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ABSTRACT

Frequent reports of frauds in the financial sector in Kenya especially within the
Banking sector have been reported over the last several years (2008-2014). In the
second quarter of 2010, out of 102 corporate fraud cases reported in Kenya, all were
associated with inadequate risk control measures by commercial banks. Exposure to
such risksaffect not only their bottom lines, but also leads to substantial reduction in
resources, severe disruptions to the flow of inform ation and com munication, loss of
records among others. The purpose of the study therefore sought to investigate the
effects of internal control systems on risk management in commercial banks in
Nakuru. The specific objectives were: to assess the effect of internal control
components on the risk management of com mercial banks, to assess the effect of
internal control measures on risk management of commercial banks, and to
investigate the effect of internal control procedures on risk management of
commercial banks. The study adopted a descriptive survey design. The target
population comprised of 28 Commercial Banks in Nakuru Town. A census was
employed and two respondents per bank (one from credit and one from operations
department) were purposively selected thus totaling to 56 respondents. Data were
collected using structured questionnaires. Data were analyzed using descriptive
analysis by use of Chi square while Corelation analysis and multiple regression were
used for inferential statistics. The results of the study showed that internal control
components (r = .720, a« = 0.01), internal control measure (r = .743, «a = 0.01), and
internal control procedure (r = .701, o = 0.01) were positively and significantly
correlated to risk management. Multiple regression analysis showed that internal
control components (B =0.485), internal control measure (B =0.189), and internal
control procedure (B =0.086) when regressed against Banks risk management in
Nakuru Town. Adjusted r2 was 0.87 implying that the regression model can explain
87% ofthe variability.The study concludes that banking institutions should strive for
tighterinternalcontrol system son mitigating risksthrough components, measures and
procedures. It is recommended that attention be given to the strong influences on the
internal control systems of com mercial banks while strategic objectives and risk
management policy of the company be determined at the highest level in the
organization and senior managementbe responsible forthe policies to be incorporated
into daily operations and to dedicate the necessary resources to achieve this. Further
studies should be attem pted in assessing the risk management and internal control

system s in microfinances institutions’.

Key W ords: Internal Control Systems, InternalControl Environment, Internal

Control Components, Risk Management, Commecial Banks, ICP
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CHAPTER ONE

INTRODUCTION
1.1 Background ofthe Study
Banks world over are currently faced with far greater challenges than ever before due
to economical, technological and legal interdependences which have become more
pronounced (Holt, 2006). Therefore, every financial institution is expected to put in
place strong risk managementstructureswhich outof necessity willrequire stable and
strong internal control systems to help achieve set organizational goals. The aim of
every profit-making organization is to earn profit, ensure sustainable business
continuity, meet stakeholder demands/expectations, honour their obligations as and
when they fall due (Berglund, 2002). Objectives can be easily achieved if the owner
and manager are the same person. However, as the business grows and expands, the
need foradditionalem ployeesarises and the owner employs more and more people to
help manage the company. This gradually results to separation of ownership and
control. At thispoint, the owners realize that precautions must be taken to protect the

company as well as their interest.

Internal control system is considered not only an essential component of risk
management but also an enhancer of organizational effectiveness and efficiency.
Risks are inherentin every economic activity and every organization has to manage it
according to its size and nature of operation in order to survive and grow (W aweru &
Kalani, 2009). Issues arise with the separation of owners from proffessional
managementand the scaling of firms. Auditing and assurance to maintain checks and
balances against any adverse outcomes (theft, mismanagement) are likely to reduce.
Shareholder values increase through, accurate, reliable, and timely reporting on the
affairs. The weaknesses of many com panies’ control systems have been reported
resulting to big financial scandals of recent years and as a result, increased attention
on risk management, internal controls, internal audit and their role in modern
organizations (Berguland, 2002). The Sarbanes-Oxley Act, 2002 (SOX), was enacted
following a number of serious financial scandals including Enron Corporation, Tyco
International and W orldCom (Coates, 2002) that resulted from control weaknesses.
Following these, greater demands were made on companies to account for these

policies in their corporate governance statements, the strategic risk factors they are



exposed to and the internal control systems put in place to alleviate them (COSO,

2004).

In Kenya, a number of cases have been reported. In 2006, Charterhouse Bank a
Kenyan indigenous investment bank was put under statutory management due to
alleged money laundering activities at the bank. Trade Bank which was one of the
mostbrilliantideas in the local banking industry had expanded rapidly to become the
ninth largest bank in Kenya, did not escape the curse of insider trading, which had
become a key pest of the industry and was placed under liquidation in 1993 by
Central Bank of Kenya. As aresult, central bank appointed an expertcomm ittee with
the combined tasks of proposing draft transposition measures for the implementation
of directives, which is to assess, within the scope of preventing fraud and other

financial malpractices, the need for and suitability of other measures (CBK, 2008).

