T

www.ijhssm.org

International Journal of Humanities Social Science and Management (IJHSSM)
Volume 5, Issue 2, Mar.-Apr., 2025, pp: 956-966

ISSN: 3048-6874

Credit Risk and Financial Stability of Listed Deposit Money
Banks in Nigeria

'Emmanuel Olusegun ALALADE

Department of Banking and Finance, Nasarawa State University, Keffi, Nasarawa State.

20Omolola Olajumoke OLADEJI
Department of Business Administration, New Mexico Highlands UniversityLas Vegas, NM87701, USA.

SEmeka NJOKU

Department of Economics University of Abuja, Abuja.

Date of Submission: 08-04-2025

Date of Acceptance: 17-04-2025

This study examined the effects of credit risk on
financial stability of the listed Deposit Money Banks
(DMDs) in Nigeria. The ex-post facto research
design was adopted for this study. The population of
this study consists of the 14 listed Deposit Money
Banks (DMDs) in Nigeria on the NigerianExchange
Group the 14 number of 14 banks forms the samples
size for the study. The financial stability was
measured using Z-Score. The panel secondary data
were collected from annual reports of the sampled
banks for a 10-year period. In analyzing the data,
Generalized Least Squares (GLS) was used. The
results revealed that Non-Performing Loans has a
negative and significant impact on financial stability
(FS) of the sampled banks in Nigeria. The results
also show that Loan Loss Provision does not have a
significant impact on financial stability of Deposit
money banks in Nigeria. While the findings of the
study showed that capital adequacy ratio (CAR) has
a positive and significant impact on financial
stability of selected banks in Nigeria during the
period under review. The study therefore
recommended that financial institutions should
strengthen their credit risk management strategies
to minimize non-performing loans (NPL) and
enhance financial stability.

Keywords: Credit Risk, Financial Stability, Non-
Performing Loans, Loan Loss Provision, Capital
Adequacy Ratio.

. Introduction
Deposit Money Banks generally act as
financial intermediaries by providing support,
especially to the real sector of the economy. This
support enhances rapid economic growth and
financial stability. However, as the business
environment  especially, financial institutions

continue to experience intense competitive
pressures, volatile economic conditions, rising
default rates, increasing levels of consumer and
commercial debt, and the ability to monitor and
manage credit risk effectively and efficiently could
determine the success and survival or otherwise of
these institutions. Financial stability is therefore
vital for any financial institution.A thorough
understanding of the correlation between credit risk
and financial stability has gained substantial
relevance in recent years, particularly considering
global economic uncertainties. Credit risk, defined
as the likelihood that a borrower may fail to meet
their ~ financial  obligations, has  profound
implications for both individual financial institutions
and the overall stability of the financial system (Li
et al., 2022). On the other hand, financial stability
refers to a state where the financial system
comprising  banks, financial markets, and
infrastructure operates efficiently, resists economic
shocks, and supports economic growth (Borio,
2023). Given the interdependence between these
two concepts, a nexus is often seen in which
elevated levels of credit risk contribute to financial
instability, as defaults and increased credit costs
strain financial institutions, potentially leading to
systemic crises (Kaufman, 2023).

In early 2000, the banking sector was faced
with  various challenges that include non-
performing loans, political interference, and
fluctuations of interest rate among others, which
have threatened the banks stability as indicated by
Roche (2019). According to Bessis (2005), risk
management is important to bank management
because banks are ‘risk machines; they take risks;
they transform them and embed them into banking
products and services. Various risks faced by
commercial institutions include credit risk, market
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risks, interest rates risk, liquidity risk and
operational risk (Shubhasis, 2005). The Central
Bank of Nigeria has imposed several regulations to
ensure financial stability in Nigeria quoted deposit
money banks in maintaining moderate credit risk
before dividend can be paid to shareholders. Despite
all these controls put in place, deposit money banks
in Nigeria still experienced deterioration in assets
quality (CBN, 2016).

