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ABSTRACT 

Non-performing loan (NPL) is one of the indicators of the quality of the loan portfolio of 

financial institutions. NPL affects the profitability as well as capital of the lending 

institutions (RMA, 2015).Gross NPL ratio of Public and Private sector bank in Bhutan stood 

at 5.76% and 7.58 % respectively in 2016.  Non-performing loans have become a concerning 

issue for banking sector in Bhutan. As country develops, economic activities are taking place 

and financial institutions are experiencing rapid credit growth for the past few years. 

Although loans and advances are major source of income for banks but failure to manage 

loans has negative effect on financial performance. Currently Bhutan has five commercial 

banks.  This study analyzes macroeconomic factors which impact NPL of Bhutan National 

Bank Ltd (BNBL).  Further, we analyze the impact of NPLs on the bank specific factors such 

as ROE, ROA and NIM of BNBL.  Secondary data obtained from annual reports of the bank 

and of Royal Monetary Authority of Bhutan (Central Bank of Bhutan) were used to develop 

correlation matrix.  In addition, multiple regression was used to test hypothesis and 

determine operational efficiency of the bank.  The findings of the study show that 

macroeconomic factors like GDP, inflation rate, fiscal policy, and monetary policy influence 

non-performing loans of BDBL. In addition, bank specific factors like ROE and ROA were 

affected by NPLs.  

Keywords: Non-performing loan, NPA, Profitability of banks, Macroeconomic factors. 

1. Introduction  

All over the world financial institutions face massive risks on non-performing loans. As a 

result, financial institutions are obliged to review their lending policies and maintain rigid 

recovery procedures to reduce credit risk. Bhutan is no exception and non-performing loans 

are major concern and considered as financial toxic for the banks. Therefore, reviewing 

lending policy doesn’t suffice the NPL reduction in this contemporary world and appropriate 

NPL strategy is required for proactive measures to minimize worsening of financial position 

and unfavorable blow to other sectors and economy at large.  

Over the past seven years (i.e. from 2010 to 2016), the average percentage of non-performing 

loans for banking industry has varied from 5.20 percent to 6.94 percent. It touches as high as 

7.36 percent in 2015 because of credit freeze due to balance of payment issues. As a result, so 

many constructions and economic developments were affected in the country and real GDP 

was dropped to 2.1 percent. Borrowers are not able to repay loans and NPL has shot up 

during that year. Moreover, recovery process was also not consistent throughout the year. 

Bank classifies its existing Non-performing loans according to the broad outline of loan 

classification provided by the Royal Monetary Authority of Bhutan and provisions according 

to specific requirements (RMA, Prudential Regulations 2016).  

All of the good loans are considered regular loans and overdue loans have been classified 

from sub-standard to loss as shown below: Standard, Watch, Sub-Standard, Doubtful and 

Loss. 
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Table 1 

Category Duration(Days) Provisioning Requirement Provisioning  

Standard 1-30 1 per cent General 

Watch  31-90 1.5 per cent General 

Sub-standard  91-180 20%; 30% for sector with highest exposure Specific 

Doubtful 181-365 50%; 60% for sector with highest exposure Specific 

Loss More than 365 100% Specific 

 Source: RMA PR 2016 under section 4.8: provisioning requirements 

Further, in case of classified loans, bank must make provision according to the above scale as 

stated under asset classification and provision table.  General provisions must be reserved for 

loans classified under standard and Watch. Specific Provisions must be allocated for loans 

classified under Sub-standard, Doubtful and Loss. 

2. Literature Review 

Generally, loan is classified as non-performing loans when an instalment is due and remains 

unpaid for more than 91 days from the first day of default. For overdraft and working capital, 

it is classified as non-performing when the account has been dormant for more than 91 days; 

and the term of the overdraft facility or working capital advance has expired (Royal Monetary 

Authority of Bhutan, 2016). 

Past experience shows that in both developing and underdeveloped countries, the reasons for 

default, which cause a loan to be classified as NPL, have multidimensional aspect (Negera, 

2012).  Many studies have been conducted in different economies and have come up with the 

findings that NPLs are affected by macroeconomic factors as well as bank specific factors 

(Anjom& Karim, 2016).  The theoretical background of Asian banks also shows that non-

performing loans are affected by both external and internal factors. For instance, Ekanayak 

(2015) has studied the effects on non-performing loans in licensed commercial banks in Sri 

Lanka and has found that NPLs are affected by macroeconomic and bank specific factors.  

