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ABSTRACT
The goal of this study was to investigate the askessment techniques being applied by the

commercial banks in Kenya a well as evaluate tleakposure level of the commercial banks in
Kenya. Risk assessment involves the process ofifgiey, measuring and prioritizing risk. It is
the first step in a risk management process. #&duo which determine the quantitative
andqualitative value of risk related to a concretaation and a recognized threat or hazard.
There is need for Kenyan banks to put in place alolkand efficient risk assessment techniques.
Having an efficient risk assessment systems inesetie likelihood of banks success, reduces
possibility of bank failures and limits the uncantg of the overall financial performance to
preventing banks from suffering unacceptable losses

This study was conducted through the use of a qumstire with both structured and

unstructured questions. The questionnaires weteldited to all the 44 commercial banks
operating in Kenya as per the CBK data of 2008 hErmnk was given two questionnaires so as to
compare the variability of the results betweentiin@ from the same bank in ensuring data
reliability. The outcome of the study indicatedttdk@nyan Banks have put in place various
techniques suitable to their operating environnierheck on risk that comes with lending of
loans. The study was able to identify the causelesfe risks and how the banks in Kenya are
addressing them as well as the mitigation factoas they have put in place to ensure checks and

controls.

In conclusion the study established a need fob#rks to keep on updating their risk assessment
techniques in line with the changing operationalimmment as well as global trends related to
the banking industry. This will help ensure sushitty of these institutions and enable them

handle emerging risks within the banking sector.
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CHAPTER ONE

1.0 INTRODUCTION
1.1  Background of the Study

Risk assessment process is defined as that prbgesgisich businesses and organizations focus
on critical areas of concern and prioritize these of resources in order to maximize response and
their recovery efforts (Oldfield et al 1997). Acding to Lore (2000), risk is the potential for $os
underlying the value of an investment. It is argasure to uncertainty that would adversely

affect future business objectives, operations dinthately profitability of the firm.

Risk assessment involves the process of identifyimeasuring and prioritizing risk (Marco
2003). Banks are recurrently battling with an amwéyisks due to the nature of their business.
This is more so as a result of the constantly cimgngnvironment which make these institutions
prone to major opportunities as well as complexalde risks thus challenging the traditional
approaches as to how to the banks risk assesssnemtducted. This has resulted to banks
having to constantly monitor the ever changing mamd macroeconomic environments so as to
identify risks there in as well as find innovatweays of addressing them. Risk assessment
process examines the most urgent business fundtiensfied during business impact analysis. It
looks at the probability and impact of a varietyspecific threats that could cause a business
disruption (CBK 2005).

There is a dictum in finance that “the greaterrtble the higher the returns” this in itself makes

the risk element both an opportunity and a threéihé organization. It's an opportunity because
most risky business ventures tend to be also trst mghly profitable ones. On the other hand,
risk is viewed as a threat since it includes thesfmlity of losing all or part of the investment.

This underscores the need for good risk assesdemmntiques. According to Venkat (2000),

most business managers would agree that it isergitbssible nor desirable to completely
eliminate risk from the business preposition. Whaequired is the appreciation that all risks
that arise from a particular business can adeqube&ehddressed through proper risk management

processes which can only succeed if proper risksgssent techniques are put in place.



Having an efficient risk assessment system meamsasing the likelihood of banks success,
reducing the possibility of bank failure and limgjithe uncertainty of the overall financial
performance to prevent the banks from sufferingcoeptable losses. These are those losses

which could cause an institution to fail or sigo#ntly damage its corporate position.

Within the banking industry, there is the recogmitthat an institution need not engage in
business in a manner that unnecessarily impodespisn itself, nor should it absorb risk that can
be efficiently transferred to other participantatifer, it should only manage risks at the firm
level that are more efficiently managed there thyathe market itself or by their owners in their
own portfolios (LaWare 1993). Risk assessmentfissastep in a risk management process. It is
the determination of quantitative or qualitatirgdue of risk related to a concrete situation and a
recognized threat or hazard (Wikipedia dictiona@yantitative risk assessment requires
calculations of two risk components namely the nitage of the potential loss and the

probability that the loss will occur.

Banking sector in Kenya is regulated under the BapRct Cap 488 of the Kenyan laws. The act
has mandated the CBK to foresee all the finang@alations carried out by various financial
institutions licensed under it. It is through th that the CBK regulates the way the business is
operated so as to safeguard the public interest Being exploited by the financial operators. It
has set up minimum capital requirements wherebyyeugancial institution maintains a core
capital of not less than eight percent, and a t&pltal of not less than twelve per cent of thalto
risk adjusted assets plus risk adjusted off balasheet items as may be determined by the CBK.
These requirements are meant to safeguard theutimtis against various risks that they may
face especially the safeguarding of their custonmgesests in case the financial institution was to

become insolvent.

Various studies have been conducted in the paderkto the banking industry in Kenya. In her

study, Bett (1992) conducted an empirical studypanks failure predictive model and found that
most had good predictors of bank failures. Kath&2@®0) in his study focused on performance
measures internal to the concerned commercial barikenya. Obiero (2002) looked at the

banking regulatory framework in Kenya and its adeyun reducing bank failures. Kibera (2007)
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conducted a survey of internal auditors risk manaage practices within the banking industry in
Kenya. Cheserek (2007) looked into the determinahisnk failures. None of these studies

looked into the techniques applied by the banksssessing their business risks.

Kenyan economy being a developing economy neegsttproper mechanisms in the banking
risk assessment techniques, so as to keep chdanking risk since it has past history of bank
failures Kalani et al (2009). One of the reperomssiof the failure to effectively address the risk
factor in the banking business is that it morerofeads to the bank failures of which one bank
failure can have a contagion effect that will affether banks leading to a mass failure of various

banking institutions as witnessed during the Adianking crisis (1997 - 1998).

In summary, Risk assessment is aimed at identifigowg institutions assess various risks which
they are faced with in the course of their operetiso as to ensure that they are efficiently
managed in order to minimize the adverse effectseroperational environment while

maximizing the probable opportunities.

1.2 Statement of the Problem

Kenyan economy has suffered major bank failuraberpast Kalani et al (2009). This has
culminated into huge losses, both monetary andmametary costs which accompany bank
failures and the re-structuring of banks in termwinding up costs. A total of 32 banks have
been put under receivership since the year 1983 wiebanking controls were introduced by the
CBK. Some of these banks have failed while othexsged to form “bigger” banks. Banking
industry is constantly faced with diverse challengad risks of which unless proper risk
assessment is undertaken can cost them their harddebusinesses. There have been various
calls globally for more reproductive approachesisk assessment within financial institutions in
order to prevent bank failures headed by Basel.

Past research’s, have associated most of the bdnket as a consequence of the banks inability
to effectively monitor and undertake effective readsessment. Santomero et al (1997) stated that
the problems which the banking industries face hawo with difficulties in accurately being in

a position to evaluate and assess their risks.fiagteve risk assessment process should identify

the risk concentration areas out of which institiasi should identify the unacceptable
3



concentrations of risk as well as internal and meethreats that could cause business disruption
and assess their probability and impact. Oncehtigssbeen done, these institutions should
prioritize threats accordingly, provide informatifor risk control management strategy and
stipulate an action plan as to how these risksheiladdressed. A documented recommendation
as to how these risks can be mitigated should Itegorovided to the respective institutions (CBK
2005).

Prior to the processing of Basel Il, in 2004, by Bank of International Settlement, (BASEL),

and the subsequent publishing of CBK guidelinesigthmanagement in August 2005 which
gives guidelines as to how risk assessment shauldchertaken, there were no formal guidelines.
CBK has set up the minimum expected standard okéffiegtive risk assessment system. It should
at least identify unacceptable concentrationssifsralso known as ‘single points of failure’,
Identify internal and external threats that cowddse business disruption, assess the probability
and impact. It should also prioritize threats adany to the institution as well as provide
information for a risk control management stratagy an action plan for risks to be addressed.
The regulator also called for the establishmerat n§k department within the banking institutions
to be headed by the risk manager whose work wasgdrsee the bank risk management practices.
However, due to the diverse nature of risks withmindustry, it emphasized that what it had laid
out were just a minimum guidelines and the indigidobanks should have an elaborate system of

dealing with these risks.

No documented study was found related to a survegdat assessing the risk assessment
techniques being applied by various commercial bagerating within the Kenyan market. The
regulator has set up what is expected outcomeyoétactive risk assessment system but the
techniques being applied to achieve these resdtged to be identified in the market. This

research is aimed at filling in this gap.

1.3  Objectives of the study
The objectives of this study were;

1. To investigate the risk assessment techniquesemppli commercial banks in Kenya
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2. To assess the risk exposure levels of commercididim Kenya

1.4  Significance of the study

This study will shed more light on the risk assemsttechniques being applied by the
commercial banks in Kenya to determine variousmdizeisks within the banking industry and
how they compare with other techniques in the bamkidustry globally. Kenyan banks operate
in a fast changing environment especially with ezoeerce now being embraced globally. This
has played a role in increasing the risks withmitidustry financial institutions have to find out

more innovative techniques to determine the riskneint and minimize possible losses.

This research has a possible value beyond acagrmrpose. There are several possible
beneficiaries who can benefit from this study. Amdnem is the CBK which is mandated with
the overseer role to spearhead and regulate thengaimdustry in Kenya. This research will
enable it learn more about the risk assessmentagetibigies under application by various
financial institutions of which it supervises. CMAnN also benefit from this research whereby it
can use the information derived from this resesoatvaluate the risk exposure level of the banks

trading at the NSE and what this means to thosestors with stocks in these institutions.

Commercial banks management teams are also pobsibddiciaries of this research. the
information derived can help them strengthen theeci risk assessment techniques under
application by learning how this is conducted elsesg thus reducing the risk exposure level To
the Prospective investors, the study can help igeomformation on the risk exposure levels they
are subjected to while making a decision to invrest particular banking institution. Other
Beneficiaries include Commercial banks corporateegaors who can use the information in their
decision making process like in the appointmerthefmanagement team to deal with the issue of
risk management to enable to organization mitiggtanst any possible losses, Credit Bureau
Agencies will also benefit since the study will piste them information which they can use to

advice their clients while making their investmeetisions.

To the Academicians, the research will add valuta¢ocurrently available body of knowledge on

risk assessment systems within the banking ingtitsf thus provide additional data source on the
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risk assessment techniques as well as lay grourfdrtber research in the field. To the auditors,
the research will highlight the risky areas whibbyt can  carry further in-depth audit to asses
risk exposure level of their respective organizaticastly to the general public; the study will be
a source of information which they can use whil&img decisions where to bank their money as
well as provide them with the information to enatblem understand the banking operations in

Kenya.



CHAPTER TWO

2.0 LITERATURE REVIEW
2.1 Introduction

This chapter takes a review at the theoreticalelbag the empirical theories related to risk
within the banking industry. It looks at the glolaal well as local research’s materials as to how
risk assessment is being conducted and the teasihat have been put in place by various
financial institutions who undertake the procesaldo assesses what materials are available
related to the risk assessment methodologies andapplication levels by commercial banks in
Kenya.

The chapter also takes a review on assessmeng asthmodels currently under usage which
predominantly encompasses an analysis of the nmadatisumptions and the estimation

techniques of related inputs.

2.2 Theoretical framework of Risk
Risk is the possibility that returns will be lebsih those expected. In order to measure the risk,

one has to consider the variability of returns pnraestment in the firm. Risk measures are
stated as in absolute terms known as alpha facfoor(c). A measure of risk state is done

through coefficient of variation (CoV =/expected value) (Horne 2001).

In banks which are trading theirs shares, riskessaired through the variability of stock returns
whereas in the private firms it is measured throwgghrns which are assessed through the
variability of generated cash flows. The foundasioh modern risk assessment and analysis are to
be found in a seminal paper done by Harry Markowit¥952, based on his PhD dissertation at
the University of Chicago. This concerned the pples of portfolio selection. He showed that
rational investors select their investment portfelusing two basic parameters, expected profit
and risk. While profit is measured in terms of #werage rate of return, risk is measured in terms
of how much returns vary around this average ratetarn. The greater the variance, the higher
the risk.



2.3 Portfolio Theory
Modern portfolio theory (MPT) or portfolio theoryas introduced by Harry Markowitz with his

paper "Portfolio Selection,” which appeared in 1882 Journabf Finance. Thirty-eight years
later, he shared a Nobel Prize with Merton Milled&Villiam Sharpe for what has become a

broad theory for portfolio selection.

According to Watson et al (2007), Prior to Markagtwork, investors focused on assessing the
risks and rewards of individual securities in comsting their portfolios. Standard investment
advice was to identify those securities that offetfee best opportunities for gain with the least
risk and then construct a portfolio from theseldwing this advice, an investor might conclude
that railroad stocks all offered good risk-rewah@gmcteristics and compile a portfolio entirely
from these. Intuitively, this would be foolish. Mamwitz formalized this intuition. Detailing
mathematics of diversification, he proposed thaésgtors focus on selecting portfolios based on
their overall risk-reward characteristics inste&dherely compiling portfolios from securities that
each individually have attractive risk-reward cludeastics. In a nutshell, inventors should select
portfolios not individual securities. In a nutshéhlventors should select portfolios not individual

securities.

If we treat single-period returns for various sé&@s as random variables, we can assign them
expected values, standard deviations and correat®ased on these, we can calculate the
expected return and volatility of any portfolio structed with those securities. We may treat
volatility and expected return as proxy's for rasid reward. Out of the entire universe of possible
portfolios, certain ones will optimally balancekriand reward. These comprise what Markowitz
called an efficient frontier of portfolios. An instr should select a portfolio that lies on the

efficient frontier.

James Tobin (1958) expanded on Markowitz's workdying a risk-free asset to the analysis.
This made it possible to leverage or deleveragdgims on the efficient frontier. This lead to the
notions of a super-efficient portfolio and the ¢apmarket line. Through leverage, portfolios on

the capital market line are able to outperformfotid on the efficient frontier.



Sharpe (1964) formalized the capital asset priaioglel (CAPM). This makes strong
assumptions that lead to interesting conclusions$.axly does the market portfolio sit on the
efficient frontier, but it is actually Tobin's supefficient portfolio. According to CAPM, all
investors should hold the market portfolio, leve@@r de-leveraged with positions in the risk-
free asset. CAPM also introduced beta and relatesset's expected return to its beta. Portfolio
theory provides a broad context for understandiegnteractions of systematic risk and reward.
It has profoundly shaped how institutional portisliare managed, and motivated the use of
passive investment management techniques. The maties of portfolio theory is used
extensively in financial risk management and w#searetical precursor for today's value-at-risk

measures (Horne (2001).