Various studies have been conducted on
credit risk for instance, study by Ndung’u (2003),
Mudiri  (2003), Maina (2003), Mboe (2004),
Mwirigi (2006), Kegendo (2006), Ngare (2008),
Gestel (2009), Mendoza & Rivera (2017), Isanzu
(2017), Ogunalde & Oseni (2018), Kingu, Macha &
Gwahula (2018) and Abera (2018). These studies
focused on banking profitability. More so, several
studies in Nigeria have attempted to address the
relationship between credit risk and financial
performance of banks in Nigeria but these studies
have not comprehensively addressed the effect of
credit risk on the financial stability of deposit
money banks in Nigeria. E.g., Olawale, Tomola, et
al (2015), investigated the effect of credit risk
management on bank performance in Nigeria and
used return on assets to measure performance. Also,
Idowu and Awoyemi, (2014) Carried out a study on
the impact of credit risk management on the
performance of commercial banks in Nigeria and
used return on Equity and Return on Asset as
performance indicators.

Research conducted shortly after the CBN
ordered the merger of some banks in the year 2009
shows that one most important symptom of bank
failures in Nigeria characterized by poor credit risk
management is non-performing loans (NPLs).
According to Nwaze (2006) in Ugoani (2011) a total
of 33 banks were liquidated in Nigeria between
1994 and 2000 due to huge non-performing loans
well over N200 billion. Credit risk management has
continually led to the failure of banks in Nigeria.
Although First Bank of Nigeria is one of the few
banks that are financially healthy, it cannot be
concluded that this bank (First Bank) is not faced
with the issue of non-performing loans.

Despite various stabilization efforts,
Nigerian commercial banks continue to face
significant challenges related to credit risk, which
threatens their financial stability and operational
sustainability. High levels of non-performing loans
(NPLs) have repeatedly exposed these banks to
solvency issues, reducing profitability and eroding
capital buffers intended to shield them against
economic shocks (Okoye et al., 2023; Ajibola,
2022). This persistent issue suggests inadequacies in

current credit risk management frameworks and
raises concerns about banks' ability to remain stable
in a volatile economic environment. The situation is
further exacerbated by a range of factors, including
Nigeria's economic instability, fluctuating exchange
rates, and inconsistent regulatory policies, which
heighten credit risk and impair banks' capacity to
meet financial obligations (Oke & Oba, 2022;
Ibrahim & Adeola, 2024).

In response to these challenges, regulatory
bodies, particularly the Central Bank of Nigeria
(CBN), have introduced measures aimed at curbing
excessive credit risk. However, the effectiveness of
these initiatives remains uncertain, as research
shows a continued disconnect between credit risk
management practices and the financial stability of
banks, signaling unresolved issues that endanger
Nigeria’s financial system (CBN, 2023; Ogunleye et
al., 2021). Additionally, inadequate risk assessment
and mitigation strategies further exacerbate credit-
related losses, which compromises the resilience of
listed deposit money banks to withstand financial
stress (Adetayo & Olusanya, 2023).

Hence, this study explores the critical
nexus between credit risk and financial stability of
listed deposit money banks in Nigeria and
examining the effectiveness of credit risk
management practices in maintaining financial
stability within the sector, focusing on non-
performing loans, loan loss provisions, and capital
adequacy ratio on bank stability, using Z-Score
Model.

The main objective of this study is to examine credit
risk and the financial stability of listed deposit
money banks in Nigeria. The specific objectives are
to:

i examine the effect of non-performing loans
on financial stability of listed Deposit Money Banks
in Nigeria.

ii. investigate the effect of loan loss provision
on financial stability of listed Deposit Money Banks
in Nigeria.

iii. assess the impact of capital adequacy ratio
on financial stability of listed Deposit Money Banks
in Nigeria.

The following hypotheses are formulated in order to
achieve this objective:

HO0.: There is no significant relationship non-
performing loans and financial stability.

HO,: There is no significant relationship between
loan loss provision and financial stability.

HOsThere is no significant relationship between
capital adequacy ratio and financial stability.
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Significance of the Study

This study holds critical importance for
Nigeria's banking sector and broader economy.
Deposit Money Banks (DMBs) play a pivotal role in
financial intermediation, and their stability directly
impacts economic growth. However, rising credit
risk—evidenced by increasing non-performing loans
(NPLs)poses a severe threat to financial soundness.
By analyzing the relationship between credit risk
and financial stability in listed Nigerian banks, this
research provides actionable insights for regulators,
bank executives, and investors. For policymakers,
the findings will help refine prudential regulations,
such as capital adequacy and loan provisioning
requirements, ensuring a more resilient banking
system. Bank managers can leverage the study’s
recommendations to strengthen risk assessment
frameworks, adopt advanced credit monitoring
tools, and diversify loan portfolios to mitigate
default  risks.  Additionally, investors and
shareholders ~ will  benefit from a clearer
understanding of key financial health indicators,
enabling better-informed investment decisions.
Academically, this study contributes to existing
literature by offering updated empirical evidence on
post-pandemic banking risks in an emerging market
context. Ultimately, the research supports Nigeria’s
financial stability by promoting sound credit risk
management practices, fostering investor
confidence, and enhancing the banking sector’s
ability to withstand economic shocks.

