationship. Bloem and Gorter (2001)died causes and
treatment of NPLs, according to them frequent clearig the interest rate policy causes an increatieei bad loans.
Asari, et al. (2011) also found significant relasbip between loan defaults and interest ratesdlsyfound that an
increase in loan defaults also causes asset conra$ibanks and subsequently capital erosion. Atiogrto Dash
and Kabra (2010) the banks with aggressive lengimiggies charging high interest rates from the bwers incur
greater non-performing loans. Collins and Wanja0l1(2 also found interest rate as a primary factoosking
non-performing loans.

2.2.3 Economic Conditions
2.2.3.1 Growth in Gross Domestic Product (GDP)

There is a significant empirical evidence of negatassociation between growth in gross domestidympand
non-performing loans (Louzis, Vouldis and Metax&d®?, Khemraj and Pasha (2009), Salas and Suarit®; 2
Rajan & Dhal, 2003; Fofack, 2005; and Jimenez asariSa, 2005). If we look into the explanation loistnegative
relationship provided by the literature we findttgeowth in the gross domestic product usually@ases the income
which ultimately enhances the loan payment capafithe borrower which in turn contributes to lowsad loan
and vice versa (Khemraj and Pasha, 2009).

2.2.3.2 Inflation

There is an empirical evidence of positive relatldp between the inflation in the economy and neriggming

loans (Khemraj and Pasha, 2009, Fofack 2005). WhKesu, (2011) has explained that this relationstdp be
positive or negative according to the author ifdlataffects loan payment capacity of borrowers oy or

negatively, higher inflation can enhance the loaynpent capacity of borrower by reducing the redueaof

outstanding debt; moreover increased inflation almo weaken the loan payment capacity of the barsviby
reducing the real income when salaries/wages ackystmoreover by highlighting the role of inflaticin the
presence of variable interest rate Nkusu furthgdams that in this scenario inflation reduces tlebt servicing
capacity of the loan holders as lenders adjustehding interest rates to adjust their real ret@o according to
literature relationship between inflation and nawprming loans can be positive or negative dependin the
economy of operations.

2.2.3.3 Unemployment

There is an empirical evidence of positive relalip between unemployment in the economy and ndfienpeng
loans (Nkusu, 2011, Vogiazas & Nikolaidou , 201bfdhdi and Ropele, 2011; Berge and Boye, 2007; IRirznd
Sanchis-Arellano, 2006; Gambera, 2000). As farheretical explanation of this relationship is cemmed an
increase in the unemployment in the country negtiaffects the incomes of the individuals whichragmases their
debt burden, it is obvious when a person lossestisce of income how he can return his loan, aityilan
increased unemployment in the economy also nedptiatfects the demand of the products of firms wahic
ultimately affects the production/sales of the Brrthis ultimately leads to decline in revenueghef firms and a
fragile debt conditions ( Louzis, Vouldis and Medax2010).
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2.2.3.4 Exchange Rate

As far as relationship of the exchange rate is eored literature provides mixed reviews. Accordimd¢g{hemraj and
Pasha (2009) there is a positive relationship betweal effective exchange rate and non-perfornidags. An

appreciation in exchange rates may have differaptications i.e. it can adversely affect the loayment capacity
of export oriented firms (Fofack, 2005) on the othand it can positively affect the loan paymergamity of those
borrowers who borrow in foreign currency, the rielaship between Nominal effective exchange ratelfdes

inflation) and non-performing loans is indetermaat

2.3 Non-performing Loans and their Classification

According to Obamuyi (2007) a loan is consideretddas non-performing loan (NPL) if its principaldamarkup is
not being paid by the borrower in accordance with agreed terms and conditions of loan paymentfaAss
Pakistan is concerned non-performing loans areldi/into three main categories by State bank ofsRak (SBP).
According to the BSD circular No. 02 datef 3une 2010 regarding the prudential regulationState Bank of
Pakistan, excluding agriculture loans, a loan whpsacipal or markup repayment is overdue for 9¢sdé&s
classified as “Substandard”, the loan is classifiedDoubtful” if being overdue for 180 days antban is classified
as “Loss” if it is overdue for 01 year.