Macroeconomic factors are viewed as exogenous factors. Unlike bank specific factors, 

individual bank has less influence to these factors. For instance, when there is low economic 

growth, non-performing loans rises and as a result provisioning increases and financial 

margin decreases. Therefore, macroeconomic factor has direct impact on capital adequacy 

ratio of the bank. In a study, Negera (2012) has found that macroeconomic factors like 

inflation rate, unemployment rate, and real interest rate have adverse effect on non-

performing loans. Further the study states that increase in unemployment rate has huge 

impact on negative cash flow on households which lead to increase their debt burden. 

Anjom& Karim (2016) has conducted research on relationship between non-performing loans 

and macroeconomic factors in SAARC countries perspective and found out that real GDP, 

inflation rate and unemployment rate are the determinants of non-performing loans.   Salas 

and Saurina (2002) in a study on Spanish commercial and saving banks have found that NPLs 

are determined by GDP growth. When there is growth in real GDP, economic activities take 

place and borrowers are able to repay loans but when there is recession, borrowers are not 

able to service loans and hence NPL increases.   

Nkurrunah (2014) has found that macroeconomic factors like fiscal policy can also determine 

non-performing loan.  The author states that if policymakers implement effective fiscal 

policies concerning on credit, then it will prevent occurrence of non-performing loans in the 

economy.   Further, Mulwa (2014) has also uncovered monetary policy as one of the 

macroeconomic factors which determines non-performing loans.  The author observes that 

understanding of monetary policies is not only useful for sustaining high profitability but also 

essential for the survival of the commercial banks by protecting from external shocks.  

In addition to macroeconomic factors, bank specific factors like rapid credit growth, 

operational efficiency, compromised integrity, aggressive lending, poor loan follow up, and 
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willful default by borrowers are also main causes and determinants of non-performing loans 

(Negera, 2012).   In a study in the US market, Sinkey, Fowler, & Mary (1991) have found out 

that excessive lending results in high non-performing loans as it is directly related with credit 

growth.  

Anjom and Karim (2016) in their study have found that high interest rate charged by the 

banks is also one of the factors that lead to non-performing loans. When the lending interest 

rates are high, borrowers are not able to service the loans and as a result non-performing loan 

increases.  A similar study was done by Wangai David, Nemwel, & George (2012), which 

says that interest margin and bank size also affect non-performing loans.  

Under the bank specific factors, Alvarez (2016) has found that operational efficiency is 

highly correlated with non-performing loans. Also from the empirical evidence, researchers 

have proved that regular monitoring of loan quality with early warning system reduces the 

risk because borrowers give more attention to their loans when they receive better attention 

from banks. 

Based on the literature review, we identified macroeconomic namely: real GDP, inflation 

rate, fiscal policy (government spending and tax) and monetary policy (interest rate).  In 

addition, bank specific factors such as: rapid loan growth, operational efficiency, poor loan 

follow up, willful default by borrowers, delay in borrower’s bill settlement from government 

and relevant agencies. The determinants were tested by analyzing secondary data from bank’s 

annual report, websites of the bank & RMA and annual report of RMA. 

Most of the studies on NPLs have been done in developed economies such as the US and 

other European nations.  Studies in Asian countries have mostly been done in Japan, 

Malaysia, India and China.   None of the study on NPLs have been done on banks in Bhutan. 

3. Research Methodology and Hypothesis of the Study 

As stated earlier, non-performance loans are determined by both macroeconomic and bank 

specific factors. The purpose of this study is to identify macro factors that affect the 

occurrence of non-performing loans in banks in Bhutan.  Further, the study also aims to find 

out the relationship between bank specific factors which are affected by NPLs. Return of 

asset (ROA), return on equity (ROE) and net interest margin (NIM) have been taken as bank 

specific factors. At present there are five commercial banks in Bhutan and RMA (Royal 

Monetary Authority) as central bank.  We have selected BNBL bank, representing 20 percent 

of the population.  Further, BNBL is one of the leading commercial banks in Bhutan.  

The study is based on the quantitative analysis of secondary data.   This data was collected 

through sources such as published annual reports of RMA (Royal Monetary Authority), 

National Statistics Bureau (NSB) of Bhutan, statistical yearbook of Bhutan, Bank’s annual 

reports and websites of banks.  Secondary data, for a period of seven years from the year 

financial year 2010 till 2016, is used to see relationship between NPL and macroeconomic 

factors using Pearson correlation. Correlation matrix is developed between independent and 

dependent factor followed by regression analysis to draw inference from them.  Further, 

regression analysis was used to analyze the relationship between gross and net NPLs of the 

bank as independent variables and return on asset, return on equity and net interest margin 

(bank-specific factors) as dependent variables.  We have run regression to obtain line of best 

fit to measure operational efficiency, branch wise.   

