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Abstract 

The study focuses on the impact of non-performing loans on the profitability of Awash Bank Ethiopia from 2020 

to 2024, amidst the rising credit risks in emerging markets. There is limited institution-level evidence of the impact 

of non-performing loans on banks. The study examines the link between NPLs and critical profitability ratios such 

as return on assets, return on equity, and net interest margins. A quantitative research approach is used, with 

primary data collected through 80 purposively selected customers, while secondary data are collected from 

audited financial statements and National Bank of Ethiopia reports. Regression analysis is used to study the 

relationships. The results indicate a rising trend in NPLs, which shows declining asset quality and profitability. 

NPLs have a significant negative influence on ROA, whereas their influence on ROE and NIM is negative but 

statistically insignificant. The study provides new evidence and suggests strengthening credit risk management 

and enhancing transparency in loan recovery. 
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1. Introduction 

Banks are at the centre of contemporary economies 

as they help in the mobilization and allocation of 

financial surplus for investment and consumption. 

This enables them to increase the efficiency in the 

allocation of resources, increase investment 

opportunities, and sustain economic growth 

(Mumbole et al., 2025).  Banks also help in 

maintaining economic stability through the 

provision of liquidity during periods of economic 

downturns, thus increasing economic resilience and 

reducing the probability of financial system failure 

(Haile et al., 2025). 

However, banks are naturally prone to several types 

of financial risks, of which credit risk is considered 

to be the most critical. Credit risk is considered to 

occur due to non-performing loans (NPLs), which 

are those loans where the borrower is unable to make 

scheduled payments to the banks after 90 days or 

more. High levels of NPLs adversely affect bank 

performance, which in turn results in a decline in 

capital growth (Arhinful, Mensah, et al., 2025). This 

has led to NPLs being considered critical factors in 

banking sector risks and financial instability. 

The importance of NPLs has increased after the 

global financial crisis in 2008. NPLs have become a 

widely accepted early warning indicator for 

systemic financial instability. Empirical evidence 

supports the view that rising NPLs increase the 

probability of financial sector instability for banks 

(Makri et al., 2014).  Despite improvements in 

financial systems and credit monitoring, NPLs have 

persisted in many economies, especially in 

developing economies. However, these problems are 

not isolated phenomena but are caused by a mix of 

internal inefficiencies and macroeconomic factors. 

More specifically, research conducted in emerging 

markets has shown that bank-specific factors, such 

as bank lending practices, profitability, and credit 

risk management, tend to influence macroeconomic 

factors such as economic growth, inflation, and 

interest rates in the context of NPLs and credit 

quality (Makri et al., 2014). This highlights the 

complex environment in the management of credit 

risk and asset quality. This phenomenon is more 
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evident in developing banking systems 

characterized by structural and macroeconomic 

volatility. 

These conditions are evident in the Ethiopian 

banking sector, which has witnessed rapid expansion 

in credit volume, macroeconomic volatility, and 

changing financial systems. Such a system increases 

the risk of default by borrowers and adds pressure to 

bank performance due to rising NPAs. Though the 

sector is expanding, concerns about bank asset 

quality and credit risk management are still high in 

Ethiopia. Despite the rising importance of NPAs in 

bank management in Ethiopia, evidence at the bank 

level is still low in Ethiopia question (Bhowmik & 

Sarker, 2024). 

With this understanding, Awash Bank emerges as an 

analytically relevant case study with regard to the 

relationship between NPLs and financial 

performance. Formed in 1994 as the first privatized 

commercial bank in Ethiopia, the bank has expanded 

to become one of the leading private banks with 

extensive geographical coverage. Thus, it emerges 

as a representative case study with regard to credit 

risk dynamics at the institutional level. Nevertheless, 

similar to other commercial banks, Awash Bank is 

currently exposed to increasing levels of NPLs 

amidst macroeconomic uncertainty. At the same 

time, there is evidence of deteriorating asset quality 

affecting financial performance, especially within 

the Ethiopian banking industry, thus underscoring 

the need to manage credit risk effectively(Arnone et 

al., 2024). 

However, despite significant research being 

conducted about the interrelationship between NPLs 

and bank performance, some significant gaps still 

exist in this area of study. Firstly, most previous 

studies have concentrated more on cross-country 

and bank-level analysis instead of institution-level 

analysis, which limits our understanding of the 

interrelationship between NPLs and bank 

profitability in individual banks in Ethiopia (Ozili 

and Delgado, 2026; Sinatyehu & Krishnamurthy, 

2025).  