As far as non-performing loans of Pakistan are eomed these are increasing every year The volume of
non-performing loan is rising every year as we saa that non-performing loans of Pakistani bankiector were

Rs. 176.77 billion and having infection ratio oR28.percent and these have risen to Rs. 608.748rbith march
2012 having infection ratio of 17.75percent (SBa&mk of Pakistan, 2012).

3. METHODOLOGY

3.1 Population

As far aspopulation of the study is concerned this study is focusedhenentire Banking sector of Pakistan as
increasing non-performing loans in the recent yéss problem faced by all the banks local or fgmeipublic or
private operating in Pakistan; secondly this stigdjocused on the perception of Pakistani bankeganding the
economic determinants of non-performing loans;hée $tudy is focused on all those bankers who rarelved in
the lending dissension, handling non-performinghfoportfolios and making credit risk assessments.

3.2 Sample

Multi stage sampling is used to get the data. tst fstage top 10 banks are selectedseasple from the entire
population of Pakistani banking sector; this ragkirom top to bottom is based on asset allocatioth® banks as
ranking of the banks is made on the basis of asdletsation by the State bank of Pakistan. These\ational Bank
of Pakistan, Habib Bank Ltd, United Bank Ltd, MCRurik Ltd, Allied Bank Ltd, bank Alfallah Ltd, BanklAdabib,
Standard Chartered Bank, Askari Bank Ltd and Fagaak Ltd.

As far as market share of top 10 banks is concemegarding the non-performing loan these posse$st® out of
total NPLs of the Pakistani banking sector (344,2flion Rs. out of 608,748 million Rs.) and havifig% market
share ( SBP 2011).

As far as target sample of bankers is concernedl idatollected from those bankers who are workinthe credit
administration offices of all the banks selectedhis study, bankers of the credit risk departmetd all those
bankers involved in the credit approval departmeantmaximum level either at head offices regiorfiites or area
offices, branch managers of corporate branchebeobainks under study are selected as well. Assfaekction of
corporate branches is concerned every bank hasastt bne corporate branch in Pakistan. So the reemaf these
branches were also included in the sample.
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3.3 Research Hypothesis

So the following hypothesis are formulated

H1. Interest rate/lending rate has a considerablgiy®selationship with the NPLs of Pakistani bamdisector.
H2. Energy crisis has a considerable positive ratatigp with the NPLs of Pakistani banking sector.
H3. Unemployment has a considerable positive relatipnsith the NPLs of Pakistani banking sector.

H4. Inflation has considerable relationship with thelMP@f Pakistani banking sector.

H5. GDP growth has a considerable negative relationsttlpthe NPLs of Pakistani banking sector.

H6. Exchange Rate has a considerable relationshipthétiNPLs of Pakistani Banking sector.

3.4 Data Collection

As far as collection of the primary data for thadst is concerned a structured questionnaire wasldped. This
guestionnaire was designed to for the survey ttyaeaahe economic determinants of NPLs in the Rakidanking
sector from those bankers who are involved in #gsion making of credit allocation and credit ri@sessment and
handling NPLs portfolios. This questionnaire wasigeed in way to elicit the perception of theseleais regarding
the economic factors causing NPLs in Pakistan. rEspondents were asked about the economic detertsind
non-performing loans since 2006. Total respondefitise questionnaire were 201.

As far as handling credit portfolio is concernedadavas collected from credit officers, credit magagoranch
managers. Credit risk analysts and credit risk marawere part of risk assessment division of datkection.
Initially a sample of 50 questionnaires was surdeythis pilot testing was adopted to test the wglidf the
guestionnaire. Cronbach alpha co-efficient of .0@48ured the reliability of the questionnaire.

