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| ABSTRA

Kaduna Business and Management Review, Vol.2, Issue 2, December, 2013

IMPACT OF RISK MANAGEMENT ON ORGANISATIONAL

PERFORMANCE

AUN, ISAAC IORTIMBIR &
OLOTA, OLUWAYOMI OMOTAYO

CT
The cardinal objectives of every organisational are entwined in the
lubrication of the cogs responsible for the achievement and
optimization of organisational performance. Of paramount
importance in these cogs is the effective management of risk. The
study therefore investigated whether banks carry out critical
assessment before advancing credit; whether the intimacy of loan
seekers with the authorities of the banks inhibit proper risk
evaluation and the extent to which effective risk management
impacts on the problems of credit by banks. Primary data were
used by this study to achieve these objectives. Data was collated
Jfrom respondents with the use of questionnaires. Questionnaires
were administered to one hundred respondents to elicit
information relating to the study with the aid of simple random
sampling of which seventy three questionnaires were returned. The
data were analysed with the aid of correlation coefficient and
multiple regression technique. The result showed a positive

relationship between critical assessment and the advancing of

credit by banks as the regression =0.345 and the correlation
coefficient r=0.381. The study also revealed a negative
relationship between the intimacy of loan seekers and the
inhibition of proper risk evaluation as the regression estimates was
p=-0.186, this was considered low but above the significant level.
The study further posited a positive impact of effective risk
management on the problems involving credit faced by banks. The
study therefore concluded that Effective risk management is
imperative in achieving increased organisational performance. In
light of the above, the study thereby recommended that
organisations should intensify their efforts in critical assessment
before advancing credit, biases and favouritism should be
alleviated in risk evaluation procedures as effective risk

management is a veritable means of diminishing the problems of
the banks and ameliorating the cogs of the wheels of

organisational performance.

Aun, Isaac lor

timbir and Olota, Oluwayomi Omotayo are a lecturers at Department of

Business Administration, University of lorin, Ilorin, Nigeria
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INTRODUCTION :

In the field of business, it is common to say that 'the higher the risk, the higher thg
returns,' because risk is associated with the return expected. The environment o
business is a dynamic domain controlled by inextricable plethora of variables and lac
of perfect information which has increased the degree of uncertainty in the busines
environment. This uncertainty makes decision making arduous and very risky.
Organisations recognise this problem and they realise that the failure to act due to lacko
perfect information would ultimately result in acting to fail. Therefore, decisions ax
ridden with varying degrees of risk (Hillson and Murray-Webster, 2011). Risk implie
exposure to uncertainty or threat (Kannan and Thangavel, 2008); and 'a decision to do
nothing explicitly avoids the opportunities that exist and leaving the threats unmanage
(Hillson and Murray-Webster, 2007). Conventionally, risk has been viewed
undesirable consequences and adverse events. The consideration of risk from the
undesirable perspective is restrictive and deceptive for two main reasons. Fir
uncertainty may manifest in either negative (threat) or positive (opportunity) form, 0
both; and second, the way a risk is perceive influences the manner in which it is handled
(Hillson, 2002). Managing risks from negative perspective may result to complef
omission of opportunities (benefits/gains) in the event being considered. Howevel
perspectives on risk differ, as the risk definition depends on and is affected by the ril
observer (Kelman, 2003). Moreover, risk sometimes entails some financial benefits,
firms may derive considerable gains by taking risk. Business developed through greata
risk taking (Drucker, 1997). Risk is, therefore, vital to opportunities and threats whi
may adversely affect an action or expected outcome (Kaye, 2009; Lowe, 2010)
Moreover, getting rid of risk weakens the source of value creation; thereby truncatg
potential opportunities (Knight and Petty, 2001; Grazino and Aggarwal, 2005; Garvai
2007).

Risk management is an activity which is a subset of project management that is gaini
importance because businesses are moving towards globalization and because of th
increasing competition (Ahmed et al., 2007). The risk management process consists of
series of steps, which are establishing the context, identifying, analysing, assessing
treating, monitoring and communicating risks, which allow continuous improvementg
decision making (Standards Australia, 1999). Boehm W. B. (1991) summarized in hi
study that software projects disasters and related problems could be eliminated if prop
identification and resolving process for these risks could be done properly. Banks likeal
businesses face various types of risk which arise due to the nature of their activities. Th
major aim of banks is to maximize profit by managing risk and by providing variou
financial services (Alimshan, 2011).