2.4  Capital Assets Pricing Model (CAPM)

CAPM was first published by William Sharpe in 19&4iblished the capital asset pricing model
(CAPM). Parallel work was also performed by Trey(i#61) and Lintner (1965). CAPM
extended Harry Markowitz's portfolio theory to mdiuce the notions of systematic and specific
risk. For his work on CAPM, Sharpe shared the 198Bel Prize in Economics with Harry
Markowitz and Merton Miller (Horne 2001).

CAPM considers a simplified world where:

* There are no taxes or transaction costs.
« All investors have identical investment horizons.

* Allinvestors have identical opinions about expdateturns, volatilities and correlations

of available investments.

In such a simple world, Tobin's (1958) super-edfitiportfolio must be the market portfolio. All
investors will hold the market portfolio, leveragior de-leveraging it with positions in the risk-
free asset in order to achieve a desired levabkf r

CAPM decomposes a portfolio's risk into systemaiid specific risk. Systematic risk is the risk
of holding the market portfolio. As the market msyeach individual asset is more or less
9



affected. To the extent that any asset participatesach general market moves, that asset entails
systematic risk. Specific risk is the risk whichuisique to an individual asset. It represents the
component of an asset's return which is uncormhaith general market moves. According to
CAPM, the marketplace compensates investors fangakystematic risk but not for taking
specific risk. This is because specific risk cardiversified away. When an investor holds the
market portfolio, each individual asset in thattfoio entails specific risk, but through

diversification, the investor's net exposure i¢ jhe systematic risk of the market portfolio.

Systematic risk can be measured using beta. Acogtdi CAPM, the expected return of a stock
equals the risk-free rate plus the portfolio's lmetdtiplied by the expected excess return of the
market portfolio. Specifically, leZs and<m be random variables for the simple returns of the
stock and the market over some specified periotZs_be the known risk-free rate, also
expressed as a simple return, ané le¢ the stock’s beta. Then wh&rdenotes an expectation.
Stated another way, the stock's excess expectath i@ier the risk-free rate equals its beta times

the market's expected excess return over thenaskrate.
B(Zy) = ¥ +RE(Z) _Zf]

2.5 Arbitrage Pricing Theory (APT)

The Arbitrage Pricing Theory (APT) is a valuatioondel developed by Stephen Ross in 1976. It
is a one-period model in which every investor hadgethat the stochastic properties of returns of
capital assets are consistent with a factor stractin APT is based on the idea that an asset's
returns can be predicted using the relationshipvden that same asset and many common risk
factors. The theory predicts a relationship betwiberreturns of a portfolio and the returns of a
single asset through a linear combination of magpendent macro-economic variables. Ross
argues that if equilibrium prices offer no arbiagpportunities over static portfolios of the
assets, then the expected returns on the assetp@mximately linearly related to the factor
loadings. The APT is a substitute for the Capitss&t Pricing Model (CAPM) in that both assert
a linear relation between assets’ expected remmdgheir covariance with other random

variables and offers fewer assumptions (GoldenaedgRobin 1991).
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The basis of arbitrage pricing theory is the ideat the price of a security is driven by a number
of factors. These can be divided into two groupacr factors, and company specific factors.
The name of the theory comes from the fact thatdhiision, together with the no arbitrage

assumption can be used to derive the following tdam

r=rs+ fafy + fof o + fafs + - --

Where: r is the expected return on the securitys the risk free rate, eaéhs a separate factor

and eaclg is a measure of the relationship between the ggquice and that factor.

This is a recognisably similar formula to CAPM. Hawer, the difference between CAPM and
APT is that CAPM has a single non-company factar asingle beta, whereas APT separates out
non-company factors into as many as proves nege$sach of these requires a separate beta.
The beta of each factor is the sensitivity of thiegoof the security to that factor. APT does not
rely on measuring the performance of the markestebu, APT directly relates the price of the
security to the fundamental factors driving it. Tgvreblem with this is that the theory in itself
provides no indication of what these factors apghgy need to be empirically determined.
Obvious factors include economic growth and intera®s. For firms in some sectors other
factors are obviously relevant as well such as wores spending for retailers. The potentially
large number of factors means more betas to belatdd. There is also no guarantee that all the
relevant factors have been identified. This addedpiexity is the reason arbitrage pricing theory

is far less widely used than CAPM (Megginson 1996).

As for the use of APM, it posits a multi-linearagbnship between the returns of an asset and the
returns of a set of multiple unknown economic fexté&PM betas usually measures unknown
economic factors driving asset returns, standatidibeariance’s between the individual security
return and the unknown factor values as well asghnsitivity of a change in the return on a

single security to the changes in the set of factocluded in the model Watson et al (2007).

Franco Modigliani and Merton Miller (1958) work iledted that the value of the firm cannot be
changed in a perfect capital market with no corfooa income taxes. The implication of this was
11



that the value of the firm cannot change by assgrgreater debt despite the fact that the
expected cost of debt is lower than the expectetiafcequity. Increasing leverage means

increasing the financial risk of the firm

2.6 Bank of International Settlement (BASEL) | and Il

Founded in 1930, it's the world’s oldest interna@ibfinancial institution and remains the
principal centre for international central bank gemtion. It fosters cooperation among central

banks and other agencies in pursuit of monetaryfiaadcial stability.

BASEL came up with the first accord in 1988, othiseweferred t as BASEL |. However as part
of the pursuit to achieve its goals, they convahedBasel Committee on Banking Supervision
where they reached an agreement on a number oftiampassues relating to the “New Basel
Capital Accord” as is commonly known, and refenedas “The Basel Il Accord”. It was
intended to supersede the existing Capital Acasrdduced in 1988. It was anticipated to come
into force in 2006 (originally 2004). It sets outletailed scoring process for risk assessment
which is based on aggregate data collected by baiesaim of Basel Il was to introduce a more
risk-sensitive capital framework, and incentivestfee implementation of good risk management
practices by the banks. Basel Il revolves arounektipillars (BASEL 2005).

The first Pillar is centered on Minimum capital ue@ments accompanied by the setting of an
operational risk charge and a more detailed creskitmeasurement methods. The Second Pillar is
on Supervisory review process. The aim was to iffewhether each bank has sound internal
processes in place for them to assess their cagiéguacy. The Third Pillar is on market
discipline. It aims to bolster market disciplinedbgh enhanced disclosure by banks. The various
risk types mentioned under Basel Il are credit, fiskiidity risk, Market Risk, strategic risk,

foreign exchange risk, interest rate risk, pricd eammodities risk.

2.7  Benefits of Kenyan Banks Adopting Basel Il
The level of benefit to be gained from adoptingd@dkis dependent upon the degree of detail to

which different banking institutions assess thapital and operational risk. The greater the
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degree of detail of the assessment, the greatgratieatial benefits. However, they are likely to
incur greater cost, both at the initial set-up anohaintenance level. As a result, the expenditure
needs to be weighed against the projected benkéhwonsidering how precise the assessment is
to be. Basel Il will be beneficial for the bankisgctor since it will lead to better analysis of

capital requirements, improved risk managementgnafficient operations and higher revenues.
Increased detail of the risk status of clients esible institutions to make a more informed
decision on whether to accept or decline busirass better management of risk-based processes

thus enable banks to reduce losses incurred throngglt lending.

2.8  Empirical Literature on Risk and Risk Assessment Tehniques
There has been a significant rise in the activitrghin the banking sector in Kenya. Surprisingly,

in a survey conducted by the CBK (2005), a numlbé&nancial institutions have no risk
managementameworks according to the survey; banks that daaes without proper
documentation are finding the loans difficult teaoeer. They have now shifted away from

security based lending to the emphases on thernessoability to meet the loan repayments.

2.8.1 Credit risk Assessment Techniques
Credit risk is the current or prospective risk &mrengs and capital arising from an obligor’s

failure to meet the terms of any contract with bla@k or if an obligor otherwise fails to perform
as agreed. It is the largest and the most elemenskrfaced by many banks and it's a major risk
for many financial institutions and corporationsagdl. The main sources of credit risk are loans,
although credit risk exists throughout the othdivites of the bank both on and off the balance
sheet. These other activities include acceptamtes;bank transactions, trade financing, foreign
exchange transactions, futures, swaps, optiongaadhntees. Given the significant size of the
loan portfolio in balance sheets of local bankedirrisk remains the largest risk type in the loca
banking sector (CBK 2005).

In a study done by Nishimura (2001), he pointedtbat non-performing loans should be treated
as undesirable outputs or costs to a loaning bahich decrease the bank’s performance. This
had been raised earlier by Brownbridge (1998) whoégs studynoted that most of the bank
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failures were caused by non-performing loans. Ag@dfecting more than half the loan portfolios
were typical of the failed banks. Many of the bathtd were attributable to moral hazard the
adverse incentives on bank owners to adopt imptudading strategies, in particular insider
lending and lending at high interest rates to heers in the most risky segments of the credit
markets. The single biggest contributor to the lbads of many of the failed local banks was
insider lending Brownbridge (1998).

Customer failure to disclose vital information dwgithe loan application process is one of the
major factor as well as lack of an aggressive deldéction policy was perceived as the main
bank specific factor contributing to the non pemfarg debt problem in Kenya (Kalani et al
2009). Many Financial institutions that collapsedienya since 1986 failed due to non
performing loans. According to CBK (2003), theresvead.5 per cent decline in pre-tax profit for
the banking industry in the year 2002. The riskaf-performing loans mainly arose as the
external economic environment became worse off ascresult of economic depression (Ngugi
2001). Due to the nature of their business, comialdranks expose themselves to the risks of
default from borrowers. Prudent credit risk assesgrand creation of adequate provisions for
bad and doubtful debts can cushion the banks agaiedit risk. Muriuki (1998) in his study also

noted that the issue of nonperforming loans wasj@mtause of bank failures in Kenya.

According to Wahome (2004), Daima Bank in Kenya wkced under statutory management
for failing to meet the minimum core capitalizatibmeshold as well as poor management of its
loan portfolios. In at least half of the bank fads, insider loans accounted for a substantial
proportion of the bad debts. Most of the largealdzank failures in Kenya, such as the
Continental Bank, Trade Bank and Pan African Bamkplved extensive insider lending, often to
politicians Wahome (2004).

Assessing commercial credit risk is a complicasesdk since many uncertain elements are
involved in determining how likely it is that anexu of default will happen and how costly
default will turn out to be if it does occur. Acdamg to Crouhy et.al (2006), some of the newest

approaches of credit risk assessment employ ematket data to track the likelihood of default
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by public companies while other approaches hava deeeloped to assess credit risk at the
portfolio level using mathematical and statisticeddeling. Other approaches of credit risk
assessment are more traditional and based on dsdd#ssessments within an overall framework
known as a credit rating system. To undertakeicasgessment, analysts must take into
consideration many complex attributes of a firnt thdinancial and managerial, quantitative and

qualitative.

Credit risk assessment has progressed at a rapgdspece Basel | was adopted in 1988, although
there is still a significant drop in the ability quantify credit risk relative to market risk. Adtet
transaction level, the use of credit rating modelsow widespread for measuring expected loss,
based on estimates of the probability of defaull)(Foss given default (LGD), and exposure at
default (EAD) of individual exposures. At the paoitb level, credit portfolio models such as
KMV’s Portfolio Manager calculate unexpected loeg @conomic capital, based on structural

models of credit risk correlations (Carey et al P00

The research in credit risk assessment also sugytedtcredit risk is subject to more unknowns
than market risk. Structural shifts in default riskcovery levels, utilization rates, and credit
correlations can all have a major impact on crgdéntification. There are various ways of

conducting credit risk assessment.

2.8.1.1Credit Metrics and the Credit Migration Approach

This method was developed by JP Morgan, one detding US bank. It's based on the analysis
of credit migration (Crouhy et.al 2006). This apgeb is underpinned by estimates of how likely
it is that a borrower will move from one credit ¢jtyato another including default within a given
time horizon. It allows banks to estimate the &k year forward distribution of the values of
any bond or loan portfolio, where the changes inesare related to credit migration only. A key
assumption to this approach however is that themagation history of thousands of rated bonds
accurately describes the probability of mitigatiorthe next period. The credit metrics risk
measurement can be thought in two main buildingkdoThese are credit value at risk due to
credit for a single financial instrument and thedst value at risk at the portfolio level which
accounts for portfolio diversification effects.
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These building blocks are implemented by meansfofiastep process. First is to specify the
rating systems with rating grades, together withpghobabilities of migrating from one credit to
another over credit risk Horizon. The second ispecify a risk horizon usually taken to be one
year. Third is to specify the forward discount auat the risk horizon for each credit category.
This will allow valuation of bonds using the zemrees corresponding to the potential future
credit ratings of the issuer. In case of the defidngn the value of the instrument should be
estimated in terms of the recovery rate, whichivemya percentage of face value at par. The
fourth and final step is that the information frone first three steps is combined to calculate the
forward distribution of the changes in the portiokalue consequent on credit migration. The key
problem with this method usually is the estimatdnhe ratings transition probabilities, or rating
transition matrix using historical default datarfr@ither an external or internal rating system
Crouhy et al (2006).

The Credit metrics model has its in challengesnplementation. Looking at the first step in
assessing credit risk with credit metrics, it lmdd it has to do with derivation of category
thresholds. In doing so one needs to balance batwember of categories and number of clients
in each category. To clarify, any mis-estimatiogréases if the number of rating categories
increases due to the fact that if the number afigatategories tends to infinity, the deviation of
the estimated value at risk from the true portfetidue at risk goes to zero. On the other hand, the
assumption of homogeneous categories implies #mpkng error from the estimation of default
probabilities decreases with the number of cligeisgroup. Hence, from this point of view,

many clients per category are good.