We hypothesize that ROA, ROE and NIM are not affected by NPLs.  Further, NPLs are 

independent to macro factors.  To test the first set of hypotheses, we use regression analysis 

and for the next we use Pearson correlation. 

 

 



Determinants of Non-Performing Loans and its Impact: The Case of Bhutan National Bank Ltd. 

ENVISION - International Journal of Commerce and Management, Vol. (11), 2017 Page | 60 

 

4. Data analysis and Interpretation 

We begin this section with analyzing NPL trend, using polynomial trend, of BNBL vis a vis 

average banking industry where we find rising trend of NPL in absolute number.  Then NPL 

trend is plotted with each macro factor such as real GDP, inflation rate, fiscal policy (where 

we use government expenditure and tax), credit growth rate.  We summarize the result in 

correlation matrix and analyze the result thereupon.  To analyze operational efficiency at the 

branch level, regression analysis was used to obtain the line of best fit.  Finally, we take gross 

and net NPLs as independent variable and ROA, ROE and NIM as dependent variable and 

run regression to test our hypotheses that NPLs do not cause changes in these bank specific 

factors. 

The figure-I & II show the NPL percentage of Bhutan National Bank with respect to 

average banking industry for seven years from 2010 to 2016. The column graph shows the 

average NPL percentage of banking industry and line graph shows NPL percentage of Bhutan 

National Bank. The polynomial trend was used to forecast NPL and it is showing declining 

trend. However, the actual NPL in absolute figure is still showing increasing trend (figure-II). 

This is because when we calculate NPL percentage we need to divide it by total advances but 

in absolute figure, NPL of Bhutan National Bank is actually increasing. 

Figure-I 

NPL trend and forecast 

 

 Source: author’s calculation 

Figure-II 

NPL projection in absolute figure 

 
 Source: author’s calculation 
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Trend of NPL with GDP 

The figure given below shows relationship between real GDP growth and non-performing 

loans. The non-performing loan is negatively correlated with real GDP growth. When there is 

high GDP growth, economic activities take place and borrowers are able to repay the loan 

installments. However, during economic slump, borrowers are not able to repay the 

installments and hence NPL percentage increases. Therefore, this relation can be used to 

forecast NPL target and early warning system to banking institutions to minimize occurrence 

of non-performing loans. The correlation matrix was developed and relation between two 

variables is negatively correlated as shown in figure-III.     

Figure-III  

Relationship between real GDP and NPL 

 
Table 2 

 Correlations (Real GDP and BNBL’s NPL) 

 Real GDP BNBL NPL 

Real GDP 

Pearson Correlation 1 -.724 

Sig. (2-tailed)  .036 

N 7 7 

BNBL NPL 

Pearson Correlation -.724 1 

Sig. (2-tailed) .036  

N 7 7 

Source: author’s calculation 

Trend of NPL with Inflation Rate 

Figure IV below shows positive correlation between inflation rate and non-performing loans. 

When there is high inflation rate, the cost of commodities shoot up and as a result, borrowers 

are not able to repay the loan installments, thereby increasing non-performing loans. 
Figure-IV 

 Relationship between inflation rate and NPL(author’s calculation) 
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Real GDP 11.8% 11.7% 7.9% 5.1% 2.1% 5.8% 6.5%

BNBL NPL 4.47% 4.92% 6.88% 7.80% 6.49% 6.05% 5.75%
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Trend of NPL with Fiscal Policy 

In fiscal policy, government expenditure and tax was used to find out how non-performing 

loans are being affected at macro level. The graph in figure V shows similar trend between 

the variables. When government increases expenditure, flow of cash in the market increases 

and economic development takes place. When there is more money in the market, deposits 

and liquidity ratio in the bank increases. When there is more liquidity, banks tend to give 

more loans and hence credit growth increases. When credit growth increases, the occurrence 

of non-performing loans increases.  

On the other hand, when the government imposes more tax, individual income decreases and 

as a result borrowers are not able to service the loans. Therefore, fiscal policy has direct 

relation to non-performing loans in Bhutan. 

Figure-V 

 Relationship fiscal policy and NPL (author’s calculation) 

 

Source: author’s calculation 

Trend of NPL with Credit Growth Rate 

Review of literature has indicated that bank specific factor such as credit growth has effect on 

non-performing loan. When there is rapid credit growth, the occurrence of defaulter increases 

over time. However, for BNBL, in 2012 and 2013, NPL rate has shot up because of the credit 

freeze.  We found (figure VI) that when there is high credit growth and aggressive lending, 

the level of NPL is also high.  Correlation of NPLs and credit growth is high positive 

correlation (0.614) and it is found to be statically significant (p value of 0.14).   

