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Abstract — Non-performing assets (NPAs) continue to threaten the financial soundness of commercial banks. Elevated NPA
levels erode capital buffers, depress profitability, limit banks’ ability to extend new credit, and introduce systemic risks across
the financial system. This study assesses the impact of NPAs on financial stability by drawing on theoretical perspectives,
empirical findings, and regulatory policy responses. The evidence shows that high NPA ratios weaken liquidity and solvency
and undermine market and depositor confidence, creating the risk of prolonged structural instability if left unresolved.
Strengthening loan underwriting and monitoring, accelerating recovery and resolution mechanisms, and enhancing regulatory
supervision and early-warning systems are critical measures for restoring and preserving banking sector resilience.
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l. INTRODUCTION

Non-Performing Assets (NPAs), Credit risk, Asset quality,
Liquidity risk, Solvency riskCommercial banks occupy a
central position in the economic architecture of any nation,
functioning as key institutions that mobilize savings,
allocate financial resources, and facilitate credit creation.
By providing liquidity and enabling investment across
sectors, they act as crucial drivers of economic growth and
development. However, the effectiveness of these
functions is heavily dependent on the soundness of their
asset portfolios. In recent years, the persistent rise in non-
performing assets (NPAs) has emerged as one of the most
critical challenges undermining the stability and efficiency
of commercial banks.

NPAs refer to loan accounts in which borrowers fail to
make scheduled payments for a stipulated period,
rendering these assets non-income generating. When such
impaired assets accumulate unchecked, they gradually
weaken the bank’s financial health. Growing NPAs reduce
interest and principal recovery, compress profit margins,
and deteriorate the overall quality of the bank's balance
sheet. As profitability declines, banks face increasing
difficulties in maintaining adequate capital buffers, which
further limits their capacity to lend and support economic
activities. This creates a negative feedback loop, where
weakened banks struggle to contribute effectively to
economic growth.

Over the last decade, both global and domestic commercial
banks—particularly those operating in developing and
emerging economies—have encountered a sharp escalation
in distressed assets. This rise can be attributed to several
interconnected factors, including adverse macroeconomic
conditions, such as economic slowdowns and sector-
specific downturns; governance and managerial lapses
within banks; excessive risk-taking during periods of
economic expansion; and inadequate legal and institutional
frameworks for timely loan recovery. Weak enforcement

mechanisms, lengthy litigation processes, and inefficient
resolution systems have also contributed to the persistence
of high NPA levels.

Given the central role that banks play in financial
intermediation, the surge in NPAs poses significant risks
not only to individual banking institutions but also to the
overall stability of the financial system. High NPA ratios
can restrict credit availability, undermine investor and
depositor confidence, and trigger systemic vulnerabilities
that may spread across the economy. For policymakers,
regulators, researchers, and banking professionals, gaining
a comprehensive understanding of the causes,
consequences, and mitigation strategies related to NPAs is
essential. Such insights are critical for designing robust
regulatory interventions, strengthening risk management
frameworks, and ensuring long-term financial stability.

Il. REVIEW OF LITERATURE

Rahman and Jha (2018) observe that escalating levels of
non-performing assets significantly weaken the lending
ability of commercial banks, thereby constraining the flow
of credit to productive sectors of the economy. Similarly,
Ranjan and Dhal (2003) establish a strong relationship
between macroeconomic fluctuations and declining asset
quality, noting that elevated NPAs reduce banks’
willingness to take risks and ultimately impair their
operational efficiency. Singh (2020) further explains that
the persistence of NPAs erodes profitability, primarily due
to higher provisioning requirements and diminishing
interest income.

International assessments echo these concerns. Reports by
the World Bank (2019) and the IMF (2021) indicate that
institutions burdened with high levels of stressed assets are
more susceptible to capital depletion and face deterioration
in investor and depositor confidence. Complementing
these findings, Aggarwal and Mittal (2021) emphasize that
robust regulatory oversight and efficient insolvency and
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resolution mechanisms play a crucial role in moderating
the negative effects of loan defaults.

Taken together, the literature clearly suggests that
unchecked growth in NPAs poses a serious threat to
financial stability. Elevated levels of impaired assets can
disrupt liquidity, weaken solvency, and create systemic
vulnerabilities within the banking ecosystem.

Objectives of the Study

The study aims to explore the broader implications of

NPAs on the financial stability of commercial banking

systems. The key objectives include:

e To examine the causes and patterns of non-performing
assets in commercial banks.

e To evaluate the impact of NPAs on financial indicators
such as profitability, liquidity, solvency, and lending
capacity.

e To analyze the regulatory and institutional mechanisms
adopted to manage NPAs.

e To propose policy recommendations for strengthening
financial stability.

I11. RESEARCH METHODOLOGY

This study adopts an explanatory research approach
supported by secondary data. Published annual reports of
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commercial banks, RBl/central bank statistics, financial
stability reports, and peer-reviewed literature were used to
derive insights. Descriptive and comparative analytical
methods were applied to understand the relationship
between NPA levels and financial performance indicators.
Graphical and tabular presentations support interpretation
where required.

Conceptual Background

Definition of NPAs

A non-performing asset (NPA) represents a loan or
advance in which the borrower has failed to meet
repayment commitments within the scheduled time. In line
with global banking standards, a loan is considered non-
performing when the overdue interest and/or principal
remain unpaid for more than 90 days. At this stage, the
asset no longer generates income for the bank and is
treated as impaired. NPAs serve as a key indicator of
declining asset quality and carry implications for the
bank’s profitability, liquidity position, and capital
adequacy.

