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ABSTRACT

This study examines the moderating effect of risk committee on the relationship between
risk management and financial stability in Pakistan. Risk management is represented by
risk factors, bank’s capital regulation and governance factors, whereas financial stability is
measured by ROA and ZROE. Using a sample of 28 commercial banks in Pakistan during
2007-2016, the research hypotheses are tested under panel regression models. The results
show significant negative impacts of risk factors as measured by credit risk, operational
risk, country risk and financial crisis on both ROA and ZROE. This signifies that the
increasing trend in the risks would undermine financial stability. Conversely, governance
factor of corruption control shows an adverse influence on ZROE, indicating that higher
corruption creates greater instability. Meanwhile, political stability, absence of violence,
government effectiveness, and voice and accountability have significant positive impacts
on ZROE. The results imply, good governance could increase the banking sector financial
stability. The results show a negative moderating effect of risk committee on the
relationship between risk factors and ROA, indicating that higher involvement of risk
committee adversely influenced the risk factors on ROA leading to lower financial
stability. In contrast, capital regulation as measured by capital adequacy ratio is positively
moderated with ROA, indicating stronger financial stability. Similar results are observed
for ZROE that further confirmed the evidence. However, risk committee strengthens the
negative relationship between market risk and ZROE, hence depressing the financial
stability. The findings of the study provide insight to policy makers regarding the
importance of risk committee in making strategic decisions. It is also suggested that
representatives of the commercial banks should consider the above-mentioned risk factors
for the betterment of the financial stability.

Keywords: Risk management, financial stability, risk committee, Pakistan



ABSTRAK

Kajian ini menilai kesan moderasi jawatankuasa risiko ke atas hubungan antara pengurusan
risiko dan kestabilan kewangan di Pakistan. Pengurusan risiko diwakili oleh faktor risiko,
peraturan modal bank dan faktor tadbir urus, manakala kestabilan kewangan diukur oleh
ROA dan ZROE. Dengan mengunakan sampel 28 bank perdagangan di Pakistan bagi
tempoh 2007-2016, hipotesis kajian diuji dengan aplikasi model regresi panel. Dapatan
kajian menunjukkan pengaruh negatif signifikan terhadap faktor risiko yang diukur oleh
risiko kredit, risiko operasi, risiko negara dan krisis kewangan dengan ROA dan ZROE.
Ini menandakan bahawa peningkatan trend dalam risiko ini akan mengurangkan kestabilan
kewangan. Sebaliknya, faktor tadbir urus kawalan rasuah mempunyai pengaruh negatif
terhadap ZROE, menandakan bahawa semakin banyak rasuah menimbulkan
ketidakstabilan kewangan. Sementara itu, kestabilan politik, ketiadaan keganasan,
keberkesanan kerajaan, dan suara dan akauntabiliti mempunyai kesan positif yang
signifikan terhadap ZROE. Oleh itu, tadbir urus yang baik dapat meningkatkan kestabilan
kewangan sektor perbankan. Selain itu, kajian mendapati wujud kesan moderasi
jawatankuasa risiko yang negatif antara hubungan faktor risiko dan ROA, menunjukkan
bahawa penglibatan jawatankuasa risiko yang lebih tinggi mempengaruhi faktor risiko
yang mengakibatkan kestabilan kewangan yang lebih rendah. Sebaliknya, peraturan modal
yang diukur oleh nisbah kecukupan modal mempunyai kesan positif yang dimoderasikan
dengan ROA, menunjukkan kestabilan kewangan yang lebih kukuh. Hasil kajian yang
sama diperolehi untuk ZROE yang selanjutnya mengesahkan keputusan dapatan kajian.
Walau bagaimanapun, jawatankuasa risiko mengukuhkan hubungan negatif antara risiko
pasaran dan ZROE, dengan itu menghalang kestabilan kewangan. Penemuan kajian
memberi pandangan kepada pembuat dasar tentang kepentingan jawatankuasa risiko dalam
membuat keputusan strategik. la juga mencadangkan agar wakil-wakil bank perdagangan
harus mempertimbangkan faktor-faktor risiko yang disebutkan di atas untuk memperbaiki
kestabilan kewangan.

