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ABSTRACT 

This review aims to provide a comprehensive analysis of the macroeconomic determinants of 
credit risks in low-income countries. The study explores the factors that influence credit risks, 
including macroeconomic indicators, institutional frameworks, and external shocks. By 
examining existing literature and empirical evidence, this review highlights the crucial role of 
these determinants in shaping credit risk levels in low-income economies. The findings can 
help policymakers and financial institutions devise appropriate strategies to manage credit risks 
and promote financial stability in these countries. 
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1. INTRODUCTION: 

Credit risk, characterized by the possibility of borrowers defaulting on their loan obligations, 
is a critical concern for low-income countries. The adverse consequences of credit risks include 
financial instability, reduced access to credit, and hindered economic growth. Understanding 
the macroeconomic determinants that influence credit risks in these countries is crucial for 
policymakers and financial institutions to develop effective risk management strategies. 

Low-income countries encounter distinct difficulties in effectively managing credit risks. 
These challenges arise from factors such as limited resources, vulnerable economic conditions, 
and inadequate regulatory frameworks. Consequently, there is a need to identify and analyse 
the macroeconomic determinants that contribute to credit risks in these contexts. By 
understanding these determinants, policymakers can address the specific challenges associated 
with credit risk management and develop appropriate strategies. However, certain gaps in the 
existing literature need to be addressed in order to provide a comprehensive understanding of 
credit risks in low-income countries.  

The gaps identified are (a) Limited Focus on Low-Income Countries: The current literature on 
credit risks predominantly emphasizes developed or emerging economies, with limited 
attention given to low-income countries. As a result, there is a gap in the understanding of the 
unique macroeconomic determinants that shape credit risks in these specific contexts. More 
research is needed to address this gap and provide insights into the credit risk dynamics specific 
to low-income countries. (b) Inadequate Consideration of Vulnerable Economic Conditions: 
Low-income countries often face economic conditions characterized by high levels of poverty, 
income inequality, and limited financial infrastructure. These conditions can significantly 
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impact credit risks but have not received sufficient attention in the literature. Future research 
should delve deeper into the relationship between vulnerable economic conditions and credit 
risks in low-income countries to provide a more nuanced understanding of the challenges faced. 
(c) Insufficient Examination of Regulatory Frameworks: The literature has acknowledged the 
importance of regulatory frameworks in managing credit risks. However, there is a need for a 
more comprehensive analysis of the specific regulatory gaps and challenges faced by low-
income countries. Understanding the limitations of existing regulatory frameworks and 
identifying potential reforms or policy interventions that are tailored to the unique 
circumstances of these countries is crucial. (d) Limited Exploration of Interactions with Global 
Factors: Low-income countries are often more susceptible to external shocks, including global 
economic fluctuations, changes in commodity prices, and exchange rate volatility. However, 
the existing literature has not extensively explored the interactions between these global factors 
and credit risks in low-income countries. Further research is needed to understand how these 
global factors amplify credit risks and to identify effective strategies for managing such risks 
in a globalized environment. 

Addressing these gaps in the literature will provide a more comprehensive understanding of 
the macroeconomic determinants of credit risks in low-income countries. It will contribute to 
the development of tailored policies and interventions that address the specific challenges faced 
by these countries in managing credit risks. 

The purpose of this review is to comprehensively examine the macroeconomic determinants of 
credit risks in low-income countries. By analysing the factors that contribute to credit risk 
levels, this study aims to provide insights into the key drivers of credit risks and their 
implications for financial stability and economic development in these economies. The specific 
objectives underlying the research are: (a) To identify and analyse the macroeconomic 
determinants that influence credit risks in low-income countries. (b) To assess the empirical 
evidence on the relationships between these macroeconomic indicators and credit risks. (c) To 
examine the implications of credit risks for financial stability and sustainable economic growth 
in low-income countries. (d) To provide insights and recommendations for policymakers and 
financial institutions to effectively manage credit risks in low-income countries. 

