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Introduction

Banks  are  financial  institutions
involved in the business of receiving
moncy and other valuables from the
banking public for the purposces of
maximizing the banks’ primary and
sccondary objectives. In the course of
these business opcerations, just like
any other cconomic activity, risks arc
tgnited. This makes risk inevitable
concept in the life of any undertaking
mcluding banking. It arises as a
result of the uncertaintics inherent in
the business world. It is rather an
~unhealthy phenomenon, as it aflccts
not only the carning power of the

business but also involves loss of life -

and property. No matter how careful,
prudent and articulated a person(s)
may be, 1t s rather impossible to
climmate  perils  associated  with
cconomic activities like banking. It
comes in different ways and  in
different names  depending on  the
nature, type, and scope of opcration
of the entity. Banks in the same class,
say commercial banks, with the same
assct basc and paid-up capital will
have dilferent types of risk as long as

they carve out different investment
nitches for themselves.  The more
banks cxpand in opcrations the more
their risk cxposures and the more
their expected return, ceteris paribus.

Risk 1s always associated
wilh - return. This 18 because a
business 1s said to be risky if there is
uncertanty about the expected return,
That s, actual return  shifted or
deviated from the cexpected return,
The closer the actual s to  the
cxpected, the less the risk and the less
the return. This is also called the risk-
rcturn-rule.  Risk can therefore be
defined as the variations in return
arising  from  business  activitics.
Banks' projections arc not always
rcalized  because  of  cconomic
rceession,  changes  in interest  or
cxchange rales, union confrontations,
management  incompetence, cle.
These factors form major sources ol
risk for banks and arc named afler
them, cxample, business/cconomic
risk, management risk, union risk, cte.
Thesc risks, as carlier mentioned, arc
mcevitable.  Therefore, cffort 1s madce
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here 1o adentify - management
strategics  for  reducing, if not
climinating, financial losses arising
from these risks, as they pose greater
obstacle for the survival of banks
cspecially i the current competitive

and  highly  automated  business
cnvironment,
RISK MANAGEMENT IN

BANKS: AN OVERVIEW

Banks arc somctimes confronted with
collapse ol their business butlding,
sudden  attack  of armed robbers
lcading to loss of valuables including
cash, fraudsters duping the bank,
unacceptability of new
product/service, clte. These are risks
and will Icad the bank into scrious
financial loss and may threaten the
survival and growth of the bank. It
calls for effective management of risk
using various lechniques or methods.
Thus, nisk management is a process
mvolving  the
management concepts and techniques,
and the altendant mecthods,
procedures,  facilities,  rules  and
regulations that ensures the reduction
of the threat of fimancial loss arnsing
from the controllable and
uncontrollable events of a banking
business.  The objective ol risk
management is, therefore, to reduce
the adverse cffect of cconomic risk at
the least cost consistent with sct goals
ol the bank., Lissentially, it 1s the
objective of the bank to maximize
their cexpected return while at the
same time minimizing the cxpecled

apphication of

risk.  Going by the risk-return-rule,
there is a conflicting objective, that

can only be rcsolved and a balance

maintained through risk management
cfforts. Risk management cfforts of
banks must accommodatc their
profitability, liquidity, prudential and
social requirecments.  According to
Nzotta  (1999:322)  any  risk
management effort of the bank must
be in line with profitability, liquidity
and prudential requirements.

RISK MANAGEMENT PROCESS
Generally, risk management as a
process involves a number of steps.
According to Willlams and Heins
(1976) in Okercke (1995:314), five
steps are identificd as follows:

l. Establishment  of procedures
and communication throughout
the organization to allow for a
complete inventory and
discovery of the potential
(cconomic) risks that may arise
in the activity of the business

firm, _ : _

2. Proper  measurcment ol the
losses  associated  with  thesc
risks. ;

3.0 Consideration of  alternalive
solutions or tools of - 'risk
management and the choice of
the best tool or combination of
tools. ; ‘ ‘

4. Iistablishment of the mecans for
clfective implementation of the
deciston made,
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3 Monitoring and cvaluation of

the decision reached.

