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Criminal policy in the face of hate speech on Facebook

“Analytical study in the light of Palestinian legislation”

mohammad shtayah

College of Law, Alistiglal University, Palestine

moh.shtayah@gmail.com

Abstract

The overall objective of this research is to clarify the difference between two overlapping: hate
speech and freedom of opinion and expression, to learn why such speech is widespread in
Palestinian society, to highlight the Palestinian legislator’s criminal policy in the face of the
dissemination and promotion of hate speech via Facebook, and to access a policy paper
addressing hate speech through legislative outlets. The problem with research is how to balance
freedom of opinion and expression and criminalize hate speech via Facebook.

The researcher followed the analytical descriptive approach, divided the research into two main
demands, and reached a number of findings: freedom of opinion and expression mixed with the
dissemination and promotion of hate speech. The term hate speech was loosely mentioned in
Palestinian legislation. Spreading and promoting hate speech is one of the challenges facing
Palestinian society. Palestinian legislation is free from the boundaries between freedom of
expression and hate speech. The offence of disseminating and promoting hate speech is a
misdemeanor for which penalties and precautionary measures are prescribed by law. The attempt
to commit an offence of dissemination and promotion of hate speech shall be punishable by half
the penalty prescribed for the total offence. The responsibility for countering the dissemination and
promotion of hate speech is a collective responsibility of all components of Palestinian society.

The recommendations call on the Palestinian legislature to clarify the terms set out in article 24
of Decree-Law No. 10 of 2018, thereby contributing to the realization of the principle of the
legality of the crime and punishment. To call upon the Palestinian legislature to consider
concrete and detrimental results from the dissemination and promotion of hate speech as an
aggravating circumstance, so that it becomes a crime punishable by temporary hard labour. The
Palestinian legislator’s call for equal punishment between attempted and total crime in the
crime of disseminating and promoting hate speech, given the seriousness of this crime, and the
equal criminal will to attempt and commit total crime. Call on the Palestinian legislature to
establish a national observatory to monitor and prevent hate speech.

Keywords: Criminal policy; criminal confrontation; hate speech; freedom of opinion and

expression; countering hate speech.
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Achievements and Future Aspirations in Vision 2030
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Abstract.

Sovereign funds are seen as an economic phenomenon, it was created by the majority of the
oil countries, with the aim of save and invest the financial surpluses have been accumulated as
a result of rising oil prices, and their utilization in several sectors either within or outside the
State. The research aims to identify the sovereign funds in general by clarify the reasons for
its establishment, goals, and types. In particular, with a focus on the experience of the UAE by
showing the three basic Funds, Investment Corporation of Dubai, Abu Dhabi Investment Au-
thority, and the Maubadala Development Company, and how these funds contributed to achieve

economic development and income diversification in UAE.

Keywords: Sovereign wealth funds; Investment Corporation of Dubai; Abu Dhabi Investment

Authority; Maubadala Investment Company.
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Crimes of assault on electronic programmes in Palestinian
legislation

Abdullah Mahmoud ©, Mamoun Abu Helou ®, Waheeb Abu Ulbeh @

" College of Law — Kadoorie university, Palestine

O abdullahmahmmoud22@gmail.como

@ College of Law — Al Istiglal University, Palestine

Abstract

The development and great spread of information technology and communication devices and
the increase in reliability of the Internet have led to its widespread use in the daily life of Pales-
tinian citizens and thus the emergence of many related electronic crimes. This study revolves
around talking about the crimes of assaulting electronic programs in Palestinian legislation,
which are represented by obstructing or disrupting access to electronic services, devices, pro-
grams, or electronic information of all kinds. The object of protection in the crime of assaulting
electronic devices and the electronic network is the programs that are configured or accessories
to computers and networks, in addition to stored electronic data and information, as well as the
services they provide, and researchers have followed the descriptive and analytical approach in
studying these crimes by referring to the provisions of the Decree Law No. 10 of 2018 regard-
ing electronic crimes, which was approved by the Palestinian government to limit the spread
of these crimes, and trying to extract, analyze, and discuss the will of the Palestinian legislator
with regard to protection It provided legal protection for electronic programs and an attempt to
mix the technical side with the legal side, noting that the Palestinian legislator tried to provide
legal protection for electronic programs based on the user’s right to access his electronic device
and to use this program in a legitimate manner, and that obstructing or disrupting access to
electronic devices, the electronic network, and the accessory programs constitutes a violation
of this right.

Keywords: Cybercrime; electronic programmers; legal protection; cyber assault.
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Al-Assar Alami, Jordan.

2. Tawfiq Al-Majali System. (2012), Explanation of the Penal Code, General Section, third edi-
tion, House of Culture for Publishing and Distribution, Jordan.
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.University, Egypt
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The Impact of Universities Governance on Entrepreneurial
Orientation: An Applied Study on Al-Aqgsa University in Gaza

Eslam Esam Halalu ®; Ahmed Farooq Abu Ghaben®

(-2 Faculty of Management and Finance, Al-Aqsa University, Palestine

) ee.halalu@alaqsa.edu.ps

Abstract:

The study aimed to explore the impact of university governance in entrepreneurial
orientation at Al-Agsa University. To achieve the objective of the study, the Descriptive
Analytical Approach was adopted. The study population consisted of all academic staff with
supervisory positions at Al-Agsa University whose number is (233) employees. The study
sample was selected using stratified random sample method, whose number is (146) employees.
(165) questionnaires were distributed and (150) questionnaires were returned with a recovery
rate of (90.9%).

The study concluded that the level of availability of university governance at Al-Agsa
University involved a high degree of approval with a relative weight of (70.04%), and the level
of entrepreneurial orientation also had a high degree of approval with a relative weight of
(70.34%). It also indicated that there is a statistically significant positive relationship between
the university governance, in terms of its dimensions (participation, accountability, transparency,
independence), and the entrepreneurial orientation at Al-Aqgsa University in Gaza, and the
results also showed that there is a statistically significant impact of the university governance
dimensions of (participation, accountability, independence) in entrepreneurial orientation at Al-
Agsa University of Gaza. Still, there is no a role impact of transparency in entrepreneurial
orientation at Al-Agsa University of Gaza.

The study recommended the necessity of reformation a board to work on governance the university,
consists of administrative leaders and faculty members who has experience and efficiency, as representatives
of students and community. They also must work on updating legislation, regulations and administrative
procedures in consistent with goals and requirements of governance the university. The study also
recommended on the necessity of promoting the principles of transparency in university policy especially in
awarding bonuses and grants, in addition to working on setting standards of serving administrative and

leading positions at the university.

Keywords: University governance; entrepreneurial orientation; participation; accountability,

independence.
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The role of the Marketing Intelligence System in the
Effectiveness of Marketing Research

Case Study — Ooredoo

Hossam Naim Zohod
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Abstract

The study aimed to identify the role of the marketing intelligence system in the effectiveness
of marketing research in Ooredoo company in the southern Palestinian governorates. To achieve
the study aims, the researcher followed the descriptive analytic method. The population of the
study consists of all Ooredoo company employees. The tool of the study was a questionnaire.
The study tool was distributed on the population of the study who were (178) employees based
on the comprehensive inventory method. has been distributed (158) resolution, the collected
questionnaires were (143) and this form (%90.5) after excluding the exploratory sample. the
data were analyzed using SPSS program.

The results of the study were as follows: The degree of the study community approval
about the reality of marketing intelligence in the company got a high degree, and a percentage
of (%82.40), and the degree of the study community approval about the level of effectiveness
of marketing research in the company got a high degree, and a percentage of (%84.20), There
is a statistically significant correlation at the level of significance (a < 0.05) between marketing

intelligence and the effectiveness of marketing research in Ooredoo company.

In light of the results of the study, the researcher recommends the following: Spreading the
concept of marketing intelligence, and adopting it as a distinctive business strategy due to its
importance and the active role in raising and developing the company, encouraging sales rep-

resentatives and accredited agents to research and development.
Key words: marketing intelligence; marketing research; Ooredoo company.
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University Students Recording Lectures Between Permissible
and Forbidden.
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(-2 College of Law An-Najah National University, Palestine

O amjad.hassan@najah.edu
Abstract:

The teacher’s lectures are the result of his many years of knowledge and the fruit of his labor,
and they serve as an instrument to improve the level of his students to the highest levels. How-
ever, some students may record the lecture without the teacher’s knowledge and load it onto
their own devices, making the teacher feel like his efforts are in vain. It is necessary to pause
lawfully and demonstrate the legitimacy of such an act in order to build the argument against
anyone who claims ignorance or doubts the legality of this behavior. The teacher has a moral
right to his lectures, which forbids anybody from utilizing them until he decides they are appro-
priate for publication and dissemination, as well as a material right to them because lectures are
considered creative works and are protected by copyright. Aside from the issue about who owns
the lectures between the teacher and the university, a student may not record the lectures with-
out the permission of the teacher or university. The laws’ restrictions and exceptions will not
assist the student in determining the legality of his or her behavior because all restrictions are
governed by criteria that do not apply in the student’s instance and do not provide legal protec-
tion. Even if a student manages to discuss about the legality of his work while adhering to the

rules and exceptions, an attack on private life would be viewed as an attack on a teacher’s right.

Keywords: recording lectures without teacher approval; mobile phone; universities; copyright

restrictions; private life.
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In the future, it is hoped that businesspeople will maintain a healthy appetite for risk, especially when
dealing with innovation and improving the way they do business. However, recklessness should be
avoided, especially when this puts other people’s money, jobs, or livelihoods in danger. It is envisaged
that in the future such skills as experience in risk management and qualifications related to risk strategies

will become standard when selecting board members and other professionals in the company.

In the event of continued corporate scandals and financial losses that negatively impact investors and the
markets, governments will begin to impose stricter laws and regulations around risk management. Some
governments may change this approach based on the culture and circumstances and approach towards
risk. However, governments should remain flexible in their approach. Regulatory authorities should
develop a balanced approach to limiting what companies can and cannot do but be aware of potential

dangers developing in markets.

If all stakeholders maintain a balanced approach, businesses will continue to grow and innovate. This is
good for businesses, economies, and workers. If businesses and governments work together, any risks

that may arise can be overcome in a best practice model to the benefit of all involved in the economy.
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5.6. Harsher consequences for directors who recklessly take on or ignore risk

Directors can misuse their position to achieve something at the expense of the company that is not in the
company’s interests, such as gaining personal benefits or just increasing the company’s profits. There is

a need to stop such behaviour.

One of the main factors that affect a company’s future is elevated risk management, of which there
are several examples. The BP oil spill is a good example of poor risk management. Known as the
‘Deepwater Horizon Disaster’, the incident in April 2010 occurred when BP ignored standard safety
procedures to decrease the cost of delay that would have been approximately $1 million a day. The oil
spill harmed shareholders, because the share price dropped dramatically, the company’s profits declined
and the incident affected BP’s employees, the environment, and the local community. Eleven people died
and BP had to pay more than $14 billion for the cost of the clean-up. The Gulf of Mexico environment
was in crisis for 87 days because of the spill. Therefore, boards of directors should foresee risks and take

appropriate action rather than ignore risk.

5.7. Monitor risk culture within the business

Whilst the board of directors should be alive to new opportunities or areas in the market where the
business can succeed, an overly aggressive board of directors will develop an increased risk culture
within the business. This could lead to all kinds of risks that could cost the business dearly. It is good
to monitor the risk culture within the business by means of regular meetings and training of employees.
By making all stakeholders aware of what is acceptable and not acceptable, the business will be able to

continue without creating any unnecessary risk.

6. Conclusion

As can be seen from this article, there are many different types of risks that businesses encounter. Not all
these risks can be foreseen or planned for. However, it is the role and function of the board of directors
to anticipate potential risks to the business, develop plans to deal with these risks, and take appropriate

action.

The topic of risk management is ever evolving due to the constant change in threats to business. After
the 2008 financial crisis, many companies have started to pay more attention to risk management. Today,
corporations are developing their risk management and oversight practices but still face challenges.
Governments have tried to use their legislative powers to force companies, particularly larger companies
listed on stock exchanges, to minimise risk to investors and workers. In some cases, this has prevented
certain business collapses or disasters, but in some cases, it has had negative consequences on business

and listing on stock exchanges.
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approach is effective in relation to corporate governance. Giving business more flexibility to implement
the best practices will allow companies to decide the most appropriate measures for dealing with risk.
Also, there is a danger that the amount of legislation and regulations imposed by the state on companies
will limit the growth and development of companies and that compliance with this legislation will
become too costly. Most stock exchanges aim to encourage companies to list. However, if government
regulations and listing rules become too onerous, companies will prefer not to list, which may create

financial risks to business and limit the growth of these businesses.

5.3. The Board of directors should be proactive when dealing with risk

As described in this article, boards of directors need to be proactive in dealing with the issue of risk.
Their approach should not be ‘What if it happens...” but rather ‘If this happens, what do we do?’ The
application of good corporate governance principles can help to reduce the risk. The board should devise
an appropriate strategy for its company, appoint a CRO, an audit committee, and a risk management
committee. If these committees consider the risk profile of the business, devise plans to deal with risks,
and communicate with all stakeholders they will be able to manage risks in the most appropriate manner.
Furthermore, the implementation of a coordinated risk management strategy together with regular

monitoring of the risks and risk culture within a business will help avoid any unnecessary risks.

5.4. Smaller companies must develop a risk management strategy at board level

Smaller companies should deal with risks in the same manner as larger corporations, albeit in a manner
that suits their capacity and budgets. The board of directors should not overburden itself and management
with stringent risk management protocols, but they cannot afford to neglect risk management altogether.
Each company has its own nature, size, and activity, and therefore needs to deal with risk according to
its own unique circumstances. In this regard, governments need to be aware that too much regulation
can become onerous and costly for smaller businesses, especially when competing internationally. As

always, an appropriate balance needs to be found.