Risk management is a process of understanding and managing the risks that entities
are inevitably subject to in attem pting to achieve their corporate objective (CIM A,
2005). For management purposes, risks are usually divided into categories such as
operational, financial, legal compliance, inform ation and personnel. Effective risk
management involves risk assessment, risk evaluation, risk treatment and risk
reporting. The focus of good risk management is the identification and treatment of
these risks in accordance with the organization’s risk appetite. These risks need to be
managed and controlled in order to prevent vibrant organizations from catastrophic

losses and help them achieve their goals and objectives (Holt, 2006).

Internal control on the other hand, is “the whole system of controls, established in
order to provide reasonable assurance of, effective and efficient operation, internal
financial control, com pliance with laws and regulations” (CIM A, 2006). The
formality, structure and nature of a company’s system of internal control will
generally vary with the type of sector or industry,size of the company and the level of
public interestin it. Since profits are in essence the reward for successful risk-taking,
the purpose of an internal control system is to help manage and control risk
appropriately rather than to eliminate it as indicated in the Turnbull Report (ICAEW ,
1999). Thus, control mechanisms should be incorporated into the business plan and

embedded in the day-to-day activities of the company.



1.2 Statementofthe Problem

In the period 2007-2014, frequentreports of fraudsin the financialsectorespecially in
Banks have been reported (Business Daily, 2012). In the second quarter of 2010, all
102 fraud cases reported in Kenya, were associated with inadequate risk control
measures by com mercial banks (Technology Banker, 2012). Exposure to such risks
affect not only the bottom 1line of these institutions, but also lead to substantial
reductions in financial and other resources, severe disruptions to the flow of
inform ation and com munication, loss of records among others (Holt, 2006). These
m anifestationsin the banks imply that the internal control system s in place are either
insufficient or are ineffective. It is not clear yet to what extent the internal control
components; measures and procedures and environment may be responsible for the
current scenario in the banking sector in Kenya. The study sought to investigate the
effect of these variables on the management of the risks in the banks. The study
sought to answer the question; how do the internal control systems effect risk

management in the commercial banks in Nakuru Town?

1.3 Objectivesofthe Study
1.3.1 General Objective
The general objective of this study was to evaluate the effects of internal control

system s on risk managementin commercial banks.

1.3.2 Specific objectives
The study was guided by the following objectives:
i To assess the effectof internalcontrol components on the risk managementof
commercial banks
ii. To evaluate the effect of internal control measures on risk management of
commercial banks
iii. To investigate the effectof internal control procedures on risk managementof

commercial banks

1.4 Research Hypotheses
HO0,: Internal control components have no significant effect on risk management in

commercial banks



HO0,: Internal control measures have no significant effect on risk management

HO0;: Internal control procedures have no significant effect on risk management

1.5 Significanceof the Study

This study sought to investigate the importance of ICSs and how they can aid in
mitigating risks that banks are faced with. The findings of this study may go a long
way in forming the opinions and arguments fronted by banking practitioners. It also
enables financial institutions and other organizations to gain knowledge and insight
on the need to strengthen their ICSs, owing to their impact to their bottom lines.
Regulatory organs,governmentand policy makers may also benefit from the study in
pursuance of policiesdirected toward growth and regulation of the banking sector and
in thisregard; economic growth may be stimulated as the sector is at the backbone of
virtually all economic activities within and without the country. Lastly, findings of
this study may help in filling in a gap in the field of strategic management by adding
on to the existing knowledge on ICSs and their impact on mitigating various risks
facing financial intermediaries. Future scholars and academicians may also identify

gaps from which they can use for further research works.

1.6 Scope of the Study
This study was limited to the 28 Com mercial Banks with operations in Nakuru town.
The study was conducted within a period of three months i.e September 2015 to

November 2015.

1.5 Operational Definition of Term s
Commercial Bank: The Banking Act, Cap 488 defines a bank as a company, which
carries on, or purposes to carry on banking business (CBK 2015). This study adopts

the same meaning.

Risk: This term refers to the danger that a certain unpredictable contingency can
occur, which generates randomness in cash flow (CIM A, 2006). The study adopts the
same meaning and their variables were measured by Operational risk, Credit risk,

Institutional risk.



Internal control components: These refer to the way management runs a business
and are integrated with the management process. The components are: Control
Environment, Risk Assessment, Monitoring, Information and Communication,

Control Activities (Bonnie & M arcia, 2009). This study adopts the same meaning.

Internal control measures: This refers to the way M anagement performs checks to

safeguard assets from time to time (COSO, 2004). This study adopts the same

meaning and their variables will be measured by directive measures and preventive

measures.

Internal control procedures: This term refers to the system s put in place to ensure
the continued reliability of accounting systems (COSO,2004). For the purpose of this
study this term means all those mechanisms put in place to ensure accuracy and
reliability of the accounting systems. Their variables were measured by the level of

compliance, its reliability and effectiveness.