Kealhofer et al (1998), Indicate that the estimagoror can be considerably reduced if an
investment and a speculative grade are distingdisheat is rather indication of exposure
concentrations then definition by credit qualitgsdification. Both grades are not so much
defined by credit quality, but rather by exposurasentrations. Large exposures tend to have a
strong impact on portfolio risk and thus intensifis-estimations of default probabilities on the

portfolio level.
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Default probabilities and credit migration is atemnsitive to correlation estimates among
different credit categories. The degree of corr@abetween firms within the same category is
irrelevant since default probability is drown frararmal distribution mean and it is stylized fact
of normal distribution that the mean is always abiased estimator independent of the degree of
correlation among the firms in the same categooyrélation between different default categories
is problematic and credit risk estimation is quimsitive to those correlations. This is done in
two ways notably estimation and stability. Cornelatestimation is problematic in sense that it is
not directly observable. Credit Metrics uses agseirn as a proxy for correlation which in turn is

surrogated by equity returns.

Crouhy et al (2006) indicates that the ratio okassturns correlation to default probabilities
correlation is approximately 10-1 which point tod&ne sensitivity of the supposition. Also,
equity returns data availability and cleannesstsatways guaranteed. Also, correlation among
assets is varying with the economic cycle, esplgdiat low credit quality firms indicating
instability in correlation estimation. To this, thealled for a structural model that estimate the

variations in default probabilities based on fundatal variables with a stable correlations.

2.8.1.2 Structural Approach to Measuring Credit Risk using KMV Approach

Structural approach is based on an option priciodehfirst introduced in 1974 by Nobel Prize
winner Robert Merton. The Merton model is basedhenlimited liability rule which allows
shareholders to default on their obligations whilerendering firms’ assets. During the 1990’s,
KMV used the Merton Model to develop a radicallywapproach to calculating default
probabilities. KMV comes from the first letterstbie last names of Stephen Kealhofer, John
McQuown and Oldrich Vasicek the academics who fednthe KMV Corporation in 1989. It
differs from Credit metrics in that it derives apjective that is expected default frequency (EDF)
for each issuer using equity market informatiomeathan relying on judgmental credit ratings
and the average historical transition frequencresdyced by the rating agencies for each credit
class. KMV has expanded its methodology from calindy EDFs for individual firms to

measuring portfolio credit risk. EDF is a functiohfirm’s capital structure, the current asset
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value and the volatility of the asset returns. Vakie of the firm’s assets is inferred from the
market value of equity, meaning that the KMV appios best suited for banks trading at the

stock markets, where the value of equity is deteeahiby the stock market Crouhy et al (2006).

KMV model is also a sensitive model just like Ctédetrics. Being an extension of the Merton
model, it inherits all of Merton’s severe struclyseoblems. These are; financial statements may
present a flawed picture of a firm’s true finan@ahdition and future prospects. In addition,
accounting principles are predominantly backwardried and conservative in design. In
addition, accounting information does not includaecise concept of future uncertainty.
“Creative accounting” might even intend to disguise firm’s factual situation within certain
legal limits. Finally, a market valuation of thenfi's asset is difficult in the absence of actual
market related information Fayyad (2008). He furtstates that KMV has so far refused to
publish the precise methodology and the data ugaohathe empirical distributions are based on
meaning that the model can be viewed as the praldifack box which cannot be compensated
because the relationship between distance to defadlestimated probability of default is so
sensitive that small errors in the measuring ofdiséance to default or in the mapping between

both quantities can result to significant errorghie resulting default probability.

According to Keenan et.al (1999), KMV uses equijue as a proxy for asset volatility.
Nevertheless, the stochastic process definingdh#yevalue is heteroskedastic which means that
equity volatility is not constant but changes owere thus prevents the model from being fully
closed and add to uncertainty of the results. ®mw that default probabilities are
overestimated if the fraction of equity volatilityduced by asset volatility is overstated. This is
also true for the expected return on firm valuénéthan in the capital asset pricing model
(CAPM), it cannot directly be calculated from marketurns, but has to be calibrated from the

firm spread for each maturity. This may leads tweasing imprecision of the results.

2.8.1.3The Actuarial form Approaches and Reduced Form Appoaches

The actuarial model and the reduced form modedd thee firm’s bankruptcy process, including
recovery as factors external to the modeling prodtest is they make assumptions about

bankruptcy process rather than attempting to détriveernally Crouhy (2006).
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Credit risk+ released in the late 1997 by the itmesit bank Credit Suisse Financial Products
(CSFP) is a purely actuarial model, based on thetatity models developed by insurance
companies. The probabilities of default that thedel@pply are based on historical statistical data
on default experience by credit class. Unlike KMMpBbach, there is no attempt to relate default
to a firm’s capital structure or balance sheetdi@nesk+ applies under two assumptions. The first
is that for a loan, the probability of default igi@en period, e.g. one month is the same as in any
other periods of the same length like another maoFitle second assumption is that for a large
number of obligors, the probability of default liyygoarticular obligor is small, and the number

of defaults that occur in any given period is inelegient of the number of defaults that occur in

any other period.

According to Bratanovic et.al (2009), reduced f@approach, has been developed using
mechanism that drive credit spreads. These moalsdpreads as if they were driven by only
two factors. The likelihood of default and the esa¢ions of market participants about recovery
rates, reduced form models have become very impiaidals of in the credit markets and they
currently form the foundation of pricing models toedit derivatives. The inputs for a reduced
form model are; the term structure of default irgerest rates, the term structure of credit
spreads for each credit category and the losgaoatmach credit category. There are also three
assumptions made in the use of reduced form apprd&e first is Zero correlations between
credit events and interest rates, deterministidicepreads for as long as there are no credit

events and last assumptions s constant recovey. rat

Unlike structural model approaches, reduced forndetedon’t attempt to predict default by
looking at its underlying causes. They are essgnstatistical and are based upon empirical
market data. Its less intuitive compared to thecstral model from an economic point of view,
but they are derived using credit spreads thablbservable in the world’s financial markets and
don’t require any balance sheet information. Thia daed is largely credit instrument prices
derived from markets such as corporate bonds, laad<redit derivatives markets as opposed to

the equity price data from stock markets employethe KMV approach Crouhy et.al (2006).
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Conclusion on credit risk, an institution should/é&g@rocedures for measuring its overall
exposure to credit risk as well as exposure to eowd groups, products, customers, market
segments and industries for appropriate risk assa#s The measurement of risk should take into
account the nature of the credit, maturity, andosupe profile, existence of collateral or
guarantees and potential for default. The institushould also undertake an analysis of the
whole economy or in particular sectors to ensurgingency plans are taken on higher than

expected levels of delinquencies and defaults (2B65).

2.8.2 Market Risk Assessment Techniques
According to CBK, market risk arises from the voigt of positions taken in four fundamental

economic areas. These are interest sensitive debtises, equities, currencies and commodities.
These expose banks to price fluctuations in vavids on and off the balance sheet marketable
financial securities. There are various types ofkeiarisk. These are Interest risk, equity
positions risk and commodities risk (CBK 2008).

As pressure mounts on the banking industry’s mabfiity resulting from over reliance on interest
income by banks, it is strategically imperativet hanks focus on other revenue streams. Banks
that are applying prudential market risk manageraemtlready reaping benefits of the same.
Cooperative Bank of Kenya announced a 70 per et its pre-tax profitability in year 2003
and declared its first dividend in six years. This the second straight year of profitability for
the bank, which had earlier reported a Sh2 billass in 2000. This was attributed to aggressive
cost management; focus on non-funded income, @éebvery and prudent liquidity management

contributed significantly to the bank's performancéhe year (Wahome 2004).

National Industrial Credit Bank of Kenya (NIC)iatluced new products to diversify revenue
and to keep its head above the water. Part of Mitk's strategy has been to diversify revenues,
by expanding the scope of its activities in additio its predominant asset finance focus and
offering more general commercial banking faciliteesl other products. Premium financing and

provision of custodial services have reduced ogkamce on interest income (Omuodo 2003).
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2.8.2.1Value at Risk (VaR)

The quantification of market risk has been a megsue for financial institutions as well as
Central Banks over the past few years. Considetableical efforts have been made to measure
market risk as accurately as possible. It is thetmeadily quantifiable and granular of the major
classes of bank risk. , Market risk models dat&klacthe late 1980s, when Value at Risk (VaR)
was first defined as a concept for measuring skesrof trading positions. By the mid-1990s,
when the Market Risk Amendment to the Basel Aceoad enacted, VaR models had become
widely commercially available (Holton 2003). Whileere are differences in calculation
approaches e.g., parametric VaR versus historiicallation — the underlying methodologies are

highly standardized across the industry (Allen2@04 and Jorion 2000).

Andersen et al (2003) adds to this when they hagiblihat the early development of VaR mode
reflects the rich data environment for market ridlarket risk factors are typically observed at
high frequency, at least daily, and for the majorencies, interest rates, and equity indicesaultr
high frequency observations are available. In tevfrgranularity, market risk VaR can be
determined at successive levels of aggregatiom thee consolidated firm-wide trading book to
individual trader positions, to the risk impactttisapositive or negative of a marginal trade om th
portfolio. Trading room systems technology allowdividual traders to see the VaR impact of
individual trades in real time. Not surprisinglyyen the state of market risk measurement, the
regulatory capital treatment for market risk is smadvanced than for other risk types. It's the
only risk under the existing Basel 1 accord forathiirms are allowed to use their own internal

VaR models with a regulatory- defined scalar t@elate the level of regulatory capital.

According to Lopez et al (2001) and Diebold etl®98), since market risk is modeled daily and
measurable at even higher frequencies, it is plestlback test market risk VaR calculations and
conduct forecast evaluations against actual resulisstatistically meaningful fashion.
Abstracting from such structural changes, therdianiés to the accuracy of market risk models.
Marshall et al (1996) conducted a narrow experini@rising on commercial VaR models. They
supplied the same portfolio to eleven differentd@ns and found 95% one day ahead VaR
estimates to vary across vendors between 1% fqisifX forwards up to 28% for more
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complex interest rate options. Pritsker (1997) &wblat variation in accuracy and computational
time across six different VaR approaches for nadimand found a wide range in computational
time and accuracy. Therefore, if such a broad rafigeitcomes is seen with relatively easy to

measure market risk, that range is likely to be mwier for the other risk types.

In summary VaR Model modeling technique typicallgasures the banks aggregate market risk
exposure at a given probability level. It estimdatesamount a bank would lose if it were to hold
a specific asset for a certain period of time. tspato VAR-model include data on the banks
positions and on prices, volatility and risk fastofhe risks covered by the model should include
all the interest, currency, equity, commodity aptian positions inherent in the bank’s portfolio

both on and off balance sheet positions (Pritsk&7).
2.8.2.2 Back Testing

The aim of back testing is to test the effectivengfsmarket risk measurements by comparing the
market risk figure with the volatility of the acluaading results. When performed at business line
or trading desk levels, back testing is a usefol to evaluate risk measurements methods
(Diebold et al 1998). The process consists of camgarofits and loss figures with
corresponding market risk figures over a periotira€. Back testing at the portfolio level rather
than for the whole bank allows individual markeks measurement models to be tested in
practice. The lower the level at which back testsgpplied, the more the information becomes

available about the risks are being taken thahateletected by the risk measurement systems.
2.8.2.3 Static Gap Model

The aim of this model is to allocate assets ariliiees to maturity buckets defined according to
their re-pricing characteristics and to measuregtigeat each maturity point. In this model, the
components of the balance sheet are separatetients that are sensitive to interest rates and
those that are not. They are in turn sorted byi@ng period or modified duration and allocated

time periods known as maturity buckets (Marshadl€it996).

The focus of this analysis is on re-pricing thenpan which interest rates may be changed and

not the concept of liquidity and cash flow. In terof this to risk management, the gap is closed
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when the re-pricing of rate sensitive assets aiilliies is adequately matched. This model can
be improved through sensitivity analysis whereittterest rates are varied and their impact on

the balance sheet and profit and loss studiedrbylation.
2.8.2.4  Stress Testing

According to Andersen et al (2003), the purpossti&ss testing it to identify events or

influences that may result in a loss that is thtds® may have negative impact on a bank’s capital
position. Stress testing should be qualitative &rmjuative in nature. Quantitative criteria should
identify plausible stress scenarios that could pata banks market environment. Qualitative
criteria should focus on 2 key aspects of strestintgthese evaluations of the banks capacity to
absorb potentially large losses and identificabbmeasures that a bank can take to reduce risks
& preserve capital. These analyses include obtgidata on the largest actual losses experienced
during a specific periods and comparing it to #heel of losses by the banks internal risk
measurement systems such as the VAR. It also iedlsanulation of extreme stress scenarios

that is testing of a current portfolio during peiscof significant disturbances.

2.8.3 Operational risk Assessment Techniques
Operational risk is associated with human errastesy failures and inadequate procedures and

controls. It is the risk of loss arising from thet@ntial that inadequate information system;
technology failures, breaches in internal contrivésjd, unforeseen catastrophes, or other
operational problems may result in unexpected kI3perational risk exists in all products and
business activities (CBK 2005).

Changes in markets, techniques, technologies, arttlipts have altered the landscape of
Operations and fueled the explosive developmeflpaErational Risk management. The
regulators of financial and public companies amaaeding a far greater level of disclosure and
awareness by directors about the risks they maaagi¢he effectiveness of the controls they have
in place to reduce or mitigate these risks. The@dso a greater realization that a major source of

earnings volatility can be attributed to the wayrim operates and not “financial risk”. All these
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changes have triggered the need for an efficiesr@mnal Risk Management system in

organizations (De Fontnouvelle 2006).

Yussuf (2005) in his study on operational risks aggament practices by the commercial banks in
Kenya found that every big bank in Kenya had arratpmnal risk department. Of these the most
common of operational risk was the one caused ibyréaof the employees within the bank and
conflict of interest from other fraudulent behagioA research also conducted by Obiero (2002)
found that bank failures in Kenya were mainly calisg dishonest Managers. Such situations led
to the embezzlement of funds. Directors were tael&or formulating in  appropriate policy

guidelines to guide senior management in runniegodmking institutions.

Operational risk is the newest risk class to emasya discrete category. Prior to the early
consultative papers for Basel Il, there was noe@gent on what the definition of operational risk
was, let alone how to measure it. Basel Il esthbtisa standardized definition and classification
scheme for operational risk. It provided a framdwnautlining three methods for calculating
operational risk capital charges in a continuurmofeasing sophistication and risk sensitivity.
These are The Basic Indicator Approach, the staliwka approach and the Advanced
Measurement approach (BASEL 2005). A bank will benptted to use the Basic Indicator or
Standardized Approach for some parts of its opamatand an advanced approach for others
provided it meets certain minimum criteria. I'sportant to note that a bank will not be allowed

to choose to revert to a simpler approach oncastiieen approved for a more advanced approach

without supervisory approval (Basel 2004).