Figure-V 

Relationship fiscal policy and NPL 
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Table 3 

Correlations between credit growth and NPL 

 Credit_Growth BNB_NPL 

Credit_Growth 

Pearson Correlation 1 .614 

Sig. (2-tailed)  .014 

N 7 7 

BNB_NPL 

Pearson Correlation .614 1 

Sig. (2-tailed) .014  

N 7 7 

Source: author’s calculation 

Correlation analysis was used to determine the level of association between dependent 

variable as NPLs of BNBL bank and independent variables namely - GDP, Govt. 

expenditure, lending rate, tax & credit growth rate. The variables are positively associated 

when larger value of one tends to be accompanied by larger value of other and negatively 

correlated when larger value of one tends to be accompanied by smaller value of other 

(Moore, 2008). A correlation matrix (Table 4) was prepared to observe the relationship 

between them.  Both descriptive and inferential statistics was used to draw the conclusions.   

Table 4 

Correlations Matrix 

  BNB_NPL GDP 

Govt_ 

Expenditure Tax 

Lending_ 

Interest_ 

Rate 

Rapid_Credi

t_growth 

BNB_NPL Pearson 

Correlation 

1 -

.724* 

.701 .715 .618 .614* 

GDP Pearson 

Correlation 

-.724* 1 -.538 -.749 -.394 -.552 

Govt_Expenditure Pearson 

Correlation 

.701 -.538 1 .874
*
 .946

**
 .973

**
 

Tax Pearson 

Correlation 

.715 -.749 .874
*
 1 .714 .924

**
 

Lending_Interest_R

ate 

Pearson 

Correlation 

.618 -.394 .946
**

 .714 1 .864
*
 

Rapid_Credit_grow

th 

Pearson 

Correlation 

.614* -.552 .973
**

 .924
**

 .864
*
 1 

 Source;author’s calculation *. Correlation is significant at the 0.05 level (2-tailed).  **Correlation is significant 

at the 0.01 level (2-tailed). 

 

It is observed from the above table that NPLs of BNBL is having high degree of correlation 

(correlation value of more than 0.5) to all macro factors namely: GDP, government 

expenditure, Tax, Interest rate of lending and rapid credit growth but has negative correlation 

with GDP.  The results indicate high negative correlation between NPLs of the bank and 

GDP and positive correlation between NPLs and rapid credit growth to be statistically 

significant.  Therefore, null hypothesis is rejected and is found that NPLs are not independent 

to macroeconomic variables. The results conform the conclusion drawn in the studies of Salas 

and Saurina (2002) and Nkurrunah (2014). 

Operational Efficiency 

In order to see operational effectiveness, regression analysis was run to obtain line of best fit.  

Operational efficiency identified one of the factor contributing to non-performing loans.  The 

actual NPL should be lesser than line of best fit.  The study revealed that NPL percentage of 
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some branches (Figure VII shows branches in different districts) has exceeded the line of best 

fit. This could be because the operational efficiency might have been low in the Recovery 

Department, indicated by negative coefficient value (but p-value is .641). However, analysis 

revealed that NPL of some branches has exceeded the line of best fit. 

Figure VII 

Operational efficiency branch wise 

 
Source: author’s calculation 

 

Table 5 

Result of the regression analysis based on total loans and Recovery Officer 

 
Source: author’s calculation 

Result of Regression Analysis 

In the following paragraphs result of regression analysis using non-performing loans as 

independent variable and profitability measures such as return on assets (ROA), return on 

equity (ROE) and net interest margin (NIM) as dependent variable has been discussed.  

Table 6 

Regression result of Gross NPLs and ROA 

Model 

Dependent Variable: 

Return on Assets 

 

 Unstandardized 

Coefficients 

Standardized 

Coefficient  

T Sig. 

B St. Error Beta 

1 (Constant) 1.573 .495  3.180 .034 

Gross Non-

performing loans 

.083 .125 .315 .663 .015 

R=.545,R Square=.2979, p value=.015 

The results of regression analysis, where the dependent variable is return on assets and 

independent variable is Gross NPL of BNBL is shown in Table 6.  The result indicates that 

there is significant relationship between return on assets and Gross NPL ratio (p value of 
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.015).  The value of R square is 0.297 which indicates that 29.7% change in ROA is 

explained by the gross NPL of BNBL. 