Second, a major share of the existing empirical 

findings is based on pre-2020 data, which may not 

sufficiently reflect the recent changes in the banking 

sector. The post-pandemic environment has 

significantly impacted the credit situation, risk 

profiles, and financial dynamics. The emerging 

findings indicate that the new factors of NPL and 

financial risks may be better represented in the 

recent data, implying that the previous findings may 

not sufficiently reflect the new realities (Sewanyina 

et al., 2025). 

Third, existing research did not conduct a granular 

level of analysis of the impact of variations in NPL 

ratios on individual bank levels of profitability 

indicators such as Return on Assets (ROA), Return 

on Equity (ROE), and Net Interest Margin (NIM). 

Although existing research confirms a negative 

association between NPLs and profitability, there is 

less research on the differential impact of NPLs on 

individual profitability indicators. Additionally, 

there is less research on customer-related 

dimensions, such as borrower perceptions of bank 

credit management practices, which may impact 

bank performance. 

In response to these gaps, this study aims to examine 

the impact of non-performing loans on the financial 

performance of Awash Bank for the period 2020-

2024. The study examines the trends in non-

performing loans and profitability ratios; the 

relationship between non-performing loans and 

profitability ratios such as ROA, ROE, and NIM; 

and the impact of non-performing loans on financial 

performance. The study also incorporates the 

customer's viewpoint regarding the bank's credit 

management practices and services. This study is 

important because it will help bridge the knowledge 

gap regarding the impact of non-performing loans 

on the financial performance of commercial banks 

in Ethiopia. It also offers useful insights for the 

improvement of the financial performance of 

commercial banks in the banking industry. 

2. Literature Review 

Non-Performing Loans (NPLs) are a banking 

challenge that has persisted over time, and their 

definition includes credit to which interest or 

principal payments are more than 90 days overdue 

and are unlikely to be repaid. This has resulted in a 

decline in interest income as well as a reduction in 

banks’ ability to lend, hence affecting financial 
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intermediation (Arhinful, Gyamfi, et al., 2025). 

Non-Performing Loans have a major impact on bank 

profitability as high levels of NPLs can affect 

financial stability as well as credit growth(Hor & 

Lim, 2025). Hence, it is important to understand the 

implications of Non-Performing Loans, which has 

become a major area of interest in banking and 

financial stability due to their impact on banks' 

performance 

Recent literature focuses on the importance of 

macroeconomic variables and specifically their 

influence on NPLs. Research has shown that the 

economic variable high GDP growth is good for 

bank loan repayment, whereas the economic 

variables with a negative effect for loan repayment 

are increase in inflation and real interest rates. Once 

again the connection between the borrower loan 

repayment and the performance of the economy 

seems to be closely related. 

Regarding to credit risk, most of the empirical 

studies examining the effect of credit risk on bank 

profitability concluded that credit risk as represented 

by NPLs has negative effect on bank profitability 

represented by return on assets (ROA) and return on 

equity (ROE). It indicates that when credit risk is 

high at some banks, its profitability is low. Banks 

with higher level of NPLs tend to have lower level 

of net income caused by the effect of high levels of 

loan loss provision (Moudud-Ul-Huq & Hossain, 

2020). There is indeed negative relationship 

between NPLs proxy by NPL ratios on ROA and 

ROE. 

With respect to the Ethiopian banking industry, NPL 

is one of the important variables to determine the 

performance of banks. The empirical study that 

carried out on private commercial banks shows that 

increasing NPL ratio leads to the decrease in 

profitability measures with the other measures like 

capital adequacy and income diversification acting 

as buffer to credit risk  Sinatyehu & Krishnamurthy, 

2025). This means both bank internal risk 

management behavior and exogenous economic 

factors influence bank's response to NPL. 

The determinants of NPLs could be categorized into 

bank-specific and macro-economic determinants. 

Bank specific determinants consists of bank policy, 

credit monitoring, capital, bank risk management 

practices. These variables affect the capability of 

bank's credit risk management, whereas macro-

economic determinants like GDP growth, inflation 

and interest rates influence borrower's ability to 

repay and the empirical studies across countries 

demonstrated that high levels of bank capital and 

strong institution framework leads to lower NPLs 

thus confirming the impact of capital adequacy on 

credit quality (Ozili & Delgado, 2026), whereas the 

existence of negative macro-economic conditions 

worsen credit risk. 