In practice, banks majorly operate two kinds of businesses and these include, norm
interest based practices called conventional banking and interest free activities. Bank
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earn interest by lending out money to customers, thereby transferring the risk to others.
Banks also operate interest free activities by trading which could include trading in the,
foreign exchange and other ventures which earn profit. They share risk with both lenders
and borrowers (Ashfaq, 2009). The banking sector in Nigeria is very strategic to the
Nigerian economy, because it is the avenue through which the Central Bank of Ni geria
(CBN) applies its influence in terms of monetary policy in order to regulate the activity
n the economy and also serves as a veritable avenue through which the economy is
tweaked. The banking sector is inherently laden with tons of quagmires. These
quagmires inhibit the productivity of the sector and the Nigerian economy at large. One
of the major problems associated with the Nigerian banking sector is the ineffectiveness
ofits risk management principles.

The Nigerian system is crippled with inefficiency and this has affected the critical
assessment involved in granting credit. The level of corruption and lobbying in the
nation has riddled proper risk advancement as credits are being granted on the basis of
- goodwill and political connections rather than merit. With the humongous problems
faced by the banking sector, a veritable solution is needed to mitigate these problems. It
is hoped that effective risk management would help to curb these problems and
mefficiencies and increase organisational productivity and performance.

This study therefore focused on risk management and the impact it has on organisational
performance.

Research Objectives
The broad objective of this study is to investigate the impact of risk management on
organisational performance. The specific objectives of this study are to:

i. determine whether critical assessment is being carried out by banks before
_ advancing credit;
ii. ascertain whether the intimacy of loan seekers with the authorities of bank

inhibit proper risk evaluation;
(iil.  examine the extent to which effective risk management have impact on the
problems involving credit by banks

LITERATURE REVIEW

Conceptual Framework

According to Knight (1921), risk is uncertain events that may happen in the future but
can estimate likelihood of the occurrence. Furthermore, Financial and Management
Accounting Committee [I[FAC] (1999) stated that risk is an uncertainty that influenced
the achievement of organizational objective. Likewise, International Organization for
Standardization [ISO] (2009) defined risk as the impact of uncertainty on organization
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objective that deviates from the expected both positive and negative side. Moreover,
COSKUN (2012) mentioned that risk is events that results in a negative by diminish
value creation or existing value of organization. In summary, risk is an uncertainty ofthe
future events which can estimate likelihood of occurrence. The effect of risk can be both
positive side, that is, the opportunity to benefits, and the negative side that is a threat to
accomplish organizational objective.

Banking risks are classified into credit risk, market risk, and operational risk (Basel
Committee on Bank supervision). However, Santomero, (1997) identified four types of
risks — systematic risk, market risk, operational risk, and legal risk. Crouhy, Galai and
Mark (2006) also made other classifications of bank risk to include market risk, credit
risk, liquidity risk, operational risk, legal risk, business risk, strategic risk, and
reputation risk. Effect of risk management practices of Nigeria banks typify by liquidi
credit and capital risks on their financial performance. In line with Santomero, (1997)
who maintains that the banking industry has long viewed the problem of risk
management as the need to control four of the above risks which make up most, if notal
of their risk exposure which are; credit, interest rate, foreign exchange and liquidity ris
While the banks recognize counterparty and legal risks, they view them as less central to
their customers, and where counterparty risk is significant, it is evaluated using standard
credit risk procedures, and often within the credit department itself.