Prior to the Basel Il pronouncements, operatioisétlwas often included together with other non-
financial risks as “operating risk,” and measunme@conomic capital frameworks if at all, through
analogs and benchmarks such as revenue and expéinsgUyemura et al 1992, Netter et al
2003). Basel Il has catalyzed a major industryretionmodel and measure operational risks. The
challenge in operational risk measurement, howes¢hat operational losses appear to be
extremely fat-tailed. The losses that are moswveglefor measuring economic capital are, by
definition, low frequency, high severity eventstthee difficult to observe within any one firm.

For this reason, Basel Il requires that banks pox@te information from external data and
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extreme loss scenarios in their operational losdetso(De Fontnouvelle et al 2006, Rosenberg et
al 2006). For this reason, Basel Il requires tlaaikis incorporate information from external data

and extreme loss scenarios in their operational hesdels.

Despite the recent progress in operational risksssaent, it is fair to say that operational risk
measurement is still at relatively early stagedenfelopment. A standard approach for
guantifying operational risk has yet to emerge smédll changes in parameter estimation can
have a dramatic impact on results at the 99.9% (&lien et al 2004). De Fontnouvelle et al
(2006) applied EVT techniques to estimate the dpmsral risk loss distributions for six banks,
based on internally reported data. The results wet@ery precise. In an analysis of De
Fontnouvelle (2006), he showed that differencabénshape parameter of the generalized Pareto
distributions estimated for the six banks were ®iaat with a ten to one range in resulting
economic capital. Equally, because of the focusxireme tail events, operational risks were
difficult to break down to lower levels of aggreigat The risks that can be observed within
individual business units tend to be high-frequemhay severity risks and not the low frequency,

high severity risks that are relevant for econooaipital.
The measures of Operational Risk as highlighteBdwsel Il are;

2.8.3.1The Basic Indicator Approach
Banks using the Basic Indicator Approach must lwaloital for operational risk equal to the

average over the previous three years of a fixecep¢age (denoted alpha) of positive annual
gross income. Figures for any year in which anguass income is negative or zero should be
excluded from both the numerator and denominat@ndalculating the average the charge may

be expressed as follows:

Keia =X (Gl..nx B)])/n

Where: KBIA = the capital charge under the Basdicator Approach.
Gl = annual gross income, where positive, overmptfexious three years.

N = number of the previous three years for whiabsgrincome is positive.
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3 = 15%, which is set by the Committee, relatingititistry wide level of required capital to the

industry wide level of the indicator.

2.8.3.2The Standardized Approach
In the Standardized Approach, banks’ activitiescaveded into eight business lines. These are

corporate finance, trading and sales, retail baplégommercial banking, payment and settlement,

agency services, asset management, and retailragike

Within each business line, gross income is a binodidator that serves as a proxy for the scale of
business operations and thus the likely scale efainal risk exposure within each of these
business lines. The capital charge for each businesis calculated by multiplying gross income
by a factor (denoted beta) assigned to that busiites. Beta serves as a proxy for the industry-
wide relationship between the operational risk kgserience for a given business line and the
aggregate level of gross income for that business kt should be noted that in the Standardized
Approach gross income is measured for each busiimessot the whole institution, i.e. in
corporate finance, the indicator is the gross ineg@nerated in the corporate finance business

line.

The total capital charge is calculated as the tlgeze average of the simple summation of the
regulatory capital charges across each of the bssilines in each year. In any given year,
negative capital charges (resulting from negatigsgincome) in any business line may offset
positive capital charges in other business lingbaut limit. However, where the aggregate
capital charge across all business lines withiivargyear is negative, then the input to the

numerator for that year will be zero. The totalitalgharge may be expressed as:
Krsa = {Tvears 1:3sMAX [YGly . gX fig), O}/°
Where: KTSA = the capital charge under the StandeddApproach.

GI1-8 = annual gross income in a given year, ameéfabove in the Basic Indicator Approach,

for each of the eight business lines.

S 1-8 = a fixed percentage, set by the committdating the level of required capital to the level

of the gross income for each of the eight busifiass.
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The values of the betas are detailed below.

Figure 2.5.3.2: Beta Factor Table Standardized Apprach in Operational Risk Assessment

Business Lines Beta Factors (I3)
Corporate finance 18%
Trading and sales 18%
Retail banking 12%
Commercial banking 15%
Payment and settlement 18%
Agency services 15%
Asset management 12%
Retail brokerage 12%

2.8.3.3 Advanced Measurement Approaches (AMA)

Under the AMA, the regulatory capital requiremeirit equal the risk measure generated by the
bank’s internal operational risk measurement systsimg the quantitative and qualitative criteria
for the AMA discussed below. Use of the AMA is sedijto supervisory approval (BASEL
2005).

Supervisory approval would be conditional on thekodemonstrating to the satisfaction of the
relevant supervisors that the allocation mechar@rthese subsidiaries is appropriate and can
be supported empirically. The board of directord s@nior management of each subsidiary are
responsible for conducting their own assessmetiteo$ubsidiary’s operational risks and controls

and ensuring the subsidiary is adequately cap#aliz respect of those risks

2.8.4 Strategic / Business Risk Assessment
Strategic risk is the current and prospective impacearnings or capital arising from adverse

business decisions, improper implementation ofgieas, or lack of responsiveness to industry

changes. This risk is a function of the compatipitif an organization’s strategic goals, the
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business strategies developed to achieve thoss, gbalresources deployed against these goals,
and the quality of implementation (CBK 2005).

According to Slywotzky et al (2005), business iiskasiest to observe at the bank wide level. Of
all the risk types, it is the one we are the |ledrt to break down to lower levels of aggregation.
This is not to say that business risk is not “maaidut simply that it is hard to manage in a
granular fashion.

In order to ensure an effective strategic risk ng@naent assessment, every institution should
deploy an integrated management information systetenables monitoring of current and
forecasted economic conditions, industry and mas&etlitions, e.g. increasing competition by
new market entrants, number and size of mergeraeaquisitions changing customer behavior,

new products/substitutes, exposure to differeniosgecand associated sector risks (CBK 2005).

2.8.5 Liquidity Risk Assessment Techniques
Liquidity Risk is the current or prospective riskg¢arnings and capital arising from a bank’s

inability to meet its liabilities when they fall dwithout incurring unacceptable losses. Liquidity
risk may not be seen in isolation, because ittisrofriggered by consequences of other financial
risk such as credit risk, market risk etc. and kirty, liquidity problems may have significant
implications on the whole financial system (CBK 8D0This point was reinforced by Diamond
et al (1993) who defined Banking liquidity riak that associated both to banks’ ability to fulfil
their obligation to depositors to transform theapdsits into legal money, and their function of
maintaining a balance between the ingoing and auggoash flows deriving from the

management of payments made using banking money.

It is good to note that liquidity risk assessmantolves not only analyzing banks on and off
balance sheet positions to forecast future casvsflaut also how the funding requirements could
be met. Analysis of the liquidity profile of DiamdmBank of Kenya (DBK), Kenya Commercial
Bank (KCB) and several other banks indicated tlyaghbm holding substantial share of
government securities largely helped them mitidigtadity risk (Kalani et al 2009). In an earlier
study done by Wahome et al (2004), he noted thatdshould identify the funding markets
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which they can have access to , understand theenatthose markets and then evaluate the

bank’s current and future use of the market anditmong signs of confidence erosion.

According to the CBK (2005), Liquidity risk is thpotential for loss to an institution arising from
either its inability to meet its obligations orft;d increases in assets as they fall due without
incurring unacceptable cost or losses. Liquiditihis ability of an institution to generate

sufficient cash or its equivalent in a timely manatea reasonable price to meet its commitments

as they fall due.

In a survey conducted by the Basel Committee amkBig Supervision (2008) on the state of
liquidity regimes reports that, in spite of comngeneral liquidity supervision objectives, there
are differences in the national approaches dudferent mixes of quantitative and qualitative
rules. The committee highlighted that in some coestthe authorities’ emphasis is more on
traditional quantitative approaches, with the dé&bin of specific rules and the setting of liquidit
buffers that banks are required to hold. Bankafiged to maintain specific minimum liquidity
parameters, and to meet targets such as limitsadarity mismatches or reliance on a particular
funding source, liquidity ratios, cash capital pasis and long-term funding ratios.

Nevertheless, Panetta et al (2008) and Tarant0@8(zhighlighted that the increasing awareness
that inflexible quantitative rules could be inetige in a financial situation due to stress which
has recently led some supervisory authorities rio tin qualitative approaches, based on
reviewing and strengthening banks’ internal risknagement systems. Under this approach,
banks are required to develop and document intesysaiéms for the management, control,
monitoring and reporting of liquidity positions gidtifying specific measurements of liquidity
risks, to be periodically validated by supervisdngreasing importance is also being given to
stress tests and contingency funding plans towligalstress scenarios, with indication of
management responsibilities, procedures and trenpak sources of liquidity being adopted.
According to Rosenberg (2006), with specific regartiquidity risk, it emerges that stress tests
carried out before the crisis failed to identifytgnatial weaknesses and vulnerability in banks’

liquidity positions.
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Basel Committee on Banking Supervision, (2008a)amnged that the main problem was that
these tests omitted critical linkages, such asgtt@tween credit risk, market risk and liquidity
risk. Similarly, more emphasis has been placedaunidity risk, reflecting the recent
shortcomings on the part of rating agencies in aetog for this factor in recent well publicized
defaults. New products have been developed whith@iassess the availability of short-term
financing for companies and take into account tieegasing volatility of financing conditions,
especially for speculative grade issuers: Liquidisk assessments (LRAS) for issuers of US
commercial paper were introduced in March 2002 sfrexulative grade liquidity rating (SGLS)
for speculative grade issuers followed in Septen20€2.30 SGLs are opinions about an issuer’s
ability to generate cash from internal sourcestardcavailability of external sources of committed
finance relative to its cash obligations over tbeng 12 months. More specifically, liquidity
ratings are defined as a measure of the impacttloats of access to liquidity would have on an
issuer; and the short-term rating is defined adyxt of that impact and the probability of

occurrence of a loss of access (De Fontnouveb¢ 2006).

In Kenya, CBK has given an approach which shoulddsl by the financial institutions to assess
the level of liquidity risk. It has reinforced thaen effective measurement and monitoring system
is essential for adequate management of liquidsly: Key elements of an effective risk
management process include an efficient Managemearmation System (MIS), systems to

measure, monitor and control risks.

2.8.6 Regulatory Risk Assessment
Regulatory risk is the risk of non-compliance witigulatory guidelines. Regulatory risk is the

current and prospective risk to earnings or capitging from violations of, or non-conformance
with, laws, rules, regulations, prescribed practareethical standards issued by the regulator
from time to time. Regulatory risk also arisesitnaions where the laws or rules governing
certain bank products or activities of the banliesnts may be ambiguous or untested (CBK
2005).
Charter House bank of Kenya was closed after agpaehtarian notified the legislature of its
failure to follow the laid regulations by CB by lding to one customer in excess of 25% of the
bank’s core capital and failure to keep proper doentations of the opened accounts (Cheserek
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2007). In an earlier study conducted by Obiero 20id had also indicated that a total number of
6 banks had in the past been closed due to fabumeeet the set regulations.

2.8.7 Reputational Risk Assessment
According to CBK (2005), reputational risk is thetgntial that negative publicity regarding an

institution’s business practices, whether trueatr will cause a decline in the customer base,
costly litigation, or revenue reductions. This risly result from a financial institution’s failure

to effectively manage any or all of the other riges. Reputational risk also involves external
perception too. Thus, where the actions of a bsgsidamage its reputation, to the extent that it
may lose sales or customers, or to the extenthlegtlose business or offer to bear or share losses

suffered by their customers are regarded s reputtrisk.

Lack of proper reputational assessmmaty lead to decreased customer base as well dg cost
litigations against the bank as well as revenueacston. A research conducted by Obiero (2002)
indicates that 4 banks in Kenya have so far faile€l to failure to properly manage reputational
Risk.

2.9  Empirical Studies on Dangers of Bank Risk
Bank risk if not adequately addressed can reswatimus repercussion within the banking

institution. This can result to instability withthe banking systems. Some of these consequences

that can be brought about by the banking risk are:

2.9.1 Bank Runs
Bank run is one of the consequences faced by mmkgesult of it being exposed to high risk

levels. Bank runs have been a subject of much refls@aterest and theoretical as well as
empirical studies dedicated to bank runs contioyaroliferate especially during periods of high
financial vulnerability. Bank runs refers to a sition in which most of the depositor of a bank
attempt to withdraw their funds from the bank (Cle¢al 2006). Economists have debated the
positive as well as negative consequences of hamkaf which has produced effective and
ineffective bank runs. According to Saunders €1.8D6), an effective bank run is the one that is

based on some negative information about the barkased riskiness. It occurs when the bank
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risk becomes un-acceptable to the depositor thes isased on the deterioration of bank

fundamentals.

Bank runs often leads to re-distribution of fundsni riskier to more reliable institutions. This is
how market mechanisms work as stipulated by thergkpillar of Basel II. From the social
welfare perspective, effective bank runs help inimizing the costs of bank bankruptcy thus
reducing the time needed to resolve the bankstaredhiness problems (Alonso 1996). On the
other hand, ineffective bank runs are triggere@wsnts and information that are not related to
the deterioration of bank fundamentals of whichrémesons for these may be completely different
including information that is not related to thenkathe behavior of other depositors etc
(Saunders et al 1996).

According to Diamond (1993) model and other infotimabased bank run models, they all
include costly information signals for depositorbe cost inclusion indicates that depositors must
decide whether to pay for information related talbdaskiness. The costs may involve time and

other resources needed to find and read finandi@timation.

2.9.2 Banking Panic
Banking panic can be defined as a situation createxh depositors’ expectations of the bank’s

fundamentals do not change. They are triggerechbypges in depositors’ expectations of the
bank-specific information process. More specifigallepositors may start a run when they expect
that more noisy information about banks will bee&ed, or when they expect that precise
information about banks will not be revealed. ibsviever good to note that a Banking panic
doesn’t always constitute a bank run but rathezranronment which created making the
investors want to withdraw their deposits from fiaak. Bank runs are often a consequence of
panic (Chen et al 2006).