Step 3 above depicts the fact that
different approaches or tools o risk

management  in banks  abound.
Accordingly, they include:

a. Avoidance of risk

b. Minimization of nsk through

pood management techniques,
cg. Safely programme sccurily
patrol in a business premuiscs,
say, for 24 hours.

s Absorption of risk or losscs,
that is, rctaining risk internally,

d. Shifting of risk to another party
usually insurance companices.

That s, the
imsurance o pay for losses.

The choice of any of these tools
depehds on the cost-benefit analysis
and -the. objective which the bank
wants to achicve.  Generally, banks
are involved in the use of almost all
the tools above depending on  the
level and type of risk.  Most times,
they are used simultancously for
different types and levels of risks,

Flanagen  and  Norman  (1993:40)
identificd a number of processcs
which a  good risk  management
system should adopt and  adhere.
They include:

a. Risk Identification

b. Risk Classification

& Risk Analysis

d. Risk Attitude

&, Risk Response

¥

purchase  of

%wsc procedural steps to nisk
mangcment arc similar to that of
Willams and llcins. IHowcver, we
arc @ing to adopt this for purposcs of

clariy and understanding and it’s
going to take the remaining part of

this faper.

Risk Sdentification

This involves the process by which
banks systcmatically, conscicntiously
and continuously identifics sources of
risk cxposurcs before or after they
have occurred. It 1s cconomically
suicidal for a Bank Manager to ignore

the sources of  possible  hinancial
losses.  Unless the major and mmor
sources of potential losscs

confronting the bank arc discovered,
the bank may not be opportuncd to
determined the best way of managing
the undiscovered risks and therefore
is in scrious danger of distress or
cventual fatlure.  The implication is
that a bank may be rctaining a risk
when it s supposed to be shified to an
insurance company. This i1s what we
can call tool masmatch In
management. It is an  unhcalthy
development  for the survival of
banks. It calls for proper and timely
identification of nisk. A bank can
adopt a number of methods to identily
the  different loss  cxposurcs
concerning it's aclivitics as [ollows:
Interaction with Outsiders Method,
Financial Statement Mcthod, Onsite
Inspection Mcthod, Contract Analysis
Mcthod, Statistical Records of Losscs
Mcthod, Environmental  Analysis

risk
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Mcthod
Oultsiders
2000:4).
A number of banks' sources
ol risk has been identified by different
authors depending on their knowledge
and understanding of the opcrations
of banks at various levels. Winninger
(2000:3-4) identificd the {ollowing:

and Employment. of
Mcthod  (Emcagwara,

Strategic Competitive Risk: This is
the nisk  arising  from  changes in
technology, cp.. E-Commerce) which
will make banks to be caught off
puard and unable to anticipate new
forms of competition or to respond to

them in an appropriatc way.,

Strategic Adjustment Risk: Which

is the possibility that banks  will
misjudpe  the  degree o which
clectronic  banking will  supereede

more traditional forms of banking,

Operational  Risk: Which 15 the

increased exposure o technological

failure.  There is the possibility that
the compulters and nctwork
tcchnolopgy  that  support  the  c-
commerce,  for  example,  could
maltunction.

Okcreke (1997:88-90)

wWentified 2 number  of
among others, as:

SOUrces,

Purchasing Power Risk: This ariscs
from an unanticipated increasc in the
rate of inflation. Tt i1s the drastic
reduction in the real value of a bank’s

asscts. It s the crosion of capital by
inflation,

Default Risk: Which is as a result of
the nability of borrowers to scrvice
their debt or/and pay the principal as

at when due. It is also called Credit
Risk. '

Forcign Exchange Risk: This risk
ariscs from the variability of changes
(Qluctuations) in exchange rate. It is
also called Currency Risk.

