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Abstract: 

Credit risk management plays a central role in shaping banks’ strategic lending decisions and overall 

profitability. In an environment characterized by financial uncertainty, regulatory pressure, and evolving 

borrower profiles, banks must balance risk exposure with income generation. This study examines the 

relationship between credit risk management practices, strategic lending decisions, and bank profitability 

using data from selected commercial banks. Bank profitability is measured using Return on Assets 

(ROA), Return on Equity (ROE), and Net Interest Margin (NIM), while credit risk is proxied through 

non-performing loan ratios and loan loss provisions. The findings reveal that effective credit risk 

management enhances strategic lending efficiency and significantly improves bank profitability. The 

study offers important insights for bank managers and policymakers seeking to strengthen credit 

governance frameworks and ensure sustainable banking performance. 
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1. Introduction 

The banking sector plays a critical role in economic development by channeling funds from surplus units 

to deficit units through lending activities. Among the various risks faced by banks, credit risk is the most 

significant, as it directly affects asset quality, earnings stability, and capital adequacy. Ineffective credit 

risk management can lead to loan defaults, increased non-performing assets, and financial distress, 

thereby threatening the stability of individual banks and the broader financial system. 

The global financial crisis highlighted the dangers of excessive risk-taking and weak credit appraisal 

standards, emphasizing the need for prudent lending strategies and robust credit risk management 

frameworks. Strategic lending decisions—such as borrower selection, sectoral allocation, and loan 

pricing—are closely linked to a bank’s risk appetite and risk management capabilities. Banks that align 

lending strategies with sound credit risk assessment are better positioned to achieve sustainable 

profitability. 

This study investigates how credit risk management influences strategic lending decisions and, in turn, 

impacts bank profitability. By analyzing this relationship, the study contributes to the literature on 

banking risk management and strategic financial decision-making. 

 

2. Review of Literature 

Prior research highlights a strong association between credit risk and bank profitability. 

• Altman (2000) identified credit risk as a key determinant of bank failure and financial distress. 
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• Berger and DeYoung (1997) found that higher problem loans lead to lower cost efficiency and 

profitability. 

• Athanasoglou et al. (2008) emphasized the role of asset quality and credit controls in determining 

bank performance. 

• Basel Committee on Banking Supervision (2011) stressed the importance of credit risk 

governance and capital buffers under the Basel III framework. 

• Jiménez et al. (2013) showed that strategic lending behavior significantly affects banks’ risk 

exposure and earnings. 

Overall, the literature suggests that effective credit risk management enables banks to make informed 

lending decisions, reduce default risk, and enhance profitability. 

 

3. Objectives of the Study 

The objectives of the study are: 

1. To examine the impact of credit risk management on bank profitability. 

2. To analyze the relationship between strategic lending decisions and credit risk exposure. 

3. To assess the role of asset quality in determining bank performance. 

4. To provide policy recommendations for strengthening credit risk governance in banks. 

 

4. Research Hypotheses 

The study tests the following hypotheses: 

• H1: Credit risk has a significant negative impact on bank profitability. 

• H2: Effective credit risk management positively influences strategic lending decisions. 

• H3: Strategic lending decisions significantly affect bank profitability. 

• H4: Non-performing loans negatively influence ROA, ROE, and NIM. 

 

5. Research Methodology 

5.1 Research Design 

The study adopts a quantitative research design using secondary data analysis. 

5.2 Sample Selection 

The sample consists of 30 commercial banks. 

5.3 Data Sources 

Secondary data were collected from: 

• Annual reports of banks 

• World Bank and IMF databases 

• Published financial statements 

5.4 Variables Used 

Category Variable Measurement 

Dependent ROA Net Profit / Total Assets 

Dependent ROE Net Profit / Shareholders’ Equity 

Dependent NIM Net Interest Income / Total Assets 

Independent Credit Risk NPLs / Total Loans 

Independent Loan Loss Provision LLP / Total Loans 
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Category Variable Measurement 

Independent Strategic Lending Loan Growth Ratio 

6. Data Analysis and Results 

Table 1: Descriptive Statistics 

Variable Mean Std. Deviation 

ROA 1.35 0.58 

ROE 13.9 4.0 

NPL Ratio 6.1 2.4 

Loan Growth 9.6 3.8 

Interpretation: Higher non-performing loan ratios indicate increased credit risk, which adversely 

affects profitability indicators. 