Although there exists this agreement, it is interesting 

to note the conflicting empirical evidence with 

regard to the CA and credit risk link. For example, 

some empirical studies demonstrated the evidence of 

a significant relationship between CA and banks risk 

taking behavior; this leads to the assumption that 

highly capitalized banks behave differently toward 

bank risks (Altunbas et al., 2007). However, some 

other studies prove no statistically significant 

relationship between CA and NPL ratio; for example 

this is the case for studies related to the Greek 

banking sector (Louzis et al., 2010). 

The macroeconomic background also highlights the 

importance of external factors for loan performance. 

Economic growth, which is proxied by GDP growth 

rate, represents an important variable in assessing 

the creditworthiness of borrowers. Empirical studies 

find a negative correlation between GDP growth and 

NPL ratio: that is the higher the GDP growth rate, 

the lower the probability of loans non-performing 

(Bahadur et al., 2020). Conversely, a negative shock 

to the economy worsens the financial condition of 

the debtors and raises the probability of loans being 

non-performing. 

In general, it is noticeable that bank-specific 

variables and macroeconomic variables both have a 

great influence on NPL ratios and bank profitability, 

but there exist certain discrepancies regarding the 

link between CAR and CR with financial 

performance. Hence, further research should be 

performed on exploring the relation between NPLs 

and bank profitability within specific banking 

systems, particularly in developing economies. 
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Independent Variable: Non-performing loan ratio 

(NPLR) 

Dependent variable: Profitability (ROA, ROE, and 

NIM) 

 

Figure 1. Conceptual Framework 

 

3. Materials And Methodology 

3.1. Research Design 

This study used a quantitative research design to 

assess the relationship between non-performing 

loans and the profitability of Awash Bank. The 

researcher used the descriptive and explanatory 

approaches in the study. The descriptive approach 

was used to describe the perception of the customers 

regarding the management of credit and the banking 

services provided by the bank. On the other hand, 

the explanatory approach was used to assess the 

relationship between non-performing loans and the 

profitability of the bank. The study was conducted 

between the years 2020 and 2024. 

3.2. Data Sources 

The study used both primary and secondary data 

sources. The primary data were collected through 

structured questionnaires from the customers of 

Awash Bank. The sample targets 80 respondents, 

focusing on their views about the management of 

credits, the accessibility of credits, and the lending 

services of the bank. The secondary data were 

collected from the audited annual reports of Awash 

Bank, as well as reports from the National Bank of 

Ethiopia, which gave information about the loan 

performance of the bank during the study period. 

The target customers of the study were individuals 

with prior experience in the bank's lending service, 

and purposive sampling was used to select the 

respondents with the required knowledge and 

familiarity with the bank's credit operations. The 

survey responses were collected from the selected 

group of eligible participants. 

3.3. Variables and Data Analysis 

The research focused on the influence of non-

performing loans on the performance of banks. The 

independent variable was the Non-Performing 

Loans Ratio (NPL Ratio). This variable helped 

measure the extent of credit risk in the bank. The 

dependent variables used included three profitability 

measures: Return on Assets (ROA), Return on 

Equity (ROE), and Net Interest Margin (NIM). Data 

gathered through financial statements and surveys 

were processed using SPSS and MS Excel. For 

descriptive statistics, financial and survey data were 

analyzed. In trend analysis, trends in NPLs and 

profitability measures from 2020 to 2024 were 

evaluated. Moreover, correlation analysis 

determined the connection between NPL ratio and 

profitability. Regression analysis was used to 

identify the effect of NPL ratios on ROA, ROE, and 

NIM. 

3.4. Model Specification 

In order to analyze the impact of non-performing 

loans on bank profitability, multiple regression 

analysis was used. The regression equations were 

formulated as follows: 

Yit = β0 + β1NPLRit + εit 

Where: 

1. Yit = bank profitability measure (ROA, ROE, or 

NIM) 
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2. NPLRit =Non-Performing Loan Ratio 

3. β0 =intercept 

4. β1 =coefficient of NPLR 

5. εit =error term 

6. i = bank 

7. t =time 

4. Results 

Analysis of Primary Data (Survey-Based Findings) 

Q1. Do you understand what NPLs are? 