3.5 Instrument of Research

Five point Liket scale was used as a tool to agsessesponses and to measure the impact of ecord®términants
of non-performing loans. The anchors included were

1= strongly disagree, 2 = disagree, 3 = neutrakdgree, 5 = strongly agree
Total no. of questionnaires were 350 and usablgoreses were 201.

3.6 Multiple Regression M odel
NPLzi =00 +al IRi + 02 ECi +03 UEi +a4 INi + a5 GDPi +a6 ERIi + €

Where NPLi = Non-performing Loans, IR= interestefaEC = energy crisis, UE= unemployment, IN= inflaf
GDP= growth in gross domestic product, ER= exchaatgeand € = error term.

In this regression model NPLi is dependent variaiiech is an average of 5 items from 22 to 28.regerate (IR) is
independent variable which is an average of 4 iteora 1 to 4.Energy Crisis (EC) is independent afalé which is
an average of 4 items from 5 to 8. Unemploymeri)(i$ independent variable which is an average téms
from 9 to 13. Inflation (IF) is an independent adlie which is an average of 3 items as well froemitl4 to 16.
GDP Growth (GDP) is an independent variable whichn average of 3 items from 17 to 19 and Exch&wge is
also an independent variable which is an averag@ @éms from 20 to 21. The regression and co icelat
diagnostics analysis is used to analyze the impiacdependent variables on the dependant variables

4, Data Analysisand Interpretation

Data analysis is divided into two parts firstly degtive analysis is discussed and in the end s=ijpe and
correlation analysis is discussed.
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4.1 Descriptive Analysis
Table 4.1: Descriptive statistics

MEAN STD. DEVIATION

Interest Rate 4.3905 .15759

Energy Crisis 45112 .25037
Unemployment 4.3174 31136

Inflation 4.1327 .32503

GDP growth 4.4760 .16533
Exchange Rate 3.5804 .69923
Non-performing loans 4.3966 .18923

The above table shows the mean and standard daeviatithe independent variabletterest rate, energy crisis,
unemployment, inflation, GDP growth, Exchange Ratd dependant variabMpls. According to the descriptive
analysis all the variables excluding exchange hate score more than 4= agree which indicates thkistani
bankers perceive that these variablege(est rate, energy crisis, unemployment, inflati GDP growth) have
significant relationship with the non-performingates of the Pakistani banking sector. Exchange lratea score
more than 3.58 indicating a tendency towards agtgeh means Pakistani bankers believe that excheatgehas a
relationship with the bad loans in the Pakistamikirag sector.

4.2 Regression and Correlation Analysis
4.2.1 Regression Analysis
Table 4.2: Regression analysisto test the significance of variables

R 0.834

R Square 0.805

Adjusted R square 0.793

F 23.741

Sig. 0.000

Independent variable Beta t-value Sig.
(Constant) -22.184 .000
Interest Rate 1.381 28.474 .000
Energy Crisis 0.468 19.099 .000
Unemployment 0.539 17.706 .000
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Inflation 0.173 11.527 .000

GDP Growth -0.162 -10.941 .000

Exchange Rate 0.495 47.831 .000

In this paper regression analysis is used alony wdtrrelation analysis to test the significancettaf variables.
According to the analysis economic variables reme§9% variation in the non-performing loans ie fakistani
banking sector. F value (0.000) is indicating tinatdel is a good fit.