Sccurity Risk: This is the risk arising

from  vandalization of  banks’
installations by hoodlums.
Hempel and.  Simonson

(1991:257-9) identificd four primary

risks of banking associated with
raising of funds as:
Liquidity Risk: Which is the

probability that dcpositors or lenders
of funds to the bank will want to
withidraw their funds from the bank.
This risk may also arisc duc to poor
synchronization  of  funds " by
management.

Interest Rate Risk: This is the loss
cxperienced as a result of a banks’
fixcd income sccurity or' any interest
rate-bearing investment as a result of
changes in interest ratc after a
purchasc has been made. The interest
ralc risk associated with bank sources
of fund dcpends hcavily on the
inlerest  sensitivity  of  the  asscls
financed by these funds.
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Credit Risk: This 1s as explained in
default risk above. This type of nisk
occupics the largest proportion in the
risk profile of banks. 1t is onc of the
basic rcasons for institutionalizing the
BASLE ACCORD in 1988 (FRBNY,
1998:3-5), whose aim is to identily
and promote prudent risk assessment
and control practices by banks of
(FRBNY, 1999:6-7).

Capital Risk: This indicates how
much assets value may decline before
the position of its depositors and other
creditors arc jeopardized.  Thus, a
bank with say 2% capital-to-asscls
ratio could not be comparcd with
another with say, 5% capital-to-asscls
ratio when the values of their asscts
start dechining,.

Jones (1991:149-150)
identificd four sourcces as:

Market Risk: This i1s the vanability
in rcturn of a bank duc to fluctuation
in the aggregate stock market (or the
markct as a wholc) caused by a range

of factors likc rccession, * wars,
changes in investors  cxpectation
about the overall cconomic

performance, structural changes in the
cconomy, elce.

Inflation Risk: This 1s the chance
that the purchasing power of invested
currency will decline. It 1s hikened to
purchasing power risk. With certain
inflation the real retum involves risk
cven if the normal retum is safe as in
fixed income asscts like treasury bills.

Business Risk: This is the rnisk of
doing busincss in a particular industry
or cnvironment for instance, a bank
that carrics out its business in a crime-
pronc arca faces the risk of being
attacked by hoodlums. This type of
risk is also referred o as the
variability of uncertainty of a bank’s
carnings before interest and
causcd by  general
depression.

laxes
cconomic

Financial Risk: This s
associated ~with  the use of deht
financing by banks., The larger the
portfolio of asscts [inanced by debts
as opposcd to cquity, the larger the
variability  on  the  rcturns  of
sharcholdcers, celeris partbus. It s the
risk resulting from leverage.
Winger and
(1991:115) also identificd:

the nisk

I'rasca

Economic Performance Risk: This
is the rcturn variability caused by
changes in real output  of the
cconomy. Asscls  returns  arc
influenced by the overall performance
of the national cconomy. A sluggish
cconomy over a long period ol time

incvitably lcads to poor investment
returns.

Nzotla (1999:322-5)
wdentificd  the  following, among
others:

Loss of Confidence Risk: This

rclates to loss of confidence in the
bank by dcpositors, the general public
and the rcgulatory authority.  Once

t
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the confidence is croded, the banking
super structure collapses.

Operating Risk: This is the risk that
banks™  operating  cxpenses  _may
cxceed their operating revenue, such
that they are unable to survive in the
long-run and thus may be faced with
collapse. Losses of different nature to
the  Bank  cescalates  its operating
cxpenses and hence, its operating risk.

Funding Risk: This is the nisk that a
bank will be unable to purchase or
otherwise obltam the necessary funds
to mectits maturing obhigations.

Fraud Risk: The risk that arises from
weak mlerest control measures, It can
from deliberate  deception,
cimbezzlement, outright theft, cte.

We  can wdentify  the
following:

COnwe

also

Judgmental Risk: Thos as the nisk
artsing, rom the inability of banks (o
widee and quantify the level ol risk
any investment opportuntty. For the
panking public, they also face the risk
of qudging the risk of banks.  This,

Soudhing to Morgan (1997:1) s
called Opaque.