Research has shown that companies which voluntarily form risk management committees play an
important role in the perception of responsible risk management actions. Furthermore, results show
that RMCs are used as a governance mechanism to help maintain and substantiate legitimacy over risk

activities (Hines and Peters, 2015).

5.5. Regularly conduct internal audits and act on the findings

The board of directors needs to pay close attention to the internal audit process and reduce and manage
risks accordingly. The internal auditor can play a major role in risk management by identifying risks
faced by the business. By regularly reporting to the board of directors and having frank and honest
discussions regarding risk factors, the board can manage the risks associated with their decisions and

processes.
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4.7.Clearly ReportAll Issues Related to Risks to the Board, Shareholders, and Stakeholders

By preparing regular reports to the board, the CRO or risk management coprovides provide a balanced
assessment of the risks and the effectiveness of the systems of risk management. These reports should
disclose the process of risk management and the results of risk assessments. Without revealing any trade
secrets, the board should ensure that the business communicates to the market any material risk factors
in a transparent and comprehensible fashion. Disclosure of risk factors should be focused on those
identified as more relevant and should rank risk factors in order of importance based on criteria that
should also be disclosed. Lastly, clear communication of the reasons for decisions of the board should
be made. This is usually included in annual reports given to shareholders or information shared with

analysts but should also be given to employees and junior managers.

5. Findings and Recommendations

The corporate scandals over the past few years, the 2008 financial crisis, and the Covid-19 pandemic
have highlighted the need for greater risk management. Boards of directors need to be aware of the
various risks facing their businesses and take appropriate action to deal with these. These crises have
negatively affected economies around the world, and as a result, various recommendations can be made

to businesses and lawmakers.

As has been discussed, one of the main internationally recognised strategies for risk management
is to appoint an Audit Committee, a Risk Management Committee and a Chief Risk Officer. These
bodies should work in conjunction with each other to ensure that all risks are identified, evaluated,
and appropriate strategies are set in place to deal with them. Companies that monitor risk and act in
accordance with a proper risk management strategy are in a better position to deal with the challenges

or even to pivot to a new direction when needed.

5.1. National authorities and self-regulatory organisations should issue regular updates on

risk management guidance

National authorities should strengthen their regulatory and supervisory guidance for businesses and
devote adequate resources to assess the effectiveness of risk governance frameworks. Furthermore,
they should explore ways to formally assess risk culture in business, especially at financial institutions.

Guidance should be provided on the key elements that should be included in risk appetite frameworks.

5.2. Legislation should remain flexible and not impose rules in respect of risk management

Standard setting bodies should regularly review their principles for governance, taking into consideration
the international best practices for risk governance. Whilst government regulations and laws can be made
to enforce certain practices and processes, it should be remembered that each business is different and

has its own unique circumstances based on the industry and area where it operates. No ‘one-size-fits-all’
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Residual risk refers to how much risk remains after the business has adopted risk mitigation
Strategies. It is the amount of risk left in the system after management has followed the steps set out
above. If residual risk remains outside of management’s tolerance, they will need to increase their

mitigation strategies.

4.5.3. Regularly evaluate risk and risk factors

The process of risk management is not something that can only be done annually or even monthly.
Continuous monitoring of the risks faced by the business needs to be undertaken. Businesses should
continuously look for opportunities to improve their risk stance. Concrete plans to support these

processes should be enforced by the board of directors.

4.5.4 Draft risk management policy

The board should develop clear risk management policies that identify what is acceptable. This can be
achieved in various ways, most notably by requiring more than one person to authorise specific types of

transactions or requiring the entire board to approve certain actions.
Creation of a risk management policy involves:

- assessing current and emerging risks

- reducing the impact of poor judgement on decision-making
- ensuring the quality of internal and external reporting

- ensuring compliance with applicable laws and regulations

- quickly responding to evolving business risks

4.6. Test the Strategy, Systems and Processes and Adjust Where Needed

Once a strategy has been drafted, it needs to be tested to ensure that it is successful. If these tests highlight
certain failures, adjustments to the strategy need to be made. This should involve an independent
assessment of the risk governance framework. Most companies limit themselves to a simple walkthrough
and table top-type exercises. However, companies should go through the exercise of testing whether
they can truly achieve recovery of the business units, processes, and associated information technology

in the event of a risk factor occurence.

In this regard, companies can adopt an internationally recognised standard, such as ISO 31000, which
is built on the most relevant best-practice scenarios from organisations worldwide. This explains the
mechanism of risk management implementation. It provides a framework for implementing a risk
management suite, rather than merely a framework for supporting the risk management process.
Moreover, such a system allows for communicating, consulting, monitoring, and reviewing performance.
Communicating and consulting ensures the engagement of relevant internal and external stakeholders.
Monitoring and reviewing guarantee that the organisation observes risk performance, thereby gaining

knowledge of experience and practices.
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environment in which it operates. Those who draft the strategy need to think about everything that

has the potential to damage the organisation.

c) Prioritising the risks

Once risks have been identified they need to be evaluated. Specifically, they should be evaluated in
terms of how severe the impact would be and the likelihood of their occurrence. The risks should be

prioritised in this order:

High impact and highly likely to occur
High impact and less likely to occur
Low impact and highly likely to occur
Low impact and less likely to occur

Spotting emerging risks to the company is also important. To do this, risk management needs access

to real-time, relevant risk information so that it deals with the most up-to-date position.

d) Choosing risk strategies

After ascertaining how much risk the board is prepared to accept, a risk mitigation strategy can be

prepared for each significant risk. There are four main strategies:

- Avoidance (eliminate, withdraw from, or not become involved):

Businesses should look for ways to avoid activities that pose an excessive risk.

- Reduction (optimise — mitigate):

Businesses can take steps to reduce the likelihood of a negative event occurring.

- Sharing (transfer — outsource or insure):

By taking out insurance to help cover the risk, businesses can share the risk.

- Retention (accept and budget):

Businesses acknowledge that if the threat occurs, the organisation will have to bear the consequences.

e) Executing risk strategies

After deciding on the appropriate strategy as set out in (d) above, businesses need to draft specific

plans to be able to implement these strategies.

f) Measuring residual risk
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4.4. Appointment of a Dedicated Chief Risk Officer

To assist the board in its work, it should also be considered good practice that companies appoint a
dedicated person to focus on the risk management approach of the business. This position is referred to
as a Chief Risk Officer (CRO). The CRO should oversee the risk management function of the company.
Therefore, it would be considered best practice if this role is independent of the profit-making centres
of the business. The CRO should report directly to the board of directors. Moreover, the CRO should
understand how the organisation makes its profits and the risks inherent in the business model. They
should be involved in drafting the risk management strategy, particularly by taking into account building
a common risk language, shared definitions, a common culture of risk awareness and comprehensible
procedures for measuring, monitoring, communicating, and dealing with risks. Furthermore, the CRO

should establish procedures for responsibility for outcomes related to risk.

4.5. Drafting a Risk Management Strategy

The board of directors should be proactive in planning for risks by preparing a risk management strategy.

The creation of a risk management strategy includes several important steps:

4.5.1. Involve all stakeholders

By involving all stakeholders in drafting the risk management strategy, the business will ensure that all
the risks it faces are accounted for. By obtaining advice from others, especially specialists, an appropriate

risk management strategy that deals with every risk can be drafted.

4.5.2. Process of identification of risk

Any risk management strategy needs to follow the process of risk identification, risk analysis, risk
control, risk financing, and claims management. This should be an enterprise-wide approach. The
process should aim to understand the risks facing the business, how best to manage these risks, and to

communicate the approach to all involved.

a) Ascertaining the risk profile

Businesses need to ascertain their risk profile. The risk profile relates to how much risk the board
deems acceptable. Some organisations are comfortable managing a great deal of risk, some will
do all they can to reduce their risk exposure to as close to zero as possible. It is important for
companies to establish a specific level of risk the company will accept in pursuit of its objectives

and to communicate this throughout the company.

b) Assessing the risks

Following the decision regarding the risk profile of the company, an assessment of all the risks

needs to be undertaken. The risk assessment examines the risk factors of an organisation and the
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is the responsibility of the board of directors to manage the various risks to the business, many of these

responsibilities are handled by other company officers.

4.3. Setting up a risk committee with a clearly defined role and responsibilities

In addition to the audit committee, companies should set up arisk management committee. This committee
can focus solely on the various risks facing the business and design a risk management strategy. Research
has found that companies with a risk management committee perform better than companies that do not.
The same research found that firms with a separately constituted risk management committee perform
better, relative to firms where the risk management activities are absorbed into an existing committee
(Jia and Bradbury, 2021). Additional research points out that companies which voluntarily set up a risk
management committee have a much greater understanding of the risk factors facing their business, and

far greater understanding of their risk management strategy (Sekome & Lemma, 2014).

The committee should meet often throughout the year. It should annually review and approve the risk
management policy and associated frameworks, processes, and practices of the company. Furthermore, it
should ensure that the company is taking the appropriate measures to achieve a prudent balance between
risk and reward in both ongoing and new business activities. The evaluation of the risk management
process should highlight steps that should be taken routinely or habitually to assess and mitigate the
hazards present in the organisation and lines of business. This should become part of an organisation’s
culture. It should be done in a cycle because it can take several iterations to reach the business’s targets
and because changes can happen over time. Risk management and mitigation should not be performed
on an ad hoc basis. The committee should also evaluate the management’s actions to mitigate the
company’s exposure in a timely manner (including one-off initiatives and ongoing activities such as
business continuity planning and disaster recovery planning and testing). In this regard, the committee
should coordinate its activities with the audit committee in instances where there is any overlap with

audit activities (e.g., internal or external audit issues relating to risk management policy or practice).

To conduct its work, the risk management committee should have access to any internal information
necessary to fulfil its oversight role. It should also have authority to obtain advice and assistance from
internal or external legal, accounting, or other advisors. This will allow it to make regular reports to the
board of directors. In turn, the board of directors should review the performance of the risk management

committee annually.

Research conducted in Australia found that companies that follow the best practice recommendations for
risk management committees (RMC) had better accounting performance, higher growth opportunities,
and lower firm risk. The study found that the human capital of RMC members and the independence of
RMC chairs play crucial roles in firm performance,(Jia & Bradbury, 2020).
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Ensuring that risk is always thought of and is taken seriously by all departments can be achieved by
including it in employee inductions, and also by building a culture of risk awareness to fully manage
the exposure that naturally comes from doing business. The following principles should be followed in

this regard:

— Clarify who is responsible for identifying and prioritising risks and monitoring the risk management
process

— Include all necessary stakeholders in the decision process

— Focus on the right questions: i.e., what does the board need to know

— Maintain clear focus on purpose of risk management and update policy regularly

— Monitor risk culture

— Preparation of a risk management policy

— Assigning duties and defining responsibility

It is necessary to separate the strategic risks related to the work of the board of directors and the daily
risks that fall under the responsibilities of the executive management. The board of directors should
focus on strategies for growing or developing the business. Day-to-day operations and risks associated
therewith should be left to other departments and employees. If the board gets caught up in these daily

risk factors, insufficient time will be devoted to the role of executive management.

4.2. Appointment of an audit committee to evaluate the internal processes of the company

The audit committee plays an important role in the internal management of the business. Appointing
such a committee allows the board to focus on its core responsibilities while allowing the members
of the audit committee to become more closely involved in the internal systems and processes of the
company. The audit committee should be involved when drafting the risk management strategy as they
will be aware of the internal processes of the business. As a result, they will be keenly aware of the issues

facing the business as well as the risks that need to be avoided.

In a study conducted in the US, it was found that the audit committee plays an important role in
monitoring a firm’s risk decisions. Factors such as the number of audit committee members, the number
of audit committee meetings, the percentage of financial experts on the audit committee, and the number
of independent directors, have a significant and positive impact on a firm’s risk management decisions
(Taia& Yang, 2020). This was corroborated by a further study conducted on Palestinian companies. That
study found that it was important that the audit committee meet frequently, as this leads to improved
processes of financial accounting that, in turn, lead to better performance of the company. Furthermore,
audit committee meetings may help the board to evaluate the business from time to time and solve any

issues experienced by employees (Musallam, 2020).

As part of good risk management procedures, companies should draw up a risk management strategy

that allows for a coordinated approach to minimise or control the risks and the impact thereof. Whilst it
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4. What are is Internationally Accepted Risk Management strategies?

As discussed above, it is virtually impossible to identify and avoid all risks to businesses. However, in
dealing with risk management, sound risk governance practices include the following, which have been
recognised as international best practices, (OECD, 2014): Appointment of strong and competent boards

of directors.

Appointment of an audit committee to evaluate the internal processes of the company with a view to

identifying risks faced by the business.

— In addition to the audit committee, establishing a risk committee with a clearly defined role and
responsibilities set out in its charter.

— Appointment of a dedicated Chief Risk Officer to identify, evaluate, and mitigate risk.

— Drafting a risk management strategy, clearly defining, or setting out the risk management systems
and processes.

— Testing the strategy, systems, and processes and adjusting where needed. This should be done by an

independent assessment of the risk governance framework system.

— Clearly reporting all issues related to risks to board of directors, shareholders, and all stakeholders.

4.1. Appointment of Strong and Competent Boards of Directors

The board of directors is ultimately responsible for all aspects of risk management within the company.
Hence, it is essential that those individuals who are appointed to the board should be qualified to be able
to identify and evaluate all risks facing the business. The appointment of independent directors to the
board is also seen as good corporate governance practice and they should also be appointed to the audit

and/or risk committees.