H1: according to the table beta value of interase 1(1.381) is highly significant (0.000) at 1 pmrclevel. It is
indicating that according to the perception of Bii bankers interest rate has a significant pesielationship
with non-performing loans. Findings also suppoe pievious studies conducted by Siddiqui, MaliksBah (2012),
Nkusu (2011); Adebola, Yusoff, & Dahalan (2011);uzes, Vouldis and Metaxas, (2011). In a countrg IRakistan
where energy crisis and other external forces laffeeted the debt servicing capacity of a borroteermuch in this
situation an increase in interest rate badly afféue loan repayment capacity

H2: According to the table beta value for energgisr(0.468) is highly significant (0.000) at 1 pent level of
significance. This result indicates that accordimghe perception of Pakistani bankers energyschias a significant
positive relationship with non-performing loansnéings also support the previous study conducteldston and
Morris (1987). Pakistan is a country where enenggis have ruined the industry, most of the uniéseén closed.
These energy crises has affected the economy aftBakvery badly; affecting the loan payment capyaof
borrowers as irrespective of any sector of econaigap and constant flow of energy is necessarytHer
development of economy of any country, becauseggnisran essential and complementary part of prioiu
(Sahir and Qurashi, 2007, Lee,2005).

H3: As per table beta value for unemployment (0)58%ighly significant (0.000) at 1 percent leeélsignificance.
This result indicates that according to the peiicapdf Pakistani bankers unemployment has a siganifi positive
relationship with the non-performing loans. Findirgjso support the previous study conducted by NKa611),
Vogiazas & Nikolaidou (2011), Bofondi and Ropel®12). According to the Pakistani bankers Pakistemiking
sector has been affected a lot due to the incrgasiemployment in the country. If a person losegdth and he has
no money to eat food how we can expect him to rgpgyloan amount or interest.

H4: As per table beta value for inflation (0.178)Highly significant (0.000) at 1 percent level sifnificance.
According to the result Pakistani bankers percehat inflation has a significant positive relatibis with the
non-performing loans. Findings also support thevipres study conducted by Khemraj and Pasha (2008 Fafack
(2005).

H5: According to table beta value for GDP growth(i8.162) highly significant (0.000) at 1 perceevél of
significance. According to the result Pakistani ks perceive that Growth in GDP has a significaagative
relationship with the non-performing loans. Findigo support the previous studies conducted byispWouldis
and Metaxas (2011), Khemraj and Pasha (2009), SaldsSuarina (2002), Rajan & Dhal (2003); Fofa@q06),
and Jimenez and Saurina (2005). Growth in the gogrenhances the debt servicing capacity of theohars, as
an improved economy increases the income of indalgl and firms which ultimately positively affedtse loan
payment capacity of the borrowers.

H6: As per table beta value for Exchange rate (.49%5ighly significant (0.000) at 1 percent lewdlsignificance.
As per result Pakistani bankers perceive that gmegjation in exchange rate has a positive sigaificelationship
with the non-performing loans finding also suppb# previous study conducted by Khemraj and Pa20z9j.

4.2.2 Correlation Analysis
Perception of the Pakistani bankers was obtainedighh a questionnaire
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Table 4.3: Corréelations

Interest | Energy Unemploymen Exchange
NPLS Rate Crisis t Inflation GDP Rate
NPLS 1
Interest Rate )
.828 1
Energy Crisis o o
.690 910 1
Unemployme
nt 505" 813" | .714 1
Inflation 588" 472" | .320° 0.129 1
GDP 474 266" | .253" 0.165 0.153 1
Exchange rate | .523" 377 .382" 524" 0.086 0.106 |1

**  Correlation is significant at the
0.01level (2-tailed).

*, Correlation is significant at the 0.0
level (2-tailed).

Correlation analysis is used along with regressionlysis to impact of economic determinants onNIRLS of
Pakistani banking sector. This analysis reconfitinesresults of regression analysis.