Kata kunci: Pengurusan risiko, kestabilan kewangan, jawatankuasa risiko, Pakistan
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CHAPTER ONE

INTRODUCTION

1.1 Background of Study

Over the last few decades, the issue of risk factors associated with the banking industry has
attracted the interest of various stakeholders. However, the significance of the risk factors
and their influence on banks vary from region to region. A series of financial and non-
financial issues are observed in the banking sector of different economies with their adverse
influence on the performance measures too. This chapter continues with the general

overview in Sub-section 1.1.1 and it ends with the organization of the study in Section 1.7.

1.1.1 General Overview of the Study

The concept of risk is an inherent and integral part of business firms. The dynamic markets
where businesses operate often create a situation of uncertainty because of competitiveness
(Tchankova, 2002). Various strategies have been defined by business firms to mitigate the
adverse effects of such an uncertain environment. The concept of uncertainty also increases
the probability of losses (or the gains in some circumstances) which can manipulate the
potential success of a business (Sania & Amjad, 2012). In the field of corporate finance, a
risk is an unplanned event with consequences in the form of earning losses. There is also
the possibility of forfeiture which may or may not occur (Bessis, 2011; Vyas & Singh,

2011).



Usually, the first step in Risk Management (RM) is risk identification which paves the path
for the next steps as stated by (Tchankova, 2002). He further explains that risk
identification includes sources of risks, hazards factors, perils, and exposure to risk.
Sources of risk include such elements in the business environment that could bring both
positive and negative outcomes. Besides, a hazard is an instance that enhances the chances
of loss or gains (Dwyer, Zoppou, Nielsen, Day, & Roberts, 2004). Peril or threat is
something relatively close to risk and has some non-profitable, adverse potential outcomes.
Such hazards and perils could happen at any time due to unknown causes and volatile
financial losses. Through risk identification, a business can effectively ensure RM (Arora
& Sharma, 2014). Since the global financial crisis (GFC), some financial institutions have
not effectively identifiy and assess the number of risk factors (Haselkorn, Khaykin, &
Eaton, 2015). The significant factors under the title of business risks for financial
institutions contain default risk of mortgages, liquidity loss for credit products, rapid loss
(another category of liquidity risk) of secured funding, and litigation arising from the

alleged fraud (Haselkorn et al., 2015).

Besides, the role of risk assessment for evaluating systematic financial stability (FS) of a
banking system is very significant (Elsinger, Lehar, & Summer, 2006). Numerous
techniques and tools are used by managers and business firms to assess the level of risk.
For instance, stress testing is an important tool for the analysis of corporate strategy and

the confidence continuance (Abbink, 2011). RM strategies for assets and liabilities of the



banks include rating models, value at risk (VaR), exposure ceiling and vintage analysis

(Bilal, Talib, & Khan, 2013).

In addition, the concept of FS is very much challenging to measure and explain. The overall
financial system could be explained as stable if there is no presence of volatility or financial
distress (Gadanecz & Jayaram, 2009). The broader concept of FS is narrated with the
smooth functioning of the complex financial system. By focusing on its broader
perspective, FS means a condition where a financial system can absorb the anomaly and
financial imbalances. Numerous indicators of FS focus on the external vulnerabilities,
market pressure, and banking system exposures (Gadanecz & Jayaram, 2009). Moreover,
several measures have been used in previous studies (Dale, Merton, & Bodie, 2009; Gray,
Merton, & Bodie, 2007; Hawkins & Klau, 2000; Nelson & Perli, 2007). From the
perspective of banks, FS can be measured through liquidity, credit, bond ratings, and
profitability (Gadanecz & Jayaram, 2009). Since last decade, return on assets (ROA),
return on equity (ROE), and capital ratio are also under consideration to quantify the FS in
banking firms (Diallo & Al-Mansour, 2017; Fu, Lin, & Molyneux, 2014; Tabak, Fazio,

Karine, & Cajueiro, 2016).