1. LITERATURE REVIEW

Conceptual Issues
Non-Performing Loans

Non Performing Loans are defined as loans
where borrowers have failed to make scheduled
payments for a specified period, typically 90 days or
more. High levels of NPLs indicate potential
weaknesses in a bank’s credit management practices
and can lead to severe financial instability, affecting
not only individual banks but also the broader
financial system (Koskei & Samoei, 2024)(Odebode
et al., 2024).0ne of the primary implications of
increased NPLs is the potential for a destabilizing
effect on financial institutions. As evidenced by
Koskei and Samoei, when banks experience rising
NPL ratios, their operational efficiency diminishes,
leading to slower monetary policy implementation
and overall system fragility (Koskei & Samoei,
2024). This relationship is further supported by
Odebode et al., who highlight that an elevated non-
performing loan ratio indicates insufficient credit
risk management, potentially culminating in bank
failures and financial vulnerabilities (Odebode et al.,

2024). Therefore, effective management of NPLs is
fundamental to preserving not only the health of
individual banks but also the integrity of the
financial system at large.

Studies has also illustrated that the
prevalence of NPLs serves as a leading indicator of
systemic risk. Azaria notes that NPL ratios are
frequently employed as a proxy for predicting future
financial distress within banking systems, thereby
enabling early intervention measures to be
undertaken (Azaria, 2022). Similarly, Fallanca et al,
(2020) argue that NPLs are commonly associated
with banking crises and warrant serious attention
from regulatory bodies to mitigate risks that could
spiral into broader economic crises. The financial
accelerator theory supports this notion by suggesting
that heightened levels of credit risk can exacerbate
market downturns, further inflating NPL ratios and
compromising bank stability.

In looking at specific macroeconomic
influences, research indicates that external economic
conditions play a significant role in determining
NPL outcomes. For instance, Oktaviani and Yefriza
assert that poor management of NPLs can lead to
increased financial instability, particularly when the
economic climate is unfavorable (Oktaviani &
Yefriza, 2024). Furthermore, Okyere and Mensah
emphasize the need for banks to navigate
macroeconomic challenges effectively, as these
external factors often correlate with increases in
NPLs (Okyere & Mensah, 2022). The management
and monitoring of non-performing loans are critical
for ensuring the financial stability of banks.
Elevated NPL levels indicate weaknesses in credit
risk management and can lead to broader financial
crises if not addressed prudently. As such, both
banks and regulators must prioritize effective
strategies to minimize NPL ratios to uphold the
stability of the financial system and support
economic growth.

Loan Loss Provision

Loan loss provisions are accounting entries
that reflect the bank’s anticipation of potential losses
from uncollectible loans. They serve as a financial
safeguard against defaults, thereby playing a critical
role in mitigating the risks associated with lending.
Studies (Soedarmono et al., 2017; Agénor &
Zilberman, 2015)highlights that the procyclicality of
loan loss provisions poses a significant challenge for
banks. Specifically, during periods of economic
growth, banks may underestimate the risk of future
loan defaults, leading to inadequate provisions when
economic  downturns occur.  This  behavior
exacerbates financial instability, as insufficient
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provisioning can mask a banks true financial health
and reduce its resilience during economic shocks.
For instance, studies have shown that banks with
lower capital ratios are more likely to inflate their
loan loss reserves to appear financially sound,
complicating their risk profiles and lending
behaviors (Soedarmono et al., 2017; Soedarmono et
al., 2012).

Moreover, the provisioning behavior
significantly impacts a banks profitability and
capital adequacy, which are essential determinants
of its operational stability. A study examining
commercial banks in Nepal indicates that loan loss
provisioning is intricately linked to profitability and
capital positions, which in turn affects their ability
to provide credit to the economy (Gurung et al.,
2023). In the context of a broader economic
framework, excessive provisioning can lead to a
cycle where reduced lending triggers lower
economic activity, impacting both the banks
performance and the economy (Pool et al., 2015).