 

Figure 2. Respondents' level of understanding of non-performing loans 

Figure 2 below shows the respondents' level of 

understanding of non-performing loans (NPLs) 

among bank customers. From the findings, it is 

evident that the majority of the respondents, 40 

(50%), indicated that they somewhat understand 

non-performing loans. This implies that the 

respondents have moderate knowledge of the 

concept. This is followed by 29 respondents (36%) 

who indicated that they fully understand the issue. 

This is an indication that most people are financially 

knowledgeable. However, 11 (14%) of the 

respondents indicated that they don't understand 

non-performing loans. From the findings, it is 

evident that most people have moderate and high 

levels of understanding of non-performing loans. 

This is a trend that is increasingly being observed in 

recent literature, where digital financial inclusion 

and financial literacy have increased consumer 

knowledge of financial concepts such as credit and 

banking (Chen et al., 2022) 

Q2. In your opinion, how do you think NPLs affect 

the financial health of a bank like Awash Bank? 

 

Figure 3. Frequency level of participants to reflect their opinions on the impact of non-performing loans on the 

Awash Bank's financial health. 

Figure 3 below shows the respondents' perceptions 

on the impact of non-performing loans (NPLs) on 

the financial condition of Awash Bank. The majority 

(33.8%) reported a strongly positive impact, which 
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suggests that many people believe that NPLs have a 

positive impact on financial performance, a belief 

that is supported by evidence that effective 

management of NPLs is beneficial to institutional 

performance (Flavin & Sheenan, 2025). However, 

30.0% reported a slightly positive impact, which 

suggests that the majority have positive perceptions 

of NPLs. On the other hand, 30.0% reported a 

slightly negative impact, which suggests that there 

are some negative perceptions of NPLs. However, 

only 6.2% reported a strongly negative impact. In 

general, the majority have positive perceptions of 

NPLs, which is supported by evidence that NPLs 

have a significant impact on institutional 

performance (Andronoudis et al., 2024). 

Q3. Do you think NPLs impact the interest rates or 

fees charged by banks? 

 

Figure 4. Frequency level of participants in which 

they perceive that if the NPLs have an impact on 

the interest rate charge or fees by the bank 

Figure 4 presents respondents' perceptions on 

whether non-performing loans (NPLs) influence 

interest rates or service fees charged by banks. The 

findings reveal that a larger percentage of 

respondents (40.0%) perceive that NPLs 

significantly influence interest rates or service fees 

charged by banks. The findings also reveal that 

23.8% perceive that NPLs have a slight influence on 

interest rates or service fees charged by banks, while 

26.2% perceive that NPLs have no influence on 

interest rates or service fees charged by banks. On 

the other hand, 10.0% were not sure whether NPLs 

influence interest rates or service fees charged by 

banks. The findings that most respondents perceive 

that NPLs influence interest rates or service fees 

charged by banks are in line with the literature that 

found that banks' interest margins tend to rise with 

credit risk levels and when NPLs are high (Gropp et 

al., 2024). 

Q4. In your view, what is the primary effect of high 

NPLs on a bank's profitability? 

Table 1. Participants' opinions on how high non-performing loans affect bank profitability 

Response Category  Frequency Percent 

Reduced lending capacity 35 43.80% 

Increased bad debt provisions 19 23.80% 

Higher operational costs 19 23.80% 

Lower ROA 7 8.80% 

As indicated in Table 1, 43.8% of the respondents 

believe that high non-performing loans (NPLs) 

primarily reduce banks' capacity to lend. This is in 

line with empirical evidence that suggests that asset 

quality deterioration constrains bank credit supply 

and triggers lending contractions. Furthermore, 

23.8% of the respondents believe that high NPLs 

result in bad debt provisions, and another 23.8% 

believe that high NPLs result in increased bank 

operational costs. Only 8.8% believe that high NPLs 

result in lower return on assets (ROA), which may 

suggest that customers are not fully aware of the 

implications of NPLs on profitability. In general, the 
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respondents' perception of NPLs is that they reduce 

banks' capacity to lend and result in increased bank 

costs, which are in line with the evidence that 

suggests that NPLs have a negative impact on 

profitability (Marquardt & Sanchez, 2022). 

Q5. Do you believe that NPLs have affected Awash 

Bank's ability to offer competitive interest rates or 

loan products? 

 

Figure 5. The understanding level of participants on whether NPLs affect the bank's ability to offer competitive 

interest rates or not. 