The role of risk committee (RC) is very significant towards RM and FS in recent years.
Traditionally, the focus of studies for proper RM is on audit committee with the principal

obligation to address and tackle the situation of financial unrest in business (Harrison,



1987; Korosec & Horvat, 2005). However, in contemporary environment, RC is admired
as a specialized board committee (Subramaniam, McManus, & Zhang, 2009). Such
committee is potentially a critical source in doing RM obligations for better FS. The
existence of RC in banks is decidedly significant due to various reasons. For example, RM
framwork in the banks combines the overall scope of risks, process/system needs to
manage risk, and duties of individuals as involved in such practices (SBP, 2010b). For this
purpose, there is a significant need for the existence of RC in the banks which can ensure
the effective observation over risks being taken by the banks. Furthermore, RC needs to
perform the obligations like developing policies/guidelines for major risk categories
through identification, measurement, monitoring and finally the risk control mechanism
(SBP, 2010b). Additionally, RC is also obligatory to oversee risk exposures, providing the
advice on different risk strategies to board members, supporting Chief Risk Officier, and
consideration of risk appetite for the bank (Srivastav & Hagendorff, 2016; SBP, 2010b).

All these duties are meaningfully justifying the valuable existence of RC in the banks.

Among other strategic teams in banks, risk committee (RC) plays a significant and
influential role towards RM practices (Abdullah et al., 2017). In order to prevent a business
from internal financial crimes, corporate governance practices have been established and
implemented in almost all the countries. For example, Malaysian Code of Corporate
Governance (MCCGQG) as established during 1999 states that the board of directors defines
RM framework under the shadow of internal control (Wahab, How, & Verhoeven, 2007).

In this way, board members are primarily responsible for providing sound RM framework



which defines the risk tolerance for the RC. A common practice for some business
organization indicates that duties for audit committee would include the supervision
function for RM (Abdullah et al., 2017). However, a research question whether the RC
should be organized as a separate committee from the audit committee is yet to be explored

in the literature.

On the other hand, Brown, Steen and Foreman (2009) have expressed their view that the
effectiveness of the audit committee (responsible for RM in some banks) is at a
questionable position because such committee is already overloaded with numerous duties.
Therefore, the audit committee cannot correctly perform its RM function. In this regard,
authors like Fraser and Henry (2007) and Brown et al. (2009) have suggested a separate
RM committee for the promotion of better RM practices. It is believed that the existence
of RC can increase the significance of RM for securing the interest of various shareholders

(Liebenberg & Hoyt, 2003).

Many dimensions are presented in existing studies to explain the concept of RC. For
instance, it could be explained by size (e.g number of the directors and members in a
committee), their freedom to take decisions with frequency of meetings (Ng, Chong, &
Ismail, 2012). Besides, the establishment of RC can also increase disclosure for RM

(Abdullah, Shukor, & Rahmat, 2017). However, the size of RC is a meaningful indicator



to present the RM practices in banks. In the present study, RC is used as a moderator to

examine the relationship between RM and FS for commercial banks of Pakistan.

1.1.2 Banking Industry at World Glance

Present section has discussed the overview of the banking industry in the world economy
for some understanding of trends in FS, performance and associated risk factors. The
motive for providing some introductory material about the banking industry in the world
economy is based on the deductive approach which focuses on moving from general to
specific. For this reason, both risk and stability factors for some of the global banking firms

are discussed, followed by the risk and FS trends in banking industry of Pakistan.

A common notion is that banks have always played a significant role in financial market.
With the expansion of the world economy, international banks continue to grow in terms
of assets and operational activities. Among the top ten banks globally, the Chinese banking
industry has achieved a remarkable ranking. Table 1.1 provides an overview of top ten

banking firms in the world economy, their country of origin, and services being offered.

Table 1.1
Top Ten Banks in the World
World Bank Name Country  Services Offered
Ranking
1 Industrial and Commercial China loans, business financing, e-banking,
Bank of China (ICBC) credit lines, and commercial loans.
2 China Construction Bank China Corporate banking, commercial loans,
Corporation (CCBC) and credit lines.




Table 1.1 (Continue)

3 Agriculture Bank of China
(ABC)

4 Bank of China (BOC)

5 HSBC Holdings (HSBC)

6 JPMorgan Chase & Co.
(JPM)

7 BNP Paribas

8 Mitsubishi UFJ Financial
Group

9 Bank of America (BAC)

10 Credit Agricole Group

China

China

England

United
States

France

Japan

United

States

France

Deals with small farmers and large
agricultural wholesale companies.
Investment banking, insurance and
investing services. It also provides
personal loans, credit card services,
and insurance.

consumer and private banking
facilities.

investment services, asset
management, wealth management,
and securities

Retail banking and investment
solutions.

consumer banking, as well as

business and private banking

personal banking, small businesses,
mid-sized businesses, and large
corporations

Retail banking, specialized financial

services, insurance and real estate.