The appointment of a strong board of directors is especially important when considering that they set
the tone for the entire business in relation to risk appetite. When the board of directors operates in a way
that shows an overly eager appetite for risk, this establishes a lead for managers and employees of the
company to follow. Whilst the board may make strategic decisions that convey an appetite for risk, the
information upon which the decisions are based is not always known or available to others. This may
encourage others to act recklessly or take on more risks than can safely be managed. As such, the senior
management’s policy should indicate just how the company handles risk and what is expected of junior

managers and employees.

Board size is another important part of internal corporate governance. Board size affects the efficiency
and effectiveness of corporate boards. Small boards are considered less effective at monitoring because
their directors will be more susceptible to bed influenced by CEOs. However, large boards may also
lead to longer decision-making times due to disagreements and, in some cases, lack of consensus
(Chakraborty & Gao, 2018).
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nature of risks facing the company and submit such reports to the board of directors. Thereafter, it
would review issues raised by the related audit committee, which may affect risk management in

the company.

The Code also requires that a report detailing the various risks facing a business be drafted by the
company. Article 11:9 mentions that the integrated report must set out the company’s activities
and the associated risks. In addition, the report should identify high-risk activities, and identify
opportunities, challenges, and issues encountered by the company in achieving its strategic goals. It

should be noted that Article 11 is voluntary and there are no penalties for non-compliance.

Lastly, Article 6:8 of the Code is also concerned with risk management. Part 2 of the Article states
that the internal audit department should prepare a report, including a review and an evaluation
of the internal audit systems applied in the company. It should compare the development of risk

factors and the current systems to evaluate the extent of efficiency of the company’s daily business

operations, and its ability to encounter any unforeseen market changes.

The Table Below (Table 1.1) shows a summary of the legal positions regarding risk management in the

USA, UK and Kuwait.

Features SUMMARY OF THE LEGAL POSITION REGARDING RISK
MANAGEMENT IN USA, UK AND KUWAIT
Country USA UK Kuwait
Main Laws regulating Risk | — Sarbanes - UK Cor- - Kuwait
Management Oxley Act porate Governance Corporate Gov-
- Dodd Code ernance Code
Frank Act - Companies - No spe-
- SEC Act 2000, cific legislation
Rules - UK Listing providing for
- Stock Rules, Risk Manage-
Exchange Listing - International ment processes
Rules Accounting Standard
1 (IAS 1)
Main Aims of the Laws Focus is on disclosure | Laws aimed at strength- | Corporate Gover-
of risk factors in fi- ening internal audit nance code regu-
nancial reporting and | process and assigning re- | lates such matters as
establishing risk man- | sponsibility to the board | the role of the board
agement committee | of directors for establish | of directors and ex-
to deal with material | risk management proce- | ecutive management
risks to business. dures. in risk management
and the establish-
ment of risk man-
agement committees

Table 1.1 Risk Management in the USA, UK and Kuwait.
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Part 18 B of Article 3 of the 2015 code states that the board must ensure that sound audit rules for
risk measurement and management are applied. In addition, the board must create a risk prevention
culture throughout the company and present this transparently to all stakeholders. However,
compliance with the article is not compulsory and falls under the ‘Comply or Explain Regime’.(add

page number)

The 2015 Kuwaiti Code sets out the roles and responsibilities of Executive Management in Article
3:7. This mentions that they should put internal audit and risk management systems in place and

ensure the efficiency and sufficiency of these systems.

3) Development of standards to measure the performance of directors

The Code requires companies to develop systems to evaluate the performance of the board of
directors. Article 11:4 requires that the company measures the performance of the board through
a set of key performance indicators including the quality of risk management and sufficiency of
internal control systems. The procedures related to performance evaluation and measurement should

be disclosed to all employees.

4) Establishment of risk management committees

Article 6 of the Code makes provision for the establishment of a risk management department.
According to Article 6:3 the company must have a department or an independent unit that measures,
monitors, and mitigates all types of risks encountered by the company. Furthermore, the company
must establish effective systems and procedures for risk management, so that it can measure and

monitor all types of threats the company is exposed to and amend these procedures when necessary.

Establishing a risk management committee is dealt with in Article 6:4. It states that the committee
should be made up of at least three directors. The head of the committee should be a non-executive
member of the board. The committee must comprise qualified personnel with the appropriate
professional and technical competences. They are to be independent, performing their roles properly

without being granted financial powers and authority that conflicts with their regulatory role.

The minimum powers and roles of the risk management committee are dealt with in Article 6:5.
According to the code, the committee must prepare and review risk management strategies and
policies prior to their approval by the board of directors. It must also verify such strategies and policies
to ensure that they are appropriate to the company’s nature and level of activities. Furthermore, it
should evaluate the systems and mechanisms for identifying, measuring, and monitoring various

types of risks that may face the companyto identify areas of weakness.

The main function of the risk management committee is to assist the board of directors in identifying
and evaluating the company’s acceptable risk level and to ensure that the company does not
exceed it. This involves reviewing the organisational structure of risk management and providing

appropriate recommendations. The committee would also prepare periodical reports concerning the
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Provision 25 of the Code states that the audit committee is responsible for reviewing the risk management
systems of the company, unless there is a separate Risk Management Committee which is composed
of independent and non-executive directors. According to Provision 28, the board should carry out an
assessment of the principal risks affecting the company. It needs to state in its annual report that this
assessment has been made and must include the details of the principal risks as well as an explanation
of how these are being mitigated. Furthermore, Provision 29 requires that the board continually monitor
the risk management systems in place and annually review their effectiveness. The monitoring and
review should cover all material controls, including financial, operational, and compliance. Principle
O of the UK 2018 Code states that the board should establish procedures to manage risk, oversee the
internal control framework, and determine the nature and extent of the principal risks the company is

willing to take to achieve its long-term strategic objectives.

3.3.3. Laws relating to risk management in Kuwait

In Kuwait, the legislature has attempted to regulate the risk management process by instituting
several laws and an extensive corporate governance code. The Corporate Governance Codes of 2018
and 2015 have dealt with such matters as board composition, the role of the board of directors and
executive management, the development of standards to measure the performance of directors, and the

establishment of risk management committees.

1) Board Composition

Article 2:1 of the 2018 Corporate Governance Code sets out the standards for board composition
in Kuwait. It states that the board of directors must be properly composed in accordance with the
company’s activity, size, and nature. Directors should have a variety of educational backgrounds
and have professional experience and specialised skills. Furthermore, board members should be
aware of all relevant laws and policies as well as have an understanding of the company’s activity

and all risks and financial implications thereof.

2) Role of the board of directors and executive management

Both the board and executive management should play a role in risk management in Kuwait. With
regard to the board’s role, Article 6:1 mentions that the board should be able to understand and
analyse the nature and extent of the risks encountered by the company’s activities and to reduce
them as much as possible. In addition, the board needs to identify the proper procedure to deal
with risk. This includes identifying internal or external factors resulting in the occurrence of such
risks and developing appropriate measures to face them, particularly regarding the company’s risk

appetite.
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2) The Dodd-Frank Act 2010

The Dodd Frank Act created new federally mandated risk management procedures, principally for
financial institutions. Companies that are affected by the Act include non-bank financial companies
that are publicly traded and certain bank holding companies that are publicly traded (Dodd-Frank
Act Section 165h.). The Act requires these companies to establish a risk management committee of
the board of directors. At least one member of the committee must have risk management expertise
in line with the company’s nature of operations, size of assets, capital structure, risk profile,
complexity, and other appropriate risk-related factors. The committee should have at least one expert

with experience in identifying, assessing, and managing risk exposures of large complex firms.

According to the Act, the risk committee is responsible for the oversight of enterprise-wide risk
management practices. It must report directly to the board of directors and cannot be part of or
combined with any other committee. Each company must also designate a Chief Risk Officer
responsible for implementing and maintaining the risk management framework and practices
approved by the risk committee. The CRO must have risk management expertise commensurate

with the company’s capital structure, risk profile, complexity, activities, and size.

3) NYSE Listing Rules

In addition to the laws referred to above, the New York Stock Exchange Listing Rules require
that listed companies establish an audit committee with a written charter detailing their duties and
responsibilities. In addition, the charter needs to set out policies with respect to risk assessment
and risk management. The rules furthermore require the audit committee to discuss policies with
respect to risk assessment and risk management. The risk management processes in place should
be reviewed in a general manner by the audit committee (NYSE Listed Company Manual 303A.07

Audit Committee Additional Requirements).

3.3.2. Laws related to risk management in the UK

In the UK, risk management is covered by the UK Corporate Governance Code, Section 414A of the

Companies Act 2006, the Disclosure and Transparency Rules, the UK Listing Rules, Paragraph 25 of the

International Accounting Standard 1 (IAS 1), and other regulations.

The UK Corporate Governance Code of 2018 focuses more on internal auditing than on risk management.

Furthermore, there is argument that the 2018 Code is not as focused on risk management as the 2014

version of the Code (Smither,2018). The 2018 Code deals with such matters as board leadership and

responsibilities, the Audit Committee, and Risk and Internal Control Committees. According to the

Code:

The board should also take into account the Financial Reporting Council’s
Guidance on Audit Committees and Guidance on Risk Management, Internal

Control and Related Financial and Business reporting. (p.3)
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leadership structure to such matters, and the extent to which risks arising from a company’s compensation
policies are likely to have a ‘material adverse effect’ on the company.

The three main pieces of legislation pertaining to risk management in the US are the Sarbanes-Oxley

Act, the Dodd Frank Act, and the New York Stock Exchange (NYSE) rules.

1) The Sarbanes-Oxley Act 2002

The Sarbanes-Oxley Act became law in July 2002 in response to the corporate scandals at
Enron, WorldCom, Arthur Andersen, and others. The Act establishes new standards for corporate
accountability and seeks to improve the accuracy of financial reporting for publicly traded companies.
Failure to comply with the Sarbanes-Oxley Act can result in steep penalties for those corporations
that commit fraud, fail to report fraud, or destroy records. Such behaviour can now result in criminal

felony charges.

The aim of the Act is to restore investors’ confidence in the financial markets and close loopholes
that allowed public companies to defraud investors. The Act requires public companies to strengthen
audit committees, perform internal controls tests, make directors and officers personally liable for
the accuracy of financial statements, and strengthen disclosure. Furthermore, it establishes stricter

criminal penalties for securities fraud, and changes how public accounting firms operate.

The greatest effect the Sarbanes-Oxley Act has had on corporate governance was the strengthening
of public companies’ audit committees. The audit committee is authorised to oversee the senior
management’s accounting decisions such as approving numerous audit and non-audit services,
selecting and overseeing external auditors, and handling complaints regarding the management’s
accounting practices. The Act also requires that senior managers personally certify the accuracy
of financial reports. If they knowingly or wilfully make a false certification, they can face between
10 to 20 years in prison. If the company is forced to make a required accounting restatement due
to management misconduct, senior managers can be required to give up their bonuses or profits
made from selling the company’s stock. However, the cost of compliance with the Act is especially
burdensome for companies, and this can distract personnel from the core business.” Furthermore,
a recent study found that adoption of the Sarbanes-Oxley Act was accompanied by a significant
reduction in risk-taking by publicly traded US companies. The results were similar to those found
in Cohen et al.’s research, which found that the Act resulted in changes related to various firm
characteristics, including board structure, firm size, and the degree of specialised knowledge, as

measured by R&D expenditures (Bargeron & Zutter, 2010).

9 However, the Act also had other unintended consequences such as the high cost of compliance. For example,
Section 404 requires public companies to perform extensive internal control tests and include an internal
control report with their annual audits. Testing and documenting manual and automated controls in financial
reporting requires enormous effort and involvement of not only external accountants but also experienced
personnel. The compliance cost is especially burdensome for companies, and this can distract personnel
from the core business.
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Usually, the corporate governance structure will define the responsibilities of the risk committee in
a charter or terms of reference. This sets out exactly what the committee is expected to do and the
parameters in which they will operate. Ideally, the risk management committee should meet regularly to
review the company’s risk exposure and ensure they are comfortable with the level of risk and planned
management activities. They make recommendations to other corporate governance teams such as those
responsible for approving new projects. For example, if the company already meets the level of risk
appetite agreed by the organisation, then the committee may recommend that no more high-risk projects
are started until some projects finish. Managing risk is a balancing act and the committee’s role is to

ensure that balance is always in favour of the organisation.

3.3. Governmental Laws and Regulations Relating to Risk Management

Risk management is an important subject for lawmakers around the world, and several laws and
regulations have been enacted to regulate it with a view to preventing corporate scandals and financial
crises. Policymakers increasingly display a tendency to embed risk management into law, for example,
by mandating risk governance best practices or by requiring firms to have risk management functions
in place (Enriques & Zetzsche, 2013). Greater emphasis is being placed on the role of risk management

and the best way of carrying out this responsibility.

Governments enact laws and regulations with diverse objectives. These include encouraging sound
and transparent financial markets, deterring excessive risk-taking, fostering market participants to
act responsibly, and compensating for past wrongdoings (Batz, 2020). Whilst governments use laws
and regulations to deal with risk management, businesses themselves should take control of the risk
management process by being vigilant and devising plans to avoid potential pitfalls and dangers. In
many countries, risk management is dealt with in national corporate governance codes, as is the case with
the UK’s combined code and the French AFEP-MEDEF code. Internationally, professional institutes
and associations also set out certain standards. For example, in 2009 the International Organization
for Standardization (ISO) issued its standard for the implementation of risk management national

supervisory guidance.

3.3.1. Laws relating to risk management in the US

Some scholars describe the US legal requirements related to risk management as ‘unclear’. This is
because lawmakers mix risk management with compliance issues. Compliance management includes
laws, regulations, codes of conduct, internal policies, and best practices to reduce the likelihood of
economic loss or damage to reputation. Non-compliance with these laws and regulations is a risk in

itself.