Figure 5 demonstrates participants' perception 

regarding whether non-performing loans (NPLs) 

have an effect on the bank's capacity to set 

competitive interest rates. Most participants 

perceive that NPLs have an effect on interest rates, 

with 36.3% perceiving a moderate effect and 33.8% 

perceiving a significant effect. On the contrary, 

16.3% perceive that NPLs have no effect, while 

13.8% are uncertain. Overall, the results indicate a 

strong perception that NPLs are related to interest 

rate policies, as banks seek to maintain financial 

stability in line with credit risk. This is in line with 

studies that indicate banks react to increased NPLs 

by raising their lending rates in a bid to offset credit 

risk (Alnabulsi et al., 2023). 

Q6. Has your trust in Awash Bank changed as a 

result of public news about nonperforming loans or 

its financial stability? 

 

Figure 6. Participants' change of trust in Awash bank based on public news about the status of NPLs and their 

causes on the financial stability of the bank. 

Figure 6 demonstrates the impact of non-performing 

loans on customer trust and illustrates the dual 

nature of the impact, where some elements are 

stable, while others are not. The largest proportion 

of participants (73.7%) indicated that the level of 

their trust in the bank remained the same, which is a 

sign of customer stability or inertia associated with 

efficient risk management and communications 

when NPL ratios rise (Amir & Choudhury, 2023). At 

the same time, 26.3% experienced declining levels 

of their trust, which can be attributed to the negative 

impact of growing ratios of NPLs and poor asset 

quality on stakeholder confidence (Andronoudis, 

Baboukardos, & Tsoligkas, 2024). Overall, although 

customer trust remains stable, NPLs still constitute 

a risk factor for customer confidence and reputation. 

Q7. As a borrower of the Bank, do you pay your 

repayment regularly? 
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Figure7. The responses of participants on regular repayment of the bank's loans 

Figure 7 indicates that 86.3% of respondents were 

able to show consistent loan repayment behaviors, 

while just 13.7% were unable to show compliance 

with repayment requirements. This is indicative of 

very high levels of credit discipline, and it is 

supported by research results indicating that digital 

credit tracking mechanisms and sophisticated credit 

scoring methods enhance repayment behavior for 

retail borrowers (Berg et al., 2020). Nevertheless, 

there is a need for further analysis of the non-

compliance rate of 13.7%, even though it represents 

a small percentage. This can reveal underlying risks 

that may exist in the banking sector under 

consideration. Thus, banks should develop adequate 

risk management approaches to prevent such 

problems from emerging in the future (Santos & 

Winton, 2019). 

Q8. What is your view regarding the time that the 

Bank takes to grant a loan for your request? 

 

Figure 8. This chart presents the loan processing times categorized into three different categories 

As Figure 8 illustrates, most respondents were 

satisfied with the loan approval process' speed. 

Almost two-thirds (63.8%) reported it to be “Quick” 

while 20.0% found it “Very Quick.” Thus, the total 

percentage of people who were satisfied with the 

process' speed was equal to 83.8%. The level of 

customer satisfaction can be regarded as quite high, 

meaning that the bank succeeded in implementing 

effective loan approval processes, which are 

essential for maintaining customer loyalty and 

ensuring the company's competitiveness. At the 

same time, 16.3% of participants stated that the 

process takes “longer,” implying the existence of 

inefficiencies that could negatively impact customer 

relations (Rust et al., 2021). In general, the results 

obtained by the researcher correspond with other 

studies that highlight the positive role of 

digitalization in the lending process (Skinner, 2022). 

Q9. How do you rate the Bank's Credit Policy? 
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Table 2. The table seems to describe the frequency distribution of ratings related to credit policy. 

Response Category Frequency Percent 

Very satisfactory 27 33.80% 

Satisfactory 48 60.00% 

Moderate 5 6.30% 

Table 2 above shows the satisfaction levels of the 

participants on the bank’s credit policy, where 

60.0% of them rated the bank’s credit policy as 

“Satisfactory” and 33.8% as “Very Satisfactory”, 

leading to a total satisfaction percentage of 93.8%. 

This result implies that the credit policies of the bank 

are favorable and meet the requirements of the 

borrowers, thereby increasing their confidence and 

enabling the competitiveness of the financial 

institution amidst the digitalization of the banking 

sector. The high satisfaction percentages also 

emphasize the importance of transparency in the 

credit policies of financial institutions to ensure their 

stability and reputation. Nevertheless, the 6.3% of 

the participants who were not satisfied call for 

improvements in the credit policies of the bank in 

light of new risks in the financial sector (Thakor, 

2020). 