Advertisement
counates

Risk:  This sk
from the choice of the
wrong advert agent leading to public
misinformation or incllective
~omvmunication conceerning the public

consequently non acceptance ol

such product. This risk s evident

cspecitally in the wake of highly
competitive banking environment,

Trade Union Risk: This is the
variability i the banks’ return caused
by trade union activitics and actions
(c.g. strikes, Lockouts, clc.).

International  Trade Risk: This
ariscs from imternational trade
transactions.  Banks in international

banking will face this risk. Changes

in policics of onc country may cffcct
inlernational

banking  operations
adversely, It is also called country
rsk.

Judiciary Risk: This
arising from court orders,

Hantshel and Smith (1996) in
Morgan (1997:5) identified apgency
risk which refers to the risk  that
traders will act in their own interest
rather than in the interest of managers
and sharcholders. _

Other types of risk can be
identificd depending on the  banks
operations and exposure o financial
losses in such transactions.,

1s the risk

Risk Classification

Risk classification precedes  risk

identification,  Classification of risk

helps in the analysis and choice of the

best “treatment’ tool(s). Flanagen and

Norman (1993:51-55) pionccred three

classifications as:

1. Identifying the conscquence:
This looks at the frequency,

'
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scverity and predictability of
the risk. |
. Typc: This classification is
bascd on whether a risk is
pure or specculative, static or
dynamic; and fundamental or
particular.
. fmpact: This classilies nisks
based on who bears the elfect,
[t may be the bank (company)
the individual or the banking
industry/market.

We can illustrate the various types.

and the impact of risk within the
banking industry.

RISK ANALYSIS

This is onc of the major components
in the risk management process. The
main purposc of this component is to.
x-ray all possible options and analyzc
the various outcomes of any decision.
This will assist the Bank to take the

right sk at the least cost with
optimum return,
Risk analysis  involves  a

number of steps. IFlange and Norman,
(1993:59) identified the following
steps:

Step 1:

various oplions.

Consider  all the

TABLE 1: TYPES AND IMPACT OF RISK IN THE BANKING INDUSTRY

EVENT

TYPES OF

IMPACT OFF RISK

RISK

Management inabihlity to take the
right investment decision

Static risk
Speculative risk

Bank (Company) risk

Failure of the credit manager to
wdentify a technical defect in a loan
contract.

Statie risk

Bank (C(')mpuny)‘ risk

Default in Loan Payment by a
Customer.

Speculative risk

Strike action by bank workers

Purc risk
Static risk

Bank (Company) risk

National striRe action by all Bank
workers

Pure risk
Static risks

Industry/Market risk

Injury caused by an accident in or
out of the bank premiscs

Particular risk
Pure risk

Individual risk

Increasce in exchange rate

Dynamic risk
Speculative

Industry/Market risk

Reduction in revenue ¢aused by
the Bank’s inability to change to
new technology.

‘Dynamic risk

Bank (Combuny) risk

Source: The Author’s Design
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Step 2: Consider the nisk attitude ol

the decision maker (Is he a
rnsk averter,  lover,  or
ncutral?),

Step 3: Consider what risks that has
been adentified,  which  are
controllable and what impact
is likely. |

Step 4: Mcasure the risks using both
quantitative and qualitative
technmques.  This will help to
access the impact of the risk.

Step St Interpret the result of  the
analysis and  develop  a
strategy to deal with the risk.

Step 6: Decide what risk to retain and
what risks to allocate to other
partics.

Of all these steps, the forth step, nisk
measurcment, s most critical and not
only qualgative  but highly
quantitative  and require
further treanment.

also
therefore

RISK MEASUREMENT

This is the process of determining the
frequency or likelihood of a loss from
an cxposure and the possible severity
associated  with  such  loss  (nisk).
Banks should mcasure loss exposures
in order to:

1) Determine  their level and
possible effect.
2) Obtain relevant  mformation

leading to choice of the best
risk management tool(s) or
combination ol them.

3) Generate  information  that
will calcgorics the risk class
of their asscts portfolio.