Consider a bank that collects deposits to invedasky assets. Depositors may demand liquidity

and the bank provides it by allowing early withdnagvdepositors to consume more than the

liquidation values of their deposits. Once the infation gets to the depositors as to what is

happening may cause panic which can lead to makamneruns (Saunders et al 1996). This

explains why panic runs occur which seem similasdok runs. At any point in time after they
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deposit, depositors can decide whether to withdnanvediately or to wait, and a bank run will
occur when the depositors’ expected payoff for ivgits lower than what they can receive from

successfully withdrawals.

When depositors learn that a relatively noisy lilltisformative signal will be revealed, they
realize that a welfare decreasing bank run is rikeéy to occur, so their payoff for waiting
becomes lower. Similarly, when depositors learn #harecise signal will not be revealed, they
realize that they will not be able to use the didoiatriggering a welfare improving bank run, so
their payoff for waiting also becomes lower. Intibotses, the reduction in depositors’ expected

payoff for waiting may lead to a panic run (Chemle2006).

2.9.3 Bank Bankruptcy
An institution is deemed bankrupt if it's unablepay its liabilities as and when they fall duasit

the condition of a legal entity that does not htheefinancial means to pay their incurred debts as
they fall due. In the U.S. this status is estalelisthrough legal procedures involving a petition by
the bankrupt or by its creditors (Wikipedia dictaop).

The empirical study of Bankruptcy within the banksector gained momentum upon the
realization that the problem of asymmetric inforimatwithin banks and firms lies at the heart of
an important market failure such as credit ratigrand that the improvement of the same would
reduce the borrowers moral hazard (Calomiris &08l7). Contagion effect is one of the causes of
bankruptcy within the commercial banks. Even thooghtagious defaults are rare, they can wipe
out a major part of the banking system. Contagsam low probability high impact event. On the
other hand, bankruptcy costs play a decisive rotbe intensity of domino effects. An efficient
bankruptcy procedure is therefore crucial in saéedung financial stability of any financial
institution. Central bank can also come in as ddemf last resort to help an institution during

bankruptcy.

2.9.4 Bank failure
Banking risk can result to bank failure. A studynddy Kaufmann (1996) revealed that bank

failure is a consequence of other repercussiordfas a result of banking risk. These were

mostly as a result of bank runs and the contadii@ate A bank fails economically when the
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market value of its assets declines below the niarddae of its capital. At this time the bank

cannot be able to pay its depositors in full andilme (Benston et al 1996).

Regulators traditionally rely on accounting statata¢o monitor the financial health of banks.
Accounting data, however, are not issued frequeritythey have a significant time lag.
Moreover, there may be an incentive for a failimgkto disguise its true state from regulators
and the financial markets. For example, the extemditors of the two bank failures in recent
Canadian history, Canadian Commercial Bank andNtréhland Bank, were persuaded by
management to accept accounting statements abach Wiey had serious concerns (Benston et
al 1996). This is less likely to occur today, besmtegulation and supervision in the financial
service sector have improved. Nevertheless, acocwudata are still prone to manipulation by the

reporting institution and valuable information damlost.

In Kenya, Bank failures has culminated into huggsés in non monetary costs which accompany
bank failures and the re-structuring of banks imteof business folding ups. There have been
calls for more reproductive approach to forestglliank failures. According to the market
intelligence 2000 banking survey, the CBK besigggitating the banking sector is charged with
the responsibility of supervising banks and raighmgred flag at the first sight of danger of which
it has the responsibility of appointing a receinenager for foresee the banks return to
operational and financial health ( Kibera 2007)aldifferent study, Obiero (2002) highlighted

the effects of bank failure as causing unemployraed general instability in the financial
sector. Financial systems have not been fully dfieaitout leading to crises that have far

reaching effects to the general economic growtiheéncountry.

2.9.5 Contagion effect
Contagion effect is defined as the risk of an ahitiank failure spilling over to the rest of the

banking sector thus causing more bank failures¢8man 1993). It is where one bank failure
tends to have a domino effect throughout the ban&ystem. The same definition was given by
Kaufmann (1994). According to an empirical studpdacted by Kaufmann (1994), an initial
failure could generate further failures without thieervention by the authorities. This seems to

support the view that lender of last resort fronmi€ad Bank to individual banks maybe justified
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in some cases so as to prevent the potential gpioeffects of bank failures. If there is a rdle o
public intervention to save the bank from collagsithen it can be argued that there should be
regulations and supervision for these bankingtimstins so as to prevent the adverse effects and

moral hazard of such interventions (Goodhart &198I5).

In his empirical study of contagion effect, Kaufmgi994) first examined how broad contagion
can spread within the banking sector. A numbetwdiss have measured the breadth of the
spillover from a bank failure by the loss of sharédlers of surviving banks as evidenced in the
returns. Using the stock market data, these stakasiined the post announcement share
performance. Negative abnormal returns were vieagedn indicator for contagion effects.
Kaufmann found only little evidence of these enwailistudies. An initial failure didn’'t cause
direct further failures. However, information abdl first few banks which had difficulties

revealed information about some other banks.

2.9.6 Summary
It is worth noting that despite the controls measyut in by the Central Bank of Kenya in order

to streamline commercial banks operations in Kdnyatroducing statutory regulatory measures
of containment, more banks in 1983 to be preciskadks were put under receivership in the
period following the introduction of the control oh&nisms. Most of them went under due to

poor management and in ability to put in placecedfit risk assessment procedures.

In the year 1986, Continental Bank of Kenya Itd andtinental credit finance collapsed. These
were followed closely by Capital Finance Limitedli®87. In the year 1989, seven more banks
collapsed. However, they were merged during theesggar to form the Consolidated Bank of
Kenya. A total of thirteen banks collapsed in 1988¢ banks collapsed in the period between
1996 to 1999.During the year 1999, Trust bank whels the sixth largest bank in Kenya in
terms of customer deposits collapsed. Most regeintthe year 2003, Euro bank and Daima
bank collapsed. In 2005, Charter House bank wasipder statutory management (Cheserek
2007).

Yussuf (2005) in his study on operational risks ageement practices by the commercial banks
found that every big bank in Kenya had an operatiosk department. Of these the most
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common of operational risk was the one caused ibyréaof the employees within the bank and

conflict of interest from other fraudulent behagior

It can therefore be concluded that as laid out &gdBll and the CBK, no matter the regulatory
framework laid out by the supervisory institutiortss up to the individual banks to set up
elaborate risk assessment procedures so as tataitltemselves against risks which are likely to
curtail their operations.
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CHAPTER THREE

3.0 RESEARCH METHODOLOGY

3.1 Introduction
This chapter describes the population of the sttidybasis of sampling, the data collection

instruments as well as the data analysis technigsed so as to achieve the objective of this
study. The aim of the study was to analyze theasgdessment techniques currently being applied
by the commercial banks in Kenya. This was doné dite regard to different risk types which

the banking institution is exposed to.

3.2 Research Design
The research design for this study is that of @gsisurvey. Full reporting or census survey has

long been recognized as the traditional methoaddotral banks to collect economic and financial
data, in particular from commercial banks. Thismoetis widely used in areas where central
banks have legal authority to demand full reportmgionetary and banking statistics as well as
in exchange controls (IFC Bulletin 2009\n important characteristic of the census metisod i
that it can collect data with full coverage so tthegt information from niche areas as well as major
components is fully captured. This design enabbgd dollection on techniques under application
by the commercial banks on risk assessment. Tlay giovides further insight of the research
problem. The design was selected since there agaocumented study found relating to

evaluation of risk assessment techniques appligtidgommercial banks in Kenya.

3.3 Population of the Study
The data for this research was to be collected &thithe 44 commercial banks which were

operational as at 31Dec 2008 according to the data available from@B& (Appendix1).
However, only 42 Banks responded to the study wisi&b.45% of the total population.

3.4 Data Collection

The main source of data for the study was the pgirdata collected through the use of a
guestionnaire containing both structured and uogirad questions. It took into account the
significant activities the financial institutionagage into as well as the risks that they are eegoos

to. The questionnaire was self administered thrairgp and pick later method. Follow up was
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done via personal visits and telephone conversatiémail was also used in facilitating faster
response. The questionnaire had three sectionsp®éaevas to provide the demographic data of
the staff in the risk control department, Sectibcolvers the various techniques and approaches
used in risk assessment whereas section |1l waask@ssing the frequency at which the risk
assessment is carried out and the awareness fabed nsk measurement methods applied in the

organization. These three parts ensured a comsefeetoverage of this study.

3.5 Data Analysis
Data obtained was be analyzed through the userfao#dysis which is a statistical technique

used to classify large numbers of interrelatedaldeis into a limited number of factors. It's an
efficient method of reorganizing the items the agsker is investigating into conceptual and
precise variable groups. This was enabled throbgluse SPSS version 16. Factor analysis
attempts to identify underlying variables, or fastdhat explain the pattern of correlations within
a set of observed variables. It is often usedaba deduction to identify a small number of factors
that explain most of the variance observed in amiaiger number of manifest variables as well
as generate hypotheses regarding causal mechamigmscreen variables for subsequent
analysis for example, to identify co linearity prio performing a linear regression analysis. Data

is presented using frequency tables, graphs tabl@sharts.

3.6 Data Reliability and Validity
Confidentiality assurance had been given and ammasse that the data obtained will be used for

academic work only. To ensure validity of the dadllected and its reliability, each bank was
given at least two questionnaires which were omdjrithuted to staff in the risk control
departments. The data was then be subjected tabil#yi test. Z-test was used to test the
variability of the data obtained at 95% confidefeeel.
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CHAPTER FOUR
4.0 DATA ANALYSIS AND RESULTS

4.1  Introduction
This research was aimed at undertaking an invegtigan risk assessment techniques applied by

commercial banks in Kenya as well as assess iBkiexkposure level. This was achieved through
a well drafted questionnaire guided by the studgalves.

It was a census survey which targeted all the comialédbanks in Kenya as per the data given in
appendix 1. Each of the 44 banks was given twotguesires. Two of the banks namely Middle
East Bank Kenya Ltd and Charter House Bank declioepve their feedback but 42 of them did
representing 95.5% of the total target population.

4.2  Demographic data
The first part of the questionnaires was to getesdemographic data related to the bank staff

working in the risk control department, the one vplaoticipated by responding to my
guestionnaires. The findings we as given by thietebfigure 4.1 below;

Figure 4.2.1: Demographic Data of Staff in Banks Rk Control Department

Risk evaluation Officer | 41%)| [Male 70%)| [below 30 yrs 20%
Credit control officer 56%| |Female 30%| |31 -40yrs 71%
Bank manager 3% over 40 yrs 10%

41% of the respondents were risk evaluation offic86% credit control officers and 3% were
Bank managers. 70% of these respondents were efgealder whereas 30% were of female
gender. According to the findings, 71% of thes@oeslents were within the age bracket of 31-
40years. Only 20% were below this age and 10 %nbelo
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4.3  Credit risk assessment techniques results
Credit risk was the first of risks to undertakeirestigation as to the techniques used in its

assessment. After undertaking a review the loatighio structure of the loans lent by
commercial banks in Kenya. The findings were agmiw figure 4.3.1 below

Figure 4.3.1: Loans Lending by Commercial Banks irKenya

| m76%t0100%  m51%to75%  m26%to50% m1%to25% |

Loans to banks shareholders and connected
parties

Loans of which interest repavment terms have
been rescheduled or otherwise changed since
granting loang

Loans of Which interest or principal payment is
more than 30 days past due date including those
with capitalized interest

Loans to Borrowers with aggregate exposure
lager than 5% of the bank portfolio

All loans classified as substandard. doubtful or
loss

The findings were; loans to banks shareholderscandected parties, of 44% of the banks rated
this to be between 76-10% of their loan portfolid% of the banks rate the loans at between 51-
75% whereas 6% of the banks rate it at between026-®nly 7 % of the banks rate this loan to
be between 1-25%.

For the Loans of which interest repayment termsHhzeen rescheduled or otherwise changed
since the time the loan was granted, 16% of thé&deated the loan as between 76%-100%
whereas 44 % of the banks rated these loans tetheén 51% to 75% of the total. 29% of the
banks rated this loan to be between 26-50% whdrE#sof the banks rated the loans to be

between 1-25%. The other category were loans ofiwiniterest of principal payment was more
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than 30 days past due date including those wititadeged interests. Of the banks under the
study, 3% rated this loan to be 76-100% of theanlportfolio, 49% of the banks to be between
51-7%, 43% of the banks rated this loan as bet\#ée50% whereas only 6% of the banks rated

these loans to be between 1-25%.

For the loans to borrowers with aggregate expdsuger than 5% of the loan portfolio, 13% of
the banks rated the loans to be between 76-100Mg@ 62% of the banks rated these loans to be
between 51-75%. 25 % of the banks rated this fodre between 25-50%. There were no banks
whose rates on these loan portfolio was said todtween 1-25%. Of all the above loans, the
loans considered as substandard, doubtful or 68$f the banks rated the loans to be between
76-100%, 14% of the banks to be between 51 to 75&&as 80% of the banks rated this t
between 25-50%.

The other issue was how often the bank offer ctedielated parties. The results were as given in

figure 4.3.2 below

Figure 4.3.2 Banks lending to related parties

|IH|gh|y EModerate ELess B Mever.

Entities having control over
the Bank

Executive management %[ %0

Board of Directors 15% A0

Entities Controlled by the
Bank

Shareholder with less than
5%

Close relative of any of the
Above

Shareholders with maore than e a
[ 93% 0

0% 10% 20% 0% 40% 50% B0% 0% 80% 0% 100%
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Of these there are those entities having contret the bank. 90% of the banks involved in the
study responded that it's highly likely to lendchetn, 7% as moderate and 3% as less likely. No
bank disqualified giving of loans to this categoFhis same trend was observed with relation of
lending to the executive management and boardrefirs. 90% and 80% of the banks under the
study reported lending as highly to these grouppeetively. 71% lend highly to entities
controlled by the bank. 3% of the banks make mddéemding to the executive management
while 15 % to the Board of Directors. As for theiges controlled by the banks, moderate
lending was at 29%. Less lending to the executiseagement was reported by 7% of the banks
and 4 % to the Board of directors.