The Securities and Exchange Committee (SEC) requires companies to disclose in their annual reports
‘factors that make an investment in a registrant’s securities speculative or risky’ (Tonello, 2012). The

SEC also requires companies to disclose the board’s role in risk oversight, the relevance of the board’s
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Representatives from the following business areas should be included on the risk management committee:

- Corporate risk

- Internal audit

- Finance

- Operations

- Compliance

- Quality management

- Project management
A risk management committee serves several functions:
a) The committee identifies and evaluates risks facing the business.

It does this by conducting an enterprise-wide analysis and creating systems to manage the risks.
Furthermore, it improves the quality of risk reporting and monitoring, both for management and the
board. Additionally, the risk committee can raise awareness of risk management within the company

by supporting the CRO in providing training for advanced risk management.
b) The committee drafts a risk management strategy and policy.

A risk committee focuses attention on the company’s most critical risks and risk management
capabilities. It is therefore vital that directors assigned to this committee have the requisite knowledge

and expertise to provide effective oversight of the risks falling within the committee’s scope.
c) The committee reviews risk assessments.

In addition to managing the overall risk exposure of the business, the committee is also responsible
for reviewing and approving risk disclosure statements in any public documents or disclosures.
Companies with a separate risk committee are associated with greater market risk disclosures. In
addition, risk committee qualifications and size have a significant positive impact on market risk

disclosures (Al-Hadi& Habib, 2016).

Research shows that the existence of a risk management committee leads to greater risk management
disclosure and improves the quality of disclosure by the board (Li & Munro, 2019). In Malaysia,
companies are required to make risk disclosures in their annual report to provide insights for
shareholders and investors to assess the company’s performance. Nevertheless, despite detailed
guidelines about risk disclosure, there was no significant improvement in their financial performance
(Ching & Rahim, 2019).

d) The committee sets levels for appropriate risk exposure.The committee also provides
direction and support for company executives who are given broad risk management responsibilities.
Furthermore, it allows the audit committee and other board committees to focus on their respective

core responsibilities.
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3.2.3. Chief risk officer

In recent years, many companies have appointed a person responsible for managing risks to the business
known as the Chief Risk Officer (CRO) or Compliance Officer. This executive is responsible for leading
efforts to reduce business risks that can put an organisation’s profitability and productivity at risk. They
also spearhead efforts related to enterprise risk management. They are responsible for implementing
policies and procedures to minimise or manage operational risks. Furthermore, it is their responsibility to
ensure that the company complies with government regulations, and reviews factors that could damage

investments or a company’s business interests.

Ideally, a CRO should have several years of experience in the accounting, economics, legal, or actuarial
field. As companies adopt new technologies, the CRO must oversee information security, protect
against fraud and mismanagement, and guard intellectual property. By developing internal controls and

overseeing internal audits, threats from within a company can be identified and mitigated against.

3.2.4. Audit committee

The audit committee is composed of a group of board members responsible for the oversight of the
internal auditing process, as well as the external auditing of the company’s financial documents. In

addition, the committee has oversight of risk management and legal compliance within the company.

One of the main functions of the audit committee is managing the internal control system as it relates
to financial reporting. Their function is to produce reliable financial statements and to ensure that the
company’s activities are monitored by the broader system of internal controls. The committee will often
identify areas of weakness within the company’s internal systems and make recommendations as to how
to mitigate the risk in these areas. The committee discusses guidelines and policies to govern the process

by which this is managed.

The audit committee must ensure that the internal audit function is independent and objective. The
internal audit should provide the committee with an assessment of the state of the organisation’s risk,
control, governance, and monitoring activities. The committee will then review the relationship between
the internal audit system and management. (Khelil, 2016) However, due to the complexities of the
risks and the increase in company failures, a separate committee focused on risk management is often
established (Sekome & Lemma, 2014).

3.2.5 Risk management committee

A risk management committee is an important part of the organisation’s governance. Its function is to
assist the board with strategic risk management at an organisational level. This approach can assist the
board to focus on the ‘big picture’. The committee serves under the direction of the board of directors
and should preferably include one or more independent directors. There is a strong association between

the establishment of a risk management committee and strong board structures (Yatim, 2009).

ALAINUNIVERSITY



Alshebli, Alhajri

3.2.1. Ownership and management

Some scholars believe that risk management fails because there is a separation between the ownership
of the company and those who manage it. When asked to manage other people’s money, mangers tend to
take excessive risks, (Pacces, 2012),. This is an aspect of agency theory. Whilst the board of directors is
responsible for risk management, the owners of the company and its investors should play an oversight

role to ensure that the directors do not take excessive risks.

3.2.2. Board of directors

The board of directors has the following responsibilities for risk management:

- Creating proper reporting systems

- Identifying the principal risks to the business

- Evaluating the potential impact of the risks on the business

- Drafting a strategy setting out how the principal risks should be mitigated or managed
- Testing the risk management strategy and refining it where necessary

- Monitoring the risk management system

- Delegating some of these responsibilities to committees or the management group

Board responsibility extends to risk management in many countries. For example, in 2010, the UK
extended the board’s responsibility for risk to include responsibility for the management and control
systems according to the corporate governance code (Chartered Accountants Ireland, 2021). However,
risk management is not confined to the corporate governance code. It is also part of the mandatory
principles of business. In the UK, some companies offering certain financial products and services are
required to institute risk management protocols. These include consumer credit firms, banks, investment

managers and brokers, insurers, and financial advisers.

Failure to adhere to these laws can have major consequences for these companies. For example, on 9
September 2013, Morgan Chase Bank NA (JP Morgan) was fined £137,610,000 for serious failings
related to its Chief Investment Officer (CIO) as a result of high risk-taking and weak management
causing a £6.2 billion trading loss in 2012. The Financial Conduct Authority (FCA) believed that poor
risk management harmed the integrity of the market, as demonstrated by the statement of the FCA’s
director of enforcement and financial crime, Tracey McDermott, who described this incident as ‘a lesson

for all companies’.

As part of its oversight obligations, the board should ‘seek to promote an effective, on-going risk
dialogue with management, design the right relationships between the board and its committees as to
risk oversight and ensure appropriate resources support risk management systems’ (Lipton, Niles and
Miller, 2018). However, this does not mean that the board should be involved in actual day-to-day
risk management. Directors should instead ensure that the risk management policies and procedures
designed and implemented by the company’s risk managers are consistent with the company’s strategy

and risk appetite.
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3.1. What is Risk Management and Why is it Necessary?

Corporate governance is the structure of rules, practices, and processes used to direct and manage a
company. These principles include risk management which can be defined as ‘forecasting and evaluating
risks to the organization, determining the impact of these risks, and identifying steps to avoid or reduce

their impact’ (Long, 2020).

Risk management also includes the prioritisation of the risks faced by a company. When a company
identifies the threats it faces, evaluates their likely impacts, and prepares a strategy to deal with them,
it will be able to successfully navigate the modern business world. Risk mitigation is the prudent
response to the reality that life is uncertain and sometimes bad things happen to good organisations. The
alternative to risk management is going through life with your fingers crossed, hoping that bad luck only

ever happens to other people, (Long, 2020).

Risk management is necessary to prevent businesses from collapsing, causing major economic
consequences for workers, investors, and trading partners. Since most governments and self- regulatory
authorities such as stock exchanges aim to protect investors and their commercial interests, effective
risk management has become an essential part of good corporate governance. Failure to manage risk
effectively or taking undue or unnecessary risk has resulted in many corporate disasters and unexpected
business failures. These have often been the result of the board not being aware of risks or dangers to
the business and of the significant consequences of board decisions. Examples of this areEnron, Toys R
Us, Blockbuster, BHS, Woolworths, Comet, Kmart, Compaq, Northern Rock, and Lehman Brothers, :(
Pugh- 2019,

The 2008 financial crisis was caused in part by a failure of companies to apply appropriate risk
management policies. Prior to the crisis, businesses engaged in dangerous lending practices or invested
in companies that did not manage risk appropriately. As a result, when debtors began to default on their

repayments, even larger companies began to experience major crises.

It is clear, then, that risk management is an important part of good corporate governance. What follows
is a discussion of who is responsible for risk management, and how governments have tried to regulate

the process.

3.2. Who is Responsible for Risk Management?

The board of directors is primarily responsible for the risk management approach of the company. They
set the tone of the corporate culture and general approach towards risk. However, they can appoint an
audit committee and a risk management committee to deal with these responsibilities. Recently, larger
companies have started to appoint a dedicated person to focus on risk, known as the Chief Risk Officer.
While the fundamental risks to the company’s business strategy are often discussed at the full board
level, most boards continue to delegate primary oversight of risk management to the audit committee or

risk management committee.
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These risks include events that prevent a business from achieving its overall strategic goals. They
include external factors such as pricing pressure, partner losses, and industry downturns. Additionally,
there may be internal factors such as incorrect strategic choices by the board or responding to changing
circumstances in the incorrect manner. These types of risks can have far reaching and long-term
consequences for the business. Various surveys have revealedlack of knowledge about the information
on risks, and the purpose and value of risk management (Fraser and Simkins, 2007). Older directors, in

particular, often feel they do not need to be educated on the topic of risk.

2.2.5. Compliance risk

Compliance with the laws and regulations of each country is essential. New laws and regulations
can negatively impact the business, sector, or market. They may increase costs expended to achieve
compliance (Brown et al,2006), amend the competitive landscape, make certain business practices
illegal, or even reduce the attractiveness of an investment,(Invest Northern Ireland, 2021). Compliance
risks could lead to legal penalties, voided contracts, financial forfeiture, material loss, loss of business
opportunities, and damaged reputation. Whilst this could be costly in both time and effort, failing to

comply could cause losses to the business."”

The Covid-19 pandemic introduced new risk factors to business that few companies had ever anticipated
or planned for.Government enforced shutdowns or lock downs that limited people’s freedom to move
and perform their business, and international travel restrictions created major problems for various

industries. It has even led to many businesses closing or filing for bankruptcy.

The above discussion of the various risk factors in the modern world highlights the importance of risk
management. It is, therefore, necessary to set out what risk management is and why each company needs

to establish processes to deal with it.

3. What is Risk Management?

This section considers the topic of risk management in the context of corporate governance principles.
It also considers who is responsible for risk management within a company and how they need to apply
corporate governance principles. Lastly, it considers the various laws and regulations related to risk

management in the US, the UK, and Kuwait.

8 A good example of this type of risk can be seen in the education sector in China. In July 2021, the Chinese
government published new rules and regulations relating to the education industry, effecting online
education businesses. These rules aimed to limit the number of extra lessons children were exposed to,
particularly to school subjects such as English. This affected the previously highly lucrative English
teaching industry (estimated value of $100billion). The laws aimed to ensure that education companies
were no longer ‘for profit’ and limited the teaching hours and content available to be taught. This
resulted in wiping out over 80% of the value of the companies listed on the stock exchange, including
the NYSE. Several companies have had to drastically change their business models, retrench workers
including teachers, or even close the entire business down. Bloomberg, ‘China bans school tutoring firms’
(Bloomberg, 24 July 2021) https://www.bloomberg.com/news/articles/2021-07-24/china-bans-school-
curriculum-tutoring-firms-from-going-public. Visited at 30 March 2022

34 | Volume 7, No. 1, 2023


https://www.bloomberg.com/news/articles/2021-07-24/china-bans-school-curriculum-tutoring-firms-from-going-public
https://www.bloomberg.com/news/articles/2021-07-24/china-bans-school-curriculum-tutoring-firms-from-going-public

Internationally Accepted Risk Management Strategies: A Comparative Study

2.2. Non-Financial Risks

Most risks faced by a business are non-financial. These can include operational risk, reputation risk,
competition risk, strategic risk, and compliance risk amongst others (Vivian W Taia, Yi-Hsun Laib and

Tung-Hsiao Yang 2020). The main non-financial risks are discussed in detail below.

2.2.1. Operational risk

These risks can result in a company losing business continuity. They can include natural disasters,
severe outages or technical problems, environmental issues, health and safety issues, or human error.
Other operational risks can include poor capacity management and employee issues and cost overruns.
Technological risks and risks involving single points of failure, whether they reside in equipment
or people (individuals who solely know how to perform certain essential tasks) are also considered
operational risks (Shah, 2012). There may also be issues that arise from the business location. For
example, an industrial area where there is a potential for gas leaks or near government buildings where

the business may be affected by protests.

More recently other operational risks have appeared such as data breaches and ransomware. These
security threats are especially detrimental to online businesses, where identity theft and payment fraud
can harm the company as well as its customers. Sometimes this is due to human error but may also be
due to malicious targeting of the company by fraudsters. This type of risk is different from technology
outages that affect companies offering cloud-based services. These business disruptions can become

costly if not addressed quickly.

2.2.2. Reputation risks

A company’s reputation or brand image can be worth billions of dollars. Maintaining a good reputation
and keeping the company’s brand value high should be part of risk management. Unhappy customers,
product failures, negative press, lawsuits, negative social media comments all fall under the heading of

reputation risks (Chris S Hines and Gary F Peters. 2015).

2.2.3. Competition risk

These risks arise due to competition within industries. Competition forces companies to adapt to
customer needs and provide products or services that appeal to them. Businesses that do not adapt
quickly to changing customer needs could lose market share to their competitors (Jia & Bradbury, 2020).
Good risk management requires that companies must continually assess their performance and refine
their strategy with regard to their customers and competitors. Businesses that maintain strong interactive

relationships with customers are more likely to adapt to changing circumstances.