Risk management: This term refers to the identification, assessment, and
prioritization of risks and their effects of uncertainty on organizational objectives,
followed by coordinated and economical application of resources to minimize,
monitor, and control the probability and/or impact of unfortunate events or to
maximize the realization of opportunities. Risk management’s objective is to
assure uncertainty does not deflect the endeavor from the business goals (Hubbard,
2009). The study adopted the same meaning and itmeasured the variable by assessing

Operational risk, Credit risk, and Institutional risk elements of risk management.


https://en.wikipedia.org/wiki/Risk
https://en.wikipedia.org/wiki/Uncertainty

CHAPTER TWO
LITERATURE REVIEW
2.1 Introduction
This chapterhas two sections,the theoreticalsectiondocumentspertinenttheories and
findings from previous work upon which the study will be anchored. It will explore
concepts and theoriesof differentdividend policy and determ inantfactors of dividend
payout. And a strategic risk management part that will seek to show how firms

manage strategic risk management using internal control system .

2.2 Theoretical literaturereview

This section deals with the theoriesproponent for the study.

2.2.1 Stakeholder Theory

Stakeholder theory, originally developed by Freeman (1984) as a managerial
instrument and has since evolved into a theory of the firm with high explanatory
potential. The most promising contribution to risk management is the extension of
implicit contracts theory from employment to other contracts, including sales and
financing (Cornelland Shapiro,1987). In certain industries,particularly high-tech and
services,consumer trustin the company to continue offering its services in the future
can substantially contribute to company value. However, the value of these implicit
claimsis highly sensitiveto expected costs of financialdistress and bankruptcy. Since
corporate risk management practices lead to a decrease in these expected costs,

company value rises (Klimczak, 2005).

2.2.2 Agency Theory

Agency theory extends the analysisof the firm to include separation of ownership and
control,and managerialmotivation.In the field of corporate risk management, agency
issues have been shown to influence managerial attitudes toward risk taking and
hedging (Smith & Stulz, 1985). Theory also explains possible mismatch of interest
between shareholders, management and debt holders due to asym m etries in earning
distribution, which can result in the firm taking too much risk or not engaging in

positive net value projects (Smith, 2006).



2.3 Empiricalliterature review

2.3.1 InternalControl Components

Internal controls refer to the measures instituted by an organization so as to ensure
attainmentof the entity’sobjectives, goals and missions (Brennan & Soloman, 2008).
They are systems of policies and procedures thatprotect the assets of an organization,
create reliable financialreporting, promote compliance with laws and regulations and
achieve effective and efficient operations. These systems are not only related to
accounting and reporting but also relate to the organizations com munication
processes, internally and externally, and include procedures for:- handling funds
received and expended by the organization,preparing appropriateand timely financial
reporting to board members and officers, conducting the annual audit of the
organization’s financial statem ents, m aintaining inventory records of real and other

properties and their whereabouts.

Internal Controls are processes designed and affected by those charged with
governance, management, and other personnel to provide reasonable assurance about
the achievement of an entity’s objectives with regard to reliability of the financial
reporting, effectiveness and efficiency of operations and com pliance with applicable
laws and regulations (David, 2001). Increasingly, reliability of financial reporting in
accounting context is very important for the investors who use the inform ation for

decision management (Jenninget & Reckers, 2008).

The reliability of financial reporting is effective to internal control efficiency to
ensure thatthe transactionsand book keeping are appropriateand properly authorized,
valid, correctly recorded, com plete, and on time. M oreover, itis very important that
organizations have fairly sum marized accounting information data disclosure
(Sebbowa, 2009). However, in general, a quality reporting is affected by internal
control mechanism . There is a general perception that institution and enforcementof
properinternalcontrol systemswill always lead to improved financialperformance. It
isalso ageneral beliefthatproperly instituted system s of internal control improve the
reporting process and also give rise to reliable reports which enhances the
accountability function of managementof an entity. According to Dixon etal (1990),
appropriate performance measures are those which enable organizationsto direct their

actions towards achieving their strategic objectives.



On the other hand Sebbowa (2009), refers to performance as the ability to operate
efficiently, profitability, survive, grow and react to the environmental opportunities
and threats. For purposes of the study I will adopt Ray and Kurt’s definition of
internal control systems. In as much as Internal Control Systems are wide and
numerous, for the sake of this study, Internal control systems will be limited to; the
Control Environment, Internal Audit, and Control activities whereas Financial
performance will be looked at basically from the three perspectives of Liquidity,

Accountability and Reporting (Donald & Delno, 2009).

Financial institutions, especially between 2007-2014, have seen heightened concerns
and focus on risk management, as a result of business scandals and failures where
tremendous losses were suffered. The Basel Il Capital Accord and the revised
Combined Code (2003) in the UK are governance reforms with the intent of
minimizing the risk of future major corporate failures through tighter regulation of
internal control systems. Strategic risk management is a corner stone of good
corporate governance that results in better service delivery, more efficient and

effective use of scarce resources and better project management (Collier, 2007).