Classification of NPAs

Commercial banks categorize NPAs according to the
seriousness of default and the level of expected loss. The
primary classifications include:

Category | Explanation
Sub- Accounts that have been classified as NPAs for up to 12
standard months. Although the loan has defaulted, there is still a
Assets reasonable chance of recovery with effective intervention.
Dou Loans that remain in the non-performing category for more
btfu than 12 months. Repayment becomes uncertain, and the risk
I of loss increases with the length of the default period.
Ass
ets
Loss Loans identified by the bank or regulators as not recoverable
Assets and having little or no realizable value. Even if they are not
immediately written off, they require 100% provisioning
due to the expectation of permanent loss.
NPA Ratio Indicators
This classification framework guides provisioning  Banks track several quantitative indicators to evaluate the

requirements and facilitates analysis of risk severity across

lending portfolios.

measures include:

scale and financial impact of NPAs. The most widely used

Indicator

Description

Importance

Gross NPA Ratio

Ratio of total NPAs to total
advances

the lending portfolio.

Shows the overall proportion of impaired loans in
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Net NPA Ratio Gross

divided by net advances

NPAs minus provisions

Reflects the actual burden of NPAs after
accounting for loan-loss provisions.

Provision Coverage

Ratio (PCR) provisions

Proportion of NPAs covered by

Indicates the extent to which the bank is
financially protected against potential losses.

Tracking these metrics provides insight into the health of a
bank’s credit portfolio and its ability to absorb the impact
of loan defaults.

Findings and Discussion

- Impact of NPAs on Profitability

Higher NPAs reduce net interest income because
defaulting assets stop generating returns. To cover
potential losses, banks must allocate higher provisions,
lowering net profit and return on assets (ROA).

= Impact on Liquidity

Loan defaults disrupt cash inflow cycles, forcing banks to
borrow additional capital or halt further credit expansion.
Reduced liquidity weakens credit growth and restricts
financial intermediation.

= Impact on Solvency and Capital Adequacy

As NPAs accumulate, capital buffers deteriorate. Falling
capital adequacy ratios expose banks to insolvency risks,
making it difficult to absorb future shocks.

= Impact on Lending Capability

High NPA portfolios make banks risk-averse and hesitant
to extend new credit. Borrowing rates may increase,
negatively affecting businesses and economic growth.

- Systemic Financial Stability Risk

If NPA levels spike across the banking industry, systemic
stress may arise:

e Reduced public confidence

e Increased risk premiums

e Threats to inter-bank liquidity

e Potential bank failures

Empirical evidence across global banking crises

demonstrates that structural impairment of bank balance
sheets can propagate economy-wide financial instability.

Strategies for NPA Management

Strategy

Purpose

Strengthened credit appraisal

Prevent poor-quality lending decisions

Early-warning systems

Detect risk signals before default

Loan restructuring & recovery mechanisms

Improve turnaround time

Asset reconstruction companies

Transfer stressed assets for resolution

Legal & insolvency frameworks

Speed up settlement and liquidation

Use of technology & analytics

Better borrower monitoring and forecasting

The integration of predictive analytics and centralized
credit monitoring is emerging as an effective preventive
tool. Policy Recommendations

o Enhance due diligence and risk-based lending practices.
e Strengthen recovery channels through insolvency
tribunals and fast-track courts.

e Encourage banking sector consolidation to build
financially stronger entities.

o Create sector-specific lending guidelines for high-risk
industries.

e Improve institutional

accountability.

transparency and  lender
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IV. CONCLUSION

The study concludes that non-performing assets (NPAs)
significantly weaken the financial stability of commercial
banks through multiple interconnected channels. When a
loan becomes non-performing, it stops generating income,
which immediately reduces profitability and compels
banks to allocate larger provisions for potential losses. As
provisioning requirements increase, funds that could
otherwise be used for lending and investment become
locked, thereby lowering liquidity. Persistent asset
deterioration also places pressure on capital adequacy
levels, ultimately threatening solvency. Furthermore,
heightened credit risk makes banks more cautious and
reduces their willingness and capacity to extend new loans,
resulting in constrained lending and a slowdown in
economic activity.

If NPAs continue to rise without effective corrective
action, the problem can escalate into a systemic threat.
Mounting stressed assets erode the financial strength of
banks and reinforce negative perceptions among
depositors, borrowers, and investors. Declining depositor
confidence may lead to the risk of withdrawals and
disruptions in the deposit base, while reduced credit
creation hampers industrial growth and overall economic
development. In extreme cases, widespread deterioration
in asset quality can trigger bank failures, contagion effects,
and financial instability throughout the economy.

To ensure long-term resilience of the banking system,
proactive intervention is essential. Strengthening credit
appraisal and borrower monitoring systems can help
prevent the origination of poor-quality loans. Rapid and
efficient loan recovery mechanisms—supported by legal
and insolvency infrastructure—are needed to reduce delays
and minimize value erosion. Continuous regulatory
supervision and transparent reporting of stressed assets can
enhance accountability and help identify emerging risks
early. Ultimately, safeguarding financial stability requires
banks to strike a balance between pursuing commercial
credit growth and practicing prudent risk management so
that profitability and credit expansion do not compromise
asset quality or institutional soundness.
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