Reasons for Business Risks Management

According to Gapta (2011) business enterprises in Nigeria should manage risks b

implementing and maintaining enterprise risk management (EMR) because:

a. Evolution of several risks from events around the world. It is necessary that
firms' should effectively manage these risks in order to survive in the globa
dynamic business environment;

b. People are more aware of the level of service to expect, and the recourse they caf
take if they have been wronged;

(o People are now more likely to sue firms for damages. Taking the steps to reduce
injuries could help in defending against a claim;,

d. Courts are often sympathetic to injured claimants and give them the benefit o
the doubt. Thus, organisations are“xeld to very high standards of care;

e Organisations are perceived as having a lot of assets and/or high insurance
policy limits to take care of damages and liability towards customers and thirg
party; and ‘

Lk Organisations are vicariously liable, i.e. being held liable for the actions of theis

employees, volunteers and contractors (Gupta, 2011; Lam, 2001; Cogkun
2012).
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Risk Management

A major objective of bank management is to increase shareholders' return epitomising
bank performance. The objective often comes at the cost of increasing risk. Bank faces
various risks such as interest risk, market risk, credit risk, off balance risk, technology
and operational risk, foreign exchange risk, country risk, liquidity risk, and insolvency
risk (Tandelilin, kaaro, Mahadwartha & Supialatna 2007). The bank's motivation for risk
management comes from those risks which can lead to bank under performance. Issues
of risk management in banking sector have greater impact not only on the bank but also
on the economic growth (Tandelilin et al, 2007). Tai (2004) concludes that some
empirical evidence indicates that the past return shocks emanating from banking sector
have significant impact not only on the volatilities of foreign exchange and aggregate
stock markets, but also on their prices, suggesting that bank can be a major source of
contagion during the crisis. Banks which better implement the risk management may
have some advantages: (1) it is in line with obedience function toward the rule; (i) It
increases their reputation and opportunity to attract more wide customers in building
~ their portfolio of fund resources; (iii) It increases their efficiency and profitability.
Cebenoyan and Strahan (2004) find evidence that banks which have advanced in risk
management have greater credit availability, rather than reduced risk in the banking
system. The greater credit availability leads to the opportunity to increase the productive
assets and bank's profit.

Theoretical Framework

The theoretical framework of this study focused on two theories so as to modeless the
subject matter effectively. These theories are COSO's enterprise risk management
theory and the agency theory.

COSO's Enterprise Risk Management Theory

The Profounder of the Enterprise Risk management theory is unknown as researchers
believe it evolved over time and was built upon by plethora of subsequent studies and
literature, the most significant of which was developed by the Committee of Sponsoring

Organizations (COSO).

Enterprise Risk Management (ERM) in business includes the methods and processes
used by organizations to manage risks and seize opportunities related to the
achievement of their objectives. ERM provides a framework for risk management,
- which typically involves identifying particular events or circumstances relevant to the
organization's objectives (risks and opportunities), assessing them in terms of likelihood
and magnitude of impact, determining a response strategy, and monitoring progress. By
identifying and proactively addressing risks and opportunities, business enterprises
protect and create value for their stakeholders, including owners, employees,
customers, regulators, and society overall. ERM can also be described as a risk-based
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approach to managing an enterprise, integrating concepts of internal control, the
Sarbanes-Oxley Act, and strategic planning. ERM is evolving to address the needs of
various stakeholders, who want to understand the broad spectrum of risks facing
complex organizations to ensure they are appropriately managed. Regulators and debt
rating agencies have increased their scrutiny on the risk management processes of
companies. The Committee of Sponsoring Organizations of the Treadway Commission
(COSO) defines enterprise risk management as: «...a process, effected by an entity's
board of directors, management and other personnel, applied in strategy setting and
across the enterprise, designed to identify potential events that may affect the entity, and
manage risk to be within its risk appetite, to provide reasonable assurance regarding the
achievement of entity objectives.” The COSO definition is intentionally broad and deals
with risks and opportunities affecting value creation or preservation. Uncertainty
presents both risk and opportunity, with the potential to erode or enhance value.
Enterprise risk management enables management to effectively deal with uncertainty
and associated risk and opportunity, enhancing the capacity to build value.

Value is maximized when management sets strategy and objectives to strike an optimal

balance between growth and return goals and related risks, and efficiently and

effectively deploys resources in pursuit of the entity's objectives. Enterprise risk

management encompasses(Tandelilin et al, 2007):

. Aligning risk appetite and strategy — Management considers the entity's risk
appetite in evaluating strategic alternatives, setting related objectives, and
developing mechanisms to manage related risks.