Lending to the shareholders with less than 5% efidink ownership, 14% of the banks under the
study reported high lending to this group where@ts 8eported no lending at all to them. Other
groups include lending to close relatives and di@ders with more than 5% of the bank
ownership. 10% reported high lending to close netadf the categories discussed above and a
whopping 86% of the banks reported moderate lentinigis group. 3% reported less lending
whereas 1% of the banks no lending at all. A ferghare holders with more than 5% of the bank
ownership, 7% of the banks reported high lendingnels 93% reported moderate lending with

no bank reporting low lending or non lending.

So what checks and criteria has the banks puticeptio reduce credit risk while granting of

loans.

The results were as given in figure 4.3.3 below
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Figure 4.3.3: Criteria for Risk Reduction in Lending Loans

Level of income S2%
Should be account haolders

The withnesses one has

walue of assets offered as security

Terms of emplovyment

Letter from the emplover

If it’s a company, should have certificate of
registration

Cwwhniership of assets offered as security

Ratio of repavment

0% 20% 4 0% G0 209 100%

52% of the banks lay emphasis on the income ledfdlse borrowers be it individuals or firms.
42% reported that these borrowers should be acdmldérs with the bank. There is also need for
a witness in before lending according to 41% ofitheks. The value for collateral meaning there
is need for security reported by 30% of the baAssfor the individual lending, 23% of the banks
will require to know the terms of employment, 198¢uesting to the employers letter. For
lending to companies, 4% of the banks would reqaicertificate of registration from the
company and 3% want more information related toeraimip of the assets offered as security for

the loan. The repayment ratio to apply played #aesti role on this at 1%.

With regards to whether the banks has developedthadology for identifying and measuring
credit risk for its internal needs and how it workke results were not very different from those
given in figure 4.3.3, 42% of the banks reportegthse value of the security, 20 % assess by use
of borrowers income level whereas 10% reportedttieat use well trained credit officers. 7%
asses the ready market of the given security whet®adig into the borrowers past history of

how they repaid an earlier loan. 3% of the banksstrthat the loan witnesses should be account
holders with bank. 1% requires the borrowers tcehthe business registration certificate to

certify its existence. On assessing whether th&bhave any formalized credit policies and

underwriting criteria that enables them identifgititarget markets, 56% of the banks reported
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the use the business certificate as a registratioof of the business. For individuals 36% of the
banks target the people who have permanent empldyiaer the witnesses to the loan
transactions 15% of banks insist that these pdugle to be account holders with the bank.
14%o0f the banks also recorded targeting registgredps as well as those who have constant

monthly income available.

If the loans lent turns to be problematic loang45f the banks recover them from the securities
offered. 30% of the banks hold witnesses respamsvbile 13% deduct these loans from the

salaries. This is as indicated in figure 4.3.4 telo

Figure 4.3.4: Methods of Dealing with Problematic loans

Methods of Dealing with Problematic Loans
eductions from

the salary
13%

Securities are
recovered to cater
for the loan
57%

Witnesses are held
responsible
30%

So what mechanisms other mechanisms to the banksftialegal recovery, foreclosure and
repossession of collateral? 53% reported that deatetions help them to have legal rights from
the government. The other methods were 22% of @inésselling their securities to recover their
loans and 13% holding of withesses accountablesfuayments. 3% of the banks reported they
prefer take legal action against the defaulteraikBalso reported the cases under which they
suspend interest chargeable to the borrowers. 58k danks would only do so in case of death
of the borrower whereas 32% would suspend intémesdse the borrower was declared bankrupt.
Other circumstances were if the client takes lgandulently and disappears completely with
23%. In case of insanity, 9% of the bank would waithe interest chargeable and 7% if the client
is unable to repay and the securities given haee bsed to recover the amount owing. The other

time is when the loan is paid in full.
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How do these banks control the amount owed byliaets in the cases above? This is as given in

figure 4.3.5 below.

Figure 4.3.5 Control of Loans to Clients
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By ensuring that the loan rendered to a cliendi®nalized as per the monthly income, 33% of
the banks apply this to control how much maximugytban lender to a client and for how long.
19% of the banks ensure that the loan owed bylibets can be recovered from the security
given for the same. However, only 11% of the bamekgiest for this collateral as a way of loan
control. 16% of the banks ensures that they has@ved cliets information and confirms the
same for accuracy before keeping the informaticdv. b the bank use the collateral given for the
loan to determine how much to lent whereby theyienthat the amount lent is lesser compared
to the value of the security issued bu the clié%.of the banks give short term loans to the

clients whereas the same percentage sell the gaxfulte loan to recover the amount lent. 1% of
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the banks insure the loan given whereas the samaméers the unpaid amount as bad &
doubtuful debts.

Lastly question on credit risk assessment wastabksh how often the banks carry out an
assessment of credit quality of its loan portfolibe results indicated that most of the banks, 29%
undertake this exercise on a daily basis. 14% uakiethis weekly, 26% monthly and 19% on
quarterly basis meaning after every 3 month.

4.4  Liquidity risk assessment techniques results
Liquidity risk has initially been defined as theppective risk of earnings and capital arising

from the banks inability to meets its liabilities and when they fall due without incurring

unacceptable losses.

In investigating the techniques applied by the harkssessing this risk, first was to understand
the sort of liquidity risks that these banks fablee answer was on causal factors. 47% of banks
attributed this it theft, 41% of banks to theirdls giving false documentations and 29% of banks
due to human error in the process of issuing thedoOther causes were as a result of fluctuation
of the value of security given on loan with 10% témated Teller machines (ATM) errors with
8%, death of a client before finalizing the loapagment as well as fluctuations in foreign
exchange rates with 7% of the banks. 6% was até&tbto errors and omissions whereas 5% was

as a result of fraud.

In addressing the above, 29% of the banks emphasiezenploying more experienced and
qualified staffs, 28% of the banks ensure that t@duct a thorough check of the documents
produced by their clients whereas 19% of them enthat the security provided is adequate to
cover any losses. The other ways were that 10%esiet banks ensure that their ATM'’s are well
maintained to avoid any errors, 8% do sell the sgcheld to repay the loans. 7% of the banks
always request for the collateral for the loan gahlmught and the same percentage ensure they
closely monitor interest rate changes so that taeyalso adjust their rates. As for 3%, the client

borrowing the money must appear to be responsible.
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So do these banks have adequate access to the manests or other ready sources of cash and
what are these sources? 50% of the banks citedhtiyately on interbank lending to address their
liquidity problems whereas 38% rely on the cashogép from their clients. Credits from central
bank and interest on loans constitute 36% and &Egectively. Other ready sources are interests
from investments with 11%, recovery through insaeawith 8% and 7% holding witnesses
responsible to repay the loans. Withdrawals ofetktea amounts deposited with central banks
constitute 3% whereas 1% of the banks sell the emynphares and the same percentage depends
on the charges on the banks overdraft. As it relteise of CBK credit, the frequency was as
given in the chart n figure 4.7 below

Figure 4.4.1: Usage of Central Bank Credit over théast 12 Month

Usage of Central Bank Credit During the Last 12 Month
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The chart indicates that majority of the banks ubedCBK credit twice with 29% whereas 25%
of the banks used the CBK credit three times. 22%f #anks used it 4 times with 3% of the

banks having used it 5 times or once. 18% of timk®aid not respond to this question.

Figure 4.4.2 below gives an assessment of the keirdsgth with relation to its liquidity risk.
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Figure 4.4.2: Banks strength with Relation to Liqudity Risk

B HIGH = MODERATE mLESS
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unexpected deposit withdrawals
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of central bank credit?
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First query had to do with how active commercialksain Kenya are with relation to their
participation in the interbank market. 93% of thiewlicated high participation with 7% being
moderately active. No bank indicated less activitthe interbank market. The second query was
to analyze the reliance level that the banks piacthe interest sensitive funds. 82% of the banks
placed very high importance with 18% terming thenmeoderately important. Third query related
to the banks capacity to meet any unexpected véthals and other payments on demand. 74%
of banks indicated that they are always ready vaseP&% are moderately ready. Lastly was to
what extent these banks use the CBK credit. Thdtsawere 56% of banks reported high

reliance, 39% moderate and 3% make less use of it.
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Lastly on liquidity risk assessment was to asdesdiquidity percentage ratios for the last 12
month with relation to the Kenyan commercials bafiksese are given by the chart in figure
4.4.3 below

Figure 4.4.3: Liquidity percentage Ratios for the &st 12 month

m0% to 25% W26%tos0% WH1%to7o% mYE%to100%

Ten largest deposits as % customer Deposits, 3%
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Customer loans to customer deposits 29%

Bank run (Readily marketable assets as % of all deposit type
liahilities)
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Reaily marketable assets as a % of total assets 23%
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deposits 21%
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deposits
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Liahilities)

volatile liabilities as % of Total liabilities 14%
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The first ratio was for the banks to give the patage of the ten largest deposits as a percentage
of customer deposits. For the 34% of the banksgtitenstitute between 0-25%, 31% of the
banks they constitute 26-50% of the deposits, 2 #heobanks they constitute fall between 51-
75% whereas for 14% of the banks they fall betw&100 % of the customer deposits. The
second was the ration for the net loans as a pagef total deposits within the banks. For 32%
of the banks these fall between 0 -25%, for 18%efbanks thy lie between 26-50%, for 43% of
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the banks they lie between 51-75% whereas for 6&eobanks they lie between 76-100% of the

total bank deposits.

The ratio of Interbank loans as a percentage efliaink deposits. 31% of the banks placed it to
be between 0-25%, 17% to be between 26-50%, 218 between 51-75% and 31% to be
between 76-100%. As for the ratio of customer lcaa % of customer deposits, 29% of the
banks this is between 0-25%, 43% of the bankset&den 26-50%, for 23% of the banks its
between 51-75% and only 4 % of the banks ragexbetbetween 76-100%. The other ration was
the bank run, i.e. readily marketable securitiea psrcentage of all deposit type liabilities. 29%
of the banks placed them between 0-25%, 35% teheden 26-50%, and 19% raged this
between 51-75% whereas 16% of the banks raged lieéneen 76-100%.

The other liquidity ratio was that of certificatedeposits as a percentage of customer deposits.
27% of the banks raged them between 0-25%, 41%edbanks between 26-50%, 22% of the
banks between 51-75% and 10% to be between 76-1B6f4seadily marketable assets as a
percentage ratio of total assets held by the 28l of the banks raged it between 0-25%, 29%
of the banks between 26-50%, 32% to be betweerb%d.-17% of the banks rated this to be
between 76-100%. There was also a ratio of depagitsmaturities less than 3 month as a
percentage of customer deposits. 21% of the bagexrthis between 0-25%, 40% to be between
26-50% while 38% of the banks raged this betweeii with no rating between 76-100%
rages. As for deposits with maturities longer tBanonth as a percentage of customer deposits,
18% of the banks raged this to be between 0-25%, &2he banks to be within 26-50%, and
15% raged them between 51-75% and the same pegedmaveen 76-100%.

For the last three liquidity ratios, the findingene, demand for deposits as a percentage of
customer deposits, 18% of the banks raged thisdet\-25%, 56% to be within 26-50%, 23%
of the banks between 51-75% while 3% of the baaged this between 76-100%. As for the
volatile coverage being the ratio of readily maakd¢ securities as a percentage of volatile
liabilities, 18% of the bank rated them betweerb@257% to between 26-50%, 21% to be
between 51-75% while 4% rated this between 76-100%.last liquidity ratio was that of

volatile liabilities as a percentage of the totabilities. 14% of the banks raged this to be betwe
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0-25%, 48% to be between 26-50% and 38% of thedaaikd this as between 51-75%. None of

the banks rated their volatile liabilities ratiottee total liabilities to be within 76-100% range.

4.5 Market Risk Assessment Techniques results
Market risk assessment techniques investigati@artest with a question requesting the banks to

describe the key risks which they face in this aé286 of the banks cited fluctuation of security
values as the key risk, 51% cited fluctuation @f tionds and the real estate’s whereas 25% cited
changes in the foreign exchange rates and 4% aftéee banks cited loan repayment failure.
Only 1% of the banks attributed market risk res@iither changes in the value of interest
acquired, competition from other banks or humaarerr

After identifying these, there was the questiomvbat measures the bank has taken to address the
issue of market risk and the mitigation strategiéss put in place. The response was as given in
the chart in figure 4.5.1 below

Figure 4.5.1: Market risk Mitigation Techniques
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26% of the banks issue loans of lesser value tamterest securing it while for 13% of the

banks guarantors are held responsible for the repat 11% responded they use interest to cover
themselves and 8% cater for risks from the interestthe investments. 7% use interest rates on
securities and loans, 6% charge their loans on mhpimcomes and 1% insures the loans before

lending it to their clients.

As for the reports used by the banks to track tivguosure level to the market risk, 66% of the
banks did not want to disclose this. However, 13% e banks use loan repayment trends which
may expose the risk, 6% use the market price clsawgh times experienced whereas 13% cited

the use of their past experiences in risk handling.

In addition to this, there was the question on whatmost pressing development needs the bank
has related to the market risk. According to 16%hefbanks, loan security should always be of a
higher value then the loan advanced to the cli€ot. 13%, they would prefer the loan to be
repaid before there are any changes in the inteatet. The same percentages also would want
the banks to first work on previous evidence reldtedefault to ensure that it's used to expose
any related future risks. As for 11% of the bartkeye is utmost need to improve on investments
that the banks engage into. 1% would want theicatibn of the true value of the security issued
before giving out the loan as well as have the ldvanced recovered salary when it comes to
personal loans. So how adequate is the pricingsysapplied to cover against potential risks.
75% of the banks would prefer market price be usatktermine the security values and 10%
would rather have the security sold to recoveildaa. 15% did not respond to this.

Finally for market risk there was needed to as#esstrength of the banks risk assessment
techniques as given by the chart below. First watetermine the effect level caused by the
change in the value of securities held for the cenumal loans, caused by fluctuations in market
value of the real estate, bonds, commodities, gexsjrinterest rates and foreign exchange. 89%
of the banks rated it as high whereas 11% ratasl #icceptable. There was then the question of as
to the extent to which changes in the foreign ergleaate or interest rate impact on cash
holdings in the bank. 75% of the banks rated tfeces as high, 9% as acceptable, 10% as
moderated and 7% as low. As for the level of cleanghe value of securities for mortgage loans
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caused by fluctuations in market value of realtestad changes in interest rates within the
banking institution.72% termed it as high, 27% eseatable and 1% as being moderate.

