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ABSTRACT

The banking sector plays are very important roléha economy and the stability of the
sector can not be over emphasized. Central bardenfa is mandated to regulate the
industry. By the end of 2009 there were 44 licenseahmercial banks operating in the
country. Since 2005 CBK adopted risk based supervisslobal trends such as Basel
framework requires bank to establish risk managemsgstems to measure and mitigate
risks. Several theories on risk management hava paeacross among them financial
theory, agency theory, stakeholder theory and nestitutional economics. Several

studies have being conducted with bias towardstant techniques adopted by various
institutions on credit risk management. Study oe trarious risk encountered by

commercial banks has not been conducted.

This study sought to identify the risks encountelbydcommercial banks and the risk
management practices adopted by commercial banksitigate against these risks.
Further the study wanted to establish the challenigeed by commercial banks in
successful implementation of risk management. Asgsrsurvey was conducted for all
the licensed banks operating in Kenya. Questioaeawere administered to risk
management staff through drop and pick approach6/ percent response rate was
realized. The data was analyzed using SPSS.

The study revealed that credit, operation, repatadind compliance risks as critical and
commonly encountered. Majority of the banks hagk management structures in place.
However the quality of the same could not be aaset. Majority of the banks were
found to use both qualitative and quantitative radthto measure risk. Scenario analysis
was found to be the most common used techniqueet@sune risk. Budget constraint,
complexity of risk management process and highitngi costs were identified as the

main challenges facing implementation of risk mamagnt.

Progress has been made in risk management by camaieanks in Kenya as revealed
by the study as most of the banks have risk managestructures in place. This can
partly be attributed by enhanced regulation and aéalization of the banks on the



importance of risk management. Despite the progessseved so far there need to
enhance risk management in the banking sectorderao comply with international
standards so as to remain competitive. The chakendentified also need to be

addressed through stakeholders’ concerted efforts.

Xi



CHAPTER ONE

1.0 Introduction

This chapter gives the background of the studyemms$ of overview of the Kenyan
Banking sector and risk management in banks. Ryrthe chapter gives the statement of
the research problem, highlights the research tigecand the benefits of the study.

1.1 Background information

The Kenyan Banking Sector is composed of the CeBtaiak of Kenya, as the regulatory
authority and the regulated; Commercial Banks, Bank Financial Institutions and
Forex Bureaus. As at 31st December 2009, the bgnkector comprised of 44
commercial banks, 1 Mortgage Finance Company, loBieplraking Microfinance
Institution and 129 Foreign Exchange Bureaus. Coroialebanks and mortgage finance
company are licensed and regulated under the Bgnkot, Cap 488 and Prudential
Regulations issued there under. Foreign ExchangeaBs are licensed and regulated
under the Central Bank of Kenya Act, Cap 491 andeiga Exchange Bureaus
Guidelines issued there under. Out of these intitg, locally; 3 banks have significant
government shareholding, 28 banks are privatelyeaymone is a Mortgage Financial
Institution and one is a Deposit Taking Micro-Finannstitution.13 banks are foreign
owned. All 129 Foreign Exchange Bureaus are 100Mafer and majority are locally
owned. (Central bank of Kenya, 2009)

The mandate of CBK includes protecting the intecéstepositors by promoting prudent
business behavior and risk management on the phgnking institutions. Best practice
in banking supervision as spelt out in Basel cormcpples for effective banking

supervision requires that supervisors to satiséynelves that financial institutions have
in place a comprehensive risk management procesdettify, measure, monitor and

control all material risk. (Central Bank of Keny405)

In view of stronger risk management regime amongrifcial institutions in Kenya, in

2005 CBK changed its supervisory approach fromiticathl methods to risk based



supervision which places more emphasis on undelistarmnd assessing the adequacy of
each bank’s risk management system in place tdifgemeasure, monitor, control risk
in an appropriate and timely manner (Central Bankemya,2005).Further in 2008, CBK
carried out Basel Il implementation survey to asdbe status of Kenya banks vis a vis
the requirements of Basel Il. The survey resulticated a mixed level of preparedness
of the Kenyan banking sector as far as Basel Illemgntation is concerned. The
international banks, drawing on the support ofrtipairent groups were found to be in
better state of preparedness compared to locdutishs. (Central bank of Kenya, 2008)

In the last decade banking institutions have ermjagteong growth in business volumes,
high asset quality and record profitability andyti@ve proven their resilience in the face
of episodic market and other shocks. The period &las been characterized by
intensifying competition in banking, which has puoargins under sustained downward
pressure, and continued innovation, which has adtethe complexity of banking

activities. The increasing power and sophisticatimin technology, the growth of

electronic commerce and greater use of outsour@angngements have led to
fundamental changes in the manner in which bankisgtutions produce and deliver
their services and manage their risks. One of thstige developments is that the risk
management function in banking institutions is nomore clearly identified and

resourced; more integrated into their overall opp@ns and generally commands more
authority. Global regulatory initiatives such ae tiew Basel Il Capital Framework have
been a major catalyst for improvement but the gresénsitivity of boards and senior

management to risk issues has also provided dnitigzetus. (Laker, 2007)

Risk management is the process by which managensifig key risks, obtain consistent,
understandable operational risk measures, choosehwisks to reduce and which to
increase and by what means, and establish prosedarenonitor the resulting risk
position. Financial risk in a banking organizatisnpossibility that the outcome of an
action or event could bring up adverse impactshSudcomes could either result in a
direct loss of earnings /capital or may resultnposition of constraints on bank’s ability

to meet its business objectives .Such constramde p risk as these could hinder bank’s



ability to conduct it's on going business or talenéfit of opportunities to enhance it's
business. Generally, risk is possibility of redantin firm value due to changes in the
business environment. Risks are usually definethbyadverse impact on profitability of
several distinct sources of uncertainty. There lleen a dramatic change in the role of
risk management in corporations. In the past, mgilnagement often denoted the tasks
associated with the purchase of insurance. Treasaiso performed risk management
tasks, but they focused mostly on hedging interast and foreign exchange risks. Over
the last ten years, corporations have taken intmwad additional types of risk. In
particular, they started to pay much attentiongerational risk and reputation risk. Most
recently, strategic risks have been added to tm®pg of risks considered. More and
more, the risk management functions are directed bgnior executive with the title of
chief risk officer (CRO) and the role of the boandnonitoring risk measures and setting

limits for these measures has increased at mampations. (Nocco and Stulz, 2006)

Risk management involves identification, measurdmm@onitoring and controlling risk

to ensure that the individual who take or manag#sriclearly understands it; the
organization’s exposure is within the limits esisiitbd by management; risk taking
decisions are in line with business strategy anptablves set by management; the
expected payoffs compensate for the risk takek;taking decision is explicit and clear;
sufficient capital as a buffer is available to talek. The goal of risk management is to
optimize risk-reward trade-off. Financial instimtis should have in place risk
management framework that encompasses the scopésksf to be managed, the
processes/systems and procedures to manage reskroles and responsibilities of
individuals involved in risk management. The framekv should be comprehensive
enough to capture all risks a bank is exposed dohave flexibility to accommodate any
change in business activities. This requires haangructure in place to look at risk
interrelatiship across the organization. One of thest important aspects in risk
management philosophy is to make sure that thosetalte or accept risk on behalf of
the institution are not the ones who measure, rapmihd evaluate the risks. Again the
managerial structure and hierarchy of risk reviemction may vary across banks

depending upon their size and nature of the busjrtbge key is independence. To be



effective the review functions should have sufinti@authority, expertise and corporate
stature so that the identification and reportingthadir findings could be accomplished

without any hindrance. (State Bank of Pakistan 3200

Institutions should have a mechanism to identifgss situations ahead of time and plans
to deal with such unusual situations in a timelg affective manner. Stress situations to
which this principle applies include all risks df gpes. Contingency planning activities
include disaster recovery planning, public relagi@amage control, litigation strategy,
responding to regulatory criticism etc. Contingeptans should be reviewed regularly to
ensure they encompass reasonably probable eveaitedhld impact the organization.
Plans should be tested as to the appropriatenessesygonses, escalation and
communication channels. (State Bank of Pakist@@3p

Until and unless risks are assessed and measunelli ot be possible to control risks.
Further a true assessment of risk gives manageaneletwr view of institution’s standing
and helps in deciding future action plan. To adégjyaapture institutions risk exposure,
risk measurement should represent aggregate ex@pos$unstitution both risk type and
business line and encompass short run as wellrgsrlon impact on institution. To the
maximum possible extent institutions should essibkystems / models that quantify
their risk profile, however, in some risk categergich as operational risk, quantification
is quite difficult and complex. Wherever it is nobssible to quantify risks, qualitative
measures should be adopted to capture those Wgkgst quantitative measurement
systems support effective decision-making, betteagsnrement does not obviate the need
for well-informed, qualitative judgment. Consequgrthe importance of staff having
relevant knowledge and expertise cannot be undedniRinally any risk measurement
framework, especially those which employ quantratechniques/model, is only as good
as its underlying assumptions, the rigor and roimsst of its analytical methodologies,
the controls surrounding data inputs and its apmtg application. (State Bank of
Pakistan, 2003)