Thus, adequate loan loss provisions are
critical not just for the banks stability but also for
the overall health of the financial system. The
relationship between loan loss provisions and bank
stability is also influenced by managerial discretion.
Bank managers may use loan loss provisions
strategically to manage earnings and regulatory
capital, leading to potential income smoothing
practices that can distort a banks reported financial
health (Wang, 2019; Chang et al., 2011). This
discretionary aspect of provisioning compels
regulators to examine the accuracy and transparency
of these provisions meticulously, as they are crucial
indicators of the banks safety and soundness (Ozili,
2024). The loan loss provision is a fundamental
component of the banking sectors risk management
strategy. Its implications extend beyond individual
banks, significantly impacting the broader financial
systems stability. Addressing the challenges posed
by procyclicality and managerial discretion in
provisioning practices is essential for enhancing the
resilience and reliability of banks in the face of
economic  fluctuations.  Thus, a nuanced
understanding of loan loss provisions is essential for
regulators, policymakers, and bank management
alike.

Capital Adequacy Ratio

Capital Adequacy Ratio is defined as the
ratio of a banks capital to its risk-weighted assets
and is a critical component of prudential regulation
aimed at ensuring the soundness of financial
institutions. Regulatory frameworks, including the
Basel Accords, mandate that banks maintain a

minimum CAR to protect depositors and enhance
overall stability within the banking sector Charitou
(2019)(Biatas & Solek, 2010).A higher CAR is
positively correlated with financial stability, as it
signifies that a bank is better equipped to withstand
economic shocks and potential credit losses (Affandi
et al., 2023; Bokhari et al., 2019). For example, a
study by Akbar identifies CAR as a crucial factor for
ensuring the robustness of banks, stating that a
strong CAR enhances a banks ability to withstand
adverse economic conditions (Akbar, 2023). This
perspective is echoed in research by Charitou, which
emphasizes the role of CAR in safeguarding
deposits and preventing financial crises (Charitou,
2019). The implication is that banks with higher
CARs are less likely to fail during economic
downturns, thereby promoting confidence in the
banking system among stakeholders (Humta et al.,
2024).

Moreover, CAR interacts with other
financial ratios and factors contributing to bank
performance and stability. Research shows that
capital adequacy, alongside liquidity and asset
quality, significantly influences financial soundness
(Martiniasih et al., 2024; Bateni et al., 2014). The
balance maintained by suitable CAR levels helps
banks manage their credit risks effectively,
particularly regarding non-performing loans (NPLs)
(Charisma et al., 2022). Studies demonstrate that as
CAR increases, banks can extend credit more safely,
due to the minimized risk of insolvency stemming
from defaults (Putri et al., 2021). The capital
adequacy ratio is a fundamental measure that not
only ensures individual bank stability but also
enhances overall financial system integrity. By
maintaining an adequate CAR, banks can promote
confidence among consumers and investors, reduce
the likelihood of financial crises, and effectively
manage their risk exposures. As such, CAR remains
a critical focal point for regulatory oversight and
strategy formulation within the banking sector.

Financial Stability

Financial stability is conceptualized as the
situation in which a financial system, consisting of
financial markets, financial intermediaries, and
market infrastructures can resist financial shocks,
which can ruin the distribution of savings to
lucrative investment alternatives. The concept of
financial stability is likely to differ from developed
to developing economies. In developed economies,
financial stability is interpreted in the context of the
state of non-financial institutions such as retirement
funds, brokerage houses, investments funds, etc.
Whereas in developing economies that comprise
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undeveloped stock markets, insurance companies,
and investments into those countries mostly rely on
credits.

The review of literature does not project
general agreement regarding the definition of
financial stability. Though a broad concept but
essentially known as being about effective financing
of economic activities and adequate managing of
risks to withstand economic shocks (Schinasi 2004;
Fell and Schinasi, (2005); Madi, 2016; International
Monetary Fund, 2022; Financial Services Report,
2022).  Financial  instability is  therefore
characterized as experiencing high insolvency risk,
illiquidity, and greater credit risk (Trinh et al.,
2020). Financial stability is very important to
Central Banks for economic development and
growth of nations’ economy.