. Enhancing risk response decisions —Enterprise risk management provides the
rigor to identify and select among alternative risk responses — risk avoidance,
reduction, sharing, and acceptance.

° Reducing operational surprises and losses — Entities gain enhanced capability to
identify potential events and establish responses, reducing surprises and
associated costs or losses.

. Identifying and managing multiple and cross-enterprise risks — Every enterprise
faces a myriad of risks affecting different parts of the organization, and
enterprise risk management facilitates effective response to the interrelated
impacts, and integrated responses to multiple risks.

. Seizing opportunities — By considering a full range of potential events,
management is positioned to identify and proactively realize opportunities.

o Improving deployment of capital — Obtaining robust risk information allows
management to effectively assess overall capital needs and enhance capital

allocation.

These capabilities inherent in enterprise risk management help management achieve the
entity's performance and profitability targets and prevent loss of resources. EnterpLisg'
52
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Agency Theory .
During the 1960s and early 1970s, economists explored risk sharing among individuals
or groups (€.g., Arrow, 1971; Wilson, 1968). This literature described the risk-sharin
problem as one that arises when cooperating parties have different attitudes toward risk.
Agency theory broadened this risk-sharing literature to include the so-called agency
problem that occurs when cooperating parties have different goals and division of
labour (Jensen & Meckling, 1976; Ross, 1973). Specifically, agency theory is directed at
the ubiquitous agency relationship, in which one party (the principal) delegates work to
an- other (the agent), who performs that work. Agency theory attempts to describe this
relationship using the metaphor of a contract (Jensen & Meckling, 1976). Agency theory
is concerned with resolving two problems that can occur in agency relationships. The
firstis the agency problem that arises when:

(a) The desires or goals of the principal and agent conflictand

(b) It is difficult or expensive for the principal to verify what the agent is actually

doing.

The problem here is that the principal cannot verify that the agent has behaved
appropriately. The second is the problem of risk sharing that arises when the principal
and agent have different attitudes toward risk. The problem here is that the principal and
the agent may prefer different actions because of the different risk preferences. Because
the unit of analysis is the contract governing the relationship between the principal and
the agent, the focus of the theory is on determining the most efficient contract governing
the principal-agent relationship given assumptions about people (e.g., self-interest,
bounded rationality, risk aversion), organizations (e.g., goal conflict among members),
and information (e.g., information is a commodity which can be purchased).
Specifically, the question becomes: Is a behaviour-oriented contract (e.g., salaries,
hierarchical governance) more efficient than an outcome-oriented contract (e.g.,
commissions, stock options, transfer of property rights, market governance)?

The agency theory is applicable ina variety of settings, ranging from macro level issues
such as regulatory policy to micro level dyad phenomena such as blame, impression
management, lying, and other expressions of self-interest. Most frequently, agency
theory has been applied to organizational phenomena such as compensation (e.g.,
Conlon & Parks, 1988; Eisenhardt, 1985), acquisition and diversification strategies
(e.g., Amihud& Lev, 1981), board relationships (e.g., Fama & Jensen, 1983; Kosnik,
1987), ownership and financing structures (e.g., Argawal & Mandelker, 1987; Jensen &
Meckling, 1976), vertical integration (Ander- son, 1985; Eccles, 1985), and innovation
(Bolton, 1988; Zenger, 1988). Overall, the domain of agency theory is relationships that
mirror the basic agency structure of a principal and an agent who are engaged in
cooperative behaviour, but have differing goals and differing attitudes toward risk.
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The functionality of Agency theory to this study lies in its. risk implications.
Organizations are assumed to have uncertain futures. The future may bring prosperity,
bankruptcy, or some intermediate outcome, and that future is only partly controlled by
‘organization members. Environmental effects such as government regulation,
-emergence of new competitors, and technical innovation can affect outcomes. Agency
theory extends organizational thinking by pushing the ramifications of outcome
‘uncertainty to their implications for creating risk. Uncertainty is viewed in terms of
risk/reward trade-offs, not just in terms of inability to preplan. The implication is that
Qutcome uncertainty coupled with differences in willingness to accept risk should
- influence contracts between banks and customers.