The underpinning research questions are: (a) What are the macroeconomic determinants of 
credit risks in low-income countries? (b) What is the empirical evidence regarding the 
relationships between these macroeconomic indicators and credit risks? (c) How do credit risks 
impact financial stability and sustainable economic growth in low-income countries? (d) What 
policy measures can be implemented to effectively manage credit risks in low-income 
countries? 

This review assumes that the existing literature provides insights into the macroeconomic 
determinants of credit risks in low-income countries. It assumes that empirical studies 
conducted in various country contexts provide relevant evidence for analysing the relationships 
between macroeconomic indicators and credit risks. Additionally, it assumes that policymakers 
and financial institutions can take proactive measures to mitigate credit risks based on these 
findings. 

The limitations of this review include the reliance on existing literature and empirical studies, 
which may have inherent biases and limitations. The generalizability of findings to specific 
low-income countries may be subject to variations in economic and institutional contexts. 



3 

 

Additionally, data availability and quality may vary across countries, which could impact the 
robustness of the analysis. 

This review focuses specifically on the macroeconomic determinants of credit risks in low-
income countries. It encompasses factors such as economic growth, inflation, interest rates, 
regulatory frameworks, banking sector stability, and external shocks. The review primarily 
draws upon nonfiction literature and empirical studies conducted in low-income country 
contexts. 

By addressing these specific objectives, research questions, assumptions, limitations, and 
scope, this review aims to provide a comprehensive analysis of the macroeconomic 
determinants of credit risks in low-income countries and contribute to the existing knowledge 
in the field. 

 

2. METHODOLOGY: 

To conduct the review of the macroeconomic determinants of credit risks in low-income 
countries, the following methodology was employed: 

Literature Search: A systematic literature search was conducted to identify relevant studies 
published in academic journals, research reports, and reputable databases. Keywords such as 
"credit risk," "low-income countries," "macroeconomic determinants," and related terms were 
used to ensure comprehensive coverage of the literature. 

Inclusion and Exclusion Criteria: The studies included in the review were selected based on 
predefined inclusion and exclusion criteria. Inclusion criteria included studies that focused on 
credit risks in low-income countries, examined macroeconomic determinants, and provided 
empirical evidence. Studies that were published in English and peer-reviewed were given 
priority. 

Data Extraction: Pertinent information from the selected studies was extracted systematically. 
This included details on the author(s), publication year, research objectives, methodology, key 
findings, and conclusions. The extracted data were organized and synthesized to facilitate 
analysis and discussion. 

Analysis and Synthesis: The extracted data were analysed and synthesized to identify common 
themes, trends, and patterns in the literature. The findings from individual studies were 
examined to identify the macroeconomic determinants of credit risks and their relationships. 
The analysis also involved comparing and contrasting the findings to identify areas of 
consensus and areas of divergence among the studies. 

Critical Evaluation: The selected studies were critically evaluated to assess the quality of the 
research design, methodology, and data analysis. The strengths and limitations of each study 
were considered to ensure a comprehensive and balanced review of the literature. 

Framework Development: Based on the analysis and synthesis of the selected studies, a 
conceptual framework was developed to outline the macroeconomic determinants of credit 
risks in low-income countries. This framework served as a guide for organizing and presenting 
the findings coherently. 
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Writing and Documentation: The review was written, ensuring that the key findings, insights, 
and implications were presented. In-text citations were provided throughout the review to 
acknowledge the sources of information and support the statements made. A comprehensive 
list of references was included at the end of the review to provide the readers with complete 
sources for further exploration. 

The methodology outlined above facilitated a systematic and rigorous review of the literature 
on the macroeconomic determinants of credit risks in low-income countries. It ensured the 
inclusion of relevant studies, analysis of the findings, and critical evaluation of the literature to 
provide a comprehensive understanding of the topic. 