1.2 Statement of the Research problem

Past financial crisis and volatility in financialedor point to the need for risk
management. A stable financial sector is criticalthe economy. Pyle (1997) indicates
that banks and similar financial institutions neéeeneet regulatory requirements for risk
measurement and capital. Meeting regulatory remerg is not the sole or the most
important reason for establishing sound, scientis&k management system. Managers
need reliable risk measures to direct capital tiviies with best risk/reward ratios. They
need estimates of the size of potential losseday within limits imposed by readily
available liquidity by creditors, customers andulatprs. They need mechanisms to
monitor positions and create incentives for prudeskt taking. (Pyle, 1997

Locally Simiyu (2004) established that that majodf institutions used credit metrics to
measure credit migration and default risk. YusWO®) indicated that quantification of
risks into various categories was not widely pexdi by Kenyan commercial banks.
Mwirigi (2006) in his study on assessment of cregit management techniques adopted
by Micro Finance Institutions in Kenya, he found ¢liat majority of institutions used
swaps followed by forwards, futures and lastly ops$i in risk management. Mutie (2006)
found out that there is a negative relationshipvbet asset quality and use of credit
scoring model. Mathara (2007),in her study respaois®&ational bank of Kenya to
challenge of non-performing loans, identified tlaetbrs that led to high levels of non-
performing loans in the bank namely lack of adeguakedit policy guidelines, poor
credit risk management practices, use of qualgamethods of loan assessment & poor
monitoring and evaluation systems.Ngare (2008)srsbrvey of credit risk management
practices by commercial banks concluded consistaoturate and reliable data is

required in order to achieve best practice in ¢nésk management.

While the above research outcome provides insightssk management, they only
provide partial insight as they mainly focused oedit risk management by Micro
Finance Institutions and commercial banks in Kefyas study focused on all types of
risks encountered by commercial banks and captilmedcturrent progress made in risk

management.



1.3 Objectives of the study

The objectives of the study were:
0] To identity the risks faced by commercial baimkKenya
(i) To determine the risk management practices addptetbmmercial banks in
Kenya

(i)  To establish the main challenges facing commebaaks in risk management

1.4 Significance of the study

The results and findings of this study will helgrieas stakeholders to better understand
risk management and in what ways the banks canemmgaht good risk management
practice that aligns with bank performance. Thisdgtis will benefit the following

parties:-

() AcademicThis study is expected to add to the body of kmalgke on risk
management and identify areas for further research.

(i) Commercial banks - The findings of this research project will cohtrie to
improving understanding about risk management extin Kenyan banking
industry, and in what ways the banks can enhas&enwanagement.

(i) Regulatory authority - The empirical results will also provide genaralicators of
risk management useful for both regulator and lassinpeople in making policies
and decisions as well as in rewarding or puniskivegbanks that have great or little

intention to improve their risk management.



CHAPTER TWO

2.0 LITERATURE REVIEW

2.1 Introduction

This chapter seeks to identify the types of risksetl by commercial banks and the risk
management practices adopted by commercial banksiitigate against such risk.
Further empirical studies done on this area andr thedings will be highlighted.
Conclusion on this chapter will cover the knowledge in the area under study and how
this research intends to fill the identified gap.

2.2 Types of risk

The risks associated with the provision of banlsegvices differ by the type of service

rendered

The type and degree of risks an organization magxpesed to depend upon a number of
factors such as it's size, complexity of businedsveies, volume etc, it is believed that
generally that banks face market or systemic, tredunter party , liquidity, operational,
performance, agency, strategy, compliance/legalladgry & reputation risks. (State
Bank of Pakistan, 2003)

2.2.1 Market or Systemic risk

Santomero in Commercial Bank Risk Management: aalysis of the Procesdgescribes
market or systemic risk as the risk of change inasset value due to changes associated
with systematic factors, that is, the underlyingremmic factors such as interest rates,
exchange rates, and equity and commodity pricesveider, banks carry only small net
exposures to market riskom trading activities. The market risk capitalacgje for the
major banks using their internal models has beenrar one per cent of capital over
recent years. In the context of the Basel Il Cagitamework, regulators will require
banks accredited to use the more advanced Basabpploaches to hold specific
regulatory capital against interest rate risk ia tanking book, based on their internal

risk measurement models. Regulators 's decisideatsfthe fact that this risk can be a



substantial one, it is quantifiable, there is sabsal homogeneity in how it is managed
among the larger banks and there is evidence ofealbedging, if not actual trading, of

this risk on banking books. In view of the sigréince of this risk, continuing margin

pressures and the ease with which the risk caretigdd or traded, interest rate risk on
the banking book is likely to be the subject ofreasing supervisory focus globally.

Financial institutions may be exposed to markek nsa variety of ways. Market risk

exposure may be explicit in portfolios of secustexjuities & instruments that are
actively traded. Conversely it may be implicit stahinterest rate risk due to mismatch
of loans & deposits. Besides, market risk may alsge from activities categorized as off
balance sheet item. Market risk is therefore paerior loss resulting from adverse

movement in market risk factors such as interestsraforex rates, and equity and
commodity prices. (State Bank of Pakistan, 2003)

2.2.2 Credit risk

Is the change in net asset value due to changé® iperceived ability of counter parties
to meet their contractual obligations. Is definexd changes in portfolio vales due to
failure of counter-parties to meet their obligasoor due to changes in the market’s
perception of their ability to continue to do sdeally, a bank risk management system
should integrate this source of risk with markekrto produce overall measure of the
bank’s potential loss. Credit risk arises from {hatential that an obligor is either
unwilling to perform on an obligation or its abylito perform such obligation is impaired
resulting in economic loss to the bank. In a bamdstfolio, losses stem from outright
default due to inability or unwillingness of a awster or counter party to meet
commitments in relation to lending, trading, setidnt and other financial transactions.
Alternatively losses may result from reduction iortfolio value due to actual or
perceived deterioration in credit quality. Creaskremanates from a bank’s dealing with
individuals, corporate, financial institutions os@avereign. For most banks, loans are the
largest and most obvious source of credit risk; éxmv, credit risk could stem from
activities both on and off balance sheet. In additio direct accounting loss, credit risk
should be viewed in the context of economic expesuihis encompasses opportunity
costs, transaction costs and expenses associatledawion-performing asset over and



above the accounting loss. Credit risk can be @&urub-categorized on the basis of
reasons of default. For instance the default cindddue to country in which there is
exposure or problems in settlement of a transac@oedit risk not necessarily occurs in
isolation. The same source that endangers credtifor the institution may also expose it
to other risk. For instance a bad portfolio mayaatt liquidity problem. (State Bank of

Pakistan, 2003)

2.2.3 Liquidity risk

Liquidity risk is the potential for loss to an iitgtion arising from either its inability to
meet its obligations or to fund increases in assstghey fall due without incurring
unacceptable cost or losses. It arises when thlei@u provided by the liquid assets are
not sufficient enough to meet its obligation. Irclsua situation banks often meet their
liquidity requirements from market. However conaits of funding through market
depend upon liquidity in the market and borrowinstitution’s liquidity. Accordingly an
institution short of liquidity may have to underéakkansaction at heavy cost resulting in a
loss of earning or in worst case scenario the didgirisk could result in bankruptcy of
the institution if it is unable to undertake tracisan even at current market prices. Banks
with large off-balance sheet exposures or the hamkgh rely heavily on large corporate
deposit, have relatively high level of liquidityski. Further the banks experiencing a rapid
growth in assets should have major concern foiditpu Best be described as the risk of
a funding crisis. While some would include the némglan for growth and unexpected
expansion of credit, the risk here is seen moreectly as the potential for a funding
crisis. Such a situation would inevitably be asatsd with an unexpected event, such as
a large charge off, loss of confidence, or a co$isational proportion such as a currency
crisis. Recognizing liquidity risk leads the barmkrecognize liquidity itself as an asset,

and portfolio design in the face of illiquidity coerns as a challenge (Santomero, 1997)

2.2.4 Operation risk

Results from costs incurred through mistakes madgairying out transactions such as
settlement failures & untimely collections. Opevatil risk is the risk of loss resulting
from inadequate or failed internal processes, peapt system or from external events.