The Bank of England intervened to restore
confidence in the UK banking sector during the
global financial crisis in 2007-09 caused majorly by
credit risk and taxpayers funds were used to bail out
some of the big financial institutions in the UK to
ensure financial stability of the financial system
(Financial Services Report, 2022). The Bank of
England recent report confirmed the crucial role of
UK banks in ensuring the financial stability of the
UK economy as the global and UK economic
outlook have weakened materially and suggested
increased capital buffer as a proactive measure to
absorb probable losses to support the economy in
the occurrence of severe shock (Financial Services
Report, 2022). Consequently, an efficient financial
sector through effective credit risk management is
critical to sustainable financial stability for
economic growth (Nasir et al., 2019). Theoretically,
banks with good capital adequacy ratio have a good
profitability. A bank with a strong capital adequacy
is also able to absorb possible loan losses and thus
avoids bank run, insolvency, and failure (Bhattarai,
2016).

Theoretical Framework

From the foregoing three distinct theories
namely, Minsky’sfinancial instability hypothesis
(FIH), credit risk Theory and agency theory,
applicable to the concepts of credit risk and
financial stability are recognized, however this study
hinges on the theories of Minsky’s financial
instability  hypothesis  (FIH)and  credit  risk
Theorybecause Minsky’s theory argues that
financial systems are inherently unstable due to
excessive risk-taking during economic booms,
leading to crises when credit risks materialize while
credit risk theory focuses on factors causing loan
defaults (e.g., borrower risk, collateral quality,

economic conditions).These two theories are more
relevant to the Nigerian context Minsky’s Financial
Instability Hypothesis (FIH) explains how Nigerian
banks’ risky lending during economic booms leads
to crises during downturns, fitting Nigeria’s
recurring banking cycles. Credit Risk Theory
complements this by analyzing bank-level risks like
bad loans and poor risk management. Together, they
provide a complete frameworklinking
macroeconomic shocks (FIH) to institutional
weaknesses (Credit Risk Theory)to assess how
credit risk threatens financial stability in Nigerian
banks.

Empirical Review

Zhang and Li (2024) investigated Chinese
banks’ NPL dynamics and how digital lending
practices may influence financial stability. Their
study, based on data from 2019 to 2024, finds that
digital lending contributes to reduced NPLs due to
improved credit assessment technology, enhancing
financial stability. Zhang and Li’s research
highlights the role of fintech innovations in
mitigating credit risk but noted that rapid
digitalization also introduces cyber-risk concerns.
The study's focus on digital practices provides a
fresh perspective on NPL management, although its
concentration on China may not fully account for
the varying levels of technological adoption in other
regions.

Chowdhury et al. (2024) , in Bangladesh,
explored the role of loan loss provisions (LLPs) in
mitigating the destabilizing effects of NPLs.
Covering the period from 2016 to 2023 and utilizing
a random-effects model, Chowdhury et al. find that
high LLPs significantly cushion banks against the
adverse effects of rising NPLs on stability. The
study emphasized that prudent provisioning policies
are crucial for banking sector resilience. However,
while thorough, the research is limited by its focus
on a single country, which may not generalize well
to banking systems with different regulatory and
economic structures.

Lee et al. (2023) provided evidence from
Southeast Asia, demonstrating that conservative
provisioning policies are particularly beneficial
during economic downturns. Their findings aligned
with the notion that LLPs help maintain capital
buffers and offset credit risk exposure, which can be
crucial for banks facing financial stress. Although
the study applied a fixed-effects model to control for
bank-specific factors, it primarily centers on the role
of LLPs in times of economic instability. This
approach, while insightful, may limit its relevance in
more stable economic periods, which are also
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essential to understanding long-term financial
stability. Furthermore, the study could enhance its
comprehensiveness by including additional bank-
specific variables such as capital adequacy ratios to
provide a deeper understanding of stability factors.

Zhang and Wong (2023) study Chinese
banks and highlight regulatory compliance as a
moderating factor in the LLP-stability relationship.
By examining the interaction between LLPs and
regulatory compliance, the study sheds light on how
prudent oversight can enhance LLPs' stabilizing
effects. However, focusing solely on China means
the results may not be broadly applicable due to
differences in regulatory frameworks across
countries. Expanding the analysis to include other
regions would increase the study’s relevance and
generalizability. Together, these studies demonstrate
that while LLPs generally bolster financial stability,
the magnitude and mechanisms of this effect can
vary substantially across different economic and
regulatory contexts. Further research across diverse
regions and timeframes is essential to fully
understand how LLPs interact with other variables
to impact financial stability.