4) Generate  information  that
will determine whether or
nol, bank is mccting the

standards  sets by monctary
authoritics on certain  risk
cxposure associated with their
opcration  vis-a-vis  their
capital base.

The above points explain the fact that
once a bank i1s able to obtain a good
mcasure of their risk exposure, the
choice of a management (ool or
stratcgy beccomes casy.

. Essentially, risks are
associated  with  variability. It
becomes normal  for risks to be

measurcd by such techniques (tools)
as range, cxpecled value, vanance,
scmi-variance, covariance and
standard deviation,  The application
of any of these tools depends on the
type of risk involved.  For instance,
forcign  exchange risk  is besl
measured by variance  analysis,
portfolio risk by standard deviation,
cte.  Ratios are  alsg good risk
measurement tool.  Nigerian Banks
and Central Bank of Nigeria (CBN)
majorily usc ratios in mcasuring the
risk exposurc of bank, as we shall sce
later. '

[lempel and Simonson (1993:62-3)
identificd the following ratios:

Short Term Securities

for measuring liquidity risk
Deposing
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‘

* This  ratto  refers  to a
comparison of a banks’ lquidity
needs for deposit outflows and loan’s
increase with its actual or potential
sgurces  of hquidity, from cither
selling an assct it holds or acquiring
additional hability by sourcing, morc
deposits.  This is also called liquid
assct-Deposil ratio cxpressed — as

Liquid Assets

Towal Depaosiis

2) Intcrest-Sensitive Assets:
Interest-sensitive labilities
for mecasuring Inlerest Rate
Risk.

Interest-sensitive asscts are made up
of  short-term  sccurities  and  all
vartable-rate  loans  and  mortgape
(Noating rate asscts) and  terest-
sensitive liabilitics include transaction
deposits,  short  term  and
deposits. and borrowing,

savings
These are
also called Mloating rate habihities and
lixed rate hability.

) Credit Risk =
loans/Asscty

Medium-quality

Mcdium quality loan refer to past-duc
loans or loan losses. This credit risk
measurement s also called loan-assct
ratto.  Other ratios for this same
purposc include loan-deposit  ratio,
loan capital ratio, among others.

Risk =

4) Capital
Assets
Banks® nisk asscts include loans and
long term sccuritics.

This is called capital adjusted
ratio or capital ratio or risk-bascd
capital ratio. This ratio 1s derived by
assigning  risk weight to the total
asscts of the bank (categorised). This
is in linc with the standard of the
Basle Accord on capital requirements

Capital/Risk

for banks.

Accordingly,  banks  arc
cxpected to support its assel portfolio
with a standard capital base.  lor
imstance, 2002 fiscal ycar has the
minimum ratio of capital to total risk-
weiphted asscts at 8 per cent (Ciroma
2002:23-26). So if we apply tns
ratio, and a bank has say, N20 nullion
worth  of  [inancial  assct  (say
commercial papers) with a risk weight
of 50 per cent according to the
guidelines, this amount (N20 m) will
count as N1O nullion (i.c. N20 x .5).
To support this assct of N1Om, the
bank nced capital base of at least
N800,000 (i.c. 08 x 10 mullion). "Tlis
example applics to any other assct
calegory as shown in Table 1 below.
One can obscrve that the less the risk
associated  an  assct  (according 1o
weight), the less the capital required
to back up such asset and vice versa.
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Table 1: A Samplc of Risk Wceighting Asscts Under the Standards.

& 2 March/June.

Assct Catcgory Risk Weight Risk-based Actual Capital
(Examplcs) Yo(a1) Capital Regained
Ratio\. % (b) ( (a) x (b))

Cash 0 8 0.0 -
Owner  occupier  or
Reswdential Mortgage 50 8 4.0
Off  Balance  shecet 20 8 1.6
iHems
IFixced Asscts 100 8 8.0
Source: Oluyem SA (1996) “The lmplications for Banks®

mplementing the Risk-Based Capital Requirements.” NDIC Quarterly, Vol. 6, Nos. |

Profitabilny of

Thus, using the  capital
adjusted ratio, in mcasuring the risk
mherent - a bank, one can know
whether such a bank is capitalized or
undercapitalized  in the  Nigerian
context.  So dividing core-capital' by
aggregate of the individual weighted
assets”  we  generated  risk  based
capital ratio. The range of the ratio
will place the bank’s health position.