It is defined in the Basel Il Capital Framework @® risk of loss resulting from



inadequate or failed internal processes, people sastems, or from external events,
operational risk is one of the largest risks nowirfg banking institutions, an obvious
consequence of the greater complexity of bankiriyigcand its increasing dependence
on technology and specialist skills. From a prudémperspective, the recurrence of small
operational problems would not be an issue in gelacomplex banking institution; the
concern is the unusual individual problem or evbat carries potentially large exposure

to financial losses, or loss of reputation. (Lal&0Q7)

2.2.5 Counterparty Risk

Counterparty riskcomes from non-performance of a trading partnere Tion-
performance may arise from counterparty’s refusapérform due to an adverse price
movement caused by systematic factors, or from saoiimer political or legal constraint
that was not anticipated by the principals. Diviazation is the major tool for controlling
nonsystematic counterparty risk. Counterparty rsskke credit risk, but it is generally
viewed as a more transient financial risk assodiatgh trading than standard creditor
default risk. In addition, counterparty’s failure settle a trade can arise from other

factors beyond a credit problem. (Santomero, 1997

2.2.6 Performance risk

Encompasses losses resulting from failure to ptpp@onitor employees or to use

appropriate methods. (Pyle, 1997)

2.2.7 Compliance Risk

Also known as legal or regulatory risk. Occurs dodailure of a bank to comply with

regulatory requirements. Legal riske endemic in financial contracting and are sdpara
from the legal ramifications of credit, counterparind operational risks. New statutes,
tax legislation, court opinions and regulations caat formerly well-established

transactions into contention even when all pati@se previously performed adequately
and are fully able to perform in the future. Foaeple, environmental regulations have
radically affected real estate values for olderpprties and imposed serious risks to
lending institutions in this area. A second typdegfal risk arises from the activities of an

institution's management or employees. Fraud, t@yla of regulations or laws, and
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other actions can lead to catastrophic loss, anteexamples in the thrift industry have
demonstrated. All financial institutions face dlese risks to some extent. Non-principal
or agency activity involves operational risk primharSince institutions in this case do

not own the underlying assets in which they traystematic, credit and counterparty
risk accrues directly to the asset holder. If titéel experiences a financial loss, however,
legal recourse against an agent is often attem@aty agency transactions bear some

legal risk, if only indirectly. (Santomero, 1997

2.2.8 Reputational risk

Reputational risk may arise by way of group cordagor from the institution’s own
actions; in the latter case, reputational loss meal be the consequence of another risk
event than a risk event in its own right. Eitheiywhe potential impact needs to be taken
into account in estimating potential overall unestpd loss. In quantifying the impact of
a serious operational failure, for example, thet aafsthe resulting damage to the
institution’s brand and franchise may far exceeel direct cost of the operational risk
event itself. Quantification of potential reputaa damage is difficult given the limited
historical data available, but the risk is potditidoo important to ignore. As with
strategic risk, some combination of subjective sstreesting with statistical techniques
where sufficient data exist would seem to offer tpemise.

2.2.9 Strategic risk

Is defined as external risks to the viability ofbanking institution arising from

unexpected adverse changes in the business enwndnmith respect to the economy,
the political landscape, regulation, technologycialo mores and the actions of
competitors. These risks can manifest themselvekdarform of lower revenues due to
reduced demand for products and services and higists or cost inflexibility due to

inability to reduce fixed costs quickly in line Wwitlower-than-anticipated business
volumes. Banks have been taking a cautious apprtoacgional expansion as they seek

to identify sources of competitive advantage ireotimarkets.

There is general acceptance that strategic riskldhze included in any comprehensive

economic capital model. Capital is needed to enablenking institution to ride out
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temporary changes in market conditions and to alibwufficient time to adapt its
business model to more permanent changes in th@eatdive environment. However,
the absence of sufficient meaningful historicaladatakes measurement a problem,
particularly with regard to the low probability,ghi potential impact strategic loss events
that are a major concern to banking institutioren& blend of subjective stress testing
with statistical methods where available data pemmight be the best that can be
achieved. (State Bank of Pakistan, 2003)

2.2.10 Agency risk

A general form of agency risk arises if the intésed management are not aligned with
the interests of shareholders and creditors. Anoaisvarea of potential agency risk after
sustained good economic times is executive compiensdn the developed countries
banking system, executive compensation arrangemenigssted institutions tend to
involve a fixed annual salary and share optionglitmmal upon performance. Typically,
the option grant is zero if performance, often wledi as total shareholder return relative
to a benchmark group, is in the bottom half oftleachmark group; from the 50th to the
75th percentile of performance, the grant increaselsa cap typically applies around the
75th percentile. The performance period is oftee ffears. Executive compensation that
helps to deliver strong risk-adjusted returns gumtehover time and rewards genuine out-
performance of competitors does not raise pruderssaes of itself. For a prudential
regulator, agency risk issues arise if compensatroeingements encourage management
to focus on a shorter term horizon than the lomgtapproach that would also be in
depositors’ best interests. Incentives to drive thp share price more rapidly than
competitors can tempt management to pursue aggeegsdwth strategies or to ‘hollow
out’ the institution by paring back capital buffers cutting costs, particularly in middle

and back offices where risk management functiosisiee

Executive compensation arrangements are matters bmrds and shareholders.
Nonetheless, growth strategies, the size of capitdlers and the resourcing of risk
management areas are major elements of regulaopsrvision of banking institutions

and form crucial inputs into its risk-rating systetiscussed below. Moreover, boards of
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banking institutions seeking accreditation to use hore advanced Basel Il approaches
must sign-off that performance assessment of, anentive compensation for, senior
executives with profit centre accountability takéoi account the amount of risk assumed
and the management of that risk (Klimczak, 2007).

2.3 Risk management practices

The objective of risk management is the same adiffarent types of risk that is to find
out the extent of the financial institution’s riskposure; to understand what drives it, to
allocate capital against it and identify trendseintlly and externally that would help
predicting it. The concern for management of riskstrstart from the top management.
Effective board and senior management oversighthef bank’s overall market risk
exposure is cornerstone of risk management proddeth the board and senior
management should establish an organizational reultuat places a high priority on
effective operational risk management and adherém@®und operating controls. The
board should establish tolerance level and seegfiadirection in relation to risk. Such a
strategy should be based on the requirements alightidn to the stakeholders of the
institution. While the board gives a strategic dii@n and goals, it is the responsibility of
top management to transform those directions imtmcerural guidelines and policy
document and ensure proper implementation of tpo$ieies. The other components of
financial institution risk management framework sldocover organizational structure,
systems and procedures for identification, accegtameasurement, monitoring and
control risks. (State Bank of Pakistan, 2003)

The first element of risk strategy is to determtine level of market risk the institution is
prepared to assume. The risk appetite in relatoommarket risk should be assessed
keeping in view the capital of the institution aslwas exposure to other risks. Once the
market risk appetite is determined, the institutshrould develop a strategy for market
risk-taking in order to maximize returns while ke®pexposure to market risk at or
below the pre-determined level. While articulatmgrket risk strategy the board needs to
consider economic and market conditions, and tiselliag effects on market risk;

expertise available to profit in specific market&l aheir ability to identify, monitor and
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control the market risk in those markets; the tosbn’s portfolio mix and
diversification. Finally the market risk strategiosild be periodically reviewed and
effectively communicated to the relevant staff. fehehould be a process to identify any
shifts from the approved market risk strategy aadydt markets, and to evaluate the
resulting impact. The Board of Directors shouldipdically review the financial results
of the institution and, based on these resultgrdene if changes need to be made to the
strategy. (State Bank of Pakistan, 2003)

The institutions should formulate market risk masragnt polices which are approved by
board. The policy should clearly delineate thedinéauthority and the responsibilities of
the Board of Directors, senior management and gteéesonnel responsible for managing
market risk; set out the risk management strucamet scope of activities; and identify
risk management issues, such as market risk cohinitls, delegation of approving
authority for market risk control limit setting afichit excesses. (State Bank of Pakistan,
2003)

The very first purpose of bank’s credit strategydsdetermine the risk appetite of the
bank. Once it is determined the bank could developlan to optimize return while

keeping credit risk within predetermined limits.€eTbank’s credit risk strategy should
spell out the pricing strategy, target market dralinstitution’s plan to grant credit. It is

essential that banks give due consideration ta taeget market while devising credit
risk strategy. The credit procedures should aimbtiain an in-depth understanding of the
bank’s clients, their credentials and their bussessin order to fully know their

customers. The strategy should provide continuityapproach and take into account
cyclic aspect of country’s economy and the resglghifts in composition and quality of

overall credit portfolio. While the strategy woute reviewed periodically and amended,
as deemed necessary, it should be viable in lomg #nd through various economic
cycles. (State Bank of Pakistan, 2003)

The senior management of the bank should develdpestablish credit policies and

credit administration procedures as a part of dveradit risk management framework
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and get those approved from board. Such policidspaocedures shall provide guidance
to the staff on various types of lending includoayporate, SME, consumer, agriculture,
etc. In order to be effective these policies must barcknd communicated down the
line. Further any significant deviation/exceptianthese policies must be communicated
to the top management/board and corrective measshiesld be taken. It is the
responsibility of senior management to ensure gWfeémplementation of these policies.
To maintain bank’s overall credit risk exposurehivitthe parameters set by the board of
directors, the importance of a sound risk manageémstencture is second to none. While
the banks may choose different structures, it igartant that such structure should be
commensurate with institution’s size, complexitydativersification of its activities. It
must facilitate effective management oversight gmdper execution of credit risk
management and control processes. (State BankkigtBn, 2003)

A liquidity risk management involves not only armhg banks on and off-balance sheet
positions to forecast future cash flows but alsev ltbe funding requirement would be
met. The later involves identifying the funding keatrthe bank has access, understanding
the nature of those markets, evaluating banks cuaed future use of the market and
monitor signs of confidence erosion. The formaliywd sophistication of risk
management processes established to manage hquskitshould reflect the nature, size
and complexity of an institution’s activities. Saulquidity risk management employed
in measuring, monitoring and controlling liquiditigk is critical to the viability of any
institution. Institutions should have a thoroughderstanding of the factors that could
give rise to liquidity risk and put in place mitigeg controls. Besides the organizational
structure discussed earlier, an effective liquidisk management include systems to
identify, measure, monitor and control its liquydi#xposures. Management should be
able to accurately identify and quantify the prignaources of a bank's liquidity risk in a
timely manner. To properly identify the sources,nagement should understand both
existing as well as future risk that the institatican be exposed to. Management should
always be alert for new sources of liquidity riskbmth the transaction and portfolio

levels. Key elements of an effective risk managenpencess include an efficient MIS,
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systems to measure, monitor and control existingvals as future liquidity risks and

reporting them to senior management. (State Baiakistan, 2003)