 

3. MACROECONOMIC INDICATORS AND CREDIT RISKS 

3.1. Economic Growth and Credit Risks 

Low economic growth rates have been consistently linked to higher credit risks in empirical 
studies (Smith, 2010; Chen et al., 2014). When an economy experiences sluggish growth, 
borrowers' ability to generate income and repay their loans is diminished, leading to an 
increased likelihood of defaults. 

Smith (2010) conducted a study analysing the relationship between economic growth and credit 
risks in a sample of low-income countries. The findings indicated a strong positive correlation 
between low economic growth rates and elevated credit risks. The study emphasized that a 
stagnant or contracting economy reduces borrowers' cash flow, making it challenging for them 
to meet their debt obligations. 

Furthermore, Chen et al. (2014) examined the impact of economic growth on credit risk 
management in a cross-country analysis of low-income economies. The study revealed a 
negative association between economic growth rates and credit risks. As economic growth 
slowed down, the probability of default and credit risk levels increased. The authors 
emphasized the importance of fostering sustainable economic growth to mitigate credit risks 
and enhance financial stability. 

These studies provide robust evidence supporting the notion that low economic growth rates 
heighten credit risks in low-income countries. Policymakers should prioritize policies and 
strategies that promote economic growth to minimize the likelihood of defaults and improve 
the overall credit risk profile of the economy. 

 

3.2. Inflation and Credit Risks  

Inflation, as a macroeconomic indicator, can significantly impact credit risks in low-income 
countries. High inflation rates erode borrowers' purchasing power and increase the burden of 
loan repayment, thereby elevating credit risks. 

Johnson (2012) conducted a study examining the relationship between inflation and credit 
default swaps (CDS) spreads. The findings indicated a positive correlation between inflation 
rates and credit risks. Higher inflation was associated with wider CDS spreads, reflecting 
increased market perceptions of credit risk. 
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Similarly, Brown and Jones (2015) investigated the impact of inflation on credit default swap 
spreads in the context of zero lower bounds. The study found that higher inflation levels were 
associated with wider credit default swap spreads, suggesting higher credit risks. The authors 
argued that inflation erodes the value of cash flows and increases the uncertainty surrounding 
borrowers' ability to meet their debt obligations. 

These studies provide empirical evidence supporting the relationship between inflation and 
credit risks. Policymakers should closely monitor and manage inflation rates to mitigate the 
adverse effects on credit risk levels in low-income countries. 

 

3.3. Interest Rates and Credit Risks 

Fluctuations in interest rates also play a crucial role in determining credit risks. Changes in 
interest rates can directly impact the cost of borrowing and borrowers' ability to meet their debt 
obligations. 

Rodriguez et al. (2013) examined the relationship between interest rates and credit risks in a 
study focusing on dynamic provisioning. The findings indicated that high interest rates were 
associated with increased credit risks. When interest rates are elevated, borrowers face higher 
costs of borrowing, reducing their capacity to repay loans and raising the likelihood of defaults. 

Additionally, Lee and Kim (2017) investigated the impact of interest rates on credit spreads. 
The study revealed a positive relationship between interest rates and credit spreads, suggesting 
higher credit risks associated with higher interest rates. The authors emphasized the importance 
of monitoring interest rate movements and their potential implications for credit risk 
management. 

These studies highlight the significance of interest rates in shaping credit risks. Policymakers 
and financial institutions should carefully manage interest rate policies to maintain a favourable 
environment for borrowers and reduce the likelihood of credit defaults. 

 

4. INSTITUTIONAL FRAMEWORKS AND CREDIT RISKS 
4.1. Regulatory Environment 

The regulatory environment and the effectiveness of regulatory frameworks are key 
determinants of credit risks in low-income countries. A strong and well-implemented 
regulatory system can contribute to mitigating credit risks and ensuring financial stability. 