Johnson and Clark’s (2023) study on
European banks examines the role of capital
adequacy ratios within varying EU regulatory
environments, using a generalized method of
moments (GMM) to manage endogeneity concerns.
Their research illustrates that capital adequacy ratios
are especially impactful under stringent regulations,
though they observe a diminished effect in more
lenient regulatory settings. While providing relevant
insights for European banks, this study’s focus on
EU regulatory specifics limits its application in
regions with less comprehensive oversight.
Broadening this study to include loosely regulated
markets could further contextualize liquidity’s
stabilizing role across different regulatory regimes.

Musa and Yaro (2023) explored capital
adequacy ratios within Nigeria’s commercial
banking sector, noting that liquidity contributes to
resilience against economic shocks, particularly
post-2016 recession. Their findings suggested a
nuanced impact: while liquidity strengthens

Table 3.6: Variables and their Measurement

stability, excessive liquidity may constrain lending
and profitability, indirectly affecting long-term
stability. Although important for understanding
Nigeria’s banking dynamics, the study’s absence of
a comparison with banks in economically stable
countries  limits its scope. Including such
comparisons would enhance the applicability of the
findings, illustrating how liquidity strategies vary
between unstable and stable economic contexts.
Each of these studies contributes valuable
perspectives to literature, collectively emphasizing
the complex relationship between capital adequacy
ratios and stability while highlighting the
importance of regulatory context and banking
structure.

1. METHODOLOGY

This study adopted Ex-post facto research
design. Ex-post facto research uses data already
collected, but not necessarily amassed for research
purposes. Ex-post facto literally means from what is
done afterwards. The study relied heavily on already
existing secondary data of all listed banks in
Nigeria. The population of the study was the
fourteen (14) listed deposit money banks in Nigeria
and this also forms the sample size of the study.The
study explored the use of secondary sources of data
collection. The data were extracted from the annual
reports and accounts of the banks listed on the
Nigerian Exchange Group, fact book and other
relevant sources for a period of ten (10) years (2014
to 2023). The banks are public limited companies
listed on the Nigerian Exchange Group. By virtue of
being public limited companies, and as a
requirement of being listed, annual financial report
must be made available to the Nigerian Exchange
Group. The study used panel regression technique
of data analysis because the data that is to be used
for analysis is panel data containing collection of
quantities obtained across multiple banks that are
assembled over even intervals in time and ordered
chronologically. The technique was used to examine
whether each independent variable is associated
with the dependent variable.

Variables Sign Measures

Source

Financial Stability FS [Z-score =

(ROATCAR)/ SROA] ie.

Ighinosa & Naimo

Return on Asset, Capital adequacy ratio & (2020)
Standard Deviation.

Non-Performing Loan NPL

Loan Loss Provision LLP

Measured as NPL to Gross Loan Ratio

Bishnu (2019) &
Serwadda (2018)

Measured by Loan Loss Provision to Total Serwadda (2018)
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Loan Ratio

Capital Adequacy Ratio CAR

Measure of bank’s own equity in relation

(Abiola and Olausi

to its risk exposures. (Tier 1 capital+Tier 2 (2014).
capital)/Risk weighted Asset

Source: Researcher’s Computation, 2025
Model Specification

The various hypothesis and variables are combined
into a functional equation to explain the relationship
between performance and explanatory variables.

For the study, a model is specified and estimated
thus:

FSit

= B0 + BINPLit + B2LLPit + B3CARIit

Where:

FS = Financial Stability

NPL = Non-Performing Loans

LLP = Loan Loss Provisions

CAR = Capital adequacy ratio

Bo= coefficient of the parameter estimates.
et= Error term of company i in time t

V. RESULTS
The descriptive statistics for the dependent and
independent variables are displayed in Table 2. The
summary statistics shown in table 2 are the mean,
standard deviation, minimum and maximum values
of thedependent and independent variables.