2.2.4. Strategic risks
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2. What is Meant by ‘Risk’?

Modern businesses, even the smallest ones, face an ever-increasing level of risk. In the field of risk

management the word ‘risk’ refers to activities that threaten the continued existence of the business.

The 2018 UK Corporate Governance Code states that risks include such things as:

“Principal risks should include ... those that could result in events
or circumstances that might threaten the company’s business model, future
performance, solvency or liquidity and reputation. In deciding which risks are
principal risks companies should consider the potential impact and probability
of the related events or circumsitances, and the timescale over which they may
occur.” (p.18)

Corporate governance principles aim to promote good management of companies. In the context of
these principles, risk management aims to identify, assess, or evaluate, and mitigate risks affecting the
business. This can be done by estblishing a risk management strategy that deals with and monitors
the various risk factors faced by a business. Each business faces different risks and needs to deal
with according to its own unique circumstances. Undoubtedly, proper risk management decreases the
occurrence of company scandals and failures (Enriques and Zetzsche, 2013).

Most scholars agree that risks can be categorised as financial and non-financial,(Shah, 2012). Those
that threaten the liquidity, business model, and economic performance of the business are labelled as
financial risks, whereas risks such as competition, compliance and the reputation of the business are
classified as non-financial risks.

2.1. Financial Risks

Financial risks can include such things as economic threats brought on by changes in the economy.
Additionally, risks related to debt, interest rate fluctuations, loss of clients, asset losses, and such issues
as poor financial management or accounting problems are considered financial risks, (Shah, 2012).
Businesses such as financial institutions naturally place great emphasis on mitigating financial risks,

such as credit, liquidity, or market risks.

Recently, interest rates have dropped lower than ever making it easier for companies to take on more
debt. While this can allow a company to grow or invest in new projects it can have a negative effect
when companies experience financial problems. If businesses lose clients or suffer asset losses, the debt
burden on a company can cause it to enter bankruptcy. Most companies can manage their debt burden
through appropriate risk management strategies, but from time to time, poor fiscal management and/or
accounting problems can lead to the demise of a company. This can have far reaching consequences for

the company as well as the economy of the country.”)

7  For example, the company Evergrande defaulted on its debt obligations in 2021. The potential impact of this
on the Chinese economy is yet to be determined https://www.nytimes.com/article/evergrande-debt-crisis.
htmll Visited at 1 April 2022.
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USA and UK approach the topic of risk management, describe the current position in Kuwait, and make

making recommendations on how to improve this aspect of corporate governance in Kuwait.
1.2. Methodology and Design of the Article

To answer this, the article follows a process of comparative legal analysis of various approaches in some
of the most developed and sophisticated economies such as the United Kingdom (UK), the United States

(US), as well as the current situation in Kuwait.

The comparative legal analysis methodology helps scholars to look outside of a country’s laws to
understand how other jurisdictions deal with similar problems and how those countries have developed
their laws and rules. It compares diverse laws from other countries whose circumstances may be similar

or even very different from the country of origin.

The use of a comparative law approach is appropriate when parties are at similar stages of economic
development and culture. However, a comparison with more developed countries is beneficial in order
to learn from their experience. As a result, the use of a comparative law approach in this article helps
to determine which laws and regulations are the most suitable to addressing issues of risk management.
The use of a comparative law approach can produce a wide range of model solutionsbecause the different
laws can provide a variety of answers to difficult issues. This variety enriches and expands the supply
of solutions, increases the opportunity to discover the best solution, and is beneficial for legal reform.
Without the assistance of a comparative law approach, it would be difficult to reform legislation and to

developnewlaws.
1.3. Aims of the Article

This article will be underpinned by a comparative legal analysis of the laws and rules of the USA, UK
and Kuwait. It aims to identify the different approaches to risk management in these countries, as well as
highlight how the legislation in these countries attempts to deal with the problems faced by companies.
It aims to highlight the international best practice and offer recommendations to fill gaps in current
legislation or regulations in Kuwait. This will be a contribution to the existing literature and academic

knowledge.
1.4. Organization of the article

The article is divided into five sections. Section one discusses the concept of risk in the context of corporate
governance. Section two considers risk management as a main element of corporate governance. Section
three sets out what is the international best practice in connection with risk management in companies,
and section four provides recommendations for how companies, both large and small, can apply the
best practice in their business. Lastly, section five concludes the article by examining the future of risk

management.
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1. Introduction

Modern businesses face a variety of risk factors that could negatively impact or even destroy a business.
Risk management is the process of identifying the potential risk factors that could negatively impact
a business, and the development of strategies to avoid or combat these. Effective risk management
strategies aim to be proactive in dealing with risk factors to avoid the occurrence of the potential negative

outcomes or minimizing their effect on the business.

Risk management is an important part of modern business as it allows business managers and employees
to make sound decisions that will benefit the business or enable it to avoid negative outcomes. It also
allows management to develop strategies to ensure that the business is able to cope with various

challenges.

This article seeks to investigate the need for, and benefits of, risk management. It highlights the
internationally accepted risk management $trategies’ and gives recommendations for companies,

governments, and self-regulating authorities.

The main question that arises is: what is the internationally recognized best practice for risk management

withincompanies?
1.1. Literature Review

The topic of risk management is well documented in the countries of the UK and USA in several research
pieces. The main aim of these works is to describe the process of risk management commonly employed
in these countries. Books such as “Decision Quality: Value Creation from Better Business Decisions”
“and “The Failure of Risk Management: Why It’s Broken and How to Fix It (Second edition)”(3)“The

@ . . :
" and articles such as “Financial

Risky Business of Regulating Risk Management in Listed Companies
impact of regulatory sanctions on listed companies™” and “The effect of internal control and risk
management regulation on earnings quality: Evidence from Germany”“’) have set out the legal position

of risk management in developed countries into great detail.

However, in Kuwait there has been very little research on the topic of risk management. corporate
governance is fairly a new topic, and the development of corporate governance codes is still in its early

stages. Therefore, the current work aims to highlight how companies in developed countries such as the

1

2 by Jennifer Meyer (Author), Carl Spetzler (Author), Hannah Winter (Author), John Wiley & Sons, 2016
3 By Douglas W. Hubbard, John Wiley and Sons, 2020

4  Luca Enriques and Dirk Zetzsche, ECFR 3/2013

5

Nerissa C. Brown, Christiane Pott, Andreas Wompener, Journal of Accounting and Public Policy Volume 41,
Issue 5 September—October 2022

6 Laure de Batz, European Journal of Law and Economics (2020) 49:301-337, Published online: 27 February
2020
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Abstract

Purpose: The topic of risk management is multi-faceted, related to, inter alia, accounting, legal,
administrative, management, and other aspects of business. This study aims to investigate the legal
aspects of risk management and the various laws related to it. It aims to provide a clear understanding
of the need for and benefits of risk management, to set out the international best practices of risk
management. In addition, it offers certain recommendations for the development of legislation ofrisk

management systems for listed companies.

Keywords: risk management strategy; corporate governance; audit committee; risk management

committee, board of directors.
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2016

2536.3

2527.6

938.9

0.2037

0.4747

0.1472

-0.0253

0.09612

-0.0954

-0.12

0.137

-0.441

-0.4244

-0.1415

MEDIUM
FRAGIL-
ITY

2017

-217.4

31252

381.3

-0.0145

0.398

0.0521

-0.2435

0.01942

-0.1905

-1.1566

0.0277

-0.881

-2.0102

-0.6701

HIGH
FRAGIL-
ITY

2018

-1540

861.34

797.3

-0.1043

0.0785

0.1036

-0.3333

-0.30013

-0.1391

-1.5829

-0.428

-0.643

-2.6539

-0.8846

HIGH
FRAGIL-
ITY

2019

1375.1

-4013

131.1

0.104

-0.339

0.0154

-0.1251

-0.7176

-0.2272

-0.5939

-1.023

-1.051

-2.6675

-0.8892

HIGH
FRAGIL-
ITY

2020

34219

-107.8

4855

0.2343

-0.014

0.5629

0.0053

-0.39237

0.32023

0.02526

-0.559

1.4812

0.9474

0.3158

NO FRA-
GILITY

Source: Authors (2022)

AAU Journal of Business and Law W

gelliaola

ALAINUNIVERSITY

|27




BANKING SYSTEM FRAGILITY IN NIGERIA: HANGING ON THE PRECIPICE?

Appendix 2: Estimation of BSFI

A B C D E F G H 1 K L M N o P Q
CPS- FOL- DEP- eps- TO-
YEAR LAST LAST LAST RCPS RFOL RDEP P fol-mea dep-mea H/SD I/SD J/SD BSFI VERDICT
mean TAL
YR YR YR
1980 NA NA NA NA NA NA NA NA NA NA NA NA NA NA -
1981 NA NA NA NA NA NA NA NA NA NA NA NA NA NA -
HIGH
1982 1.9409 -1.697 0.3 0.2007 -0.656 | 0.0614 | -0.0283 | -1.03504 | -0.1812 | -0.1345 | -1.475 -0.838 | -2.4477 | -0.8159 FRAGIL-
ITY
HIGH
1983 0.6264 -0.387 0.675 0.0539 -0.435 | 0.1303 -0.1751 | -0.81402 | -0.1124 | -0.8315 -1.16 -0.52 -2.5112 | -0.8371 FRAGIL-
ITY
MEDIUM
1984 0.6575 0.6093 0.488 0.0537 1.2152 | 0.0833 -0.1753 0.8366 -0.1593 [ -0.8325 1.1921 -0.737 | -0.3773 | -0.1258 FRAGIL-
ITY
MEDIUM
1985 1.2437 0.3077 0.703 0.0964 0.277 0.1108 -0.1326 [ -0.10156 | -0.1319 | -0.6296 | -0.145 -0.61 -1.3844 | -0.4615 FRAGIL-
ITY
HIGH
1986 4.1609 3.9494 -0.396 0.2943 2.7844 | -0.056 0.0653 2.40581 -0.2989 | 0.30993 | 3.4282 -1.383 2.3555 0.7852 FRAGIL-
ITY
MEDIUM
1987 3.5926 -1.667 1.348 0.1963 -0.311 | 0.2027 | -0.0327 | -0.68921 | -0.0399 | -0.1553 | -0.982 -0.185 -1.322 -0.4407 FRAGIL-
ITY
NO FRA-
1988 3.58 5.7919 2.67 0.1635 1.5652 | 0.3338 -0.0655 1.18657 | 0.09117 | -0.3111 1.6908 [ 0.4217 | 1.8015 0.6005 GILITY
MEDIUM
1989 4.1714 13.032 -0.48 0.1638 1.3729 | -0.045 -0.0653 0.99428 | -0.2876 | -0.3099 1.4168 -1.33 -0.2236 | -0.0745 FRAGIL-
ITY
NO FRA-
1990 5.7927 21.386 5.401 0.1954 0.9494 | 0.5301 -0.0336 0.57085 | 0.28746 | -0.1596 | 0.8135 1.3297 | 1.9835 0.6612 GILITY
NO FRA-
1991 6.6424 12.135 6.46 0.1874 0.2764 | 0.4144 | -0.0416 | -0.10222 | 0.17176 | -0.1975 | -0.146 0.7945 | 0.4514 0.1505 GILITY
NO FRA-
1992 37.88 -20.27 11.21 0.9002 -0.362 | 0.5086 0.6712 -0.74021 | 0.26597 3.1875 -1.055 1.2303 3.363 1.121 GILITY
NO FRA-
1993 15.571 27.781 16.66 0.1947 0.7765 | 0.5009 | -0.0343 0.39788 0.2582 -0.1628 0.567 1.1943 | 1.5985 0.5328 GILITY
NO FRA-
1994 55.471 -7.339 15.43 0.5807 -0.115 0.309 0.3516 -0.49406 | 0.06632 | 1.66996 | -0.704 | 0.3068 | 1.2727 0.4242 GILITY
NO FRA-
1995 60.358 52.443 14.12 0.3997 0.9328 | 0.2161 0.1707 0.55421 -0.0266 | 0.81066 | 0.7897 -0.123 1.4775 0.4925 GILITY
NO FRA-
1996 49.255 129.32 16.43 0.233 1.1901 | 0.2068 0.004 0.81147 | -0.0358 | 0.01906 | 1.1563 -0.166 1.0096 0.3365 GILITY
MEDIUM
1997 58.899 -3.963 29.51 0.226 -0.017 | 0.3077 -0.003 -0.39525 | 0.06503 | -0.0144 | -0.563 0.3008 | -0.2768 [ -0.0923 FRAGIL-
ITY
HIGH
1998 53.062 13.026 16.84 0.1661 0.0557 | 0.1343 -0.063 -0.32293 | -0.1084 -0.299 -0.46 -0.501 | -1.2604 | -0.4201 FRAGIL-
ITY
NO FRA-
1999 82.631 419.23 59.9 0.2218 1.697 0.4211 -0.0072 1.31841 | 0.17843 | -0.0344 | 1.8787 | 0.8254 | 2.6697 0.8899 GILITY
NO FRA-
2000 140.8 608.75 142.8 0.3093 0.9137 | 0.7066 0.0803 0.53507 | 0.46399 | 0.38125 | 0.7625 | 2.1462 | 3.2899 1.0966 GILITY
NO FRA-
2001 259 72.538 103 0.4346 0.0569 | 0.2986 0.2055 -0.3217 | 0.05596 0.9761 -0.458 0.2588 | 0.7765 0.2588 GILITY
HIGH
2002 100.76 -65.34 55.85 0.1179 -0.048 | 0.1247 -0.1112 | -0.42708 -0.118 -0.528 -0.609 -0.546 | -1.6823 | -0.5608 FRAGIL-
ITY
MEDIUM
2003 256.23 106.02 73.79 0.2681 0.0827 | 0.1465 0.0391 -0.29591 [ -0.0962 | 0.18553 | -0.422 -0.445 | -0.6811 -0.227 FRAGIL-
ITY
NO FRA-
2004 322.45 1256.4 150.9 0.2661 0.9051 | 0.2612 0.037 0.52647 | 0.01855 | 0.17585 | 0.7502 | 0.0858 1.0119 0.3373 GILITY
NO FRA-
2005 47291 1453.8 218.1 0.3082 0.5497 | 0.2993 0.0792 0.17111 0.05669 | 0.37598 | 0.2438 | 0.2622 | 0.8821 0.294 GILITY
NO FRA-
2006 643.46 2209.4 551.3 0.3206 0.5391 | 0.5823 0.0915 0.16048 | 0.33968 | 0.43467 | 0.2287 1.5712 | 2.2346 0.7449 GILITY
NO FRA-
2007 21334 1031.9 958.1 0.8048 0.1636 | 0.6396 0.5758 -0.21501 | 0.39696 | 2.73449 | -0.306 1.8362 | 4.2643 1.4214 GILITY
NO FRA-
2008 2660.4 1289.4 1718 0.5561 0.1757 | 0.6997 0.3271 -0.20292 | 0.45703 | 1.55321 | -0.289 2.114 3.3781 1.126 GILITY
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Appendix 1: Nigerian Banking System Data