Table 7 

Regression result of Gross NPLs and ROE 

 Model 

Dependent Variable: 

Return on Equity 

 

 Unstandardized 

Coefficients 

Standardized 

Coefficient  

T Sig. 

B St. Error Beta 

1 (Constant) 10.958 4.354  2.517 .066 

Gross Non-

performing loans 

.401 1.100 .0179 .364 .027 

R=.567,R Square=.32, p value=.027 

The results of regression analysis, where the dependent variable is return on equity and 

independent variable is Gross NPA are presented in Table 7.  The result indicates that there is 

significant relationship between return on equity and Gross NPLs of BNBL (p value .027). 

Further R square is .032 which indicates that the ratio of gross NPL explains the 32 percent of 

total variance in the value of return on equity. 

Table 8 

Regression result of Gross NPLs and NIM  

Model 

Dependent Variable: Net 

Interest Margin 

 

 Unstandardized 

Coefficients 

Standardized 

Coefficient  

T Sig. 

B St. Error Beta 

1 (Constant) 139.669 68.655  2.034 .112 

Gross Non-

performing loans 

3.947 17.339 .113 .228 .831 

R=.114,R Square=.013, p value=.831 

 

Results of regression analysis, where the dependent variable is net interest margin and 

independent variable is Gross NPLs are presented in Table 8. The result indicates that there is 

no significant relationship between net interest margin and Gross NPLs of BNBL (p value of 

0.831).  Further, an insignificant value of R square of .013 indicates that 99 percent of the 

total variance in the value of net interest margin is due to other factors than NPLs. Thus, it 

can be said that non-performing loans do not have impact on the interest margin earned by 

BNBL. 

Table 9 

 Regression result of Net NPLs and NIM 

Model 

Dependent Variable: 

Return on Assets 

 

 Unstandardized 

Coefficients 

Standardized 

Coefficient  

T Sig. 

B St. Error Beta 

1 (Constant) 1.865 .081  23.056 .000 

Net non-performing  

loans 

-.205 .070 -.825 -2.924 .043 

R=.825,R Square=.681, p value=.043 

 

The results of regression analysis, where the dependent variable is return on assets and 

independent variable is Net NPLs is presented in Table 9.  It is observed that there is a 

significant relationship between return on asset and net NPLs (p value of 0.043).  Further, R 

square is .681 indicates that Net NPA explains the 68.1 per cent of total variance in the value 

of return on assets. Thus, it can be said that non-performing loans has an impact on the 

profitability of the BNBL.  The Coefficient β indicates that a unit increase in NPL leads to 

decrease in profitability of banks by 20.5%. 
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Table 10 

 Regression result of Net NPLs and ROE 

Model 

Dependent Variable: 

Return on Equity 

 

 Unstandardized 

Coefficients 

Standardized 

Coefficient  

T Sig. 

B St. Error Beta 

1 (Constant) 12.296 .753  16.321 .000 

Net Non-performing 

loans 

-1.659 .654 -.785 -2.537 .641 

R=.785,R Square=.617, p value=.641 

 

The results of regression analysis, where the dependent variable is return on equity and 

independent variable is Net NPLs.  It is observed that there is no significant relationship 

between return on equity and Net NPLs (p value .641). The value of R square is .617 which 

indicates that the ratio of Net NPA to Net Advances, explains the 61.7 per cent of total 

variance in the value of return on equity. Thus, it can be said that non-performing loans do 

not have impact on the profitability of the Bhutanese banks. The negative sign of regression 

coefficient indicates that there is a negative relationship between return on equity and Net 

NPLs.  

5. Conclusion 

The study found that both macroeconomic and bank specific factors affect non-performing 

loans of BNBL bank.  Despite the fact that macroeconomic factors are exogenous and 

uncontrollable by individual banks it has a significant effect on non-performing loans in 

Bhutanese banking system. Factors like GDP, inflation rate, fiscal policy and monetary 

policy have a strong relationship with non-performing loans of BNBL. Therefore, we reject 

the null hypothesis that NPLs are independent of macroeconomic factors.  Similarly, micro 

factors like rapid loan growth, operational efficiency, poor loan follow up, and wilful default 

by borrowers are the key factors which determines non-performing loans of the bank.  Trend 

analysis of NPLs indicate a rising trend in absolute amount of bank's NPLs.  From the 

regression analysis the study revealed that there was significant relationship between gross 

NPLs and ROA & ROE. Therefore, we reject null hypothesis.  Similarly, it was observed that 

there was significant relationship between net NPLs and ROA. But it has found no significant 

relationship between gross NPLs and NIM and net NPLs and ROE. The result of study can 

have policy implications for NPLs management of BNBL bank. 
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