Source: Johnston 2017, Industrial and Commercial Bank of China 2016

In the current financial environment, banks are dealing with a variety of challenges and

critical risk factors, both in domestic and international market. As per the report of CSFI

(2015), the world economy has a significant concern with banks as they are facing a variety

of risk factors. These factors are under the title of macroeconomic, criminality, regulation,

technology risk, political interference, quality of RM and credit risk (CR). Online security

is also among significant issues in banks, requiring serious attention (Belas, Koraus,



Kombo, & Koraus, 2016). In the similar trend of thought, regulatory reforms, outsourcing,
geopolitical risk, conduct risk, organizational change, money laundering and financial
frauds are a few other significant categories (Betschinger, 2015; Black, Correa, Huang, &
Zhou, 2016; Mclintosh, 2016). Terrorism is also a substantial macroeconomic risk factor
which has targeted the global financial markets (Chesney, Reshetar, & Karaman, 2011;

Masciandaro, 2017).

Since the time of GFC, banks are required to build a capital cushion to secure themselves
in the event of an adverse economic scenario. Although capital and liquidity requirements
help to stabilize banks but other signifcant factors include slower trading at the cost of
profitability and stricter lending standards as well. In Asia, banks and other financial
institutions have faced several challenges. With the constant pressure over revenue sources,
anew average return on equity (ROE) has been measured as 5-6%, which was 14 % during
GFC in 2007 (Cushman & Workfield, 2017). Due to above-stated risk factors, FS of
various banks in the world economy is under a challenging situation. It means that dealing
with the situation of FS under the shadow of range of risk factors is a critical decisions for
the banking industry. Figure 1.1 provides an outlook of average ROE for top 200 banks in
the world economy, while Figure 1.2 indicates ROE for some specific international
banking firms during 2004 to 2016(Q2) showing a significant decline in one of the stability
measures for different banks in world economy. It is observed that banking sector in the

world is facing the issue of lower FS over the recent two decades.
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1.1.3 Banking Industry in Pakistan: A Review of the Last Two Decades

This section provides a detailed review of the banking industry in Pakistan, starting with
the initial growth phase (2000-2005) along with the associated risk factors. The reason to
cover the discussion for the first half of the last decade was that most of the commercial
banks had started their operational activity in this time. Therefore, for better understanding,
it is quite obvious to provide a significant review about the risk-return trends prior to the

issue of instability in the local banks as experienced from 2007 to onwards.

It is accepted that the banking industry in Pakistan has played a crucial role in providing
the financial background for the national economy (Javaid, Anwar, Zaman, & Ghafoor,
2011). The overall structure of the banking industry in Pakistan is divided into public,
private, and foreign banks. Currently, there are five public sector banks, twenty local
private banks, and five international banks in Pakistan (Arif & Anees, 2012; SBP, 2015b;

SBP, 2017b).

The banking industry is considered as a primary lender to both public and private
institutions. All banks in Pakistan are currently regulated by the State Bank of Pakistan
(SBP), which is the supreme governing authority (SBP, 2017b). All financial institutions
like banks, development finance institutions (DFIs), investment banks (IBs), insurance
companies, leasing and exchange companies work under SBP. They act as members’

financial institutions who are actively participating in the local financial market (Javaid et

10



al., 2011). SBP governs all these members through Banking Companies Ordinance, 1962
which has laid down certain guidelines. SBP must govern and monitor the performance of
these institutions in the financial market. Additionally, SBP is also authorized to take
necessary actions in case of any regulatory or compliance issue from these members (Arif

& Anees, 2012).

Since 2000 till date, banks have gained good revenues as well as losses, which led to
introducing various reforms (limi, 2004). For instance, the value of earning through return
on assets (ROA) was 1.2 % in 2004 and 1.9 % in 2005. The diversification of portfolios
witnessed an increase in revenue during the first half of the last decade (SBP, 2005b).
Ostensibly, local banking system in Pakistan had a visible level of improvements regarding
size and financial health during 2000 to 2005 (SBP, 2005a). The increase in the assets of
the banking sector reached Rs.3.7 trillion from Rs.1.8 trillion during this period. Besides,
the overall shifting of assets from public to the private sector also resulted in a significant

growth during the same period (SBP, 2005a).