The Agency theory shall serve as the prototypical model of this study.

Empirical Framework
- Risk management has been empirically reviewed over time and this has led to ample
amount of literature available, among which include:

- Basel Committee on Banking Supervision (1982) stated that lending involves a number
of risks. In addition to risk related to the creditworthiness of the borrower, there are
others including funding risk, interest rate risk, clearing risk and foreign exchange risk.
International lending also involves country risk. Basel Committee on Banking
Supervision (2006) observed that historical experience shows that concentration of
- credit risk in asset portfolios has been one of the major causes of bank distress. This is
true both for individual institutions as well as banking systems at large.

Robert and Gary (1994) state that the most obvious characteristics of failed banks is not
poor operating efficiency, however, but an increased volume of non-performing loans.
- Non-performing loans in failed banks have typically been associated with regional
macroeconomic problems.

- Koehn and Santomero (1980) and Kim and Santomero (1988), suggest that bank risk
taking has pervasive effects on bank profits and safety. Bobakovia (2003) asserts that the
profitability of a bank depends on its ability to foresee, avoid and monitor risks, possible
to cover losses brought about by risk arisen. This has the net effect of increasing the ratio
of substandard credits in the bank's credit portfolio and decreasing the bank's
profitability (Mamman and Oluyemi, 1994). The banks supervisors are well aware of
this problem, it is however very difficult to persuade bank mangers to follow more
prudent credit policies during an economic upturn, especially in a highly competitive
environment. They claim that even conservative managers might find market pressure
forhigher profits very difficult to overcome.
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a) Simple correlation:
Y -X)( -7) \

VR xe/Ew -y

Where N=number of observations
2=summation
X=independent variable (Risk management)
Y=dependent variable (Organisational Performance)
Coefficient of determination =1
a) Ordinary least square Regression analysis:
Y=a.bX+te
Where:
Y = dependent variable
a = intercept
b= coefficient of X
e = error term
b) Multiple regression

ANALYSIS AND DISCUSSION

Testing of Research Hypothesis

Hypothesis 1

“H,: There is no significant relationship between the critical assessment carried out by
banks and the advancing of credit by banks.

Table 1: Regression and Correlation Estimates between Critical Assessment and Credit
Advancement

Model Coefficients (B) Correlation P-Value
Constant 1.528

0.381 .001
Critical Assessment 0.345

Source: Author’s Computation

Dependent variable: Credit Advancement
From table 1 above, the regression estimate (0.345) indicates that an increase in Critical
assessment leads to a higher likelihood of credit advancement. The correlation estimate
(0.381) shows a positive relationship between critical assessment and credit
advancement. The P-Value (0.001) which is less than 0.05 indicates than the test is
significant at 0.05 significant level.

Decision: Therefore, the null hypothesis is rejected on the basis that the p-value is less
than 0.05 and the study concludes that there is significant relationship between credit

\
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advancement and critical assessment carried out by banks.

Hypothesis 2
H,,: There is no significant relationship between the intimacy of customers with the

authorities of the bank and proper risk evaluation.

Table 2: Regression and Correlation Estimates between Intimacy and Risk Evaluation

Model Coefficients (B) Correlation P-Value
Constant 3.089.

0.203 .086
Intimacy -0.186

Source: Author’s Computation

Dependent variable: Risk Evaluation

From table 2 above, the regression estimate (-0.186) indicates that intimacy of loan
seekers is proportional to risk evaluation. The correlation estimate (0.203) shows a
positive relationship between intimacy and risk evaluation. However, the P-Value
(0.086) which is greater than 0.05 indicates than the test is insignificant at 0.05
significant level. '

Decision: Therefore, accept the alternative hypotheses on the basis that the P-Value
(0.086) is greater than 0.05conclude that there is significant relationship between the
intimacy of customers with the authorities of the bank and proper risk evaluation.

Hypothesis 3
H,,: There is no significant relationship between effective risk management and the

impact of problems involving credit by banks.