Q10. Do you think Awash Bank does enough to keep 

non-performing loans from piling up? 

 

Figure 8. The percentages of responses about the bank's NPL prevention initiatives. 

Figure 8 presents a summary of stakeholders' 

perceptions regarding the sufficiency of the bank's 

NPL prevention strategies. The majority of 

stakeholders, i.e., 53.8%, replied "Yes, definitely," 

while 23.8% replied "Somewhat." These two 

options collectively represent 77.6% of 

stakeholders' perceptions that the current strategies 

are at least partially effective. On the other hand, 

13.8% replied "No, not enough," while 8.8% replied, 

"Not sure." These results point toward cautious 

optimism, as research has found that stakeholders' 

trust in new banking systems is based on their 

perceptions of financial institutions' ability to 

withstand shocks and manage risks effectively 

(Beck et al., 2021). Nevertheless, it is noteworthy 

that there is a mix of responses, implying that more 

transparency is required, as it is found that 

transparent risk mitigation strategies promote trust 

(DeYoung et al., 2017; Berger & Udell, 2021). 

Q11. In your opinion, how open is Awash Bank in 

sharing information on non-performing loans and its 

financial health? 
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Figure 9. Participants' level of frequency on the degree of the bank's transparency on NPLs 

Figure 9 shows mixed opinions about the bank’s 

transparency with regards to the non-performing 

loans. In this regard, 43.8% of respondents gave 

their opinions as “Very transparent” and 23.8% as 

“Somewhat transparent”, showing a combined 

positive view of 67.6%. However, 6.3% had an 

opinion that the transparency was poor while 26.3% 

were unsure about the transparency of the bank 

regarding the non-performing loans. Such ambiguity 

could arise due to the complicated nature of the 

financial reporting and risk disclosure systems, 

which are usually difficult for the retail customers to 

understand (Longo, 2025). Overall, the study shows 

that the bank’s transparency initiatives have been 

moderately effective. It is also worth noting that 

previous researches have emphasized the 

significance of financial reporting transparency in 

the banking sector stability (Zhang & Wang, 2023; 

Tőzsér et al., 2024). 

Q12. Do you think that NPLs influence your ability 

to access financial products (e.g., loans, credit 

facilities) from Awash Bank? 

 

Figure 10. Participants responded to whether NPLs impact their ability to secure loans from Awash Bank. 

Figure 10 shows that the majority of respondents 

(66.3%) do not experience the impact of non-

performing loans (NPLs) on their ability to access 

loans. This shows that access to credit is stable 

despite the increase in credit risk. This is supported 

by literature that shows retail lending is stable 

despite deteriorating asset quality, given that banks 

maintain their relationship with customers and 

diversification (Beck et al., 2015). However, 23.8% 

of respondents experiencing negative effects and 

10.0% being uncertain also show that there is 

uneven rationing of credit. This shows that banks 

respond to risks such as risk tolerance, capital 

adequacy, and liquidity (Santos & Winton, 2019). 

This shows that banks experience constraints, as 

shown by literature that states banks tighten their 

lending standards when default risks increase 

(Berger & Udell, 2021). 
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Q13. Have you ever experienced difficulty in 

securing a loan or credit facility from Awash Bank 

due to its management of NPLs? 

 

Figure 11. The participants' responses in 

percentages on whether they experience difficulty in 

securing loansFigure 11 indicates that 83.7% of the 

participants encounter no difficulties in accessing 

loans, implying that credit accessibility is still 

satisfactory, as recent literature has demonstrated 

with respect to the effectiveness of post-pandemic 

lending models (Peterson, 2025). The low 

percentage of difficulties in accessing loans is 

consistent with recent literature with respect to the 

successful implementation of automated credit 

scoring models in emerging economies (Berg et al., 

2020). The 16.3% of the participants that encounter 

difficulties is a critical segment that needs to be 

addressed, as recent literature has demonstrated that 

even small percentages of credit constraints may 

indicate underlying inefficiencies in financial 

markets (Nguyen, 2026). 