While several structural changes in banks resulted in cost-effectiveness in operations and
better financial outcomes, such modification however also increased the risk exposure in
overall financial composition (Khalid & Hanif, 2005; SBP, 2005b). The rising trend of
advances had already caused an upward shift in the CR for banks (Haneef et al., 2012).

Meanwhile, the substantial value of credit growth weakened the various indicators of

11



liquidity from the year 2003 onward. For instance, the ratios of advances to deposits and
liquid assets to total assets had increased during this period as shown in Table 1.1. Such a
mismatch in the maturity of assets and liabilities also increases the chance of liquidity gap

(Arif & Anees, 2012; SBP, 2005b).

Table 1.2
Return on Assets, Loan to Deposits Ratio (LTDR) and Liquid Assets to Total Assets Ratio
(LATA)

Years ROA LTDR LATA
2000 0.3 66.2 355
2001 0.1 61.7 38.1
2002 0.9 54.9 46.7
2003 1.8 56.4 45.1
2004 1.9 65.8 36.6
2005 2.8 70.2 33.7

Source: State Bank of Pakistan, 2005a

Due to the increase in the liquidity risk (LR) and overall performance during 2000-2010,
the value of market risk (MR) began to be judged in the form of interest rate. Besides, other
challenges during this period included the inflationary environment and rise in the oil price
too which had resulted in a current account deficit of Pakistan from 1878$ billion to -
3.6063% billion during the first half of the decade, i.e. between 2001 to 2005 (World Bank,
2019). This inclination unfavorably affected the portfolio investment of various financial

institutions with assets having long run maturity duration as compared to liabilities.

12



During the period between 2000 and 2005, other factors that contributed to both risks and
rates of return included development of information technology (IT), launch of innovative
products, outsourcing, mergers & acquisition, and like. Therefore, the consequences of
operational risk (OR) cannot be be ignored. However, in spite of a number of frauds and
forgeries, the performance of the banking sector was sound. For instance, up to the year
2005, total number of categories of OR like serious-medium and low-severity were
recorded to 116,403 and 2239 (SBP, 2005a). Similarly, the performance of Islamic Banks
(IBS) reflected a growth rate of 60 % during the period 2000 to 2005 (Ashraf, 2013).
Additionally, balance sheet items like deposits, borrowings, capital and other funds also

showed an appealing growth rate (Ghauri, Javaid, & Ramzan, 2012; SBP, 2005b).

From 2005 to 2010, the overall banking industry experienced instability in the form of
ROA and ROE. Both these stability indicators, ROA and ROE, demonstrated a decline of
1.86 % to 0.48% and from 23.62% to 5.93% respectively (SBP, 2010a). The value of the
non-performing loans (NPLs) to gross advances ratio confirmed an increasing trend (7.08
% in 2006 to 13.75 % in 2010). Meanwhile, the ratio of cash and cash equivalents to total

assets revealed a decline from 13.6 % in 2006 to 10.35% in 2010.

During this period, GFC also started affecting the world economy and banking sector, in
particular, both in developed and developing economies (Nazir, Safdar, & Akram, 2012a;

Saeed & Zahid, 2016; Tafri, Hamid, Meera, & Omar, 2009). The balance sheet of local

13



banks in Pakistan showed a fall from Rs. 6.5 trillion in 2009 to Rs. 6.1 trillion in 2010
(SBP, 2010a). Additionally, an overall decline of 14%, 4 % and 5% in total shareholder’s
equity, liabilities, and assets was also observed. The value of total deposits had also
decreased by 2 % during 2010 (SBP, 2010a). Since 2006 till date, the earning performance
and FS have been in a questionable position. Both indicators (ROA and ROE) of FS are

showing a declining trend. Figure 1.2 explains the overall movement of FS from 2006 to

2017.
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Figure 1.3
ROA and ROE for Overall Banks in Pakistan During 2006-2017
Source: SBP 20053, 2010a, 2015b, 2017b