Table 4.3 points out that Interest rate has sigaifi relation with the NPLS of Pakistani bankingtsethe value of r
is (0.828(*), **.p<.01). Findings also support tipeevious studies conducted by Siddiqui, Malik, &a8 (2012),
Nkusu (2011); Adebola, Yusoff, & Dahalan (2011)ukzes, Vouldis and Metaxas, (2011).The above talsle points
out that energy crisis has significant relationhwitte NPLS of Pakistani banking sector the value ief(0.69(**),
** p<.01). Findings also support the previous stedynducted by Keeton and Morris (1987).Accordindghe table
value unemployment has significant relation wite MPLS of Pakistani banking sector the value af (0i505**),
** p<.01). Findings also support the previous stuaynducted by Nkusu (2011), Vogiazas & Nikolaid@®11),
Bofondi and Ropele (2011).As per table value iidlathas significant relation with the NPLS of Pa&is banking
sector the value of r is ((0.588(**), **.p<.01).r€lings also support the previous study conductedimmraj and
Pasha (2009), Fofack (2005). Similarly the r va{(®@474(**), **.p<.01) for GDP also indicates th&DP has
significant relationship with NPLS of the Pakistéainking sector. Ra value ((0.523(**), **.p<.01) fexchange rate
also indicate exchange rate has a considerabliorelaith the NPLS of the Pakistani banking sector.

5.  Conclusion

Non-performing loans are dangerous not only forabhenomy of one country but also for the whole dat we
have seen the financial crisis created by thesgsloaEast Asian countries, America and Sub-Sah&fiaca, so this
is the need of the era to identify the factors oasjble for non-performing loans; as researchelisveethat once we
identify these factors then we can make policieprievent any future happenings of these loans (dldetWan
Yusoff, & Dahalan, 2011). A huge volume of non-penfing loans serve as preface to financial fragiltrevious
literature attempted to study the determinants af-performing loans through secondary data cotiacbut this
study focused on the perception of Pakistani banlro actually deal with the lending decisions &addle the
non-performing loan portfolios. The bankers who aotually dealing with these issues can better ridesche
factors/elements causing this bad loan, that’s wigyimary research was designed to reach a coonlusgarding
the economic variables of non-performing loandhimPakistani banking sector. This is the first titmeg any study is
conducted in Pakistan to highlight the economit¢diecof NPLs via primary data collection from lgamoviding and
approving authorities of Pakistani banking indusffis study provides the perception of Pakistaankers
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regarding the economic factors causing non-perfognioans in the Pakistani banking sector since 2@06the

hypothesis were accepted and correlation and reigreslata analysis described that Interest RatergynCrisis,
Unemployment, Inflation and Exchange Rate havegaifstant and positive relationship with the noearierming

loans while GDP growth has significant negativaatiehship with the non-performing loans of Pakistiaanking

sector. Bad performance of energy sectors alonlg pabr economic settings/conditions are the maitofa causing
non-performing loans in Pakistan.

Pakistan is facing energy crisis since 2006 mosh@fndustrial units have become sick or have lwtesed causing
a huge volume of non-performing loans. It's a neéthe era to resolve this energy crisis othervfsevolume of
non-performing loans will continue to increase.c®ir2006 most of the bad loans have been causditbg severe
energy crisis in the country; energy crisis notyoaffect the production of the units but it alsdeafs the debt
servicing capacity of the borrower as alternativerses to produce the energy are very costly cgusilge cost of
production.

Unemployment is the other factor which has causdtuge volume of non-performing loans especiallythie

consumer financing. If a person doesn’'t have anyaoof income and even don’t have money to buydod how

we can expect him to pay his loan installmentsmetthat’s why there is a huge volume of non-penfog loans in
the consumer sector of Pakistan. If this unemplaynpeoblem is resolved people are given jobs aeg ttave any
source of earning it can also positively affect tteenand of the products because increased unemeidyim the
economy also negatively affects the demand of thdyzts of firms which ultimately affects the pration/sales of
the firms, this ultimately leads to decline in reues of the firms and a fragile debt conditions.

In this study we highlighted the economic varialdéson-performing loans. The future studies cardbee on the
social and political factors of non-performing farst of non-performing loans in the Pakistani bagksector. This
study was focused on top 10 banks of Pakistanngetésponses of only 201 bankers, in future studiese banks
should be involved in the sample frame focusingrame bankers to get more accurate empirical results
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