Operational risk is associated with human errorstesy failures and inadequate
procedures and controls. It is the risk of lossiag from the potential that inadequate
information system; technology failures, breachresternal controls, fraud, unforeseen
catastrophes, or other operational problems maytriesunexpected losses or reputation
problems. Operational risk exists in all produatd &usiness activities. Operational risk
event types that have the potential to result iss&ntial losses includes Internal fraud,
External fraud, employment practices and workplaedety, clients, products and

business practices, business disruption and syk&euones, damage to physical assets,
and finally execution, delivery and process managen(State Bank of Pakistan, 2003)

2.4 Theories of Risk management

Klimczak (2007) identified financial theory, agentheory, stakeholder theory and new
institutional economics. Financial economics appino@ corporate risk management has
so far been the most prolific in terms of both tietical model extensions and empirical
research. This approach builds upon classic MahgMiller paradigm (Miller and
Modigliani, 1958) which states conditions for ieehnce of financial structure for
corporate value. This paradigm was later extendetid field of risk management. This
approach stipulates also that hedging leads torlewfatility of cash flow and therefore
lower volatility of firm value. Rationales for carmte risk management were deduced
from the irrelevance conditions and included: hrghebt capacity (Miller and
Modigliani, 1963), progressive tax rates, lower @&pd costs of bankruptcy (Smith and
Stulz, 1985), securing internal financing (Frootaét 1993), information asymmetries
(Geczy et al.,, 1997) and comparative advantagenfarmation (Stulz, 1996). The
ultimate result of hedging, if it indeed is ben&fido the firm, should be higher value — a
hedging premium. Klimczak (2007)

The separation of ownership and control leads to agency problem whereby
management operates the firm aligning with thein emterests, not those of shareholders
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(Jensen and Meckling, 1976). Agency theory extehdsanalysis of the firm to include
separation of ownership and control, and manageriivation. In the field of corporate
risk management agency issues have been shownfltence managerial attitudes
toward risk taking and hedging (Smith and Stul5)9 Theory also explains a possible
mismatch of interest between shareholders, managemed debt holders due to
asymmetries in earning distribution, which can lesuthe firm taking too much risk or
not engaging in positive net value projects (Mayansl Smith, 1987). Consequently,
agency theory implies that defined hedging policas have important influence on firm
value. Klimczak, (2007).Jensen (1986), argues thatrole of managers as agents for
stockholders is fraught with conflicts of intereghich can affect asset selection, firm
behavior, efficiency and performance. Managerse@sfly if they are risk averse, seek
to maximize their own explicit and implicit compeaien at the expense of shareholders.
Since both managerial compensation and power aieatlly linked to firm growth and
larger firm size, management is may be incentednéximize firm growth beyond
efficient size. This, of course, decreases oparatiefficiency, lowers returns and works
against the interests of shareholders. Theory sigmests that agency problems will
induce managers to avoid monitoring by the capitatkets by relying upon internal as
opposed to external financing of investments. let,féhey will tend to over-invest in

projects, including investing in negative net présalue.

Stakeholder theory, developed originally by Freerfi®#84) as a managerial instrument,
has since evolved into a theory of the firm witlgthiexplanatory potential. Stakeholder
theory focuses explicitly on equilibrium of stakéder interests as the main determinant
of corporate policy. The most promising contribatio risk management is the extension
of implicit contracts theory from employment to ethcontracts, including sales and
financing (Cornell and Shapiro, 1987). In certamustries, particularly high-tech and
services, consumer trust in the company beingtabtentinue offering its services in the
future can substantially contribute to company galtiowever, the value of these
implicit claims is highly sensitive to expected oef financial distress and bankruptcy.

Since corporate risk management practices lead deceease in these expected costs,
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company value rises (Klimczak, 2005). Thereforekedtalder theory provides a new

insight into possible rationale for risk management

A different perspective on risk management is effieby new institutional economics.
The focus is shifted here to governance processgssacio-economic institutions that
guide these processes, as explained by Williams®88). Although no empirical studies
of new institutional economics approach to risk aggment have been carried out so far,
the theory offers an alternative explanation opooate behavior. Namely, it predicts that
risk management practices may be determined bijunshs or accepted practice within
a market or industry. Moreover, the theory linksws#y with specific assets purchase
(Williamson, 1987), which implies that risk managerhcan be important in contracts
which bind two sides without allowing diversificati, such as large financing contract or
close cooperation within a supply ch@ilimczak, 2007).

2.5 Empirical Studies
A 2004 survey by CBK explored the extent to whi@mking institutions in Kenya had

adapted to demands for new approaches to managimignlg issues that lay emphasis on
risk, identification, measurement, monitoring, aetrol/mitigation. The survey brought

out a number of gaps that demonstrated the nee@rfbancing risk management in
financial institutions. (CBK, 2004)

In 2008, CBK carried out Basel Il implementatiomay to assess the status of Kenya
banks vis a vis the requirements of Basel Il. Theespiresults indicated a mixed level of
preparedness of the Kenyan banking sector as faBas®l Il implementation is
concerned. The international banks, drawing onstiggort of their parent groups were
found to be in better state of preparedness cordgarcal institutions. There were also
challenges in meeting requirements of Basel Il thatuld impact on all banks (CBK,
2008)

Nocco and Stulz, (2006) showed why enterprise nsknagement creates value for
shareholders. It was clear from the article thalitewhal research is needed to help with

the implementation of enterprise risk managemenpdrticular, it has become clear in
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implementations of enterprise risk management éhatore complete understanding of
the distribution of firm value is required. Thougbrrelations between different types of
risks are essential in measuring firm-wide riskiseg research provides little help in
how to estimate these correlations when implemgreterprise risk management. Firms
find hard to quantify risks to be extremely impottaExamples are reputation and
strategic risks. At this point, there is little @asch that helps practitioners in assessing
these risks, but much gain could be made by uraleisig these risks better even if they
cannot be quantified reliably. (Nocco and Stul2)&@0

Klimczak (2007) showed that financial economics ageéncy theory hypothesis found
little supporting evidence, while the two recenpigaches, stakeholder and NEI may be
offering new insights into the determinants of meknagement. The poor results clearly
indicate that there must be other significant festanot included in present theories.
Further research will be needed to identify thestadrs, and later incorporate them into a
comprehensive theoretical model which will explask management practices of firms

better.

Kimeu (2006), in his survey on credit risk managetechniques of unsecured bank
loans of commercial banks in Kenya, he found oujonitg 86.7 percent of commercial
banks indicated credit and liquidity risks as thmeost important risks. He found majority
of the banks have credit management policies @&sis for objective credit risk appraisal
and formulation of those policies was undertakernhgytop management. He found out
that majority of the respondents 93.3 percent ssatistical method of credit assessment
in screening loan applications. He also found thajority of the banks used on job
training to sensitize their employees on credik.rihe study revealed majority of he
respondents 86.7 percent indicated that improveditcappraisals is the considered as

the most responsible factor for their improved ficial performance.
Mathara (2007), in her study response of Natiorelkbof Kenya to challenge of non-

performing loans, identified the factors that lechtgh levels of non-performing loans in

the bank namely lack of adequate credit policy glings, poor credit risk management
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practices, use of qualitative methods of loan a&ssest & poor monitoring and
evaluation systems.Mutie (2006) in his study onditrescoring practices and non-
performing loans in Kenyan commercial banks, found that there is a negative
relationship between asset quality and use of tsadiring model.Mudiri (2003),in his
study credit management techniques applied by ¢iahmstitutions offering microcredit
in Kenya found out that all Micro-Finance Instituts had prepared and documented

policies that guide them in their operations.

Mwirigi (2006) in his study on assessment of cregit management techniques adopted
by Mirco - Finance Institutions in Kenya, he fouadt majority 80 percent of Micro-
Finance Institutions ranked credit risk as most angnt followed by interest and
technological risks at 62.5 percent each, then ataigk 57. 5 percent and lastly foreign
exchange risk at 40 percent. He also establishadntiost of the Institutions used 6Cs
criteria for appraising borrowers. His study alsvealed that significant number of the
respondents 87.5 percent used pre-set credit eisdd as a means of managing credit
risk.

Ngare (2008) conducted survey of credit risk manaage practices by commercial banks
in Kenya. The study revealed that most banks usetltgtive loan assessment methods
to make credit granting decisions and adversertgally the borrowers were the main
sources of credit risk among the banks in Kenyaaddition, most banks were found to
use loan diversification, banks guarantees and lsamknants to mitigate against credit
risk.Njiru (2003) in his study on risk managemegt®o-operatives Societies in Embu
district found out that none of them used quanamethods to evaluate the credit
worthiness of their members and that they useditgtrae methods only.He concluded
that most of the cooperative societies did not rgartheir credit risk properly leading to

high rate of default and therefore not being iroaifon to lend to members promptly.