Analysis of Secondary Data: Financial Performance Analysis 

Table 1. Annual Financial Indicators of Awash Bank (2020–2024) 

Year NPL Ratio (%) ROA (%) ROE (%) NIM (%) 

2020 4.21 3.12 22.45 7.84 

2021 4.54 2.98 21.36 7.63 

2022 5.12 2.76 20.41 7.29 

2023 5.68 2.51 19.33 6.94 

2024 6.09 2.28 18.75 6.58 

 

Figure 12. Trends in Credit Risk and Bank Profitability Indicators (2020–2024) 

The Figure 12 shows an inverse relationship 

between credit risk and profitability from 2020 to 

2024. In the aforementioned years, the non-

performing loan ratio has increased from 4.21% to 

6.09%. Meanwhile, profitability measures have been 

decreasing, where ROA, ROE, and NIM have 

reduced to 2.28%, 18.75%, and 6.58%, respectively. 
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The above findings suggest that high credit risk 

decreases profitability of the banks. Other studies 

have found that increased NPL ratios decrease the 

profitability and efficiency of operations in 

developing banking systems (Marquardt & Sanchez, 

2022; Louzis et al., 2023). Additionally, constant 

increase in NPL ratios reduces the net interest 

margins and capital accumulation of banks, making 

them financially unsustainable and unstable (Du et 

al., 2023; Andronoudis et al., 2024). 

Table 3. Descriptive Statistics of Study Variables 

Variable Mean Std. Deviation Minimum Maximum 

NPL Ratio (%) 5.13 0.75 4.21 6.09 

ROA (%) 2.73 0.33 2.28 3.12 

ROE (%) 20.46 1.49 18.75 22.45 

NIM (%) 7.26 0.48 6.58 7.84 

In Table 3, the summary of descriptive statistics for 

key performance indicators from 2020 to 2024 is 

presented. The Non-Performing Loan (NPL) ratio 

had an average of 5.13%, with a standard deviation 

of 0.75. The Profitability ratios were also stable, 

with an average of 2.73% for Return on Assets 

(ROA), and Return on Equity (ROE) had an average 

of 20.46%, with a standard deviation of 1.49. In 

addition, the Net Interest Margin (NIM) had an 

average of 7.26%, with a standard deviation of 0.48. 

This shows that despite fluctuations in credit risk, 

the bank has robust operating margins, as confirmed 

by recent research on the financial stability of banks 

in emerging markets (Grobys, 2023). Overall, from 

the low values of standard deviations, it is confirmed 

that there was limited dispersion and hence 

consistency in performance despite economic 

dynamics (Ari et al., 2025; Flavin & Sheenan, 2025). 

Table 4. Correlation Matrix of Study Variables 

Variables NPL Ratio ROA ROE NIM 

NPL Ratio 1 
   

ROA -0.82 1 
  

ROE -0.69 0.77 1 
 

NIM -0.74 0.71 0.66 1 

Table 4 below shows that there are significant 

negative relationships between the Non-Performing 

Loan ratio and profitability measures such as ROA 

(r=-0.82), ROE (r=-0.69), and NIM (r=-0.74). These 

results validate that when credit risk is high, 

financial performance is compromised, as recent 

studies found that deterioration in asset quality is the 

main factor affecting operating profitability. On the 

other hand, internal profitability measures are highly 

correlated with each other, such as ROA with ROE 

(r=0.77) and NIM (r=0.71), implying that 

profitability dimensions move in tandem with each 

other, as found by Grobys (2023). These results 

validate that when credit risk is high, financial 

stability is compromised, but profitability drivers 

remain highly correlated with each other (Ari et al., 

2025; Flavin & Sheenan, 2025). 

Table 5. Regression Results: Effect of Non-Performing Loans on Bank Profitability 

Variables Model (1) ROA Model (2) ROE Model (3) NIM 

Intercept (β₀) 12.184 (3.112)*** 91.352 (24.107)** 8.742 (0.914)*** 

Total NPL Ratio (β₁) −4.276 (1.487)** −36.914 (31.546) −1.682 (0.952) 

Observations (Years) 5 5 5 

R² 0.684 0.551 0.611 

Adjusted R² 0.579 0.401 0.482 

F-Statistic 8.24 1.36 3.13 

Prob (F-Statistic) 0.045 0.321 0.149 
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Table 5 shows the regression results of the impact of 

the total Non-Performing Loan (NPL) ratio on bank 

profitability. The findings show a significant 

negative impact of the total NPL ratio on Return on 

Assets (β = -4.276, p < 0.05), while the impact on 

Return on Equity (β = -36.914) and Net Interest 

Margin (β = -1.682) is negative though statistically 

insignificant. The findings reveal moderate 

explanatory power of the model with R² values of 

0.684, 0.551, and 0.611, and adjusted R² values of 

0.579, 0.401, and 0.482 for ROA, ROE, and NIM, 

respectively. The findings reveal that the model with 

ROA is statistically significant as supported by the 

F-statistic (F = 8.24, p = 0.045), while ROE and NIM 

are not statistically significant. The findings reveal 

that the total NPL ratio reduces profitability, 

especially asset returns (Brooks, 2023). 