A B C D
YEAR | CPS FOL DEP
(N’bn) | (N’bn) (N’bn)
1980 NA NA NA
1981 | 9.6705 | 2.585 4.8809
1982 | 11.611 0.888 5.1807
1983 | 12238 | o0.501 5.8556
1984 | 12.895 1.111 6.3435
1985 | 14.139 1.418 7.0462
1986 18.3 5.368 6.6498
1987 | 21.893 | 3.701 7.998
1988 | 25473 | 9492 10.668
1989 | 29.644 | 2252 10.188
1990 | 35437 | 43.91 15.589
1991 | 42079 | 56.05 22.049
1992 | 79959 | 3578 33.264
1993 | 95.53 63.56 49.924
1994 151 56.22 65.349
1995 | 211.36 108.7 79.469
1996 | 260.61 238 95.904
1997 | 319.51 234 125.41
1998 | 372.57 247 142.25
1999 | 45521 666.3 202.15
2000 596 1275 345
2001 855 1348 448.02
2002 | 955.76 1282 503.87
2003 1212 1388 577.66
2004 | 1534.4 2645 728.55
2005 | 2007.4 4098 946.64
2006 | 2650.8 6308 1497.9
2007 | 47843 7340 2456
2008 | 7444.7 8629 4174.4
2009 | 8529.6 7325 4283.4
2010 | 7367.6 6195 4639.2
2011 | 6972.4 6644 5407.2
2012 | 7672.7 8716 6068.5
2013 | 9343.1 8262 6256.3
2014 | 11986 6744 5834.7
2015 | 12448 5325 6377.2
2016 | 14984 7852 7316.1
2017 | 14767 10977 7697.4
2018 | 13227 11839 8494.6
2019 | 14602 7825 8625.8
2020 | 18024 7717 13481

Source: Authors (2022)

ALAINUNIVERSITY



BANKING SYSTEM FRAGILITY IN NIGERIA: HANGING ON THE PRECIPICE?

Makanjuola Y. (2015). Banking reform in Nigeria, the aftermath of the 2009 financial crisis.,
Palgrave Macmillan London, https://doi.org/10.1007/978-1-137-49353-8, cited in
Ungersboeck (2020)

Mishkin, F. S. (2008). How should we respond to asset price bubbles? Banque de France
Financial Stability Review, 12, 65-73

Offiong, A. I. & Riman, H. M. (2018). Contemporary banking policies and the fragility of the

Nigerian banking sector, International Journal of Banking and Finance Research, 4(3), 18-29

Omankhanlen, A. E. (2012). The financial sector reforms and their effect on the Nigerian
economy, Economy Transdisciplnary Cognition, 15(2), 45-57.

Raji, R. (2017). Nigeria’s banking system remains fragile, African Business, October 30th,
2017, https://african.business/2017/10/finance-services/nigerias-banking-system-remains-

fragile/ accessed June 2, 2022

Rajan, R. G. & Zingales, L. (2003). Saving capitalism from the capitalists: Unleashing the

power of financial markets to create wealth and spread opportunity. New York: Crown Business.

Shen, C., & Chen, C. (2008). Causality between banking and currency fragilities: A dynamic
panel model. Global Finance Journal, 19, 85-101; doi: 10.1016/5.g£5.2007.11.003

Sobodu, O. O. & Akiode, P. O. (1998), Bank performance and supervision in Nigeria: Analysing

the transition to a deregulated economy’, African Economic Research Consortium, 1-62.

The Nigerian Finder (2022). Banking system in Nigeria: How everything works,

Accessed on June 10, 2022. https://nigerianfinder.com/banking-system-in-nigeria/

Ungersboeck, P. (2020). The global financial crisis in Nigeria: AMCON’s banking sector
recapitalization Preliminary Yale Program on Financial Stability (YPFS) Discussion Draft

Available on: https://ypfsresourcelibrary.blob.core.windows.net/fcic/YPFS/

Yunyi, W. (2019). The banking fragility index panorama in China, Research Association
of Interdisciplinary Studies Conference Proceedings, August 19-20: DOI: 10.5281/
zenodo.3386244

Zheng, M. (2003). The relationship between fragility of the banking system and market-oriented

reforms in China, Economic Issues in China (3): 45-52.

24 | Volume 7, No. 1, 2023



https://doi.org/10.1007/978-1-137-49353-8
https://african.business/2017/10/finance-services/nigerias-banking-system-remains-fragile/
https://african.business/2017/10/finance-services/nigerias-banking-system-remains-fragile/
https://nigerianfinder.com/banking-system-in-nigeria/
https://ypfsresourcelibrary.blob.core.windows.net/fcic/YPFS/

Kayode, Oluwole

at: www.aercafrica.org.

Flogel, F. & Gartner, S. (2020). The COVID 19 pandemic and relationship banking in Germany:
Will regional banks cushion an economic decline or is a banking crisis looming? Tijdschrift Voor
Economische En Sociale Geografie, 2020;111(3):416-433. Available:https://doi.org/10.1111/
tesg.12440

Ford, N. (2020). Nigerian banking at 60, African Business, Accessed on June 10,2022, Available

at:https://african.business/2020/10/finance-services/nigerian-banking-at-60/

Friedman, M. & Schwartz, A. J. (2017). A monetary history of the United States, 1867-1960.
Modern Economic Classics-Evaluations Through Time, doi:10.4324/9781315270548-21

Fowowe, B. (2010). Financial liberalisation and financial fragility in Nigeria, Central Bank of

Nigeria Economic and Financial Review, 48(1), 71-92.

Gonzalez-Hermosil, L.O et al. (1997). Determinants of banking system fragility: A case study
of Mexico, IMF Staff Papers, 44(3), 1-20.

Han, J. (2000). Banking System Stability. China Financial Publishing House, 22-35.

Iftikhar, S. F. (2015). Financial reforms and financial fragility: A panel data analysis. International
Journal of Financial Studies,3,84—101.doi:10.3390/ijfs3020084

Jegede, C.A. (2014). Banking sectors reform in Nigeria: Implications and challenges. Journal
of Policies and Development Studies 9 (1): 248-257.

Kayode, P. A & Adaramola, A. O. (2018). Size — performance nexus in the Nigerian banking
industry: A causal analysis, International Journal of Management Studies, Business and

Entrepreneurial Research, 3(2,), 158-186; http://www.casirmediapublishing.com

Kedira, A. M. et al. (2018), Bank fragility in Africa: GMM dynamic panel data evidence,
Transnational Corporations Review, 1-21, https://doi.org/10.1080/19186444.2018.1 475105

Krugman, P. (1998). What happened to Asia? Available at www.mit.edu./people/Krugman,
1999-12-24.

Laeven, L. & Valencia, F. (2018). Systemic banking crises revisited. IMF Working Papers,
18(206), 1. doi:10.5089/9781484376379.001

Loloh, F. W. (2017). Measuring banking sector fragility for an early warning system in Ghana,
Financial Stability Department, Bank of Ghana, Working Paper, WP/BOG-2014/09, 1-23,
Available at: https://www.researchgate.net/publication/315375193.

ALAINUNIVERSITY


http://www.aercafrica.org
https://african.business/2020/10/finance-services/nigerian-banking-at-60/
https://doi.org/10.1080/19186444.2018.1
https://www.researchgate.net/publication/315375193

BANKING SYSTEM FRAGILITY IN NIGERIA: HANGING ON THE PRECIPICE?

References

Alford, A. (2010). Nigerian banking reform: Recent actions and future prospects, Article on The
Implementation of The Banking Sector Consolidation Agenda and Reforms Introduced During

the Crisis,. Available from: https://papers.ssrn.com/sol3/ papers.cfm?abstract id=1592599

Aliero, H. M. & Ache, P. (2017). Determinants of bank failure in Nigeria: An empirical
investigation, Nigerian Deposit Insurance Corporation Quarterly, 31(12), 43-62

Awosusi, C.T. & Kayode, P. A. (2021). The COVID-19 rages on: How did Nigerian banks’ stock
react? Asian Journal of Economics, Business and Accounting, 21(18): 17-29, DOI: 10.9734/
AJEBA/2021/v21i1830494

Aysegiil A. E. (2021). Constructing fragility indices for Islamic banks: Definition impact on the
predictive power of an early warning system, Ph.D Dissertation, Hacettepe University Graduate

School of Social Sciences, Ankara,

Barth, J. R. et al (2007). Rethinking bank regulation: Till angels govern. Economica, New Series
74(293):177-179.

Barth, J. R. et al. (2006). Bank regulation and supervision: What works best? Journal of
Financial Intermediation 13: 205-248.

Barth J. R. & G. Caprio, J. (2018). ‘Regulation and supervision in financial development’ in
Beck T. and R. Levine (2018), ‘Handbook of Finance and Development’, 394-418.

Beck, T. & Levine, R. (2003). Legal institutions and financial development’, World Bank Policy
Research Working Paper No. 3136, Washington, Available at: http://econ.worldbank.org/fles/
29888  wps3136.pdf

Ben-Ali, M. S. et al (2020). How does corruption undermine banking stability? A threshold
nonlinear framework, Journal of Behavioral and Experimental Finance, 27, https://doi.

org/10.1016/j.jbef.2020.100365.

Bolarinwa, S. T. & Soetan, F. (2019). The effect of corruption on bank profitability, Journal of
Financial Crime, 26(3), 753-773, DOI 10.1108/JFC-09-2018-0102

Central Bank of Nigeria (2010). An overview of current banking sector reforms and the real

sector of the Nigerian economy, Economic and Financial Review 48(14), 31-54.

Claessens, S. & Kose, M. A. (2013). Financial crises explanations, types, and implications. /IMF
Working Papers, 13(28), 1. doi:10.5089/9781475561005.001.

Enebeli-Uzor, E. S & Ifelunini, A. 1. (2021). Assessment of Nigeria’s financial services sector

stability and diversity, African Economic Research Consortium, Policy Brief No. 754, Available

22 | Volume 7, No. 1, 2023



https://doi.org/10.1016/j.jbef.2020.100365
https://doi.org/10.1016/j.jbef.2020.100365

Kayode, Oluwole

in stable, strong and contribute reasonably to economic development, the Nigerian banking system has
been, for a greater part of its existence, hanging on the precipice based on the findings. The seemingly
strong state of the banks in 2020 could be attributable to the absence of banking activities for a greater
part of the year due to the general lockdown caused by the COVID-19 pandemic. The system would,
most probably have been fragile if the banks operated freely throughout the year.

A closer look at the period-by-period analysis of the banking sector fragility in Nigeria reveals
that most of the periods when the sector experienced fragility were characterized by expansionary
monetary policy, liberalization/deregulation of the financial system, expansion of credits and the global
financial meltdown. The years 1981 to 1987, 1989 and 2002 to 2003 when the banking sector became
fragile were the periods of liberalization, SAP, deregulation and relaxation of extant monetary policies.
This finding is consistent with Fowowe (2011) and Kedir (2018). The year 2009 was characterized by
the effect of the global financial meltdown and the aftermath continued until the end of 2019 when

COVID-19 pandemic brought the banking sector into some level of inactiveness.

On the other hand, the study reveals that periods when the Nigerian banking sector was characterized
by amending extant banking laws to accommodate improved banks’ portfolio (1988), tight monetary
policy (1990-1996), entrance of foreign banks into the domestic banking space (1999-2001), the bank
consolidation exercise (2004-2008) and the COVID-19 induced lull in banking activities in 2020. We
observe that banking system stability is a characteristic of tight monetary policy and regulation of the

banking system while its fragility is more pronounced during the deregulation of the financial system.
5. Conclusion and Recommendations

This study estimated the fragility indices of the Nigerian banking sector since 1981 to 2020 in order
to ascertain the extent to which the sector has been stable or fragile during the years. Based on results
obtained, it was observed that deregulation, expansionary monetary policies and increased spending
fueled banking system fragility and tight/restrictive monetary policies, consolidation and the COVDI-19
pandemic might have aided the stability of the sector. It was also observed that the Nigerian banking
system is still vulnerable and hanging on a fragile edge. Although the Nigerian banking system boasts
to be “one of the most robust banking systems in Africa” (Enebeli-Uzor & Ifelumini, 2021), results
from this study reveal that it is still bedeviled with fragility. This finding is not only significant for
operators in the domestic banking sector and the government, but also important for the international
trade partners and investors. If a fragile banking system boasts of being more robust than others in the

African continent, it connotes that the other countries banking systems are equally weak and fragile.