In addition, an overall analysis of the commercial banks suggests that the value of NPLs
showed a gradual increase from Rs. 446.05 million in 2008 to Rs. 611.81 million in 2017

(SBP, 2017b). In the case of listed banks, e.g. National Bank of Pakistan (NBP) showed
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the highest level of NPLs from 2005 to 2016. Figure 1.3 exhibits the overall scenario of

NPLs for the listed banks in Pakistan Stock Exchange (PSX).
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NPLs of All Listed Banks in Pakistan: 2005-2016

Source: Datastream, 2017

Furthermore, during the period between 2012 and 2016, in-depth investigation of the local

industry revealed that approximately half of the commercial banks faced losses and decline

in their operating profit. Out of twenty listed banks, particularly the Khadim Ali Shah

Bukhari Bank (KASB), Summit Bank, Albaraka Bank and Silk Bank showed a series of

decline in banks’ earnings. Due to consecutive losses in ROA & ROE and negative level

of capital adequacy ratio (CAR), SBP stopped the operational activities of KASB Bank
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(SBP, 2015a). Some other banks like Habib, MCB, Allied, Meezan, Sonehri and United

also faced problem in their FS.

Table 1.3 explains ROA and ROE for the listed banks, having continuous decline and loss

in earnings over the last five years.

Table 1.3
ROA and ROE for Some Listed Banks
Sr. No. Years 2012 2013 2014 2015 2016
Ratios in % % % % %
1 KASB ROE -9.3 -23.0 -23.0 - -
KASB ROA -0.89 23  -23 - -
2 SUMMIT ROE -95.60 -172.70 18.24 14.64 -33.60
SUMMIT ROA -2.02 -145 016 0.13 -1.02
3 ALBARKA ROE -9.70 -0.62 217 346 -1.34
ALBARKA ROA -0.87 -0.05 015 0.28 -0.12
4 SILK ROE -1.86 -1845 044 -2.56 1.11
SILK ROA -0.39 -1.26 008 -129 0.55
5 HABIBMETRO ROE 13.06 12.89 16.36 23.14 16.47

HABIBMETRO ROA 1.12 113 124 157 1.16

6 MCB ROE 23.25 2191 2250 21.72 18.46
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Table 1.3 (Continue)

MCB ROA 2.75 267 263 245 2.06
7 ALLIED ROE 26.68 27.28 2423 2225 19.44
ALLIED ROA 1.87 201 180 154 1.37
8 MEEZAN-BANK ROE 22.64 22.09 19.64 18.18 21.24
MEEZAN-BANK ROA 1.28 1.20 1.04 0.95 1.00
9 SONEHRI ROE 0.70 0.61 0.74 0.87 0.67
SONEHRI ROA 1.17 142 118 1.24 0.98
10 UNITED BANK ROE 2.00 182 2.03 1.82 1.69
UNITED BANK ROA 1.79 1.79 181 1.59 1.51
Source: State Bank of Pakistan, 2016
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Figure 1.5

Banks with Series of Issues in FS indicators (ROA, ROE) 2012-2016

Source: SBP, 2016




In addition, for the supervision and regulation of the banking sector, SBP is playing its
significant role. Various regulatory documents are issued by the SBP since the time of its
establishment for the guidance and supervision of banking companies. Among several,
SBP Act, 1956 and Banking Companies Ordinance, 1962 are very important (SBP, 2015c).
For the formation, incorporation and share capital of the bank, SBP Act, 1956 provides the
information framework along with the establishment of board of directors (BODs),
monetary and fiscal policies and functions of the bank (i.e credit operations, reserve funds,
roles and duties of the auditors, and liquidation of the bank, etc.) as expressed by (SBP,
2015c). Similarly, the role of Banking Companies Ordinance, 1962 is observed for the
activities like licensing of banking firms, maintenance of liquid assets, reserve fund, cash
reserves, restriction on the advances and loans, accounts and balance sheet, transaction of

the banking business and suspension of the banking business (SBP, 2014a).