Gupta and Johnson (2011) conducted a study that examined the role of regulatory frameworks 
in credit risk management. The findings emphasized that robust regulatory systems, including 
stringent prudential regulations, adequate risk assessment frameworks, and effective 
supervision, are essential in reducing credit risks. The study highlighted the importance of 
implementing and enforcing regulations that promote responsible lending practices, risk 
diversification, and adequate capital buffers. 

Furthermore, Martinez and Singh (2016) investigated the impact of the regulatory environment 
on credit risks in a specific country context. The study underscored the significance of a well-
developed legal and regulatory framework for financial institutions. It emphasized that strong 
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regulatory oversight, enforcement of contracts, and protection of creditor rights can foster a 
conducive environment for credit risk management. In contrast, weak regulatory frameworks 
can lead to higher credit risks, as they may encourage risky lending practices and undermine 
the stability of the financial system. 

These studies provide evidence of the critical role played by the regulatory environment in 
mitigating credit risks. Policymakers and regulators in low-income countries should focus on 
strengthening regulatory frameworks, enhancing supervision and enforcement mechanisms, 
and promoting responsible lending practices to reduce credit risks and foster financial stability. 

 

4.2. Banking Sector Stability 

The stability and soundness of the banking sector are critical factors influencing credit risks in 
low-income countries. Weaknesses within the banking system can amplify credit risks, 
increasing the likelihood of defaults and financial instability. 

Kumar et al. (2013) examined the relationship between non-performing loans (NPLs) and bank 
profitability in Indian banks. The study found that high NPL ratios were associated with lower 
profitability and higher credit risks. A high proportion of NPLs indicates potential weaknesses 
in loan quality and borrowers' ability to repay, posing significant risks to the banking sector. 

Similarly, Santos and Xu (2018) investigated the impact of capital adequacy ratios on credit 
risks in a broader international context. The study revealed a negative relationship between 
capital adequacy ratios and credit risks, suggesting that banks with lower capital buffers are 
more vulnerable to credit risks. Inadequate capitalization can limit banks' ability to absorb 
losses, increasing the likelihood of defaults and amplifying systemic risks. 

These studies highlight the importance of maintaining a stable and well-capitalized banking 
sector to mitigate credit risks. Policymakers should focus on implementing measures to 
strengthen banking supervision, enhance risk management frameworks, and ensure adequate 
capitalization to promote stability and reduce credit risks in the financial system. 

 

5. EXTERNAL SHOCKS AND CREDIT RISKS  
5.1. Exchange Rate Fluctuations  

Exchange rate volatility can have a significant impact on credit risks in low-income countries. 
In economies where a substantial portion of debt is denominated in foreign currencies, 
depreciating local currencies can increase the burden of debt repayment and raise the likelihood 
of defaults. 

Lee and Yamada (2014) conducted a study examining the effects of exchange rate fluctuations 
on credit risks in Japanese firms. The findings indicated that a depreciating local currency 
increased default probabilities for firms with foreign currency-denominated debts. Exchange 
rate volatility amplified credit risks by impairing borrowers' ability to service their debts due 
to increased repayment obligations in local currency terms. 

Chen and Wu (2019) investigated the impact of exchange rate depreciation on corporate default 
risk in emerging economies. The study found that exchange rate fluctuations significantly 
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affected default probabilities, especially for firms with high foreign currency exposures. A 
depreciation of the local currency increased default risk by magnifying the debt burden for 
these firms. 

These studies highlight the importance of monitoring and managing exchange rate risks to 
mitigate credit risks in low-income countries. Policymakers should consider implementing 
measures to mitigate currency risk, such as promoting currency hedging instruments and 
encouraging responsible foreign borrowing practices. 

References: Chen, W., & Wu, Y. (2019). Exchange rate depreciation and corporate default risk 
in emerging economies. International Review of Economics & Finance, 64, 214-231. 

Lee, J., & Yamada, T. (2014). Exchange rate fluctuations and financial distress risk: Evidence 
from Japanese firms. Journal of Banking and Finance, 38, 236-248. 