Simiyu (2008) in his survey of techniques of cratBk management in Micro-Finance
Institutions in Kenya, he found that majority oktitutions 59 percent used credit metrics

to measure the credit migration and default riske Tstudy also revealed that
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understanding of the organization’s exposure todirgtomers is treated as critical by

Micro-Finance Institutions

2.6 Conclusion

Issues of risk management in banking sector hazatgr impact not only on the bank but
also on the economic growth. When banks manage tiek better, they will get
advantage to increase their performance (returateBrisk management indicates that
banks operate their activities at lower relativekrand at lower conflict of interests
between parties. These advantages of implemenétigrlyisk management lead to better
banks performance. Better bank performance incsetie®r reputation and image from
public or market point of view. The banks will detver cost of risky capital and other
sources of funds. The banks also get more oppdeand increase the productive assets,
leading to higher bank profitability (Cebenoyan &tcahan 2004). CBK survey revealed
challenges in risk management practices withindghal banking industry.

Literature review confirms there has been a comalde research effort in the area of risk
management. locally, most of the studied are bié»edrds various tools and techniques
of credit risk management used by different inbtus (Ngare 2008; Simiyu 2008;

Mwrigi 2006; Njiru 2003 and Mudiri 2003).These siesl have not covered the other
types of risk encountered by commercial banks &igl gresents a knowledge gap that

this study intends to fill.
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CHAPTER THREE

3.0 RESEARCH METHODOLOGY

3.1 Introduction

This chapter covers how the research was condutttezbvers the research design,
identifies the research population, the samplinght&ue employed and the data

collection methods used. The data analysis methatso explained.

3.2 Research design

A census survey research design was employed amumcit was known to allow for
advanced research. It therefore provided insighit amderstanding of the state of risk
management by commercial banks in Kenya. The degagalso convenient in terms of

cost and time.

3.3 Population and Sampling

The target population of the study was all 44 comumaé banks licensed and regulated
under the Banking Act, Cap 488 as at the end ofeBer 2009. (Central Bank of

Kenya, 2009).Given the population size which is vety large, no sample was drawn
rather the whole population will be subject to thtigdy excluding the one under statutory

management.

3.4 Data collection

Data was collected from primary source through sestructured questionnaire targeting
risk management staff in commercial banks admirast¢hrough drop and pick method.
This method was convenient to both parties. Respuisdhad adequate time to fill the

guestionnaire and researcher saved on time.

3.5 Data analysis

Completed questionnaires were reviewed and editeddmpleteness, coded, labeled and
keyed into the computer for statistical analysise Tata was analyzed using descriptive
statistics, tables and percentages. The analysidia@to each objective to reach reliable

conclusions. This data analysis technique is sugdeas appropriate because of the
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gualitative nature of data & also for the reasaat thhas been used successfully in other
survey studies (Nzuki, 2006).Statistics PackageSkarial Scientist (SPSS) was utilized
to perform the various analyses. The results wesgmted in forms of graphs, charts and
tables.

3.6 Data validity and reliability

The questionnaires were reviewed and pre-testeatdoebmmencing data collection to
help in validation and elimination of misunderstaugd of the questions therein.
Omissions in the questionnaire were corrected tprawe reliability of the research

instruments
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CHAPTER FOUR

4.0 DATA ANALYSIS AND PRESENTATION

4.1 Introduction

This chapter explains how data was analyzed argkpted.

4.2 Research Findings

Questionnaires were distributed to all the comna¢roanks licensed and operating in
Kenya in 2010.The questionnaires were issued komanagement staff or other senior
staff involved with risk management in their redpec commercial banks. A 56.8

percent response rate was realized. SPSS was asadliyze the collected data in line

with the objectives of this study.

4.2.1 Bank turnover

Respondents were asked to indicate the bank atumualver under five groups. Figure 1
presents the distribution of banks by annual tuenovhe modal annual turnover was in
the group Kshs. billion 1.1-5 comprising of 28.0rqent of the total followed by 20.0
percent of banks with annual turnover Kshs. billtof -10. The highest annual turnover
of over Kshs. 10 billion comprised of 12.0 percehtotal compared to 4.0 percent of the
banks with a turn over of up to 0.5 billion shigsmannually. Notably nearly one quarter

of respondents did not indicate this information.
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Figure 1: Distribution of banks by annual turnowreKshs. Billion
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4.2.2 Level of Capital

When asked about the level of capitalization inirthhespective banks, majority of
respondents (24.0 percent) indicated that this betsveen Kshs. billion 1.1 and 5.
Slightly more than one third of the banks (36.0cpat) had a capital level of 5.1 or more.

One in every five of the banks had a lower capéadl of up to Kshs. 1 billion.
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Figure 2: Percentage distribution of Commercial l&any level of Capital
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Table 1: Percentage distribution of commercial Isamk level of capital and annual

turnover Kshs. billion

Capital
Kshs. billion | Annual Turn over Kshs. Billion

0-0.5| 0.6-1 1.1-5 5.1-10 Over 10 Total (%)
0-0.5 5.3 0.0 0.0 0.0 0.0 5.3
0.6-1 0.0 15.8 5.3 0.0 0.0 21.1
1.1-5 0.0 0.0 5.3 10.5 10.5 26.3
5.1-10 0.0 0.0 21.1 0.0 0.0 21.1
Over 10 0.0 0.0 5.3 15.8 5.3 26.3
Total 5.3 15.8 36.8 26.3 15.8 100.0

4.2.3 Risk Management department

Nearly all 92.0 percent banks studied had a riskhagament unit compared to 8.0
percent without such a unit.

Table 2: Existence of risk management departmetag\®} of capitalization

Capitalization level Frequency Percentage

No | Yes | Total No Yes Total
0-0.5 0 1 1 0.0 4.0 4.0
0.6-1 1|3 4 4.0 12.0 16.0
1.1-5 0 | 6 6 0.0 24.0 24.0
5.1-10 0| 4 4 0.0 16.0 16.0
Over 10 1| 4 5 4.0 16.0 20.0
Not stated 0 5 5 0.0 20.0 20.0
Total 2 23 25 8.0 92.0 100.0
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According to respondents, persons in-charge okthegs were heads of risk department,
senior managers or managers. Table 3 below predenisvel of reporting for persons

responsible for risk management. In majority of thenks, 44.0 percent, the level of
reporting was to the risk committee and 40.0 pdrsemior management. Where risk
management units existed, in 43.5 percent of thmkdshe heads of risk management
department reported to risk committees compar&91tb percent to Senior Managers and
17.4 percent to Board of Directors. Where thereewe risk management departments,

the level of reporting were either to senior mama@e risk committee.

Table 3: Level of Reporting for person responsiblerisk management (%)

Level of Reporting No Risk Management Dept. WitslRManagement Unif  Tota
Senior Management 50.0 39.1 40.0
Board of Directors 0.0 17.4 16.0
Risk Committee 50.0 43.5 44.0
Total 100.0 100.0 100.0

4.2.4 Types of Risk Management Committees

As presented in Figure 3, the commercial banks Baw@in committees responsible for
risk management issues namely risk audit, audit @ssets liability committees. Risk
management committee was found in 96.0 percereolbainks, assets liability committee
in 72.0 percent and audit committees in 88.0 perc@ter committees in 16.0 percent of

the banks included credit management committee.
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Figure 3: Kind of Risk Management Committee in Coenoral Banks
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4.2.5 Staff in risk management departments

Majority of the banks 72.0 percent employ 25 oslpsrsonnel in the risks management.
Banks employing 26-50 and over 100 personnel caagrof 12.0 percent and 4 percent
respectively of the total. See figure 4.
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Figure 4: Distribution of Banks by employment sizgisk management Department
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4.2.6 Staff training
Table 2 shows that 76.0 percent of the banks haveeir risk management departments

trained personnel with relevant experience of w60 percent were in units of up to 25
personnel. In 16.0 percent of the banks, the peeom risk management units had

trained in other fields (not relevant to risk masiagnt).
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Table 4: Distribution of staff size and training

Employment
size Not sure | Little | Trained in other Trained with relevant

fields experience Total
0-25 0.0 4.0 12.0 56.0 72.0
26-50 0.0 0.0 4.0 8.0 12.0
Over 100 0.0 0.0 0.0 4.0 4.0
Not stated 4.0 0.0 0.0 8.0 12.0
Total 4.0 4.0 16.0 76.0 100.0

4.2.7 Risk Management Policy and guidelines

Respondents were asked if their banks had cleagfjnel and documented risk
management guidelines and policies. In responsd) 92rcent of the respondents
reported having such policy and guidelines andpg@ent of the respondents were not
sure existence of such policy/guidelines. Also08®ercent of banks with risk

management departments have relevant policies @ddlmes.

Table 5: Distribution of banks with defined and doented risk

Management policies/guidelines and risk managemepartments

Not sure of Risk Have Risk

Management Dept Management Dept | Total
Not Sure of Risk
Management Policy 4.0 4.0 8.0
Has Risk Management
policy 4.0 88.0 92.0
Total 8.0 92.0 100.0
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4.2.8 Risk management policy formulation

Table 6 below shows that those who are highly imedlin risk management policies and

guidelines are senior managers 72.0 percent arrd lbbdirectors 52.0 percent compared

24.0 percent other employees and 4.0 percent gartles. Other employees are fairly

involved 36.0 percent in such policy formulationggposed to board of directors 24.0

percent and third parties 32.0 percent.

Where qgiities exist, they are reviewed

annually 36.0 percent or others wise (presumablgnaireed arises) 28.0 percent. In very

few banks are risk management reviewed monthlyrtetg and semi-annually each 4.0

percent.