With relation to the assessment of the impact leaeked by the changes in the foreign exchange
rates or interest rates on liquidity, 58% rateakihigh, 25% as acceptable and 18% as being
moderate. Then the risk level in the value of Isoandd marketable securities held as security for
loans caused by changes in interest rates, maaket \foreign exchange, equity, and commodity.
57% of the banks rated them as high, 25% as adileptdnereas 18% rated the risk as being
moderate. All this is illustrated in figure 4.5.8lbw.

Figure 4.5.2: Banks strength with relation to Marke Risk

mHigh = Acceptable B Moderate ELow
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4.6  Operational risk Assessment results
Operational risk being the latest identified riskegory within the banking industry, the research

started by first requesting the banks to advicetwtha that they do consider as causes of

operational risk. The results were as given inregd.6.1 below

Figure 4.6.1: Operational Risk Causes

All of these

According to 42% of the banks, people are the mzgaise of operational risks. 1%, of the banks
cited processes and 4 % external events. Howeweb3P6 of the banks, they do consider all the
three to be causal factors for the operational Mgken asked to clarify this answer, 41% argued
that people are the cause of the risks above whéoe80% of the banks, all of them form
operational risks since despite the people beiag#usal factors, the processes they have put in
place would cause the same risks. 8% argued thhkeak have equal chances of occurrence. 21%
banks did not respond to this.

Having identified these, there was a need to askessperational risks covered by the internal

control frameworks which the banks have put n plabeese are as per figure 4.6.2 below.
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Figure 4.6.2: Operational Risks covered by InternalControls Framework

Internal fraud 42%

Human erraor

Fire

Zhange of infarmatian
on the data system

External fraud

Offsite risks

Theft

Loan repayment failure

0% 20% 40% 0% S0% 100%

42% of the banks identified internal fraud, 30% lamnerror and 17% fire. Other risk addressed
by the internal controls are changes in the infaioneon the data system with 16%, external

fraud 11%, offsite risks 7%,ctheft 3% and Loan sepant failure 1%.

With regard to the internal systems used by thitin®ns, there was a question with the aim of
getting more information as to the information tealogy (IT) and system risks that the banking
organizations are faced with. 48% of the bankgateanging of information on the data systems
for personal gains as the major risk in IT. Thasviollowed by the system breakdown with 22%.
There other was getting values of the documents Wi€6 of the banks, computer error 3% and
fire 1%.

The other operational risk assessment relatedetoigks that the banks suffered affecting their
immediate business continuity. 25% of them quotadpetition from other banks, change in the
market prices 14% and loss of cash as a resutaofitilence 10%. Changes in the interest rates
were 6% whereas the bank location site posed csérding to 1% of the banks. Similar

percentage cited fears to do with bank dissolutimman error in the course of normal business
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operations as well as unpaid loans being the oifles threatening the business continuity. This

is as illustrated in the graph in figure 4.6.3 belo

Figure 4.6.3: Operation Risks affecting Business @ainuity
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After having identified these, there was need tovkithe operational risk measurement
techniques applied by the Kenyan banks. 13% cheakieether the information provided has
been altered in any way for the purpose of indigldaersonal gains. 6% undertake thorough
document verifications. 4% exercise caution to mime human error and the same percentage
pays great attention as to the ATMs location sités.effect changes in their product prices and

similar percentage undertake auditing of its bdoksnformation verification.

Finally on the operational risk assessment wasisiyae the strength of the banks when it comes
to operational risk. First was to find out howdlenstitution rates their offsite cash, quantity,
quality as well as the location of their ATM’s. 8286them cited this as high meaning the place
great importance on all these, 7% as acceptabld&¥tdas moderate. The other question was on
how internal and external frauds are controlledhimithe institutions. 59% rated as highly

controlled, 29% as acceptable and 12% as being raiade
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From the past experiences of these banking institsit what was the possibility of someone
making fictitious loans for personal gains or aftgrmreports and organizational data. 57% cited
that this was highly likely to occur, 17% as acedpg meaning it can occur but not highly likely,
3% as moderate meaning less likely and 23% as tdese likely to occur. The other risk was the
possibility of legal action being taken against Ita@king institution which would have negative
repercussions. 25% cited the chance of that hapgers high, 36% as being within acceptable
level or not highly likely, 26% rated as moderateaming less likely to occur and 13% as low
meaning not likely to occur. Given these, whahis possibility that the bank will be dissolved as
it is currently. 20% response was that the chantbank being dissolved were high, 17 % as not

highly likely, 31% as moderately likely and 33%less likely to happen.

Human error occurrence possibility within thesditosons was also addressed. 20% of the
banks rated its occurrence possibility as high, 23%cceptable meaning not highly likely, 20%
as moderate that'’s less likely and 37% as low.la&is on possibility of a merger or an
amalgamation occurring within their institution8% rated the possibility as high, 29% as
acceptable or not highly likely to occur, 47% ratieid as moderate, meaning less likely to occur
and 6 % rated the possibility of this occurring@g meaning it's not going to occur at least not

in the short run. All the above is illustrated igure 4.6.4
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Figure 4.6.4: Banks Strength with Relation to Opertional Risk
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4.7 Risk Assessment Frequency and Awareness
Having assessed the various techniques applieistoassessment by the banks, there was need

to know how often the risk assessment is carrigdTdwe results were as given in the table in
figure 4.7.1 below.

Figure 4.7.1: Table on Risk assessment frequency

Period
Risk Types Total Daily Weekly Monthly Quarterly Half Yearly
Credit Risk 1.00 0.82 0.17 0.01 - - -
Strategic Risk 1.0( 0.10 0.34 0.47 0.10 - -
Liquidity Risk 1.00 0.82 0.15 0.01 0.01 - -
Interest Rate Risk 1.00 0.37 0.40 0.24 - - -
Operational Risk 1.0(¢ 0.38 0.18 0.22 0.23 - -
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Price Risk 1.00 0.13 0.14 0.57 0.15

Regulatory Risk 1.0d 0.0n 0.09 0.14 0.76

Reputational Risk 1.0 0.97 0.03 0.16 0.65 0.10

Other Risks 1.00 - 0.11 0.06 0.65 0.09 08.

The results as per the table indicated that cresiitas well as liquidity risk assessment is calrrie
out by 82% of the banks on daily basis. This isniyatio the reason that this forms the biggest

risk type proportion that the banks have to bed#hniwitheir normal business operations. As for

the market risk, it was subdivided in its major @aments being interest rate risk and price risk.
Interest rate risk assessment showed a major iariaith regard to its assessment frequency.
37% of the banks indicated that they do underteskassessment on daily basis, 40% weekly and
24% monthly basis. As for price risk, 57% of theksaundertake it monthly, 13% daily, 14%
weekly and 15% on quarterly basis. Operational aisdessment frequency indicated that 38% of
the banks undertake it on daily basis, 18% wed&@¥p monthly whereas 23% undertake it
quarterly. The other risks of which frequencieseva@ssessed were strategic risk, reputational risk

and regulatory risks. The outcome was as givehertable above.

After analyzing the frequency at which these rigkes assessed, there was the question of the

awareness of the available methods used in rislsunement as given in table 4.7.2 below.

Figure 4.7.2; Table on Risk Measurement Techniques

Risk Assessment Methods
Back Value at Risk | Stress | Gap Contingency | Other
Risk Types Total | testing (VaR) Testing | Testing | Planning Methods

Credit Risk 100% 4% 92% 3o 1% 0% D%
Strategic Risk 100% 43% 4% 40% 4% 8% 0%
Liquidity Risk 100% 9% 87% 4% 0% 0% 0%
Interest Rate Risk 100po 14% 74% 12% 0% 0% 0%
Operational Risk 100% 6106 3% 23% 11% 3% 0%
Price Risk 100% 33% 5206 7% 6% 1% D%
Regulatory Risk 100% 3% 10% 22% 44% 21% 0%
Reputational Risk 100% 1P6 9% 21% 2B% %41 0%
Other Risks 1009 0% 1% 3% 690 16% 74%
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The results indicated a high level awareness oétladable methods. 92% of the banks reported
the use of VaR methods in assessing credit ristk, 8% reporting the use of VaR in liquidity
risk assessment, 74% in interest rate risks assegsand 62% in price risk assessment. For
operational risk the method mostly applied was askng. For the other risk reports were as
shown in the table above.

4.8 Z-Test for the Data Collected
Figure 4.8: Z-Test for Data Collected

Confidence Level: 95%

Group 1: No of Questionnaires Distributed

Base size: 92

Proportion: 92 (100%)

Group 2: No of Response Received

Base size: 92

Proportion: 88 (95.65%)

Z Value: 1.518

1-Tail Confidence Level: 93.5% (Not Significant)
2-Tail Confidence Level: 87.1% (Not Significant)

The data received from the banks was subjectedéstzat 95% confidence level to test whether
the difference in the response not received fromesbanks had any significance in the final
conclusion. The Z-Value achieved was 1.518. Thiamaehat at 93.5% confidence for one tailed
test or similarly at 87.1% for two tailed test, theta not received was not significant in drawing
the conclusion as to whether banks in Kenya havénpulace adequate risk assessment

Techniques as per the investigations undertaken.

4.9  Findings and Implications of the Study
The findings of this study have shown that theristexery high lending by the banks to its

shareholders and other connected parties suchtiieehaving huge control over the banks.
These include the board of directors and the estitontrolled by the banks. This could be one of
the reasons why most of these banks reported higtbar of loans which have had their interest

rate rescheduled. Rescheduling of loan repaymeeémsithere exists a variance between the
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initially agreed loan repayment terms compared Withcurrent terms as agreed between the

bank and the clients. Most of the loans were 3® gegt their due dates.

As for lending controls to mitigate possible riskesults indicated that banks have put in place
various measures prior to lending the loans. Thstrommmon was that almost all of the banks
demand for information relating to the income levef the borrower so that the loan is
rationalized per the monthly income. The borrowaesalso required to have accounts with these
banks as well as have witnesses with most of thkdeequiring that their withesses be account
holders with the bank. Security for the loan ialemanded by most of the banks with the banks
giving loans which are below the security valusateguard them against possible default. Prove
of ownership of the security provided has to besgifirst. Where the borrower is a firm, the

copy of registration certificate is required wheréar individuals a letter from the employer as
well as details on the terms of employment haveetprovided. Insuring of the loans lent against
possible defaults is also undertaken by some obéim&s inherently passing the insurance cost
element to the borrower. In case of default, masikls opt to recover the amount in default by
selling of the securities, holding witnesses actaile for the repayment or claiming the amount

in default from the insurance companies.

To safeguard against changing interest rates, afdse banks indicated that they do prefer
lending loans whose repayment period is short samas that the loan amount is repaid in total
before any changes in interest occur or other fadt@t could lead to default. They do also
suspend interest payable in case of death, bardrupaudulence, insanity or if the loan in

default is recovered by selling of the securitis®nq.

The issues of theft, false documentations, humar as well ATM errors were identified as
some of major causal factors resulting to liquiglitpblems within the banks. This has as led to
banks laying more emphasis on recruitment of higklited staff of high moral standing,
carrying out thorough document verifications befigsaliing loans as well as ensuring that their
ATM machines are regularly updated and locatectause places. When faced with the liquidity

problem, most of the banks result to borrowing frmwney markets, usage of customer cash
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deposits and credit from Central Bank. Sale of ggcfor the loans in default also helps improve

their liquidity positions.

Fluctuation of the security value held by the banks also cited as a major cause of market risk
followed by the fluctuation in the value of bondglaeal estate’s and lastly foreign exchange
loss. Most of the banks withheld information on thethodologies used to track these
fluctuations. They however did indicate that thisra need to improve on the investments the
banks engage into so as to cover for any probabket that may accrue as a result of these
fluctuations. With regard to the frequency at whiisk assessment is undertaken, most banks
indicated that this is usually done either dailyeklg or monthly. Rarely is it done beyond this
period. They have also have put into usage vanoethodologies of risk measurement. Back
testing is being widely uses in determining maeked operational risks. VaR is also widely used
for Credit risk assessment, liquidity risk and Metrkisk assessment especially the interest rate

risk aspect

In conclusion, banks in Kenya have put in placeousr techniques that suit their operating
environment in order to keep risks on the checks T more so for the market, liquidity as well
as credit risks. They have put in place strong kti@€ which rely on the implementation process
as well as effective monitoring systems, all aimmededucing their risk exposure level as well as
enable them come up with ways for risk mitigatibhey have put in place globally applicable

and acceptable risk assessment techniques suitaibie banking industry.
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CHAPTER FIVE

5.0 SUMMARY, CONCLUSIONS AND RECOMENDATIONS

5.1  Summary of the study
This study has brought into the fore how complexifisue of risk assessment is. The objectives

of this study were to investigate the risk assessit@ehniques applied by commercial banks in
Kenya as well as to assess the risk exposure ¢éwieé commercial banks in Kenya. This was
with full appreciation that risk assessment inveltlee process of identifying, measuring and

prioritizing risk since it's usually the first press in risk management process.

The study was conducted through the use of a questire distributed to all the forty four banks
in Kenya. It confirmed that market risk, crediti®perational risk as well as liquidity risk form
the biggest risk that banks face. It showed thesetrisks can be better addressed by putting in
place various mechanisms that institute checkstwue highly workable prior to any lending by
these institutions. It's at the lending stage whaosst of the risk that occur as a result of lending
can be controlled much more efficiently. Once #raing has been done without proper checks,
the repercussions and all the measurement methgidslapplied later on only result to more

funds being spent thus adding more losses to thie. ba

For those risks which arise not as a result ofilendr customer default but as a result of fraud,
human error or theft from banks or ATMSs, it's upbose setting up the banks & installing ATMs
to first ensure that they are located in securegsaMost of the operational loss was reportedly
caused by theft. Human error problem as well asmatl and external frauds were also reported as
major concerns by the financial institutions. Basksuld invest in systems and technologies that
put checks and limits accessibility of the systesa to the individuals responsibly within the

bank. This is to enable value addition to the tregrprograms being given to the recruited staff
who should be of high moral standing.

The current existing risk measurement methodolagiesimilar to those being applied by most
major banks globally. This underscores the neethi®sKenyan commercial banks to keep on

updating these approaches especially those projysind Basel Accord. It's up to the CBK to
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institute guidelines that in line with Basel reguirents so as to help keep the issue of risk within

the banks on the check.