According to Dorfman (2007), strategic risk management is the logical development
and implementation of a plan to deal with potential losses. It is important for
organizationsto put in place risk managementprogramsto manage exposures to risks,
protect assetsand prepare ahead of time on how to controlfinanciallosses before they
occur (strategic risk management is a strategy of pre-loss planning for pre-loss

resources).

Risk is the combination of the probability of an event and its consequences (IRM ,
2002). Muner (2004), views risk as any uncertainty that affects a system in an
unknown fashion whereby the ram ifications are also unknown but bears with itgreat
fluctuation in value and outcome while ICAEW (2009), argues that the
impact/probability of risk allows an organization to determine which priority to give

to each risk and how to manage them .

The problem sthatrisk pose are very serious and not easily overcome especially when

the risk involves things that people are deeply concerned about. This is where risk



managementhelps choose among alternative causes of actions to reduce the effects of
risks. Risk management and internal controls are means by which businesses’
opportunities are maximized and potential and m aterial losses are reduced (Collier,

2007).

These are the key concepts fundamental to how com panies and organizations manage

risks, provide a basis for application across organizations, industries and sectors are

made up of components. These focus directly on achievement of objectives

established by a particular entity and provides a basis for defining enterprise risk

management’s effectiveness. Among the components are:

Internal Environment: The internal environment has to do with the tone of an
organization, which sets the basis for how risk is viewed and addressed by an
organization’s personnel,including risk managementphilosophy,risk appetite,ethical
values, integrity and the environment within which an organization operates.

O bjective Setting: Before managementcan identify potential events that could affect
the achievements of the organization, it must first set objectives for the firm.
Enterpriserisk managementmakes sure thatmanagementhas putin place a process to
set objectives and that the chosen objectives support and align with the entity’s
mission and are consistent with its risk appetite.

Event Identification: It is important that internal and external events capable of
affecting the achievement of the organization’s objectives are identified,
distinguishing between risks and opportunities. Opportunities are channeled back to
management’s strategy or objective setting process.

Risk Assessment: Risk assessmentis the determination of quantitative or qualitative
value of risk related to a particular event if it happens. This involves analysis and
evaluation. Quantitative risk analysis requires the calculation of two elements: the
probability that the event will occur and the consequences of the event. It must
therefore be analyzed, taking into consideration likelihood and impact, as a basis for
determining how they should be managed. Itis assessed on an inherentand a residual
basis. Those risks that exist and affect the organization before they are addressed and
managed are known as inherent risks, while those risks that remain after an

organization attem pted mitigating inherent risks are called residual risks.



Risk Response: This is where management needs to decide on which risks to avoid,

accept, reduce or transfer and develop a set of actions to align risks with the entity’s

risk tolerance and risk appetite.

Control activities: Control activities such as operating review and reporting,

authorization, verifications, approvals and division of duties should be implemented

in order to try and avoid risks materializing.

Information and com munication: Important and relevant inform ation should be

communicated in an appropriate and timely manner in order to enable em ployees to

properly carry outtheirduties and responsibilities.The communicationsystem should

ensure thatallinform ation,positiveand negative,reaches senior management without

any delay.

M onitoring: The monitoring process involves assessing the quality of control systems

over time. This may be accomplished through monitoring activities, separate

evaluation or both.

2.3.1.1 Control Environment

W hittington and Pany (2001), note that the control environment sets the tone of the

organization by influencing the control consciousness of people. They further assert

that control environment is viewed as the foundation for all the other components of

internal control. Control environment factors include; integrity and ethical values of

personnel responsible for creating, administering, and monitoring the controls,

commitment and competence of persons performing assigned duties, board of

directors or audit committees (especially the extent of their independence from

management, experience & stature), management philosophy and operating style (in

terms of their aggressiveness or conservativeness which may determine the level of

risk they may take on), and Organizational structure (which may be a well-organized

structure that provides for proper planning, directing and controlling operations or a

disorganized structure that may only serve to confuse the key players by creating

unclear roles).

Control environment has several factors, however, for purposes of this research, the

review will focus on M anagement philosophy and operating style, the integrity and

ethical values of personnel that create and adm inister controls, auditcom m ittees and

board of directors.For purposes of the study, board of directorswill be represented by

10



the Board of Management and the various com mittees of the Board (Verschoor,
1999). W hittington & Pany (2001), also believe that these factors set a basis upon
which the other internal control components can be built. They also provide a
framework within which the other components operate. However, these assertions
have notalways held true,since managementin organizationshave always overridden
these controls, and the lack of mentoring has always led to collapse of controls. The
independence of audit com m ittee has largely been theoretical in mostorganizations.
Boards of management have on several occasions had very little time for institution

affairs, implying that their supervisory role has always been wanting.