Table 2: Correlation Matrix 

Variable ROA NPL Ratio Loan Growth 

ROA 1.00 -0.59 0.42 

Interpretation: Credit risk is negatively correlated with bank profitability, while prudent loan growth 

positively influences performance. 

Table 3: Regression Results 

Variable Coefficient t-value Significance 

Credit Risk (NPL) -0.41 -4.36 0.001 

Loan Growth 0.29 3.12 0.003 

Loan Loss Provision -0.22 -2.68 0.009 

R² 0.64   

Interpretation: 

• Higher credit risk significantly reduces bank profitability. 

• Strategic lending decisions contribute positively to earnings. 

• Excessive provisioning reflects poor asset quality and lowers profitability. 

 

7. Discussion 

The results of this study provide strong empirical evidence that credit risk management is a critical 

determinant of bank profitability. Banks exhibiting lower levels of non-performing loans and 

maintaining adequate loan loss provisioning consistently demonstrate superior financial performance, as 

reflected in higher profitability ratios. These findings indicate that effective credit risk management 

enhances asset quality, stabilizes earnings, and strengthens overall financial resilience. 

The analysis further reveals that strategic lending decisions play a central role in mediating the 

relationship between credit risk and profitability. When lending strategies are supported by rigorous 

https://www.ijfmr.com/


 

International Journal for Multidisciplinary Research (IJFMR) 

 
E-ISSN: 2582-2160   ●   Website: www.ijfmr.com   ●   Email: editor@ijfmr.com 

 

IJFMR260166491 Volume 8, Issue 1, January-February 2026 4 

 

credit appraisal procedures, continuous borrower monitoring, and well-defined risk assessment 

frameworks, banks are better able to balance risk and return. Such banks can expand their loan portfolios 

while minimizing default risk, thereby achieving sustainable income growth. 

Conversely, the findings suggest that aggressive lending strategies pursued without adequate risk 

controls significantly contribute to asset quality deterioration and declining profitability. Rapid credit 

expansion in the absence of robust screening and monitoring mechanisms increases exposure to high-

risk borrowers, leading to elevated non-performing loans and higher provisioning requirements. This, in 

turn, erodes earnings and weakens capital positions. 

The results also underscore the importance of proactive risk governance practices. Banks that integrate 

credit risk considerations into strategic decision-making processes are more capable of identifying early 

warning signals of credit deterioration and adjusting lending policies accordingly. These practices not 

only mitigate downside risk but also enhance long-term financial stability. Overall, the findings 

highlight that credit risk management and strategic lending are not independent functions but are closely 

interlinked components of effective bank management. 

 

8. Conclusion 

This study provides robust empirical evidence that credit risk management and strategic lending 

decisions play a pivotal role in shaping bank profitability. Elevated credit risk, reflected through higher 

non-performing loans and inadequate provisioning, significantly undermines financial performance by 

increasing costs and reducing income stability. In contrast, prudent lending strategies supported by 

strong credit risk management frameworks contribute positively to profitability and long-term 

sustainability. 

The findings emphasize the necessity of integrating credit risk management into the core strategic 

planning processes of banking institutions. Banks that align lending growth with comprehensive risk 

assessment, monitoring mechanisms, and early warning systems are better positioned to achieve 

sustainable earnings while maintaining financial resilience. 

From a policy perspective, the results suggest that regulators should continue to strengthen credit risk 

governance standards and encourage banks to adopt advanced credit evaluation and monitoring tools. 

For bank managers, the study highlights the importance of enhancing credit appraisal quality, 

reinforcing internal controls, and fostering a risk-aware organizational culture. 

In conclusion, effective credit risk management is not merely a regulatory requirement but a strategic 

imperative for banks operating in increasingly competitive and uncertain financial environments. By 

adopting disciplined lending practices and robust risk management systems, banks can improve 

profitability, safeguard asset quality, and contribute to the stability of the financial system. 

 

9. Limitations and Future Research 

The study relies on secondary data and a limited sample of banks. Future research may: 

• Incorporate market and operational risk variables 

• Use primary data on credit governance practices 

• Conduct cross-country comparative analysis 
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