5.2  Conclusion of the study
The findings of this study have revealed that Kengammercial have been able to institute

various risk assessment techniques to addressugati@llenges of which they face in the cause
of their operations as well as ensure the thatises kept on the check..

The study has outlined all the major componentss&fand the various approaches currently
under application by the banks in addressing tlaleiges which come as a result. Banking Risk
cannot be done away with completely since it fopag of the lending business which these
institutions engage in. It can however be minimigeds to avoid the repercussions brought by it
such as bank failure which has been witnessed ny&éefore. It's however upon the respective
banks to keep strong checks and strengthen tls&icantrol departments. Adherence to the CBK
guideline is critical so as to ensure that on ti@imum the checks put in place are able to
achieve the required results. What CBK gives agegtiidelines and it still remains upon the
individual Banks to put up mechanisms that arenie With their business objectives to address
the diverse risks in the course of their businesgewindertaking cost benefit analysis of their

application methodologies.

As for the CBK, it has an oversight role of ensgrihat banks are run in a transparent manner. It
should work towards enhancing its current checkterbanking risk management guidelines so
as to reduce the issue of bank failure. One ofvdwgs in which it can do this is by adopting or
borrowing some of the recommendations under Baseb/l on risk management. This will help
ensure that the issued guidelines are well enhaaseell as protect the customer deposits within
these institutions. Basel has been adopted indkeldped world but has its challenges. It's up to
the CBK to assess and recommend which elementas#|Buit well to the local market as well

as study how its implementation has been appliedhar economies which are similar to the
Kenyan Economy. This will help ensure there arergfrupdated controls which are in line with
the internationally accepted standards on risk mpament, thus result to better risk assessment

techniques.
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5.3  Policy Recommendations

There is need for the banks to keep up on upgratigigrisk assessment techniques so as to
come up with more innovative ways of risk mitigatid his is more so to the changing banking
environment. Though there is much appreciationa@m the banks in Kenya have adopted high
levels of risk assessment techniques and domesditia¢m to suit the Kenyan market, there is

need for regular upgrades with the changing makdtenvironmental trends.

In addition to this, there is too much lending bg banks to entities which have control over the
banks, bank executives as well as board of direcBank loans should be given in the basis of
clients’ ability to repay the loan and not as toe position held. The explanation received
however was that the loans are advanced to thamasédsmers with no added privileges.

With CBK having given the Credit reference buregoshead to start operations as frorfi &
August 2010, banks as well as borrowers are bouhenefit significantly. Credit reference
bureaus will collate, compile and disseminate ¢riediormation on borrowers within the banking
sector through a fully electronic system. Banks thin be submitting credit information and
request to obtain credit references n a potentistioener as part of its risk management. It's
expected that banks will make maximal use of thisrthance their risk assessment techniques.

5.4  Limitations of the Study

The study focused only on banks based in Nairdfis Was because all the banks in Kenya have
their head offices in Nairobi. This means thatrémults obtained were limited in terms of
geographical coverage. There is a possibility thaybe results would have changed one way or
another was the study to be conducted in the bapésuntry branches.

The other limitation is that the research tool usedhis study was a questionnaire. Though all
caution was taken with great attention to detahemvdrafting. There are other methods which
include interviews, Observations and use of secgndiata like financial records to assess

different banks risk levels. These methods coulghmdave given variant results.
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5.5 Suggestions for further study
| would suggest that further studies be undertalethe effects of the reported high lending to

the entities having huge controls over the bankdisovered during this study. This will help
explain whether this is the resultant factor foletieng interest rate payments by these banks or

the resultant cause of defaulted loan payments.

Further research should also be undertaken on effeat would arise were Kenyan banks made
to adopt the Basel guidelines on risk assessmemt ffect it would have in the Kenyan

banking sector were it to be endorsed by CBK. Basplementation would come with additional
costs to the banks and the question would be whaghieenefits would be more as compared to

its implementation costs.

Lastly, further research should also be undertaifdranks risk assessment techniques, giving
wider coverage of the banks in the rural areasnaagbe applying a different research tool. The
research should as well encompass information fraborrowers as to what factors contribute

to them defaulting on their loan payments.
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Appendices

Appendix 1: Commercial Banks in Kenya as At 3T Dec 2008

Commercial Banks In Kenya No of
Branches
1 | Kenya Commercial Bank Ltd 144
2 | Barclays Bank of Kenya Limited 117
3 | Equity Bank Ltd 102
4 | Co-operative Bank of Kenya Ltd. 59
5 | National Bank of Kenya Ltd. 39
6 | Family Bank 38
7 | Standard Chartered Bank (K) Ltd. 35
8 | K-Rep Bank 31
9 | Commercial Bank of Africa Ltd. 18
10 | Diamond Trust Bank of Kenya 22
11 | CFC Stanbic Bank Kenya Ltd 15
12 | National Industrial Credit Bank 15
13 | Chase Bank (K) Limited 13
14 | Eco Bank Ltd 13
15| Investments & Mort. Bank Ltd. 13
16 | Trans-National Bank Ltd. 12
17 | Consolidated Bank of Kenya Ltd. 11
18 | Imperial Bank Limited 11
19 | First Community 11
20 | Prime Bank Limited 11
21 | Fina Bank Limited 11
22 | Housing Finance 10
23 | African Banking Corporation. 10
24 | Southern Credit Banking Corp. 10
25 | Gulf African Bank 9
26 | Bank of Baroda Kenya Limited 9
27 | Savings & Loan 9
28 | Bank of Africa Ltd 7
29 | Giro Commercial Bank 7
30 | Fidelity Commercial Bank Ltd. )
31 | Guardian Bank Limited 5
32 | Bank of India (K) Ltd 5
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33

Equatorial Commercial Bank Ltd.

34

Oriental commercial Bank Ltd

35

Paramount-Universal Bank Limited

36

Habib Bank A.G. Zurich

37

Credit Bank Limited

38

Citibank N.A.

39

Dubai Bank (K) Ltd

40

Habib Bank Limited

41

Middle East Bank Kenya Ltd.

42

City Finance Bank Ltd

RINW AW SAD

43

Development Bank of Kenya Ltd.

44

Victoria Commercial Bank

Source: Central Bank of Kenya FDS study for Dec 2008

866
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Appendix 2: Letter of Introduction

Dear Sir / Madam
| am a postgraduate student at University of Najr8bhool of Business

As part of my MBA (Finance) course requirementml undertaking a research project, “An
Investigation of Risk Assessment Techniques Apdigdommercial Banks in Kenya”

To enable me fulfill the information requirementro¥ study, | ‘m humbly requesting you to help
by filling in the attached questionnaire. The imh@tion collected will be used fully for academic
purposes and will be treated with strict confideriteon’t be used for any other purpose other

than this academic research

| will be most grateful if you can provide the infioation requested and any other which you may

deem necessary to this research.
| look forward to your valuable assistance and khgou in advance
Sincerely yours

Tom Gichuru Wahome

MBA (Finance) Student

University of Nairobi
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Appendix 3: Questionnaire

Section I: Demographic Data

What title do you hold in the bank? _ _ _ ___ ~___ _ __________ ____
What is your Gender? Male [ ] Female [ ]
What is your age bracket? below30yrs[ ] -3W0yrs[ ] overd0yrs|[ ]

How many years have you been worked within the ivangector?

How many years have you worked in the risk cordepartment?

o gk~ w N PE

What minimum qualification do the staff n your dapgent have

Section Il: Risk Assessment

Credit Risk Assessment

Percentage formation of the Loan

Loan portfolio structure Review Portfolio
Of the total loan portfolio extended by the bank, 1%to | 26%to |51%to | 76% to
1 | kindly tick the most appropriate % classification 25% 50% 75% 100%

Loans to Borrowers with aggregate exposure lagar th
1.a| 5% of the bank portfolio

1.b| Loans to banks shareholders and connected parties

Loans of which interest repayment terms have been
1.c| rescheduled or otherwise changed since grantintslog

Loans of Which interest or principal payment is enor
than 30 days past due date including those with
1.d| capitalized interest

1.e| All loans classified as substandard, doubtful sslo

2 strong | Acceptable| Moderate| Weak

How do you rate the level of cash management within
2.a| your institution?

How do you rate the level of personal lending withi
2.b| your institution?

2.c| How do you rate the level of mortgage lending withj
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your institution?

2.d

How do you rate the level of commercial lending
within your institution?

2.e

How do you rate the level of Agricultural Lending
within your institution?

2.f

How do you rate strategic management within your
institution?

2.9

How do you rate the technology level within your
institution?

2.h

How would you rate the recovery rate for the funds

issued as loans to the customers?

How often does the bank offer credit to relatedipar
below. Kindly tick appropriately

Highly

Moderate

Less

Never

3.a

Shareholders with more than 5%

3.b

Shareholder with less than 5%

3.c

Board of Directors

3.d

Executive management

3.e

Entities Controlled by the Bank

3.f

Entities having control over the Bank

3.9

Close relative of any of the Above

4. What are the criteria used for granting loang@cBy any specific limits, ratios and so forth

used in the evaluation process

5. Has your bank developed a methodology for idgnti and measuring credit risk for your

internal needs? Kindly describe it

6. Describe any formalized credit policies, progeduand underwriting criteria for the
identification of the target markets
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7. Describe the procedures for Handling problenlatos

8. What instruments or remedies do you have torertbat borrowers repay their loans to the
bank

9. What mechanisms do you have for legal recovergclosure and repossession of collateral?

10. At what point do you suspend interest chargeablthe overall amount owed by a client?

11. How do you control the amount owed by a clierthe case above?

12. How often does the bank carry out an assessohengdit quality of its loan portfolio?

Liquidity Risk Assessment

1. Describe the Key Liquidity risks faced by your bank
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What are your bank strengths as far as this riskmeerned?

Do you have adequate access to the money marketearread sources of cash? Please

describe other sources

How many times did you use central bank credihalast 12 month?

What other sources of funding do you have availabtase of liquidity problems?

6. Kindly tick one the Most Appropriate for your Bank

MODERATE

LESS

NEVER

(Y) HIGH
a. What is the level of your bank participation in the
interbank market

b. What reliance does your bank place on interest
sensitive funds?

c. To what extent do you make use of central bankitgd

d. Describe your capacity to meet unexpected deposit
withdrawals and other payment demands?

7.

Kindly tick only ONE that is the most appropriate % for
your bank of the given ratios (¥)

0%
to
25%

26% to
50%

51%
to
75%

76%
to
100%

a. Readily marketable assets as a % of total assets

b. Volatile liabilities as % of Total liabilities

c. Volatile Coverage ( readily marketable assets ad %olatile
Liabilities
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d. Bank run (Readily marketable assets as % of albsiepype
liabilities)

e. Customer loans to customer deposits

—h

Interbank loans as % to interbank deposits

Net loans and Investments as % of total deposits

Demand deposits as % of customer deposits

e

Deposits with maturity longer than three month asf%
customer deposits

j.  Deposits with maturity less than three month asf @ustomer
deposits

k. Certificates of deposits as % of customer deposits

|.  Ten largest deposits as % customer Deposits

Market Risk Assessment

1. Describe the key risks faced n this area

2. What strength does your bank have in this risk area

3. Describe the reports used to track exposure ofitks

4, What are the most pressing developments need®torbank as far as this area is
concerned?

5. How adequate is the pricing system applied to cageinst potential risks?
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6. Kindly tick one the Most Appropriate for your Bank
() High | Acceptable | Moderate | low

a. To what extent do changes in foreign exchangeaiate
interest rate impact cash holdings in your bank?

b. What is the level of impact caused by the changes i
foreign exchange rate or interest rate on liquidity
investment opportunities at your bank?

c. What is the risk level in the value of bonds and
marketable securities held as security for loansed by
changes in interest rates, market value, foreighaxge,

equity, and commodity?

d. What is the level of change in the value of semsitor
mortgage loans caused by fluctuations in marketevaf
real estate and changes in interest rates within yo

institution?

e. What is the effect level caused by the changeerviiue
of securities held for the commercial loans caused
fluctuations in market value of real estate? anutdisp

commodities, securities, interest rates, foreigrthexge?

Operational Risk Assessment

1. What do you consider as the sources of Operatrisict
(a) People (b) Processes (c) Systems (d) External ¢enAll of these

2. Kindly clarify your above answer.
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3. Describe the risks covered by your internal corfiiainework

4. What Information Technology (IT) and systems ridksyou face?

5. Kindly describe the information security risks fdd®y your bank

6. What risks related to business continuity do yaefe your bank?

7. Kindly explain the operational risk measuremenhteques applied by your bank

Operational Risk Assessment

Strong/
high

Acceptable

Moderate

Weak
/low

How do you rate the control level of offsite cash|

quantity, quality, location of ATMs in your

institution?

From the past, what would you say is the

possibility of someone to make fictitious loans f

personal gains or altering reports and

organizational data?

What is the possibility & frequency rate of Humé

AN
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error within the normal operations in your

institution?

What is the possibility & frequency rate of legal
action being taken against the institution?

How would you rate the possibility of Mergers/

amalgamation in your institution?

What is the possibility of dissolution of your ban

currently?

=

How is internal/external fraud controlled in your

institution? ( kindly explain)

8. Do you have any vault cash insurance service peovidyour bank?

Yes( )No( )

9. Does our organization have a policy to cover agaasses that might occur from legal
Yes( )

actions against it?

No( )

Section IlI: Risk Assessment Frequency and Awarenss

Kindly the appropriate rate at which risk assesdrpercess is carried out in your

1 institution? Please tick\( ) appropriately inside the cell the most important
Half

RISK TYPES Daily | Weekly | Monthly | Quarterly | Yearly Yearly

a | Credit Risk

b | Strategic Risk

C Liquidity Risk

d | Interest Rate Risk

e Operational Risk

f Price Risk

g Regulatory Risk

h Reputational Risk

Other Risks
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In your Opinion, what is the most appropriate measti risk? Please tick\{) appropriately

inside the cell the most important

Back | Value at | Stress | Gap Contingency | Other
RISK TYPES testing | Risk Testing | Testing | Planning Methods

Credit Risk

Strategic Risk

Liquidity Risk

Interest Rate
Risk

Operational Risk

Price Risk

Regulatory Risk

Reputational
Risk

Other Risks

Thank you for your cooperation.
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