Internal control system s not only contribute to managerial effectiveness but are also
important duties of corporate boards of directors. Accounting literature likewise
em phasizes the importance of an organization’s integrity and ethical values in
m aintaining an effective control system (Verschoor, 1999). A focus on integrity and
ethical values was the principal contribution of |Internal Control-Integrated
Framework published by the Committee of Sponsoring Organizations of the

Treadway Com mission (on fraudulent financial reporting.)

To trigger independence of auditors, the American Institute of Certified Public
Accountants (AICPA) Awuditing Standards Board issued Statement on Awuditing
Standards (SAS) No. 78. This statement requires auditors to perform procedures on
every audit to enable them to understand their client’s control environm ent including
integrity and ethical values. In other words, auditors are specifically required to
determ ine whether their clients’ ethical controls are operating. SAS No. 78 points out
those ethical values and other elements of the control environment permeate the

culture of an organization and affect the strength of all other controls

2.3.1.2 Risk Assessment

According to Nsereko (1995), credit assessment is the process through which the
creditapplicantpresents the necessary docum entation to the bank in order to obtain a
loan. Feder etal, (1980) argues thatifbank lending isnotproperly assessed, there is a
higher probability that the borrower will not be able or willing to honor their loan
repaymentobligations.Derban et al, (2005) argues that borrowers should be screened

by banks as a form of credit assessment. He further notes that an effective analysis
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should include qualitative and quantitative techniques when assessing the borrowers.

M amman et al, (1994) argues that serving borrowers requires strong loan appraisal

and monitoring system s.

According to the Credit Reference Bureau Report (2005), Kenyan commercial banks
em ploy rigorous credit assessment processes although they are yet to excel in the
management of their loan portfolios. The credit appraisal system rem ains the only
guarantee that loans are repaid by ensuring that only those borrowers who require
credit and are able to meet repayment obligations can access credit (Polizatto et al,
1990). Simonson et al, (1999) observed that sound credit policy would help improve
prudentialoversightof assetquality,establisha setofminimum standards and apply a
common language and methodology (assessment of risk, pricing, docum entation,
securities, authorization, and ethics) for measurement and reporting of non-
performing assets, loan classification and provisioning. The credit policy should set
out the bank’s lending philosophy, specific procedures and means of monitoring the
lending activity evaluation. The decision of granting a loan is arrived at after an
analysis has been carried out by a com m ittee of more than one person, thus reducing

the risk of one person abusing the authority granted.

There are various methods of assessing credit worthiness of borrowers, they include;
the 5C’s, 5P’s, LAPP method, CAMPARI, PACT method, Financial Analysis and
Previous Experience M ethods. The 5C's, according to Peavler (2013), is an approach
of assessing credit worthiness which is defined as follows: Capacity refers to
borrower's ability to meet the loan payments of interest and principal. Capital is the
money invested in the business and is an indicator of how much is atrisk should the
business fail. Collateral is a form of security for the lender. Banks usually require
collateral as a type of insurance in case the borrower cannot repay the loan.
Conditions refer to the economic and political conditions of the country. Character is
the obligation that a borrower feels to repay the loan. Since there is not an accurate
way to judge character, the lender will decide subjectively whether or not the

borrower is sufficiently trustworthy to repay the loan.

Abrahams et al, (2008) argue that Comprehensive Credit Assessment Framework

(CCAF) offers a comprehensive rating system that enables lenders to classify credit

risk using the Five Cs of credit. Federal Reserve Center (2004), defines 5P s as a
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method of evaluating creditapplications which consists of People, Purpose, Paym ent,
Protection and Prospective. People; whether the borrower has a history of being
honest, reputable and timely in honoring his or her financial obligations. Purpose;
there should be a specific explanation of how the borrower is going to use the funds.
Payment; knowing the purpose helps identify sources of repayment and aids in
structuring the loan repayment schedule based on the timing of the borrower’s receipt
of funds. Protection; this is collateral and other secondary sources of loan repayment.
Prospective is last on the list of P's, Prospective; which refers to how the loan will be
supervised, and what the bank will do in the case of borrower defaults. Benz (1979),
argues that LAPP Method consists of the following: Liquidity: which measures the
ability of the firm to repay its short term obligations, Activity: which measures the
size of the firm and its operations, Profitability: which measures how profitable the

firm is. Potential: this measures the resources and strength the firm has.

According to Business Coaching (2008), the CAMPARI M odel represents 7 variables
the bank can use to evaluate credit applications; Character; ability to pay, similar to
capacity. Margin of finance; this is the amount the customer contributes from the
loan. The purpose of the loan,the amountofthe loan and repaymentterms; thatis the
structure, terms of repayment. Insurance; in the event the borrower dies, the loan can

be settled from insurance proceeds.