Furthermore, for the regulation of banking firms Banking Mohtasib in Pakistan was also
established under Banking Companies Ordinance, 1962 (SBP, 2014a). As the banking
firms are evolved to offer new and innovative products in the market, there are to be
disagreements between the banking firms and the consumers. In this regard, the role of
Banking Mohtasib is to mediate between the bank and the customer to reach an amicable

solution (Pakistan Banking Mohtasib, 2019). Furthermore, to deal with the overall RM
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practices by commercial banks, SBP has also provided a RM framework for the CBs and
DFlIs accordingly (SBP, 2010). The role of this documentary guideline is to provide the
basic understanding about the four major types of bank risk; liquidity risk, credit risk,
operational risk, and market risk. Both CBs and DFIs are guided for managing all these
risk factors with the help of board and senior management oversight, systems and
procedures, RM committee, controlled mechanism, and contingency planning as well

(SBP, 2010).

For regulatory capital and related functions, Basel Accord with implementation mechanism
is also adopted by SBP. For the regulatory capital, two standards under the title of
minimum capital requirements and capital adequacy ratio (CAR) are settled for CBlIs,
DFls, and Microfinance Banks to comply with. The overall framework of Basel capital
consists of Basel | (implemented in 1997, only accounted for CR), Basel Il (implemented
in 2008, required the banks to calculate their CAR based on the market, credit and
operational risk), and Basel 111 (implemented December 2013 to December 2019, with the

increase in CAR of 10 % to 12.5 % ) respectively (SBP, 2019).

Beside these regulatory framework, banks in Pakistan are facing both structural strengths
as well as weaknesses in their RM practices. For example, one of the significant strength
for most of the commercial banks while performing the RM activities is based on the

hierarchy entitled as strategic level, micro level, and micro level respectively (SBP, 2010).
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The strategic level of RM is a core activity as performed by the BODs and senior
management. Whereas micro level considers the RM activities as done by individuals in
the banks who take the risk on the behalf of the bank. Lastly, the RM practice at macro
level encompasses the activities by middle management across the business line. However,
as per the detailed investigation of RM practices followed by the commercial banks, since
2010 to date, no updated framework is provided for the banking firms to follow while
dealing with contemporary risk factors. This issue is found as one of the most crucial
weakness in the overall RM structure of the banking firms as provided by SBP.
Furthermore, due to poor monitoring for the commercial banks by SBP, range of fraudulent
activities (serious-medium and low-severity), mega money laundering through commercial
banks with weak internal control of the banks were also observed since 2000 to date. All
these issues are a serious threat for the commercial banks and indicating their Weak RM

practices.

1.2 Problem Statement

Risk is considered as an integral part of a business. No firm can avoid the uncertainty and
risk. The issue of continuance misfortune in financial terms have raised serious concerns
for various reforms in risk management practices (Bilal et al., 2013). In the last couple of
decades, the world economy and financial sectors have suffered a lot (McNally, 2009). In
the previous decade, GFC of 2007-2008 had hit both developed and developing countries
(Chaudhary & Abbas, 2017; Griffith-Jones & Ocampo, 2009; Nazir, Safdar, & Akram,
2012; Reinhart & Rogoff, 2009). Financial experts hold the view that this GFC was the

largest in terms of loss exposure after the great depression of 1930. While the GFC affected
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the financial industry in terms of stock return and stability, the question of continuing to
perform healthy business activities arisen (Acharya & Richardson, 2009). Additionally,
due to such systemic financial surprises and shocks, banks have divergently faced financial

misfortune and their FS is at a noticeable situation (Haas & Lelyveld, 2014).

GFC also revealed the fact that banks were not appropriately handling various risk factors
(Broll, Guo, Welzel, & Wong, 2015). In the overall scenario of crisis and instability,
improper RM and its ultimate impact on the FS became burning issues. Recent financial
misfortune has further created a situation of caution in the banking industry. Therefore,
banks should reshape and redesign their RM practices in order to evaluate and manage such

instances of financial depression (Bade, Résch, & Scheule, 2011; Bilal et al., 2013).

In order to deal with various risk factors in the banking sector, Basel regulations (Basel 1)
were introduced by the Basel Committee on Banking Supervision (BCBS) in 1988.
Subsequently, Basel Il regulations were also announced in 2004 (separating the CR from
the OR), and finally Basel 11l came in 2010 (Balin, 2008; BCBS, 2010). However, there
was an improper implementation of these regulations in true letter and spirit (Bilal et al.,
2013). Consequently, various members of global financial industry faile