Variable Obs Mean Std. Dev Min Max
FS 140 10.80926 6.325545 77347 24.6208
NPL 140 .2731557 4851963 0 2.4144
LLP 140 .7953093 1.76581 -10.8469 10.327
CAR 140 .3954871 1.015004 -1234 11.024

Source: Output STATA 14

Note: FS is Financial Stability; NPL is Non Performing Loans; LLP is Loan Loss Provision; CAR is Capital

Adequacy Ratio

Table 2: Presented the summary statistics
reveal significant variations in financial stability
(FS), non-performing loans (NPL), loan loss
provision (LLP), and capital adequacy ratio (CAR)
among the observed firms. FS has an average of
10.81 with a wide dispersion (Std. Dev. = 6.33),
indicating differences in firms' financial health. NPL
has a mean of 0.273, suggesting that, on average,
27.3% of loans are non-performing, with values
ranging from 0 to 2.414, indicating varying credit
risk levels. LLP shows high variability (Std. Dev. =
1.77) and a negative minimum (-10.85), possibly
due to reversals in provisions. CAR averages 0.395
but ranges from -0.123 to 11.024, implying
differences in capital adequacy, with some firms
experiencing deficiencies. The overall results

financial
regulatory

highlight ~ significant  disparities in
performance, risk exposure, and
compliance among the firms.

Correlations Matrix

Table 3 Presents the Pearson correlation
analysis matrix, illustrating the extent of link
between the dependent and independent variables of
the study, as well as among the independent
variables themselves. It aids in determining the
degree of correlation among independent variables,
as high correlation may result in multicollinearity,
potentially leading to erroneous findings and
conclusions.

Table 3: Correlation Matrix

Variable FS NPL LLP CAR
FS 1.0000

NPL -0.2046 1.0000 .

LLP 0.0281 -0.2905 1.0000

CAR 0.1746 0.0185 0.0053 1.0000

Source: Output STATA 14
Note: FS is Financial Stability; NPL is Non-Performing Loans; LLP is Loan Loss Provision; CAR is Capital

Adequacy Ratio
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The table 3 presented the correlation matrix
for financial stability (FS), non-performing loans
(NPL), loan loss provision (LLP), and capital
adequacy ratio (CAR). FS has a negative correlation
with NPL (-0.2046), suggesting that higher non-
performing loans are associated with lower financial
stability. FS has a weak positive correlation with
LLP (0.0281) and CAR (0.1746), implying that
these variables have minimal direct influence on
financial stability. NPL and LLP show a moderate
negative correlation (-0.2905), indicating that as
non-performing loans increase, loan loss provisions

tend to decrease, possibly due to provisioning
policies. NPL and CAR have a near-zero correlation
(0.0185), suggesting little to no relationship between
non-performing loans and capital adequacy.
Similarly, LLP and CAR have an almost negligible
correlation (0.0053), indicating that loan loss
provisions do not significantly impact capital
adequacy. Overall, the results suggest that financial
stability is primarily affected by non-performing
loans, while the relationships among other variables
are weak or insignificant.

Results
Table 5: Regression Estimates for Generalized Least Square (GLS)
FS Coefficients Std. Error Z-Values P-Value
NPL -2.847786 1.123972 -2.53 0.012
LLP -.1299463 0.3087883 -0.42 0.675
CAR 1.114335 0.5141144 2.17 0.032
(Constant) 11.24979 0.7115185 15.81 0.000

Source: Output STATA 14

Note: FS is Financial Stability; NPL is Non-Performing Loans; LLP is Loan Loss Provision; CAR is Capital

Adequacy Ratio

The results in Table 5 reveal that non-
performing loans (NPL) have a coefficient of -
2.8478, a t-value of -2.53, and a p-value of 0.012,
which is statistically significant at the 5% level of
significance. This implies that NPL has a negative
and significant impact on financial stability (FS) of
the sampled firms. Specifically, a one-unit increase
in NPL leads to a 2.85 unit decrease in FS. As a
result, the study rejects the null hypothesis (Ho 1 ),
which states that NPL does not significantly affect
the financial stability of the sampled firms.

The result further shows that loan loss
provision (LLP) negatively influences financial
stability with a coefficient of -0.1299, a t-value of -
0.42, and a p-value of 0.675, which is statistically
not significant at the 5% level of significance. This
indicates that LLP does not have a significant
impact on financial stability, suggesting that changes
in provisioning for bad loans do not directly
influence FS. Therefore, the study fails to reject the
null hypothesis (Ho , ), which states that LLP does
not significantly affect financial stability.

