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Abstract

The recent ethics of bank management have higkligtite need to balance between liquidity, assaiijlily,
capital adequacy, credit and interest rates riskerder to mitigate against their loss in earnir@snsequently,
the factors that may affect these risks are siggnifi indicators to invent appropriate strategiasbfetter bank
management. It is therefore the rationale of thigly to identify the factors that add to the rigkat are
constantly faced by commercial banks in North Gdrone of Nigeria. The factor analysis conductetidated
that liquidity and interest, domestic market, intgional market, business operation and credit wWerdactors
affecting banks’ risk exposure. For this reasomkisain the zone have to critically consider thesetdrs in
formulating an effective risk management stratdgpt tan effectively curtail any possibility of lossincome
that may ultimately led to bank’s collapse.

Keywords: Bank risk, Market risk, Factor analysis, Norten@al Zone.

1. Introduction

In recent time, the global banking industry has argdne significant changed from been a financial
intermediation between depositors and borrowers tone-stop” centre for a range of financial seegi like
insurance, investments and mutual funds. The imgr@nt of information and communication technology
(ICT) worldwide is responsible for the rapid advament of banking services, in particular, onlinakiag. The
advance in ICT has not only provided huge bankimgootunities formerly beyond reach, but also heightthe
rivalry and attendant risks faced by banks in tharfcial system.

It must be noted that the banks’ primary businddsraling and investment are generally unsafe mssinBanks
are daily exposed to uncertainty and instabilitytioé financial market such as interest rate fluibng,

exchange rate variation and economic volatility ekhicould all lead to collapse, insolvency and fiiah
catastrophe. For this reason, proper appreciatiibe® factors that amount to banks’ risks expostillealleviate

and curtail banks’ loss in earnings and capital tdugsks and financial crisis.

Moreover, the intensified global competition aneé fiberalization of banking rules and regulatiomé also
changed the modern banking system by providing tgreapportunities for banks’ risk diversification.
Consequently, the purpose of this study to find thet factors that will affect the banks’ risks takiin the
industry. The recognition of these factors would dieassistance in constructing valuable risk marmeye
strategies in the banks and to minimize a loss@ome. Besides, an understanding on the relatipreshiisk
involved in the banking industry will also aid banto formulate suitable strategy that will riseiopstic and
reduce pessimistic shock of linked risks.

The subsequently section of this paper providesespast studies with regards to elements of risk résid
management in the banking industry, to be followgdhe evaluation procedure used, results and skswus.
The paper ends by providing some concluding remarks

2. Review of Literature

Mishkin, 2007, stated the fundamental need foridityy, asset, liability, capital adequacy, creditdainterest
rates risks management are challenging now more lleéore. These values of bank management aretuital
preserve a healthy and profitable banking systean. éxample, the banks’ liquidity management invelve
acquiring sufficient liquid asset to meet the bandbligation to depositors. In the process of d@ogbanks are
exposed to liquidity risk where the more liquidisygenerated, the larger are the likelihood an@sgvof losses
associated with having to dispose of illiquid asgetmeet up the liquidity burden of depositor (DBand 1999;
Allen and Jagtiani, 1996).

Nevertheless, above and beyond depositors, Gab®)2liscovered that banks that make commitmenitisni
are exposed to the risk of unpredicted liquidityndads from their borrowers. The liquidity insuramoée of
banks, on the other hand, exposes them to thethikthey will have inadequate cash to meet up gand
demands from their depositors and borrowers (G&@06). Whereas interest rates risk is a major @ontor
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banks owing to the nominal nature of their assatsthe asset-liability maturity mismatch (Hasan &adkar,
2002), some researchers have emphasized that highegst rates had affirmative impact on banksnfitck
and Ryu, 2004; Hyde, 2007).

We are also aware that credit risk is one of tliest and most critical forms of risk faced by baakdinancial
intermediaries (Broll, et al., 2002). Commerciahks are mainly prone to make a loss due to cregkit(Bo, et
al., 2005). In general, it has been observed tiatigger the credit risk, the higher the credénpiums to be
charged by banks, leading to an improvement im#tdanterest margin (Hanweck and Ryu, 2004). Ewertre
increased prominence of trading activities at badrkee highlighted the banks’ exposure to markéd tise risk
of loss from adverse movement in financial marké¢s and prices. A bank’s market risk exposureisrchined
by both the precariousness of underlying risk fectnd the sensitivity of the bank’s portfolio tavements in
those risk factors (Hendricks and Hirtle, 1997).