Table 3: Regression and Correlation Estimates between Risk Management and
Reduction of Credit Problems

Model Coefficients (B) Correlation P-Value
Constant 1.453

0.361 .002
Risk Management . | 0.470

Source: Author's Computation
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Dependent variable: Reduction of Credit Problems
From table 3 above, the regression estimate (0.470) indicates that risk management is
proportional to reduction of credit problems. The correlation estimate (0.361) shows a
positive relationship between risk evaluation and reduction of credit problems. The P-
Value (0.002) which is <0.05 indicates than the test is significant at 0.05 significant

level.

Y

Decision: We therefore reject the null hypothesis on the basis that the p-value is less
than 0.05 and conclude that there is significant relationship between risk evaluation
and reduction in credit problems.

SUMMARY

This study was carried out with the primary objective of determining the impact of risk
management on organizational performance. The study limited its scope to the banking
sector using First bank as a case study. The study further looked into determining if
critical assessment is being carried out before advancing credit to customers by banks.
The study also ascertained if the intimacy of loan seekers with the authorities of bank
inhibit proper risk evaluation. The study finally examined the extent to which effective
risk management impact the problems involving credit by banks. The research indicated
that critical assessment is being carried out by banks before the advancement of credit as
there is a significant positive relationship between critical assessment and the granting
of credit by banks as the regression shows.

The study also revealed that the intimacy of loan seekers with the officials of banks does
not inhibit proper risk evaluation by banks as the evidence indicates a negative
relationship between the intimacy of loan seeker with bank officials and the risk
evaluation carried out by banks, this result is in line with the findings of Robert and Gary
(1994) state that the most obvious characteristics of failed banks is not poor operating
efficiency but an increased volume of non-performing loans. Non-performing loans in
failed banks have typically been associated with regional macroeconomic problems.
The study further revealed that risk management reduces the problems of banks
positively as there is a significant positive relationship between effective risk
management and the reduction of the problems faced by banks, this also aligned with
findings of Koehn and Santomero (1980) and Kim and Santomero (1988), suggest that
bank risk taking has pervasive effects on bank profits and safety.

CONCLUSION

Evidence form the theoretical and empirical framework indicates a positive relationship
between risk management and organizational performance. The study concluded that
critical assessment is being carried out by banks before advancing credit. Therefore
banks should intensify the efforts and schemes of critical assessment before advancing

\ ]
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credit in order to boost organizational outcome. The study further concluded that the
intimacy of loan seekers with the officials of the banks does not inhibit proper risk
evaluation done by banks as knowing top officials does not affect an individuals'
chances of getting a loan and biases are not considered in granting credit to customers.
Organizations should avoid any form of lobbying and bias in risk evaluation so as to
foster merit in credit advancement. The study also concluded that effective risk
management reduces the problems involving credit by banks as it abates the rate of non-
performing loans, boost productive efficiency of resources and mitigates the occurrence
of absconded funds. Banks have to improve their risk management techniques in order
to further mitigate problems and -alleviate snags associated with performance of the
organization.

In light of the above, the study finally concludes that risk management impacts
organizational performance positively as it optimizes the dividends of advancing credit
through the use of critical assessment, eliminates evidence of bias associated with
granting credit and abates the problems faced by banks in advancing credit.

RECOMMENDATIONS

From the findings and conclusions presented above, the following recommendations

were made to further improve the impact of risk management on organizational

performance.

l. Banks should provide trainings to their staff in risk management so as to further
boost their knowledge on the critical assessment of risk and further minimize the
occurrences of unfavourable business transactions.

2. Nigerian banks should endeavour to leave no stone unturned when evaluating
credit worthiness of loan seekers as lobbyist without adequate collateral tend to
use political connections and bank connections to seek loans and this can further
inhibit proper risk evaluation.

3. Managers of the banks with high loan to deposit ratio need expert knowledge of
credit risk management. This would avail them the understanding of how to
balance the merits of giving out more loans with the attending risk.

4. Managers of banks with high ratio of non-performing loans to total loans also
have to improve their credit risk management policies in consideration of their
role as agents of proprietors whose wealth are at stake with such ratio.

5. The Central Bank of Nigeria should ensure strict adherence of all the banks to
the stipulated credit risk management policies. Also, the reports presented to the
CBN should be further verified by carrying out further analysis on the published
annual reports
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