From the table 2, onc will
obscrve that  Nigcrian capital
threshold begins ‘with adequatcly
capitalized, which implics rcal total
risk-based assct of the bank must
have a minimum of 8% ( 8%) of such
assct as capital to back it up. If itis
less than 8 percent (<8%), the bank is
classificd as undercapitalized.  The
8% is applied to the ‘individual® and

The Table 2 below classify banks
bhasced on the risk-based capital ratio,

“total’

asscls of the bank.
unlike in United States where

1S

4% is

Action
. l'otal Risk -- ifier 1 Risk I'icr onc
Capital Threshold Bascd . leverage
. Based Ratio ,
Capital Ratio
Well capitahized 10% 6% 5%
Adcquately capitalized 8% 4% 4%
Undercapitalized % 4% 4%
Signilicantly
Undercapitalized 6% 3% 3%
(‘riticnlly under-capitalized 2%

Source: Raj Aggarwal and Kevin T. Jacques (1998)
*Asscssing the Impact of Prompt Corrective
Action on Bank Capital and Risk™, FROBNY Economic
Policy Review, Vol 4, No, 3, P. 24,

Table 2: Capital Threshold and Bank Classification Under Prompt Corrective
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usced  for individual  assets Lo
classified adequately capitahized.

i

be

Risk Response

This involves choosing the most
desirable risk management tool [or
dealing  with  any  risk  identified,
classificd and analyzced in the course
ol bank’s operations.  As cnumecrated
carher in this paper, a bank manager
can respond to risk by avoidance
approach, minimization or rcduction
approach, absorption or rctention
approach or transfer approach.  The
choice of any of these approaches

depends  on the outcome ol the
identification, - classification  and
analysis done by the manager.

Risk Absorption or Retention

This s an approach  used  for
managing  risk  that  may prove
uncconomical to be transferred. Such

risks produce individually small and
repetitive losses over a period of time,
Retention  or  absorption  of  rnisk
requires that the bank must adopt a
scif-insurance approach. For instance,
the risk of public confidence can be
treated by incrcasing capital basc of
the bank. Also agency risk can be
managed  through increased capital
resources of the bank.  The risk of
non-performing  loans can be
managed by improving on investment
advisory  clforts  and  bad  debt
recovery strategics of the bank. Also
to  cnhance profitability, liquidity
level and  capital  adequacy  level,
miernal and cost control  measures

computer

“rather than the primary sile.

must be in place. Operational Risk or
the risk of computer failure can be
rctaincd by cstablishing a back-up
systems  supported by
infrastructurc at the contingency sitcs
Forcign
cxchange rnisk can  be absorbed
through hedging. It therefore follows
that risk absorption in banks requircs
that banks resources be managed by
putling in place corrective and control
mcasurcs consistent with the nceds of
the circumstance.

Risk Reduction

This is onc of the nsk management

tools that involve minimization of

bank risks through good management
tcchniques.  lissentially, banks can
rcduce its risk, among others, by;

Constantly motivating the workforce

Diversification of
opportunitics

Mecerger and acquisition

Adopting result-oriented
rccovery stralegics.

Using derivative market instruments
like forward contracts, options,
SWALPS, ctc,

Installing sccurity devices like fire
alarm system, in circuil camera,
burglary alarm system and other
safcty programmes.

Adopting morc of short term lending
strategics in loan portfolio.

Investing in financial asset of high
performing and reputable firms.