What's more, operational risk does not mean orilyrés in the bank’s operations, but also the causdethe
failures, such as terrorist attacks, executiveufas, competitive actions and natural disasteragKil998).
Moreover, human or technological errors, lack afitoal to prevent unlawful or unsuitable transacsidreing
made, fraud and faulty reporting may lead to addél losses caused by internal process failuresplpeand
operating system (Medova, 2001). Thus, given thayanf views with respects to factors affecting ksrrisk
taking, this study aims to contribute to the exigtiliterature by providing some facts on the festtrat
contributes to risk taking by Nigeria banks.

3. Limitation of the Study

The study was limited to data collected from bardfcers from three (3) states only namely: Kdgivara and
Minna respectively and as well as a result findnc@nstraints. There is therefore the need to conhdu
comprehensive nationwide survey in order to hav@aader, more reliable and robust data base fahdur
analysis and confirmation of the current study onte.

4. Methodology

A survey was conducted using structured questioenaiseek the opinions of commercial banks’ of§aan the
banks’ risk sensitivity in the three States undemsideration namely; Kogi, Kwara and Niger. A totdltwo
hundred and ten (210) questionnaires were ciralitatdank officers of various Banks at random getkdank
branches located within the three States metropiiitng the quarterly Business Expectations SulfBfsS).
Bank officers of the randomly selected commerciahkb branches were required to answer and return the
questionnaires within one week. The survey was domg a period of four months i.e. from June to éstg
2012. Additionally, this study appraises the fastofluencing banks’ risk using the Likert-type lscthat ranges
from 1 to 5 with the following equivalences, ~I"strongly disagree"”; “~2": “disagree"; ~"3"undecided";
4”; agree"; and 5" “strongly agree".

After eliminating the incomplete questionnaireso taundred and one (201) responses were used flysandn
this study, the Cronbach’s alpha reliability testswconducted to ensure that the measurement usetiegaof
random and unstable error. Also, the factor ansly&s also applied to reduce the number of intenetaied
variables with overlapping characteristics by ugielgtionship matrices.

5. Results and Discussion

In order to ensure the reliability of every statiat test, the Cronbach’s alpha is used to evalteizbility of the
data collected. The Cronbach’s alpha value caledldor this survey using SPSS package was 0.86ihwh
suggest a high consistency and good in-house nmétyui@unnally and Berstein, 1994). Subsequenthe t
respondents’ profile is analyzed. The gender of regpondents is fairly equally distributed, with%6of
respondents being female relative to 44% men. Mb#ie respondents were aged between 20-29 yedrand
earning a monthly income of between N20, 000.0@9,M99.00 compared to the age group of 30 — 36&yed
that earnings a monthly of income between N50, @G- 79,999.00. Details of the individuality of the
respondents are shown in Table 1. As depicted bleT3, the KMO value obtained for this survey i1,
signifying sufficient sampling done, with a longaslished Bartlett’s test.

Besides, the main factor analysis and the varimakdg@gonal) alternation exposed five factors solutf 58.6%
cumulative rotated sums of squared weighting. Foeddals, loadings with more than 50% swiveled camepb
matrix are accepted, while those with less than H36&ings are discarded. The output of the prircipa
component analysis and varimax rotation producedests that liquidity and interest (14.27% revajveum of
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squared loadings), domestic market (11.40% rotagion of squared loadings), global market (9.12%tianh
sum of squared loadings), business operation (¥.idxation sum of squared loadings) and credit%8.1
rotation sum of squared loadings) are the factfiest@ng banks’ risk exposure.

To begin with, the liquidity and interest rate faicare associated with the banks’ ability to maniégéevel of

liquidity, capital adequacy, interest rates flutimas, and capital controls. It is important fomka to proper
manage its liquidity level in the event of shortl fim reserves, due to an increase in requiredrveser

withdrawals from depositors. Even though higherkbaapital means lower return on equity, the amaafnt
capital to be held by banks depend largely on theket condition, such as interest rates fluctuatiand capital
controls.

Likewise, domestic market is the next factor thatl &ffect banks’ risk exposure. Inexperienced dred
assessment officers, ineffective credit control podr administration of credit documentation armemf the
internal elements that will affect banks’ risk espoe. Furthermore, changes in the market condftiooh as the
constant hike in fuel prices which results in ire in cost of livelihood), as well as central Bard Nigeria
monetary intervention of the required reserve ratiomvernight policy rate (OPR) will also affectetivanks’
ability to collect deposit and provide credit irethomestic market.