We recommend that financial system regulatory authorities roll out more stringent monetary
and banking policies or at most, a well-guided, mild deregulation. The periods of fragility are associated
with relaxed monetary policies and deregulation of the banking system; hence, bankers should also be
wary of excessive risk taking in a booming banking period as such inevitably leads to fragility in the
years ahead. This study advocates further research into banking sector fragility in Nigeria in subsequent

years, particularly with respect to the post-first wave of the COVID-19 pandemic.

ALAINUNIVERSITY



BANKING SYSTEM FRAGILITY IN NIGERIA: HANGING ON THE PRECIPICE?

All BSFIs below 0 imply that the banking system is fragile while BSFIs = 0 implies that the
system is not fragile. However, BSFIs above 0 suggest that the banking system is not fragile but strong/
stable. This latter scenario may also mean that the banking system is high in risk-taking.

From Figure 2, the BSFIs were negative from 1982 to 1987, stable in 1988 with positive BSFI and
reverting to negative (fragility) in 1989. The system remained strong and stable from 1990 to 1996 with
an average BSFI of 0.4605. A two-year fragile era was witnessed by the banking system in 1997 and
1998 when an average BSFI of -0.2562 was recorded. There was no fragility in the banking system from
1999 to 2001 with an average BSFI of 0.7484 while the period 2002 to 2003 witnessed banking system
fragility (BSFI = 0.3939).

From 2004 to 2008 the banking system was strong when the BSFI was 0.78472. This period fell
within the banking system consolidation era in Nigeria when recapitalization, restructuring and mergers/
acquisitions enabled the system to become stable and strong. However, the boom experienced in the
Nigerian banking system was soon overshadowed by excessive risk-taking in the system and the global
economic crisis. Between 2009 and 2019, the banking system witnessed a prolonged period of fragility
(average BSFI = -0.68488). The no-fragility recorded in 2020 (BSFI = 0.3157) was most probably due
to the inactiveness of the system during the shutdown occasioned by the COVID-19 pandemic. The
total number of years when the Nigerian banking system was in a fragile state is 22 (56%) out of the 39
years covered in the study. This is rather a high number for a banking system that ought to be strong all
through the years.

4.1 Discussion of Findings

This study examined the episodes in the Nigerian banking system from 1981 to 2020 in order
to ascertain its health in terms of strength or fragility. A banking system is adjudged to be
fragile if it is vulnerable to systemic and macroeconomic occurrences to such an extent that
the occurrences pose a high risk to the continued health of the banking system. We used the
Kibritcioglu (2003) technique to estimate the banking system fragility index for each of the
years under study. We extracted secondary data of the banking system (credit to private sector,
foreign liabilities in the domestic banking system and total deposits in the banking system) from
the Annual Statistical Bulletin of the Central Bank of Nigeria.

We graphed and tabulated the Nigerian banking system fragility indices during the study period.
Results of our analysis revealed that out of the 40-year period examined, the banking system was fragile

for a total of 23 years, representing 57.8% while the system was strong for 17 years (42.5%).

The null hypothesis guiding this research is that the Nigerian banking system has not been fragile over
the years. Findings from the study reveal the contrary as the system has been fragile for a greater part

of the period. Given that the system should not be fragile for as many years as possible for it to remain
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AVERAGE
POSSIBLE
S/N | YEAR(S) STATE REASONS/EVENTS REMARKS Source
BSFI
The introduction
of the Structural Fowowe (2011)
1981 - . SAP, Banking System Adjustment
! 1987 -0.5810 Fragile Liberalization, Programme brought a Omankhanlen
Shock to the banking (2012)
system
No . _ . .
2 1988 0.6005 Fragility Relz:));agzlrllkof éi:fftéiic:ons Sllg};técsil\i);t-llved Omgl(l)({l;)nlen
(Strong) p vy
. More deregulation of the | Low fragility due to
3 1989 -0.0745 Fragile banking system guided deregulation Ford (2020)
Tight monetary policies
No such as review of Increased monitoring Omankhanlen
4 11990-1996 0.4609 Fragility banks capital adequacy and regulations, yet (2012)
(Strong) standards, accounting increased risk taking
procedure reforms
Pre-democratic elections Frag!llty caused .by Ungersboeck
. spending, expansion of [Previons yeats rise (2020);
5 [1997-1998 -0.2562 Fragile . > in risk taking, credit ’
credit and rise in cases of . .
. expansion to oil and .
non-performing loans Raji (2017)
gas sector
Advent of
domooratie amve Ford (2020);
emocratic government
1999 - No with programmes and The banking
6 2001 0.7484 Fragility | policies that strengthened system recovered
(Strong) the banking system, temporarily Omankhanlen
re-entrance of foreign (2012)
owned banks
Expansionary Makanjuola (2015)
Relaxed monetary policy, monetary policy
7 |2002-2003 -0.3939 Fragile e.g. introduction of led banks to expand
universal banking model credit, including Omankhanlen
excessive risk-taking (2012)
Consolidation of banking | This was a period )
No system; banks were of unprecedented Alford (2010);
8 12004-2008 0.78472 Fragility | re-capitalized leading to reform in the
(Strong) | the emergence of mega- Nigerian banking
banks system Amenawo et al
(2018),
Globa! financial anq The entire financial Ungersboeck
economic shock and its svstem collapsed (2020)
aftermath. AMCON was é}’[,a rtin fronrl) the’
9 [2009-2019  -0.68488 Fragile | then set up to bail out the &
stock market and
banks, some degree of later to other sectors
liberalization, universal fthe econorm Omankhanlen
banking abolished ot the economy (2012)
Awosusi & Kayode
L (2021).
No COVID-19 era, banks | 1Ot Mmany activities
10 2020 0.3158 Fragility | did not give much credit &
. . . the COVID-19
(Strong) during this period .
quagmire by banks. Flogel & Gartner
(2020)

Source: Author’s (2022)
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CPS,=  (CPS,=CPS ) .ceevoviiiaiirciane, (ii)
CPS

t-1

DEP = (DEP_—DEP ) .....cooiiniiiiinan. (iii)
DEP

t-1

FOL =  (FOL_—FOL ) ..cccccoininrriniarnnns (iv)

FOL

t-1

The value of BSFI can be negative or positive. The more negative the BSFI, the more fragile the banking

system is and vice versa.
4. Results and Discussions

The data analyzed here are contained in Appendix 1. We used equations (ii) — (iv) to estimate the values
of CPS, FOL and DEP and equation (i) to estimate the banking system fragility index for 1981 — 2020.
The comprehensive calculation is done in Appendix 2. The behaviour of BSFI over the study period is
described in Figure 2 and Table 1

4 )
BSFI

-1.5
\. J

Figure 2: Nigerian Banking System Fragility Index (1981-2022)
Source: Author’s (2022)

Table 1: Fragility Periods and Characteristics
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Fowowe (2010) examined the effect of liberalization on the state Nigerian banks from 1980 to 2002
to establish whether the exercise led to the fragility of the banking system. The author found that the
liberalization of the Nigerian banking system contributed significantly to the fragility of the system
during the period of study.

This study is structured in sections. Section one introduces the study, capturing the background,
motivation and the focus of the study while section two contains a brief on the Nigerian banking system,
the concept of banking system fragility and empirical literature. Section three outlines the research
methodology while section four contains the analysis of data. Finally, section five summarizes the study

and provides some policy recommendations based on the findings of the study.
3. Methodology

We sourced aggregate banking system specific annual data from the Statistical Bulletin of the Central
Bank of Nigeria for a 40-year period (1981 to 2020). The dataset extracted included those of credit
to domestic private sector, total deposit of the banking system and foreign liabilities in the domestic
banking system. For the purpose of lagging, we used the data of 1981 to 2020. We adopt the model
of banking system fragility index estimation by Kibritcioglu (2003), but changed the abbreviations, to
analyze the data of Nigerian banking industry from 1981 to 2020.

The model is expressed as:

BSFI, = [CPS - |._ICPS] + E)EP - |._IDEFj + [FOL -|._IFOL] ............. (1)

dCPS ODEP SFOL

3

Where:

BSFI = Banking system fragility index

CPS = Total credit to domestic private sector
DEP = Total deposit in the banking system
FOL = Total foreign liabilities

t = time

M = arithmetic mean

0 = standard deviation

However, since fragility depends on changes over time, the variables in equation (i) will be measured in

changes between the present and previous years so that:
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Index” that reflects the state of the financial system. First, the study found that diversity in the financial
system aided its stability. Second, the study found that financial system stability and diversity bi-
directionally caused each other. The authors, therefore, advocated a more diversified portfolio for banks

if they want to remain stable, on one hand, and stricter regulation of the Nigerian banking system.

Kedir (2018) used panel data of 433 banks drawn from 46 countries in Africa to examine banking
system fragility in the continent between 1997 and 2012. Using the dynamic generalized moment’s
method (GMM) to analyze selected bank-specific variables (NPLs, bank size in terms of assets, equity/
asset ratio, loan growth ratio, and cost/income ration), and macroeconomic variables. The authors found
that these two sets of variables are key determinants of banking system fragility. While past NPLs
had a positive and significant effect on the present NPLs, loan growth negatively affected them, but
economic growth also led to increased NPLs. Furthermore, equity/asset ratio and size (log of assets)
had a negative effect on NPLs implying that these two variables reduce bank fragility. These findings
agree with Iftikhar (2015) in a global banks-based study on banking system fragility. Aysegiil (2021)
studied the early warning systems (EWSs) on bank fragility among selected Islamic banks in an attempt
to predict bank fragility in the countries. The study used data from 81 banks drawn from 12 countries
from 2008 to 2018. Results of the research showed that BSFIs were powerful predictors of the banking

sector crisis.

Factor such as corruption has been cited as one of the causes of bank fragility. Bolarinwa and
Soetan (2019) studied the effect of corruption on the profitability of 111 banks from 33 African countries,
including Nigeria (for countries with high corruption index) and 56 banks from 10 developed countries
with low corruption index between 2011 and 2018. Using the Generalized Method of Moments (GMM),
the study found that corruption is a main influencer of profitability in both developed and developing
countries. In the African countries selected, the corruption was found to weaken profitability while the
reduction of corruption index in the developed countries spurred banks’ profitability. Using the threshold
regression modeling approach, Ben-Ali et al (2020), in a study of 38 countries in Africa, observed that
between 2000 and 2017 corruption contributed significantly to bank fragility in the selected countries.
Like Bolarinwa and Soetan, these authors found that low-income countries with high corruption index
have a greater significant effect of corruption on their banks’ stability than high-income countries.Kayode
and Adaramola (2018), in an examination of size — performance effect of Nigerian banks, submitted that
size did not significantly contribute to a better bank performance, rather it impaired it, especially with
respect to the number of branches and employees. The study observed that Nigerian banks operated
sub-optimal size structures which adversely affected their profitability. In a study conducted by Aliero
and Ache (2017) to investigate the determinants of banking system failure in Nigeria, the authors used
the auto-regressive distributed lag (ARDL) and Granger causality to examine the relationship between
exchange rate, interest rate, capital adequacy ratio, non-performing loans and liquidity ratio and bank
failure between 1970 and 2013. The study found that these variables exerted a significant effect on
bank failure in the long-run. A bi-directional causality between the variables and bank failure was also

discovered.
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not met, or negative economic circumstances become pervasive, panic withdrawal is inevitable, and
banks may be in liquidity problem. Such a situation may elicit assets liquidation to be able to discharge

potential or actual losses. This scenario will undoubtedly lead to the fragility in the banking system.

Another school of thought on what causes bank fragility or crisis argues that asset structure
deterioration is responsible for bank runs. Laeven and Valencia (2018) suggested that an economic
boom creates a higher degree of optimism about future returns, hence, tends to obtain more bank credits
for investment in expectation of high returns. However, a sudden economic slowdown can also cause
a significant decline in the volume of credit available for investment which may make previous credit
difficult to repay. Here, the banking system becomes fragile and vulnerable. Another school posited
that banking system fragility will arise when banks maintain assets of poor quality caused by instability

in extant macroeconomic variables, badly executed reforms policy somersaults, corruption, and fraud.

A third strand of theories on bank crises relates to the boom-induced crisis caused by asset
bubbles and credit expansion. Asset bubbles are irregular increases in asset prices, which causes serious
damage when they fall (Mishkin, 2008), this school states that excessive increase in stock and estate
prices usually precedes banking crisis. Factors such as deficit financing by the government, expansionary
monetary policy, stock price bubbles and rising debt can lead to a decrease of the quality banks’ assets

over time. The global economic and financial downturns of 2008 attest to the learning of this theory.

2.3 Empirical Literature

Varied metrics are used by authors to measure banking system fragility. Whereas some use the ratio of
non-performing loans (NPLs) to total loans, others use variables such as deposit volume — credit ratio.
Yet, other use profitability ratios. Kedira et a/ (2018), Iftikhar (2015) and Shen and Chen (2008) used
NPLs, NPLs are loans that are doubtful or impaired. To these authors, a low NPLs ratio is a signal of a

stable and sound banking system.

In the years before the global financial meltdown, Ungersboeck (2020) stated that Nigerian banks rapidly
expanded credit to the private sector. The banks specifically pumped credits into the economy through
the financing of oil and gas investments and increased margin loans. The author noted that the spiral
increase in credits could not be sustained with the advent of the global financial crisis. As the global
meltdown set in, the stock market crashed, oil prices slumped, and there was a high incidence of non-
performing loans, resulting in the depletion of banks’ balance sheets and some degree of illiquidity in

the banking system.