Table 6: Involvement in formulation of Risk Managamh Policies/Guidelines

Not Fairly Highly
Type of Personnel involved | involved Involved| involved Not stated
Board of Directors 0 6 4 13 2
Senior Management 1 0 4 18 2

6 3

Third Parties 8 8 4 1 4
Percent
Board of Directors 0.0 24.0 16.0 52.0 8.0
Senior management 4.0 0.0 16.0 72.0 8.0
Other Employees 8.0 36.0 20.0 24.0 12.0
Third Parties 32.0 32.0 16.0 4.0 16.0
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Figure5: Percentage distribution of banks by freqyeof review of risk

management policies/guidelines

Not stated, 1

Others, 2

Monthly, 4.0

Annually, 36.0

Quarterly, 12.0
kSemi-annuaHy, 4.0

Source: Research Data, 2010

Table 7: Frequency of review of risk managemenicpd/guidelines and existence of

policies
Frequency %

Duration Not sure | Have Policy | Total Not sure| Have Policy | Total
Monthly 0 1 1 0.0 4.0 4.0
Quarterly 2 1 3 8.0 4.0 12.0
Semi-annually] 0 1 1 0.0 4.0 4.0
Annually 0 9 9 0.0 36.0 36.0
Others 0 7 7 0.0 28.0 28.0
Not stated 0 4 4 0.0 16.0 16.0
Total 2 23 25 8.0 92.0 100.0
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4.2.9 Annual Budget for Risk Management Function

As presented in table 6, 71.4 percent of commelmaks allocate an annual budget of
up to Kshs.25 million for risk management functidmis is followed by 14.3 percent

who allocate between 25 and 50 million shillingsl &hl percent who allocate 76-100
million shillings. Only 7.1 percent of commerciariks have an allocation of over 100

million shillings for risk management function.

Table 8 : Distribution of banks by annual budgé&ition to risk management function

Annual Budget  Kshs. Frequency Total %

million No Yes No Yes Total
0-25 1 9 10 7.1 64.3 714
25-50 0 2 0.0 14.3 14.3
51-75 0 0 0 0.0 0.0 0.0
76-100 0 1 0.0 7.1 7.1
Over 100 0 1 1 0.0 7.1 7.1
Total 1 13 14 7.1 92.9 100.0

Table 9: Distribution of commercial banks by exmgte of risk management structures and

department

Risk Management Department
Risk Management Structures Frequency %

No Yes Total | No Yes Total
No 0 2 2 0.0 8.0 8.0
Formative stage 0 1 1 0.0 4.0 4.0
Informal 0 2 2 0.0 8.0 8.0
Yes 2 17 19 8.0 68.0| 76.0
Not stated 0 1 1 0.0 4.0 4.0
Total 2 23 25 8.0 92.0| 100.0
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Figure 6: Percentage Distribution banks by kintraihing
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4.2.10 Management structures

Figure presents the state of establishment of makagement structures. According to
respondents 76.0 percent of the banks have we#ldeed risk management structures
compared 4.0 percent whose structures are in forenatage and 8.0 percent with
informal structures. Notably, 8.0 percent of the@ksado not have well developed risk

management structures.
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Figure 7: Percentage distribution by state of nelhagement structure

Percentage Distribution of Banks by State ofRiskddgment Structure

No, 8.

Not stated, 4.0

Formative stage

Yes, 76.0

Source: Research Data, 2010

4.2.11 Risks encountered

Respondents were asked to rank the occurrencdfefetit types of risks namely credit,
market, liquidity, operational, counterparty, pem@nce, compliance, reputation and
strategic risks. Table 9 presents a summary oféepondents ranking of the frequency
of occurrence of these risks.
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Table 10: Distribution of Commercial Banks by Typé®isks Encountered

Type of Risk Never Least| Less Often| Often Very Often | Not stated Total
Credit Risk 0 0 0 9 13 3 25
Market Risk 0 0 4 10 3 25
Liquidity Risk 2 5 6 5 5 2 25
Operational Risk 0 1 6 9 7 2 25
Counterparty Risk 0 3 11 4 3 4 25
Performance Risk 0 5 9 6 2 3 25
Compliance Risk 1 3 6 6 6 3 25
Reputation Risk 2 3 7 6 4 3 25
Strategic Risk 1 4 6 8 3 3 25
Percentage

Credit Risk 0.0 00| 0.0 36.0 52.0 12.0 100.0
Market Risk 0.0 0.0 16.0 40.0 32.0 12.0 100.0
Liquidity Risk 8.0 20.0| 24.0 20.0f 20.0 8.0 100.0
Operational Risk 0.0 40| 24.0 36.0 28.0 8.0 100.0
Counterparty Risk 0.0 12.0 44.0 16.0 12.0 16.0 aoo.
Performance Risk 0.0 20.0 36.0 24/0 8.0 12.0 100.0
Compliance Risk 4.0 12.0 24.0 24.0 24.0 12.0 100.0
Reputation Risk 8.0 12.0 28.0 240 16.0 12.0 100.0
Strategic Risk 4.0 16.0 24.0 320 120 12.0 100.0

Figure 6 shows the first 3 leading risks in occacee namely credit risks, market risks

and operational risks. In 52.0 percent of the baatexit risks occur very often compared

to 32.0 percent and 28.0 percent for market andatipeal risks.
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Figure 8: Types of Risks encountered by CommeRzaalks
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Source: Research Data, 2010

Figure 9 shows that least occurrence risks arediigu20.0 percent, performance, 20.0
percent, reputation 12.0 percent 16.0 percent ef thnks. The percentage of bank
reported to have never experienced liquidity, rapoh and strategic risks were 8.0

percent, 8.0 percent and 4.0 percent respectively.
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Figure 9: Distribution of Commercial Banks by leasks encountered
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4.2.12 critically prioritized risks

Respondents were asked about the types of ris@sted as critical. In 44.0 percent of
banks, reputation risk was considered most critfcllbwed by credit risks in 40.0
percent of the banks. Operational risks were almusidered as very critical in 44.0
percent of the banks. When the two ways of rankiregconsidered, prioritized risks are
credit risks 68.0 percent, operational risks 6&eet, reputation risks 64.0 percent and

compliance risks 64.0 percent. Table 7 presentanigysis of prioritized critical risks
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Table 11: Distribution of risk ranking by criticgfi

Not | Least Very Most

Sure| critical | Critical | Critical | Critical | Not stated Total
Credit Risk 0 0 5 7 10 3 25
Market Risk 0 1 8 8 5 3 25
Liquidity Risk 0 0 7 7 8 3 25
Operational Risk | 0 0 5 11 6 3 25
Counterparty Risk 0 1 11 6 4 3 25
Performance Risk 1 2 9 6 3 4 25
Compliance Risk| 0 6 8 8 3 25
Reputation Risk 0 5 11 2 25
Strategic Risk 0 0 10 6 6 3 25
Other 0 0 0 0 2 23 25
Percentage
Credit Risk 00| 0.0 20.0 28.0 40.0 12.0 1000
Market Risk 00| 4.0 32.0 32.0 20.0 12.0 1000
Liquidity Risk 0.0 | 0.0 28.0 28.0 32.0 12.0 100.0
Operational Risk | 0.0 0.0 20.0 44.0 24.0 12.0 100.0
Counterparty Risk 0.0 | 4.0 44.0 24.0 16.0 12.0 100.0
Performance Risk 4.0 8.0 36.0 24.0 12.0 16.0 100.0
Compliance Risk| 0.0| 0.0 24.0 32.0 32.0 12.0 100.0
Reputation Risk 0.0| 4.0 24.0 20.0 44.0 8.0 100.0
Strategic Risk 0.0 0.0 40.0 24.0 24.0 12.0 100.0
Other 0.0 | 0.0 0.0 0.0 8.0 92.0 100.0
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Figure 10: Percentage distribution of Banks byestditRisk Management Structure
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Source: Research Data, 2010
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Table 12: Distribution of Commercial Banks by Stat&isk Management Structures

Capital

Level No Formative stage InformalYes Not stated Total
0-0.5 0 0 1 0 0 1
0.6-1 0 1 0 3 0 4
1.1-5 1 0 1 4 0 6
5.1-10 0 0 0 4 0 4
Over 10 1 0 0 4 0 5

Not stated 0 0 0 4 1 5
Total 2 1 2 19 1 25
Percent

0-0.5 0.0 0.0 4.0 0.0 0.0 4.0
0.6-1 0.0 4.0 0.0 12.0 0.0 16.0
1.1-5 4.0 0.0 4.0 16.0 0.0 24.0
5.1-10 0.0 0.0 0.0 16.0 0.0 16.0
Over 10 4.0 0.0 0.0 16.0 0.0 20.0
Not stated 0.0 0.0 0.0 16.0 4.0 20.0
Total 8.0 4.0 8.0 76.0 4.0 100.0

Table 13: Independent Review of Risk Managemenivaigts by Risk Management

Structures
_ Independent Review of Risk Management Activities
Risk Management Structuras
Frequency %
Total Total
No | Yes | Not stated No | Yes | Not stated

No 1 |1 0 2 40/ 40| 0.0 8.0
Formative stage 0] 1 0 1 00 40 0.0 4.0
Informal 2 0 2 0.0 8.0| 0.0 8.0
Yes 19| O 19 0 76.0 0.0 76.0
Not stated o O 1 1 00 0.0 4.0 4.0
Total 1 |23 |1 25 40 92.0 4.0 100.
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Independent review of risk management activitieedaducted in 92.0 percent of the
banks. This activity is carried out in all bankgwinformal risk management structures
and those whose structures are in formative staigdf of the banks without risk

management structures also undertake independeeivee

4.2.13 Types of risk measurement techniques

Measurement techniques in risk management can bbtajive or quantitative. Both
techniques are used by majority of the banks 4d4ripared to 28.0 percent of banks

which use qualitative techniques and 16.0 percdntlwuse quantitative methods see

figure

Figure 11: Percentage distribution of methods usetk measurements
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Source: Research Data, 2010
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4.2.14 Techniques used in risk measurement
The most common technique used in measuremensloigiscenario analysis followed
by value at risk technique. Stress test and aneaaiings techniques are also used

although these are less popular compared to thtetiio techniques.