5. Discussion 

The empirical findings indicate a substantial inverse 

correlation between non-performing loans (NPLs) 

and bank profitability, with the NPL ratio showing a 

strong negative correlation with ROA (r = -0.82) and 

a statistically significant adverse impact on bank 

profitability in the regression model (β = -4.276, p < 

0.05). This empirical outcome aligns with recent 

empirical findings emphasizing the adverse impact 

of credit risks on bank profitability, especially in the 

banking sector of emerging and developing 

economies, where credit risks are more challenging 

to monitor and where macroeconomic instability 

increases the likelihood of default risks 

(Andronoudis et al., 2024). 

The study shows that there was an increase in the 

level of non-performing loans from 4.21% to 6.09% 

during the period of the study due to trends that are 

related to the global banking credit crisis 

experienced recently. An increase in non-performing 

loans is related to decreased profitability and an 

increase in loan provisions (Beck et al., 2023; 

Demirgüç-Kunt et al., 2023). But this does not hold 

for advanced financial systems because there will be 

a reduction in the negative impacts of non-

performing loans on profitability due to better 

regulations and more advanced risk management 

techniques (Beck et al., 2023). 

The survey findings indicate an inconsistency 

between the perception of customers and the 

financial performance of the bank. Despite the poor 

financial trends indicated by the financial ratios, 

73.7% of the respondents noted that their trust in the 

bank had not changed at all. This is because 

customer inertia is common in the banking industry 

(Hattori & Yoshida, 2023). On the other hand, the 

26.3% of the respondents who indicated a reduction 

in their trust in the bank indicates that there might be 

transparency issues with regard to the financial 

stability of the bank, which affect stakeholders' 

confidence in the financial institution (Marquardt & 

Sanchez, 2022). 

The results reveal potential problems in 

communication in terms of the bank’s transparency 

regarding its NPLs since a significant number of 

respondents was unsure about their bank’s 

disclosure policy, which may influence 

stakeholders’ confidence (Hattori & Yoshida, 2023). 

While 86.3% of borrowers showed stable repayment 

behavior, 13.7% experiencing issues with loan 

repayment is a matter of concern as even minor 

delinquency rates may be a sign of emerging credit 

risk in banks’ portfolios (Andronoudis et al., 2024). 

At the same time, although 83.8% of the surveyed 

persons showed satisfaction with loan processing 

effectiveness, their dissatisfaction indicates the 

necessity for further enhancement of the bank’s 

services. 

6. Conclusions 

The findings of the study in this regard show that the 

impact of non-performing loans on the profitability 

of Awash Bank during the period 2020-2024 is 

significant. The linear increase in the non-

performing loans ratio from 4.21% to 6.09% has also 

shown a corresponding decrease in all profitability 

ratios. The regression analysis also confirmed that 

the impact of non-performing loans on the return on 

assets of the bank is significant. The significant 

negative correlation between the credit risk and 

profitability ratios also shows the importance of the 

quality of loans to the financial institutions. Though 

the customer perception regarding the accessibility 

of credit, quality of service, and trust in institutions 

is positive, there remains a disconnect that may not 
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show an appreciation of the importance of the credit 

risk that is becoming an area of concern. 

6.1. Recommendations 

This study proposes a number of actions that can 

help Awash Bank manage its non-performing loans 

effectively and improve its financial performance. 

First, it is recommended that the bank should 

strengthen credit risk management through the use 

of stricter credit assessment practices that include 

rigorous borrower screening and enhanced loan 

recovery process. This will help in addressing the 

issue of the increasing non-performing loans. 

Second, Awash Bank should develop more 

transparent communication with its stakeholders by 

disclosing information about the level of its non-

performing loans and credit risk strategy in order to 

build more trust and confidence. Third, the bank 

should increase its sources of income by developing 

new non-interest income streams, such as fee-based 

and digital banking services. Moreover, intervention 

programs should be developed in order to address 

the problems of troubled borrowers and to prevent 

the emergence of additional defaults. Finally, macro-

risk hedging techniques should be employed by 

Awash Bank. 
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