Financial Analysis and Previous Experience M ethods as observed by Karsh (2005),
depend on analyzing the financial records of the applicants and on its pastrecords of
credit. PACT,; is another process of assessing a loanee, where P is the Person, A is
Activity, C is Collateral and T is Terms. Each variable contains several elements and
a weight for these elementsis estimated to make them easy to use. Banks choose their
creditpoliciesaccording to the levelof risk they are ready to accept. Basel Com m ittee
on Banking Supervision (2005), stipulatesthat,bank’s internal rating models are used
for more objective approval of loans by inclusion of the client in a class rating and
pricing of loans. M ost banks ration credit in order to reduce risk and to avoid risk of
adverse selection and moral hazard. Lapar et al, (1988) argues that bank’s credit
lending assessment consists of the screening stage at the evaluation stage, and the

quantity rationing stage, hence determines the optimal loan size for a borrower.
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Risk management is “a process of understanding and managing the risks that the
entity isinevitably subjectto in attem pting to achieve its corporateobjectives; divided
into categories such as operational, financial, legal compliance, information and
personnel. Enterpriserisk managementis an example of an integrated solution to risk
management” (CIM A, 2005). According to the Institute of Risk M anagement (IRM),
risk management are the processes by which organizations methodologically address
the risks to their activities with the goals of achieving sustained benefits within each

activity and across the portfolio of all activities (IRM ,2002).

COSO (1992), issued the InternalControl Integrated Framework with the intention of
helping businesses and other entities assess, enhance their internal control system s
and control their activities toward the achievement of their established objectives.
COSO (1992), again issued an Enterprise Risk M anagement Integrated Framework,
which expanded on internal controls, providing a more robust and extensive focus on
the broader subjectof enterpriserisk management providing key principles, concepts,

acommon language, clear direction and guidance for all organizations.

This incorporated the internalcontrol framework within itand companies may decide
to look to enterpriserisk managementframework both to satisfy their internal control
needs and to move toward a fuller risk management process (COSO, 2004).
According to COSO, strategic risk management deals with risks and opportunities
affecting value creation or preservation, defined as “a process, affected 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 strategic risks to be within its risk appetite, to provide reasonable

assurance regarding the achievement of entity objectives” (COS0O,2004).

According to Auditing Practices Com m ittee, “internal control system is the whole
system of controls, financial or otherwise, established by the management in an
orderly and efficient manner, to ensure adherence to management policies, safeguard
the assets and secure as far as possible the com pleteness and accuracy of the records”
(Ojiako,2012). Maxwell (2008),expanded the definitionby including all policies and
procedures laid down by the management of an entity to ensure, as far as practicable,

the orderly and efficient conduct of its business, including adherence to internal
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policies,the safeguarding of assets,the prevention and detection of risk and error, the
accuracy and com pleteness of the accounting records and the timely preparation of

reliable financial inform ation.

The internal controls system s are established to ensure that assets are secured and
management policies are being followed to the letter with a view to attaining the set
goals for the organization (W aweru & Kalani, 2009). The internal control system s are
the responsibility of the management;they have the dutiesof designing an appropriate

system of internal control for the organization.

2.3.1.3 Information And Com munication

Communication systems represent the institution’s channels and methods of
conveying importantinformation, policies and directives as cited by Robert & Abbie
(2003). In relation to the above, surrounding control environment activities are
information and com munication systems that enable the organisation’s people to
capture and exchange the information needed to conduct, manage and control its
operations therefore pertinent information must be identified, captured and
communicated to appropriate personnel on a timely basis, thus effective
communication mustflow down, across and up the organisation. Adequate and timely
inform ation that enables a satisfactory assessment of the creditworthiness of
borrowers applying for a bank loan is crucial for making prudent lending decisions.
Prudent lending decisions made on the basis of adequate information on the
creditworthinessof borrowers are one of the principal factors in ensuring the financial

soundness of banks.

But, there has been serious difficulty in Kenya of getting accurate and timely
inform ation on prospective borrowers that facilitates are making of such prudent
lending decisions. One of the means for alleviating this difficulty of getting accurate
and timely information on prospective borrowers is the establishment of a Credit
Inform ation Center (CIC) where relevant inform ation on borrowers is assumed to be

pooled and made available to lending banks (Robertetal.; 2003).
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Though there is still serious limitations in the accuracy of the credit inform ation

extracted the sum mary of the directive is as follows:

Banks shall provide, alter and update credit inform ation on each and every one of
their borrowers using online system . Upon written request by banks, the Supervision
Department of the CBK shall provide to the requesting bank, in writing, all credit
inform ation available in the Central Database on a prospective borrower within three

working days from the date of receipt of the request (Robertetal.; 2003).