On the other hand, development in the global imaest and financing opportunities, or threats, sashhe
recent investment glitch in the asset-backed séesif sub-prime loans that led to global finahaeltdown
and the instability of foreign exchange market some of the other elements that are likely to affiee banks
‘exposure to the international market’s risk.

Furthermore, difficulties in the operating systepolitical interference, social unrest, insecuritydanatural
disasters are some of the unforeseen conditioris vitiahamper banks’ daily operation. In spite dfat,
economic crisis and recession will also have areesgveffect on the ability of borrowers to serdiceir loans,
when condition persisted, will eventually cause -penforming and default of loans. Hence, credik issto a
great extent affected by adverse economic cond#@imhresult in loans default. Each element’'s spmmonent
matrix stacking is presented in Table 3.

Moreover, the Spearman correlation scrutiny ishertused to confirm if there exist any significaglationships
between factors. The result of the analysis shotliatl there is insignificant relationship betweehfattors.
Details of the association between factors aressiiole in Table 4 below.

6. Conclusion and Implications

In conclusion therefore, this study looks critigadit the elements that add to the risks that comialdnanks in
Nigeria countenance in their day by day businesfnaincial intermediation. Demasi (2007) and Fatemd
Fooladi (2006) discovered that credit and marksl dre the main causes contributing to risk expogurthe
banking industry in Nigeria, commercial banks weutbjected to a number of other factors. The fivedies
identified as the main factors that contribute tmks’ risk exposure in the Nigeria banking develeptrare
liquidity and interest rate factor, domestic markattor, international market factor, business apien and
credit factor.

The banks’ ability to deal with its level of liquig and capital adequacy, appropriation of surpeserves due to
interest rates fluctuations, and the impact of gonents capital controls are essential aspect®nonercial
banking business in Nigeria. What's more, in supfmiGatev and Strahan’s (2005) results, the abiitha of
liquidity within banks is also found to be directiffected by the domestic and international markethat case,
setback in the banking system due to technologjitghes, political turmoil, and natural disastars also found
to be significantly contributing to banks’ risk tag business. Hence, banks have to take due coaswm®of all
of these elements of risk to design an effectiveklmanagement strategy and to minimize lossesririress.
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Table 1: Characteristics of Respondents’
| Gender Frequency Percent
Male 88 44.0
Female 112 56.0
Total 200 100.0
Age Frequency Percent
Under 20 8 4.0
20-29 152 76.0
30-39 27 135
40 - 49 9 45
Over 50 4 2.0
Total 200 100.0
Educational_Level Frequency Percent
Secondary School 11 55
Diploma 17 8.5
Degree 153 76.5
Master 16 8.0
Phd 3 15
Total 200 100.0
Monthly_Income Frequency Percent
>20000 21 105
20000 - 49999 17 8.5
50000 - 79999 146 73.0
80000 and Above 16 8.0
Total 200 100.0
Source: 2013 author’s field Survey
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Table 2: KMO and Bartlett’'s Test
KIVIO and Bartlett's Test

Kaiser-Meyer-Olkin Measure of Sampling Adequacy. 672
Bartlett's Test of Approx Chi-Square 531.495
Sphericity af 6
Sig. .000
Source: Author’'s Analysis
Table 3: Factors influencing Banks’ Risk in Nigeria.
Factors Rotated Component Matrix Loading (%)
Liquidity and Interest Rate
1. Lack of ability to liquidate quickly. 58.2
2. Capital insufficiency. 65.1
3. Interest rates fluctuations 52.8
4. Capital controls 61.4
Domestic Market
1. Mismanagement of loans 50.5
2. Adverse changes in the market condition | 73.7
3. Credit control 84.9
4. Policy intervention (interest ratgs
intervention) 54.6
International Market
1. International investment and financing 77.8
2. Foreign exchange 86.3
Business Operation
1. Hardware and software malfunction 91.7
2. Natural disaster (war, earth quakes) 68.2
3. Political instability 70.4
Credit
1. Economic crisis and recession 57.5
2. Default 61.6
Source: Author’s Calculation
Table 4: Factors ofCorrelation
Correlation coefficient of Liquidity and Domestic International Business
factor interest rate Market Market Operation Credit
Liquidity and interest rate
Domestic Market 1
International Market -0.018 1
Business Operation 0.057 0.023 1
Credit 0.034 0.032 0.074 1
-0.008 -0.009 0.043 0.054 1

Source: Author’s Calculation
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