Enebeli-Uzor and Ifelunini (2021) assessed the diversity and stability of the Nigerian financial
system using the Hirschman Herfindahl (HH) Index, Principal Component Analysis (PCA), Simpson
Index, Simple Regression as well as Granger causality modeling. The authors analyzed the quarterly

banking sector data between 2006 and 2015 in an attempt to develop “an Aggregate Financial Stability
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Excessive Risk Taking

Stability —== | Bubble/Boom
Hﬁoderate Risk Aversion ﬂ Over time
Recovery _—— L] ,| Fragility
ﬂHigh Risk Aversion ﬂ Shock
Policy Action

Snuirra: Authnr

Figure 2: Financial Stability Loop
Source: Loloh (2017)

As shown in Figure 1, when the banking system is relatively stable, operators can become risk
loving because of the seeming boom in the financial market. Over time, the bubble may start busting and
the banking system becomes fragile. Two possibilities come up: either the system experiences a shock or
not. the former situation provides an opportunity for quick recovery while the latter leads to a banking
system crisis. A banking system experiencing a crisis needs urgent policy action that will resolve the
crisis. Such policy actions, which can re-direct the system back to recovery, will involve a high degree
of risk aversion by operators in the system. Thereafter the system can return to stability as operators
observe some moderate risk aversion behaviour. However, Loloh (2017) noted that a banking system
can be fragile over time without drifting to crisis, depending on how regulatory authorities and market

players react and manage the prevailing situation.

Different authors have assumed different reasons for banking system’s fragility and crisis.
Krugman (1998) and Zheng (2003) argued that overstatement and moral hazard are factors responsible
for banks’ problems. Han (2002) put the blame on the government’s overbearing influence on the
banking system. Yet there are those who adduced excessive indebtedness and information asymmetry as

possible causes of bank fragility.

There are several reasons in the literature given for the banking system crisis, although in varied
forms, the reasons share similar elements. Claessens and Kose (2013) listed sudden reforms, bank runs,
banking system deregulation, macroeconomic disruptions, excess risk due to credit boom, institutional
weaknesses, panics and contagion as some of these factors. According to Aysegiil (2021), early theories
of bank crisis posit that bank runs and panic withdrawals are two major reasons for bank crises (Friedman

& Schwartz, 1963). Banking is a business based on confidence but when people’s expectations are
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TRENDS OF CPS, FOL AND DEP IN NIGERIA

8000 N7

Figure 1: Basic Variables in Nigerian Banking System Stability

Source: Author’s (2022)

2.2 Banking System Fragility

The fragility or stability of a banking system is determined an estimation of the banking system fragility
index (BSFI). Kibritgioglu (2003) defined the BSFI as ‘the average standardized values of credit risk
proxy, exchange rate risk proxy and liquidity risk proxy”. The author categorized bank fragility periods
into high and medium fragility. A highly fragile banking system has its BSFI lies between -0.5 and less
while a medium fragile banking system has a BSFI between 0 and -0.5. Loloh (2014) categorized states
of banking sector into two broad groups: risk taking and fragility. The two groups are however measured
by estimated fragility index. The author split banking system risk taking behaviour into (i) normal risk-
taking where the BSFI = 0; (ii) medium risk taking where the BSFI lies between 0 and 0.5 and (iii)
excessive risk taking where the BSFI lies between 0.5 and 1. Furthermore, a banking system is adjudged
to stable without fragility if the BSFI = 0; have medium fragility if the BSFI is less than 0 but greater
than -0.5. Finally, a BSFI of -0.5 and above indicates a highly fragile banking system.

Loloh (2014) described the difference between banking system fragility and stability as illustrated in
Figure 2.
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performing loans and to recover them from debtors, using the provisions of the “International Financial
Reporting Standards (IFRS).” The CBN (2010) reported that the establishment of AMCON also brought
the modification of the Universal Banking system that existed before then in which banks were reclassified
into development, commercial, and merchant. The AMCON reform also led to drastic adjustments in the

corporate governance of banks, in terms of the dismissal or replacement of their CEOs.

Ford (2020) posited that though the years of political instability adversely affected the
Nigerian banking industry, there were reforms aimed at strengthening the industry at the
beginning of the new millennium. However, Ford noted that for many years, efforts to establish
locally owned banks proved abortive due to the lack of institutional framework and expertise
needed for efficient running. More locally owned banks were later established on the advice of
the Central Bank of Nigeria. Ford observed that the initial problem that beguiled the Nigerian
banking system in the late 1990s was not that there were not enough banking institutions, but
that the existing banks were undercapitalized, hence weak and vulnerable. During the same
periods, not much supervision was placed on the activities of bank executives and operations.

Cases of non-performing loans, illiquidity, and fraud became pervasive.

According to the CBN (2010), the government, sensing danger, put some reforms to
reinforce confidence in the banking system and strengthen the industry. The “Nigerian Deposit
Insurance Corporation (NDIC) was established in 1988 to ensure depositors’ funds in the banks
and prevent deposit runs, thereby reducing liquidity and stability risks. The CBN subsequently
tightened its regulatory oversight functions on banks, providing stiffer sanctions for defaulters.
Ford (2020) opined that, in recent times, technological innovations have helped the Nigerian
banking system less reliant on physical branches for penetration. Banking mobile apps and

other digital banking services have become more popular.

Nevertheless, the perception of the Nigerian banking industry globally has remained poor due
to the unfavourable indices from the industry. The Nigerian Finder (2020) reported that as of
December 2020, there were 26 commercial and 860 micro-finance banks, 5 development banks

and 64 finance houses in Nigeria.

The trend in the basic banking system stability determinants in Nigeria is depicted in Figure
1. These determinants are risk-related variables: credit to domestic private sector (CPS - a measure of
credit risk), foreign sector liabilities (FOL - a measure of foreign market risk) and volume of deposit
(DEP - a measure of liquidity). Between 1981 and 1999 there was no significant difference among the
three variables as shown in Figure 1. However, credit to private sector and foreign liabilities increased
sharply more than deposits thereafter. Nevertheless, whereas domestic private sector credit and foreign
liabilities exhibited some up-and-down features after 2009, the volume of deposit has consistently been
on the increase. This is not to conclude that increases in any of these variables portend a healthy banking

industry in Nigeria as this study confirms.
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Nigeria (CBN). Raji (2017) noted that it took Nigerian banks considerable time before they could adjust
to the withdrawal of government fund from their vaults to the CBN. Despite the withdrawal of more
than N3 trillion of government fund from the banking system, the system still survived, at least, after
the initial shock. Makanjuola (2015, cited in Ungersboeck, 2020) stated that in early 2000s, some key
structural reforms were carried out in the Nigerian banking system in effort to strengthen the sector,

including the attempt to salvage the fragmented banking from fragmentation (Alford, 2010).

How had the Nigerian banking system faired in the last four decades? This is the focus of this
study. Although ample literature exists on financial system fragility and bank failures particularly in
developing countries, empirical studies on metrics and signs of bank fragility have considered both
bank-specific and macroeconomic variables as indicators of bank strength or weakness from individual
perspectives. Single studies that address combined effects of bank signal variables with respect to credit,
liquidity and market risks in Nigeria are, to our best knowledge, rare. This study therefore examines the
strength and/or fragility of the Nigerian banking industry from the three main risk dimensions listed.
While the liquidity risk concerns the volume of deposits, credit risk arises from domestic credit granted
to the private sector by the banking system and market risk concerns foreign exposures in terms of

foreign liabilities in the domestic banking system.

This study examines the state of the Nigerian banking system since 1980 till 2020 to ascertain
whether it has been fragile or strong. The null hypothesis guiding this research is that the Nigerian
banking system has not been fragile over these years. Using the model of banking system fragility index
estimation proposed by Kibritcioglu (2003), this study provides a novel insight into the stability and
fragility trends of the Nigeria banking system from 1981 t0 2020. Apart from making interesting reading
to the researcher, policy makers will find these trends useful in matching their subsequent policies vis-

a-vis their goal of financial system stability.

2. Literature Review

2.1. A Brief on the Nigerian Banking System

The origin of banking in Nigeria is traceable to the establishment of the African Banking Corporation
in 1892. This bank has since metamorphosized to First Bank of Nigeria PLC. The Nigerian banking
space has witnessed reforms over the years, chief among which are the banking sector consolidation/
recapitalization exercise of 2004/2005 and the establishment of the “Asset Management Corporation of
Nigeria (AMCON)” in 2009 when the banking system was experiencing a downturn. The consolidation
exercise reduced the number of commercial banks in Nigeria from 89 to 25 due to the directive of
the Central Bank of Nigeria (CBN) requiring the commercial bank to shore up their capital base from
N2 billion to N25 billion. Whereas some banks were acquired, others merged with bigger ones. The
consolidation period also witnessed the improved liquidity position of the banks through the collection

of large deposits from government agencies.

Furthermore, the establishment of AMCON in 2009 was done to acquire commercial banks’ non-
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1998).

Attempts to reduce banking system fragility are encapsulated in different approaches depending
on socio-economic, political, religious, cultural and legal environment in which the banks are operating.
However, in general terms, such approaches usually involve a combination of entry controls, capital
adequacy, operations control, monitoring, costs control, competition and safety among others (Rajan &

Zingales, 2003; Barth et a/, 2007; Beck & Levine,2003).

The private theory of bank regulation forecasts that increased capital base requirement for banks
reduces agency cost problem between banks and their depositors since increased capital base would
lower the risk of failure and reduce fragility. Succinctly, this theory posits that bank regulation reduces
the possibility of customers taking higher risk because of the presence of deposit insurers. In the overall
view of the theory, banking stiff system regulation promotes some degree of stability in the system,
improve their performance and aligns the interest of bank shareholders with that of their customers. The
pro-government bank regulation school believes that strengthening regulatory authorities’ powers will
also lead to better banks’ corporate governance, which in turn will facilitate improved performance and
stability of the banks Barth et a/ (2006).. The extent to which regulatory policies have helped banks to

overcome fragility, especially in developing countries like Nigeria remains debatable.

The question of whether big-sized banks perform better than small-sized ones in Nigeria has been
addressed in literature. Amenawo et al (2018) argued that with the consolidation and recapitalization
of Nigerian banks (2004 — 2005), the banking industry was expected to be more resilient, stable and
efficient. However, empirical evidence showed that this was a tall dream to achieve. Are bigger banks
likely to be less fragile than smaller ones because the former might be more closely monitored by the
regulatory authorities? This is also debatable as noted by Ofong and Riman (2018) who argued that this
is a mere hypothesis that needs to be constantly empirically verified. The authors stated that there are
literatures that support the notion that big-sized banks are somehow tacitly shielded by the so-called
policy of “too big to fail” scenario where small-sized banks cannot have the privilege to operate. It is
also believed that big banks can easily diversify their risks among portfolios that small banks are not
opportune to benefit from.. This is one of the reasoning behind banks’ consolidation exercise in Nigeria.

If this were to be true, the Nigerian banking system would have been stronger than what it is presently.

The soundness of banks is dependent on both bank-specific and macroeconomic factors. There
are also industry-specific factors that may arise from contagions effects and externalities (Gonzalez-
Hermosil et al., 1997). One major macro-variable which is capable of creating shocks on banks in oil
producing countries is crash in the international price of oil as noted by Raji (2017). For example, after
the oil price crash of 1998, 28 of domestic banks had survival issues while 10 folded up in 2009 in
Nigeria. Added to this is the problem associated with non-performing loans which rose to about 15%
in 2017 from 6% recorded in 2015. Another major shocker to Nigerian banks was the introduction of
Treasury Single Account (TSA) by the Buhari administration in 2015 when all government revenue

(mainly from oil and value added tax) were deposited to a single account kept at the Central Bank of
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1. Introduction

A strong and stable financial system is a necessity for economic growth of countries, and a low or no
fragility banking state facilitates efficiency and improves productivity in other economic sectors (Yunyi,
2019). Macroeconomic theory explains financial fragility as the vulnerability of a financial system or
industry to crises instigated by shocks and downturns. The banking system, by the nature of'its operations,
is the most susceptible to fragility, especially in developing countries, hence the constant stiff regulatory
framework is placed on it. Notwithstanding the clamour for financial system liberalization in many
countries, monetary authorities embark on stiff regulation of the banking system to ensure its stability,
competitiveness, customers’ deposit protection, liquidity and reduction of information asymmetry in
the system (Barth & Capiro, 2018; Jegede, 2014). Although operators in the financial system develop
self-regulatory measures for the industry, such measures lack necessary legal support and are without
penalty for default. Hence, there are more effective regulations which attract greater compliance that

are provided by the government through its financial system regulatory agencies (Sobodu and Akiode,
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Abstract

The health of a country’s banking system is a key determinant to the development of the country. A fragile
banking system portends danger not only to the financial system but the entire economy. This study
investigates the state of the Nigerian banking system in terms of stability or fragility from 1981 to 2020.
We used the banking system fragility index (BSFI) proposed by Kibrit¢ioglu (2003) to analyze Nigerian
banking industry aggregate data from three risk areas: credit, market and liquidity. We estimated that out
of the 40 years examined, the banking system was fragile for 23 years given their BSFI less than 0 while

it was not fragile for 17 years with BSFI = 0 or greater.

We found that most of the years when the Nigerian banking system was fragile were periods of relaxed
monetary policies, deregulation and credit expansion. Secondly, the years of banking system stability
were when the county’s banking system was subjected to stiff regulation and consolidation. Given
the number of years that the system was fragile, we observed that sustained economic growth and
development requires that the banking system remain strong as long as possible, and that the Nigerian
situation could not promote this important objective. We recommend that the financial regulatory
authorities put in place more stringent policies as banks are more fragile during the deregulation of the

banking industry.

Keywords: Banking system fragility; precipice; BSFI.
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