Access to the Central Database shall be restricted to the user group. The role of the
CBK shall be restricted to administering the Credit Information Sharing system,
providing in writing credit inform ation on borrowers available at Credit Inform ation
Center to banks, ensuring that access to online system to update or alter credit
inform ation is given only to authorized persons and ensuring that the system s
operating smoothly and reliably. The CBK shall notbe responsible for any damages,
claimsor liabilities that may arise as a result of inaccurate, misleading or incom plete
credit information on borrowers supplied to the Credit Information Center by

individualbanks and shared, through the CBK, with other banks (Robertetal.; 2003).

Each bank shall provide, electronically,the initialcreditand other related inform ation
to the Credit Inform ation Center on each and every one of its borrower. Each bank
shall be fully responsible for providing accurate, complete and timely credit
inform ation to the Credit Inform ation Center. In cases where errors have been made,
such errors shall be corrected promptly by the concerned bank. Each bank shall be
fully responsible for any damages, claims or liabilities that may arise as a result of
providing inaccurate, misleading or incomplete credit information to the Credit
Inform ation Center or failure to provide, inadvertently or otherwise, inform ation to

the Center that should have been provided in line with these directives.

Each bank shall use the credit inform ation on borrowers obtained from the Central
Database of the Credit Information Center only and only for making a lending
decision. Such inform ation shall be treated with utmost confidentiality and shall not
be disclosed to any third party or used for any other purpose. Each bank shall be fully
responsible for any damages, claims or liabilities that may arise as a result of

disclosure of credit inform ation on borrowers obtained from the Credit Inform ation
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Center to third partiesor use of thatinformation for purposes other than for making a

lending decision (Robertetal.; 2003).

2.3.1.4 Control Activities

Ray & Pany (2001), also mention Control activities as another componentofinternal
controls. They note thatcontrol activitiesare policies and procedures that help ensure
that management directives are carried out. Controls activities in an organization
basically comprise; performance reviews (comparing actual performance with
budgets, forecasts and prior period performance), inform ation processing (necessary
to check accuracy,com pleteness and authorization of transactions), physical controls
(necessary to provide security over both records and other assets), and segregation of
duties (where no one person should handle all aspects of a transaction from the

beginning to the end).

The lastcomponentofinternalcontrolaccording to Ray & Pany ismonitoring.This is
aimed at ensuring that the internal controls continue to operate as intended. This can
be achieved through ongoing monitoring or separate evaluations.Separate evaluations
are non routine monitoring activities such as period audits by the internal auditors
(W hittington & Kurt, 2001). Generally, internal control is very important to the
reliability of financial statem ents when the internal control system examined closely

in timeliness.

Internal control should be effective when examining design can be extremely
beneficial and is usually for organization management and widely to financial
statements (Ogneva, Subramanyam, & Raghunandan, 2007). At present, all kinds of
business firmshave used internal controls through the form ation of policies to ensure
safeguarding of assets and profitable business environment especially accounting
policy, management policy, and operational policy. Hence, internal control should be
on a regular basis review in all aspects of their company and insertinternal controls

that will strengthen the company and increase profitability (Skaife et al., 2007).

According to the high internal control system efficiency, reliability of financial
reporting is the only leg of the high quality of internal control efficiency system of

internal control (Rick Hayes et al, 2005). The meaning is internal controls are
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important to the company's financial trustworthiness for stakeholders, investors or
everyone who is using information from financial reporting for decision(s). In this
research, internal control effectiveness refers to a sufficient and appropriate internal
control that a firm's system concerning of organizational specific policies, rules, and
procedures are designed. Internal control effectiveness will be metwhen the manager
designs a reasonable assurance (Reid & Ashelby, 2002) that can achieve company

goals and objectives.

Besides, internal control effectiveness is important to the entity level of the firm
especially if it provides reliable financial inform ation, safeguards assets and records,
encourages adherence to prescribed policies and comply with regulatory agencies
(I1A, 2006). The basic concepts of internal controls indicate that management must
establish and maintain the entity's controls by risk management efficiency, should
provide a quality of compliance applied to all employees with potential of intra
organization communication, and effective by a continuous monitoring adequacy

(Reid & Ashelby, 2002).

2.3.1.5 Value Of Internal Control And Risk M anagement

An organization’ssystem of internalcontrol has a key role in the managementof risks
that are significant to the fulfillment of its business objectives. A sound system of
internal control contributes to safeguarding the shareholders investment and the
company’s assets. Internal control facilitates the effectiveness and efficiency of
operations, helps ensure the reliability of internal and external reporting and assists
compliance with laws and regulations (W hittington & Pany, 2000). A company’s
objectives, its internal organization and the environment in which it operates are
continually evolving and, as a result, the risks it faces are continually changing. A
sound system of internal control therefore depends on a thorough and regular
evaluation of the nature and extent of the risks to which the company is exposed.
Since profits are, in part,the reward forsuccessfulrisk-takingin business,the purpose
of internal control is to help manage and control risk appropriately rather than to

eliminate it (John, 2011).
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2.3.2 Internal Control Measures (ICM )

According to KPM G 2014, Internal Control Measures include physical controls,
segregation of duties, reviews by managementand internalaudit, and externalaudit to
the extent necessary to arrive at their audit opinion. A process of control self-
assessment and hierarchical reporting has been established which provides for a
documented and auditable trail of accountability. These ICM s are relevant across
group operations and provide for successive assurances to be given at increasingly

higher levels of management and, finally, to the Board.