Based on the results in Table 5, capital
adequacy ratio (CAR) positively influences financial
stability with a coefficient of 1.1144, a t-value of
2.17, and a p-value of 0.032, which is statistically
significant at the 5% level of significance. This
result implies that a one-unit increase in CAR leads
to a 1.11 unit increase in FS, suggesting that firms
with a higher capital adequacy ratio tend to be more
financially stable. As a result, the study rejects the

null hypothesis (Ho 3 ), which states that CAR does
not significantly affect financial stability.

Finally, the constant (_cons) has a
coefficient of 11.2497, a t-value of 15.81, and a p-
value of 0.000, which is statistically significant. This
indicates that when all independent variables are
zero, financial stability remains positive at 11.25
units. Overall, the results suggest that while NPL
significantly reduces financial stability and CAR
enhances it, LLP does not have a meaningful impact
on financial stability among the sampled firms.

V. DISCUSSION

The findings from the study provide
significant insights into the determinants of financial
stability among the sampled firms. The results
reveal that non-performing loans (NPL) have a
negative and statistically significant impact on
financial stability. This suggests that an increase in
the proportion of non-performing loans weakens the
financial stability of firms. This outcome aligns with
existing literature, which argues that high levels of
NPL increase credit risk, reduce profitability, and
impair the financial health of firms. The negative
effect observed in this study underscores the need
for effective credit risk management to minimize
loan defaults and enhance financial stability.This
finding aligns with the studies by Gonzalez and
Tamayo (2021) and Borio (2023), who emphasize
that non-performing loans erode asset quality and
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profitability, making banks more susceptible to
financial distress.

On the other hand, the study finds that loan
loss provision (LLP) does not have a significant
effect on financial stability. Although LLP is
expected to act as a buffer against credit risk, the
insignificance of its impact suggests that
provisioning for bad loans alone may not directly
influence the overall financial stability of firms. This
finding is consistent with prior studies that argue
that while LLP is a necessary accounting
adjustment, its impact on financial health depends
on other firm-specific factors such as asset quality,
profitability, and risk management practices. The
result contradicts the study of Singh and Brown
(2023), who argue that excessive provisions can
reduce a bank’s profitability, thereby impairing its
financial stability.

Furthermore, the study finds that capital
adequacy ratio (CAR) has a positive and significant
impact on financial stability. This implies that firms
with a higher CAR are more financially stable, as a
strong capital base enhances their ability to absorb
financial shocks and sustain operations. The positive
relationship between CAR and financial stability is
supported by prior research, which highlights the
role of adequate capitalization in improving firm
resilience and reducing financial distress. The result
emphasizes the importance of maintaining sufficient
capital buffers to enhance firm stability, especially
in sectors prone to financial volatility. This result
aligns with Borio (2023), who emphasizes that
capital adequacy plays a key role in maintaining
financial stability by acting as a buffer against loan
defaults and economic volatility.

VI. CONCLUSION

This study examines the determinants of
financial stability among sampled firms, focusing on
the impact of non-performing loans (NPL), loan loss
provisions (LLP), and capital adequacy ratio (CAR).
The findings reveal that NPL has a negative and
statistically significant effect on financial stability,
indicating that an increase in non-performing loans
weakens firms' financial health by increasing credit
risk and reducing profitability. This underscores the
need for effective credit risk management strategies
to minimize loan defaults and enhance financial
stability.

Furthermore, the study finds that LLP does
not have a significant impact on financial stability,
suggesting that provisioning for bad loans alone
may not be sufficient to improve financial stability.
This finding highlights the importance of a holistic
risk management approach that goes beyond loan

loss provisioning to include proactive measures such
as stricter credit assessments, loan restructuring, and
enhanced regulatory compliance.

On the other hand, CAR has a positive and
statistically significant impact on financial stability,
implying that well-capitalized firms are better
positioned to absorb financial shocks and sustain
operations. This finding reinforces the importance of
maintaining an adequate capital buffer as a
fundamental pillar of financial stability.

Overall, the study concludes that while
higher non-performing loans pose a significant
threat to financial stability, adequate capitalization
strengthens it. Policymakers, financial institutions,
and regulators should prioritize measures that
reduce credit risk while ensuring firms maintain
strong capital reserves. By implementing sound risk
management practices and regulatory frameworks,
firms can enhance their financial stability and
resilience in an increasingly dynamic economic
environment.
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