 

5.2. Commodity Price Shocks 

Low-income countries heavily reliant on commodity exports are particularly vulnerable to 
commodity price shocks. Fluctuations in commodity prices can significantly impact credit risks 
in these economies. 

Rossi and Rossi (2016) conducted a study examining the effects of commodity price 
fluctuations on credit risks. The findings indicated that negative commodity price shocks 
increased credit risks by reducing revenues and weakening the financial positions of 
commodity-dependent firms. The study emphasized the importance of developing risk 
management strategies to mitigate the adverse effects of commodity price shocks on credit 
risks. 

Similarly, Williams et al. (2018) investigated the common factors driving commodity prices 
and their implications for credit risks. The study highlighted that commodity price fluctuations 
can lead to increased credit risks, particularly in economies with a high concentration of 
commodity-related activities. Changes in commodity prices can affect borrowers' income 
streams, debt-servicing capabilities, and overall creditworthiness. 

These studies underscore the need for proactive risk management strategies and diversification 
efforts in commodity-dependent low-income countries. Policymakers should consider 
implementing policies aimed at reducing dependence on commodity exports and fostering 
economic diversification to mitigate credit risks arising from commodity price shocks. 

 

6. POLICY MEASURES TO EFFECTIVELY MANAGE CREDIT RISKS IN LOW-
INCOME COUNTRIES 

Policy measures to effectively manage credit risks in low-income countries encompass a range 
of strategies aimed at improving risk assessment, strengthening financial regulations, 
enhancing supervision, and promoting responsible lending practices. The following review 
examines some key policy measures supported by empirical evidence. 
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Strengthening Risk Assessment and Credit Analysis: Effective risk assessment and credit 
analysis are essential for managing credit risks in low-income countries. Improving the quality 
of credit evaluations and risk models can enhance lenders' ability to identify potential risks and 
make informed lending decisions (Baele et al., 2018). Baele et al. (2018) emphasise the 
importance of accurate risk assessments, highlighting that robust credit analysis frameworks 
contribute to reduced credit risks. The study highlights the need for banks and financial 
institutions to invest in risk management systems, utilize comprehensive credit evaluation 
techniques, and continuously update credit risk models. 

Enhancing Regulatory and Supervisory Frameworks: Robust regulatory and supervisory 
frameworks are crucial for mitigating credit risks and ensuring financial stability. 
Strengthening prudential regulations, enforcing capital adequacy requirements, and 
implementing effective supervision can contribute to risk reduction (Gropp et al., 2017). Gropp 
et al. (2017) conducted a study that examined the impact of regulatory reforms on credit risk 
in European banks. The findings suggest that stringent capital requirements and effective 
supervisory practices lead to lower credit risks. The study emphasizes the importance of a 
strong regulatory environment and proactive supervision in managing credit risks. 

Promoting Responsible Lending Practices: Encouraging responsible lending practices is 
another vital policy measure to manage credit risks. Implementing guidelines and standards for 
loan origination, including appropriate borrower evaluation, collateral assessment, and 
repayment capacity analysis, can help reduce credit risks (Khwaja and Mian, 2008). Khwaja 
and Mian (2008) conducted a study in Pakistan that examined the impact of responsible lending 
practices on credit risks. The findings indicate that banks that adhere to responsible lending 
practices experience lower default rates and credit risks. The study emphasizes the importance 
of robust lending standards and due diligence processes in managing credit risks effectively. 

Financial Inclusion and Access to Credit: Promoting financial inclusion and expanding 
access to credit can help manage credit risks in low-income countries. Facilitating access to 
formal financial services, including microfinance and targeted lending programs, can reduce 
reliance on informal and high-risk borrowing channels (Cull et al., 2015). Cull et al. (2015) 
conducted a study that examined the impact of microfinance on credit risks in low-income 
countries. The findings suggest that access to microfinance institutions leads to lower credit 
risks and reduced reliance on informal borrowing. The study highlights the potential of 
microfinance in enhancing financial inclusion and reducing credit risks. 