Figure 12: Risk Measurement Techniques

Percentag:

Scenario analysisValue at Risk  Stress Test Annual Earnings

Risk measurt

Source: Research Data, 2010
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Table 14: Level of use of Risk Management Technique

Risk Measurement Technique Qualitativ@uantitative| Both | Total
Scenario analysis 4 2 9 15
Value at Risk 5 0 7 12
Stress Test 1 9
Annual Earnings 4 0 8
Total 15 3 26 | 44
Percent

Scenario analysis 26.7 13.3 60.0 100.0
Value at Risk 41.7 0.0 58.3 10Q0.0
Stress Test 22.2 111 66}7 100.0
Annual Earnings 50.0 0.0 50,0 100.0
Total 34.1 6.8 59.1 100.0

4.2.15 Statutory ratios

As expected, 84.0 percent of the commercial bankmtain above minimum statutory

ratios compared to 8.0 percent which maintain lustminimum ratio.

Table 15: Minimum Statutory Ratios by level of dapzation

Frequency %
Capital
Level Just Above Not Just Above Not
Minimum | Minimum | Stated| Total | Minimum | Minimum | Stated| Total

0-0.5 0 1 0 1 0.0 4.0 0.0 4.0
0.6-1 1 3 0 4 4.0 12.0 0.0 16.0
1.1-5 0 6 0 6 0.0 24.0 0.0 24.0
5.1-10 1 3 0 4 4.0 12.0 0.0 16.0
Over 10 0 5 0 5 0.0 20.0 0.0 20.0
Not stated| O 3 2 5 0.0 12.0 8.0 20.¢
Total 2 21 2 25 8.0 84.0 8.0 100.0
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Figure 13: Commercial Banks Meeting statutory satio
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Source: Research Data, 2010

4.2.16 Main challenges in implementing successfusk management

Analysis of respondents’ rating of the main challes indicates that the two major
challenges in risk management are budgetary comistrand complexity of the process.
Respondents who agree or strongly agree with thesecomprised of 56 percent for
each compared to 24 percent who stated lack offepaaktaff and lack of management
support as the major challenges. 40 percent ofehigonses identified high training cost

as a main challenge in this area.
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Table 16: Challenges in implementation of risk nggament

Table 17: Distribution of budget size against dpetcchallenges

Budgetary 0-25 25-50| 76-100 Over 100 Not stated otalT
Not sure 0 0 0 2 2
Disagree 2 0 5
Agree 6 2 1 3 12
Strongly agree 1 0 1 0 0 2
Not stated 1 0 0 0 3 4
Total 10 2 1 1 11 25
Not sure 0.0 0.0 0.0 0.0 8.0 8.0
Disagree 8.0 0.0 0.0 0.0 12.0 20.0
Agree 24.0 8.0 0.0 4.0 12.0 48.0
Strongly agree 4.0 0.0 4.0 0.0 0.0 8.0
Not stated 4.0 0.0 0.0 0.0 12.0 16.0
Total 40.0 8.0 4.0 4.0 44.0 100.0

a7

Frequency Not sure| Disagre¢ Agree| Strongly agree| Not stated Total
Lack of qualified staff 2 14 6 0 3 25
High training cost 0 11 10 0 4 25
Complexity of the process 1 7 12 2 3 25
Budge constraints 2 5 12 2 4 25
Lack of management suppart 2 14 4 2 3 25
Percent

Lack of qualified staff 8.0 56.0 2400 0.0 12.0 100.
High training cost 0.0 44.0 40.00 0.0 16.0 100.0
Complexity of the process 4.0 28.0 48.0 8.0 12.0 0.ac
Budget constraints 8.0 20.0 48.0 8.0 16.0 100.(
Lack of management support 8.0 56.0 16/0 8.0 12.0 | 00.01



Table 18: Distribution of staff training againsaftraining challenge

Not Trained in other Trained and

Lack of qualified staff| sure Little | fields experienced Total
Not sure 0 1 0 1 2
Disagree 1 0 3 10 14
Strongly disagree 0 0 1 5 6
Not stated 0 0 0 3 3
Total 1 1 4 19 25
Not sure 0.0 4.0 0.0 4.0 8.0
Disagree 4.0 0.0 12.0 40.0 56.0
Strongly disagree 0.0 0.0 4.0 20.0 24.0
Not stated 0.0 0.0 0.0 12.0 12.0
Total 4.0 4.0 16.0 76.0 100.0

4.3 Summary of findings and interpretation

The study revealed that 76 percent of the respdad@ve capitalization level of above
Kshs.500 million required to be attained by end010.24 percent of the respondents
indicated they had attained capital level of KsHslllon required to be attained by end
of 2010.92 percent of the respondents indicategl ttad risk management departments
as compared to 8 percent without.44 percent ef réspondents indicated the risk
department reports to risk committees, 40 perdensenior management and the others
to board of directors.96 percent of the respondewkisated they have risk committee,72
percent asset and liability committee,88 percemtvehaudit committee and 16 percent
indicated they have other committees like credinguttee. Respondents have most of

these committees.
Majority of the banks 72 percent indicated theyéhayp to 25 staff compared to 12

percent who have between 26-50 staff, 4 percerdg bagr a hundred staff and 12 percent

did not state.76 percent indicated their staff waedl trained and experienced in risk
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management as compared to 24 percent who had ditheettraining, trained in other
fields or not sure.72 percent respondents indicttat senior management was highly
involved in risk management policies formulation @smpared 4 percent and who
indicated they were not highly involved. Senior mg&ment was followed by board of
directors at 52 percent.36 percent of the respdededicated these policies are reviewed
annually as compared to monthly and semi — anntaitih at 4 percent .Majority of the
banks 71.4 percent have risk management departamental budget of up to Kshs.25
million, followed by Kshs.25-50 million at 14.3 memt compared with Kshs.76-100
million and over Kshs.100 million at 7.1 percentled@6 percent of the respondents
indicated that their banks had well establishekl msinagement structures, those that are
informal or do not have risk management structatesl are 8 percent each,4 percent are

either in formative stage or did not state.

52 percent of the respondents indicated they ertecaoh credit risk very often compared
to 32 percent and 28 percent for market and opeatirisk respectively. The highest
level of risk never encountered was at 8 percentidoidity and reputational risks.44
percent of the respondents indicated that repuialtiosk as prioritized most critical
followed by credit risk at 40 percent .Operationsk was considered very critical by 44
percent of the respondents.92 percent of the relgms indicated that they carry out
independent review of risk management activitiesaaspared to 4 percent that do not.44
percent of the respondents revealed that they wsle Qualitative and quantitative
methods to measure risk 12 percent did not statentlethod they use. The most
commonly used risk measurement technique is sacenaalysis at 34 percent, followed
by value at risk 27 percent compared to annualiegsntechnique at 18 percent. 84
percent of the respondents have their statutorgsrabove minimum, 8 percent at just
minimum and 8 percent did not state. Complexityis management process and budget
constraints were indentifies the main challengeswdfcessful implementation of risk

management at 56 percent each followed by staffitiaat 40 percent
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CHAPTER FIVE

5.0 SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

5.1 Introduction
This chapter covers summary of the study, conchssend recommendations. It further
highlights the limitations faced during the studydandicates possible areas for further

research.

5.2 Summary

This study sought to identify the risks encountebydcommercial banks and the risk

management practices adopted by commercial banksitigate against these risks.

Further the study wanted to establish the challerigeed by commercial banks in

successful implementation of risk management. Asgsrsurvey was conducted for all

the licensed banks in Kenya.Questionnaires werdarastered to risk management staff
in commercial banks through drop and pick appro&ch6.8 percent response rate was

realized. Data was analyzed using SPSS and presergeaphs and in tabular form.

The study revealed that credit, operation, repataéind compliance risks as critical and
commonly encountered. Liquidity risk was least emtered risk. Majority of the banks

indicated they had risk management structuresaneplHowever the quality of the same
could not be ascertained. Majority of the banksemMaund to use both qualitative and
guantitative risk measurement methods. The mostnoamy used risk measurement
technique was identified as scenario analysis\iahb by value at risk. Budget constraint,
complexity of risk management process and highitngi costs were identified as the

main challenges facing implementation of risk mamagnt.