Adopting hedging techniques.

mvestments

loan

Avatling themsclves of the services

rendered by the Central Bank c.g.
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i times ol
discount

last resort
offering,
facihities, cle.

lender of
distress,
window

Risk Transfer

This ivolves shilhing the bank’s risks
to another party, who is assumed to
be an expert in the management and
control of such risk(s). Insurance 1s
onc of the commonest sources of risk

transfer  in the  Nigernian  banking
industry., Here, banks  purchasc
msurance  to pay for the possible

losses mceurred in the course of their
business operations. Basically, not all
risk is transferable. Banks respond to
risks associated real assets, burglary,
deposits, cte. by transferring them (o
an o insurance company, government
deposit insurance company (NDIC) or
by puarantee of government and their
apencics  exanmple, the NEXIM -
Bank's scheme,

Risk Avoidance
This mvolves

taking risk.
imto venture lor

sloping  away  from
mstance the banks’
poing inlo a
imvestment  opportunitics, the
not withstandimg.  Also a bank can
refuse  to enter  mto  a  loan
(syndication) or any other business
apreement and 10 it must be involved
m such contract agreement, 1t
excemption clauses to

policy of not certain

return

can usce
certain
risks inherent on such agreements.

avoid

Banks arc
ivolved in risk taking,

Conclusion
They accepl

Sinternational
finvest  in

Tisks.

i{lnllnwm;:, risk

h/\lw.\yx cnsurc that risks arc matched
wowith returns.,
It 1s total refusal to go

of risk management techniques.

cnterprises |
- management cfforts.

deposits from the banking  public,
cxtend loans to borrowers involved in
business  transactions,
sccurities, clc. Thesc
activitics expose .them to financial

"losses, which if not well handled will
lead to distress and possible failure.
s It requires articulated ways and mceans
~of reducing, il not, climinating such
{ inancial losscs.

Risk management
tcchniques arc rcliable way out. " It
cnables banks to manage their risks in

‘the most cconomic and efficient way.

This paper has synoptically
articulated some of the techniques
available to banks in managing their
It is hoped, that these tools if

.mphLd with wisdom woull go a long

; way in helping banks to achicve their

4 profit maximization objective as well
& as wecealth

maximization of
® sharcholders.

et us finally conclude with the
management  Ups.

This implics avoidance
ol funds mismatch. Diversify the usc
Two
Yor more techniques can be used in one
Rrisk cxposure.

Don't use a technmique mainly
l) *causc it worked for Bank A

You must  consider  your
immcdiate cnvironment and

circumstance, among others.

Insist on matching the duration or

~ maturitics  of bank’s asscts and
" habihitics.
Usc your intuition in your risk
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Ensure that the right technique s
applicd to the right risk.  This is to
avold tool mismaltch in your rnisk
management ciforts.

- Check the nisk exposurc on a
coptinuous  basis, as the market is
prone to fluctuations.

Flanagédn and Norman (1993:24)
histed some rules for risk taking by
banks as follows:

Don’t nisk a lot for a httle

Always plan ahcad

Always analyze both the source and
the consequence of nisk

Devise  altermative  action as a
conlingency measurc

Don’t use other pecople as an cxcusc
for immaction.

Don’t take nisks purely for rcasons for
principle

Don't take risks to avoid losing lace.

Never risk more than you can afford
to lose.

Be prepared to scck advice from
cexperts

Consider the odds and what your
cxperience and intuition tells you.

Consider  the  controllable  and
uncontrollable parts of the risk.

Notes:

1. Capatal may be primary (core) or
sccondary.  The primary  or  core
capital 15 somctimes called Tier |
capital and is mostly emphasized by

the new capital adequacy
standards. It consists of paid up
capital  and  disclosed  reserves
(peneral and statutory). The

sccondary or supplementary (lier 2)
capital  consists - of  undisclosed
reserves,. asscl revaluation reserves,
cle.

8 Individual weighted asscts is
cxpressed as
Total Weighted Assct(TWA)
= Al wl % Al W2 Al A“W“
TWA= )" AW,

i=l

Where TWA = Total weighted Asset

J
n = number of asscts owned by the
bank
Aj = Asscl

Wj = Weight assigned to Assct. ‘The
weight 1s determined by CBN
based on the risk class of the
assct.

=Sumol) from | ton
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