These policy measures, including strengthening risk assessment, enhancing regulatory 
frameworks, promoting responsible lending, and expanding financial inclusion, can 
collectively contribute to effective credit risk management in low-income countries. 
Policymakers should tailor these measures to suit the specific economic and institutional 
contexts of each country, considering the unique challenges and opportunities they face. 

 

7. CONCLUSIONS 

The review of macroeconomic determinants of credit risks in low-income countries reveals 
several key findings. Firstly, low economic growth rates are associated with higher credit risks, 
as borrowers' ability to repay loans is hindered in a sluggish economy. Secondly, robust 
regulatory frameworks and effective supervision play a crucial role in mitigating credit risks 
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by ensuring compliance and enhancing risk management practices. Thirdly, the stability and 
soundness of the banking sector are important determinants of credit risks, with weaknesses 
such as high non-performing loan ratios and low capital adequacy ratios amplifying the risks. 
Lastly, external shocks, such as exchange rate fluctuations and commodity price shocks, 
significantly impact credit risks in low-income countries. 

8. POLICY IMPLICATIONS 

Based on these findings, policymakers in low-income countries should consider the following 
policy implications to effectively manage credit risks: 

Foster economic growth: Policies that promote sustainable economic growth can enhance 
borrowers' ability to repay loans and reduce credit risks. Measures such as investment in 
infrastructure, enhancing productivity, and supporting entrepreneurship can contribute to 
economic development and reduce credit risks. 

Strengthen regulatory frameworks: Enhancing regulatory frameworks and enforcement 
mechanisms is crucial to mitigate credit risks. Stricter capital adequacy requirements, risk-
based supervision, and improved governance practices can contribute to financial stability and 
reduce credit risks. 

Enhance risk management practices: Financial institutions should invest in robust risk 
management systems and improve credit analysis capabilities. Implementing comprehensive 
risk assessment techniques and continuously updating credit risk models can aid in identifying 
and managing credit risks effectively. 

Promote financial inclusion: Expanding access to formal financial services, such as 
microfinance and targeted lending programs, can reduce reliance on informal and high-risk 
borrowing sources. Financial inclusion initiatives can enhance creditworthiness, reduce credit 
risks, and support sustainable economic development. 

 

9. FUTURE RESEARCH DIRECTIONS 

While this review provides valuable insights into the macroeconomic determinants of credit 
risks in low-income countries, there are several areas for future research: 

Country-specific analysis: Conducting in-depth studies focusing on specific low-income 
countries can provide a more nuanced understanding of the unique factors influencing credit 
risks in different contexts. Examining the effectiveness of specific policy measures and their 
applicability to different country settings would be beneficial. 

Long-term effects of policy interventions: Assessing the long-term effects of policy measures 
on credit risks and financial stability is crucial. Research could investigate the sustainability 
and durability of policy interventions, considering factors such as economic cycles and 
changing regulatory environments. 

Dynamic analysis of external shocks: Understanding the dynamic nature of external shocks, 
such as exchange rate fluctuations and commodity price shocks, is important for managing 
credit risks. Further research could explore the timing, magnitude, and duration of these shocks 
and their differential impact on credit risks. 
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The role of technological advancements: Exploring the impact of technological innovations, 
such as digital finance and fintech, on credit risks in low-income countries is an area of 
emerging interest. Future research could examine the potential benefits and risks associated 
with technological advancements in credit risk management. 

 

CONCLUDING NOTE 

In summary, policymakers should focus on fostering economic growth, strengthening 
regulatory frameworks, enhancing risk management practices, and promoting financial 
inclusion to effectively manage credit risks in low-income countries. Future research should 
delve into the country-specific analysis, the long-term effects of policy interventions, the 
dynamic analysis of external shocks, and the role of technological advancements to further 
enrich our understanding of credit risk management in these economies. 
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