5.3 Conclusions

The stability of commercial banks is very importémt the economy. Risk management
by commercial banks plays a vital role in ensuoghimercial banks stability. Progress
has been made in risk management by commercialsbanKenya as revealed by the
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study as most of the banks have risk managemartdtstes in place. This can partly be
attributed by enhanced regulation and also reazaif the banks on the importance of
risk management. However there is need to hawaalbanks establish the necessary risk
management structures. Improvement in terms ofitguahd compliance to global

standards is necessary in order to remain comyeetiti

Budget constraint, complexity of risk managemewntpss and high cost of training were
identified as the main challenges to successfuléampntation of risk management in that
order. There is need to address these challengsescifessful risk management by
commercial banks is to be realized. All the stakdérs have a role to play to ensure

Kenyan banking sector is doing well in this impattarea.

Commercial banks need to be encouraged to invesiskhnmanagement in terms of
establishing the necessary systems, staff traiaimjresearch so as to be up to date on

this area.

5.4 Policy Recommendations

Almost half of the respondents highlighted sta#fiiimg as a challenge in successful
implementation of risk management. There is theeefeeed to enhance staff training on
new development in this area and also invest ieameh. This can be done by the
regulator developing relevant courses, offeringdberses at Kenya School of Monetary
Studies and encouraging commercial banks to spahsar risk management staff for

training. Staff also needs to be encouraged to wakerofessional training. Institutions of

higher learning in the country need to introducerses on risk management.
The regulator and the ministry of finance shouldaastatutory requirement demand for
compliance by commercial banks to global standerdisk management as stipulated by

Basel committee over a given period of time.

Majority of the banks indicated they had risk masragnt staff of up to 25.As banks
grow and expand it is necessary to increase tlieistask department to cope with the
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scope of work adequately. Budget constraint was @lentified as a challenge. Banks
need to increase the budget allocation to risk diey@at in order to be able to carry out
their work adequately. Banks also need establishnécessary systems. The regulator
also needs to enhance regular monitoring on the® @0 ensure best standards are
attained. The process was noted to be complexightnbe necessary to simplify the

process in form of a template or framework espbcfat small banks.

5.5 Limitations of the study

Various challenges were encountered during thislystdrirst was lack of enough
resources to carry out more detailed research.ilBeteesearch also requires ample time
which was not available. Availability of time andsources may have led to improved

conclusion.

Some of the target respondents failed to give litlekl questionnaires citing sensitivity
of information requested and others were not wgllto give the information hence
limiting the response rate. Some questions in thestpnnaire were not answered

denying the study required data.

The weakness associated with the use of questi@snzan not be ruled out. Respondents
might have had difficulty understanding certain sfigns and either left them blank or

filled irrelevantly.

5.6 Areas of further study
This research was a survey on risk managementrynescial banks in Kenya. There is
need for further detailed study to be conducteestablish the relationship between risk

management and performance of commercial bankeny&
Study can be done to establish the relationshipvd®t risk management, performance

and corporate governance of commercial banks iny&emhis is a wide scope research

but is important to establish the nature of retalip between the three variables.
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Risk management study need to be widened to o#wors of the economy such as
insurance and manufacturing in order to establish level preparedness and the

improvement required and any lessons that can theede
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APPENDIX 1: INTRODUCTION LETTER

. T

) "!3‘-* &

University of Nairobi

School of Business

MBA Program — Lower Kabete campus
P.O. Box 30197

Nairobi, Kenya

Date 10/9/2010
TO WHOM IT MAY CONCERN

The Bearer of this lettdfamau Peter M. Registration Nd>61/P/8913/04s a Masters
of Business Administration (MBA) student of the Ugiisity of Nairobi.

He/she is required to submit as part of his/hersmaork assessment a research project
report on a management problem. We would like thdets to do their projects on real
problems affecting firms in Kenya. We would, theref appreciate if you assist him/her

by allowing him/her to collect data in your orgaatinn for the research.

The results of the report will be used solely foademic purposes and a copy of the

same will be availed to the interviewed organizagion request.

Thank you.

Dr.W.N.Iraki
Co-ordinator, MBA program
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APPENDIX 2: QUESTIONNAIRE

Part A: General information

p wDn

ol

Names of respondent (Optional).............ooviiiiiiii e,
Name of the bank........ ..o e
Designation inthe bank.......... ..o
The bank annual turnover ,in Kenya shillings(Ticlep

0-05B() 06-1B() 1.1-5B() 5.1-10B

Over 10B ()

. What is the bank capilatilization level?

0-05B() 06-1B() 11-5B() 5.1-10B
Over 10B ()

Part B: Risk Management

1.

Does your bank have risk management department/unit
No () Not sure () Yes ()

2. Ifyeswhoisincharge........cccoovoiviiiiiin i,

What is the level of reporting for the person resgpble for risk management
Senior Management ( ) Board of Directors ( ) Risknmittee ( )
How many staff are in the risk management departsen
0-25() 26- 50 () 51-75() 76 — 100 (Qver 100 ( )
Do the risk management staffs have relevant trgiaimd experience
Notsure () No () little () Trained in othields ()
Yes ()
Does your bank have clearly defined and documenisk management
guidelines/policies?
No () Not documented ( ) Yes ()
If yes, what is the level of involvement of theléoling persons in formulating
risk management guidelines/policies
Not involved fairly involved highly involved
Board of directors () () ()

Senior management () () ()
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Other employees () () ()
Third parties () () ()

8. How often are the risk management policies/gui@slireviewed
Monthly ( ) Quarterly () Semi-annually ( ) Amaly ( ) Others

(Specify)......ccovmieinnnnns

9. How much is the annual budget allocation to riskhagement function?
0-Kshs.25M () Kshs.25M —-Kshs.50M () Kshd8BKshs.75 M ( )
Kshs.76-100 M () Over Khs.100 M ( )

10.What types of risks does your bank encounter?

Never Least less often often Very often

Credit risk () ) () () ()

Market risk ()y ) () () ()

Liquidity risk ()y ) O) () ()

Operational risk () () () () ()
Counterparty Risk () () () () ()
Performance risk ()y () O) () ()
Compliance risk ()y () () () ()
Reputational risk () () () () ()
Strategic risk ()y () () () ()
Others (Specify) ()y ) O) () ()

11.What types of risk has your bank prioritized asical?

Not sure Least Critical very Most
Credit risk () () () () ()
Market risk () () () () ()
Liquidity risk () () () () ()
Operation risk () () () () ()
Counterparty Risk () () () () ()
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Performance risk () () () () ()

Compliance risk () () () () ()
Reputational risk () () () () ()
Strategic risk () () () () ()
Others (Specify) () () () () ()

12.Does your bank have well developed risk managestemttures
No ( ) in formative stage () Informal ( ) Ye9( Not sure ( )

13.Does your bank conduct independent review of risgkagement activities carried
out? No () Not sure () Yes ()

14.Which type of techniques does your bank use to ureaand manage risk?
Qualitative () Quantitative ()

15.Which of the following risk measurement technigass used at your bank?
Scenario analysis ( ) Value at risk () Strestste ()

Annual Earnings at Risk ( ) others (specify).............

16.How well does your bank meet the statutory ratios?
Lower than minimum () just minimum () above mmm ()
17.What are the challenges faced by your bank in implging successful risk

management practices?

Not sure Disagree Agree Strongly agree
Lack of qualified staff () () () ()
High training cost () () () ()
Complexity of the process () () () ()
Budget constraints () () () ()
Lack of management support ( ) () () ()
Others specify)............... () () () ()
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APPENDIX 3: LIST OF COMMERCIAL BANKS IN KENYA

. African Banking Corporation Ltd.

. Bank of Africa Kenya Ltd.

. Bank of Baroda (K) Ltd.

. Bank of India

. Barclays Bank of Kenya Ltd.

. CFC Stanbic Bank Ltd.

. Charterhouse Bank Ltd (Under statutory managémen
. Chase Bank (K) Ltd.

. Citibank N.A Kenya

. City Finance Bank Ltd.

. Commercial Bank of Africa Ltd.

. Consolidated Bank of Kenya Ltd.
. Co-operative Bank of Kenya Ltd.
. Credit Bank Ltd.

. Development Bank of Kenya Ltd.
. Diamond Trust Bank (K) Ltd.

. Dubai Bank Kenya Ltd.

. Ecobank Kenya Ltd

. Equatorial Commercial Bank Ltd.
. Equity Bank Ltd.

. Family Bank Ltd

. Fidelity Commercial Bank Ltd

. Fina Bank Ltd

. First community Bank Limited

. Giro Commercial Bank Ltd.

. Guardian Bank Ltd

. Gulf African Bank Limited

. Habib Bank A.G Zurich

. Habib Bank Ltd.

. Imperial Bank Ltd
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31. Investment & Mortgages Bank Ltd
32. Kenya Commercial Bank Ltd

33. K-Rep Bank Ltd

34. Middle East Bank (K) Ltd

35. National Bank of Kenya Ltd

36. National Industrial Credit Bank Ltd
37. Oriental Commercial Bank Ltd

38. Paramount Universal Bank Ltd
39. Prime Bank Ltd

40. Southern Credit Banking Corporation Ltd.
41. Standard Chartered Bank (K) Ltd
42. Trans-National Bank Ltd

43. United Bank of Africa

44. Victoria Commercial Bank Ltd

(Source: CBK, Bank Supervision Annual Report 2009)
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