ICM documents are reviewed by internal auditors for com pleteness and accuracy.
Planned corrective actions are independently monitored for timely completion.
M easures to ensure complete and accurate accounting for transactions. Appropriate
authorisation limits for transactions that reasonably lim it the company’s exposures.
M easures to ensure the reliability of data processing and the integrity of the
inform ation generated (Robert et al.; 2003). Controls that limit exposure to loss of
assets/recordsor to fraud (e.g. physicalcontrols,segregation of duties). Checks which
provide effective supervision of the control activities (e.g. site visits by senior

management/routine and surprise checks).

ITARF (2012),state that measuresto ensure compliance with laws and regulationsthat
have significant financial implications. Preparation of manuals (e.g.
operations/policy) that facilitate the achievement of the above. Policies designed to
support the achievement of an organisation’s objectives and the management of its
risks should be established, com municated and practiced so that people understand
what is expected of them and the scope of their freedom to act. The decisions and
actions of differentparts of the organisation should be coordinated. Control activities
should be designed as an integralpartof the organisation,taking into consideration its

objectives, the risks to their achievement, and inter-relatedness of control elements.

2.3.2.1 Directive M easures

Banks should establish management information systems and analytical techniques
that enable management to measure the creditrisk inherentin all on and off-balance
sheet activities. The effectiveness of a bank’s risk measurement process is highly

dependent on the quality of its management information systems since this
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inform ation is used by the board and management to fulfill their respective oversight
roles. Therefore, the quality, detail and timeliness of inform ation are critical. The
inform ation system should provide adequate inform ation on the composition of the
credit portfolio, including identification of any <concentrations of risk. The
measurement of risk should take into consideration: the specific nature of the credit
(loan,guarantee, etc) as well asitscontractualand financialconditions (m aturity,rate,
etc.); the exposure to potential market movements; the existence of collateral or
guarantees; and the potential for default based on internal risk rating (Van Gestel &

Baesens, 2008).

The analysisof creditrisk data should be undertaken at an appropriate frequency with
the results reviewed against relevant limits (Van Gestel & Baesens, 2008). Banks
should use measurementtechniquesthatare appropriate to the com plexity and levelof
the risks involved in their activities, based on robust data, and subject to periodic

validation (Robertetal.; 2003).

In particular, inform ation on the composition and quality of the various portfolios,
including on a consolidated bank basis, should perm it management to assess quickly
and accurately the level of credit risk that the bank has incurred through its various
activitiesand determine whether the bank’s performance is within the tolerance lim its

of the creditrisk strategy (W hittington & Pany, 2000).

It is important that banks have a management information system in place to ensure
that exposures approaching risk limits are brought to the attention of senior
management. AIl exposures should be included in a risk limit measurement system .
The bank’s inform ation system should be able to aggregate credit exposures to
individual borrowers and counterparties and report on exceptions to creditrisk limits

on ameaningful and timely basis (W hittington & Pany, 2000).

2.3.2.2 Preventive M easure

Failure to establish adequate procedures to effectively monitor and control the credit
function within established guidelines has resulted in credit problem s for many banks
around the world. Compromising credit policies and procedures has been another

major cause of credit problems. Accordingly, each bank needs to develop and
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implementcomprehensive proceduresand inform ationsystem s to effectively monitor
and control the risks inherent in its credit portfolio M uner (2004). These procedures
need to define prudent criteria for identifying and reporting potential problem
accounts to ensure that such accounts are identified for more frequent review,
followed up with appropriatecorrective action,adversely classified where appropriate
and that provisions are made where necessary. Categorization of the credit portfolio
by credit characteristics, risk rating and regular review of individual and groups of
credits within the portfolio and independent internal credit inspections or audits are
integral elements of effective and prudent portfolio monitoring and control Muner

(2004).

2.3.3 Internal Control Procedures

According to AICPA 2014, control proceduresare the activities and policies that help
ensure that management directives are carried out. They help ensure that necessary
actions are taken to address risks to achievement of the entity’s objectives. Control
activities occur throughout the organisation, at all levels and in all functions. They
include a range of activities as diverse as approvals, authorisations, verifications,
reconciliations, reviews of operating performance, security of assets and segregation
of duties. Inform ation and com munication processes and pertinent inform ation must
be identified, captured and communicated in a form and time-frame that enables

people to carry out their responsibilities.

Inform ation systems produce reports, containing operational, financial and
compliance-related inform ation,that make it possible to run and control the business.
They dealnotonly with internally generated data, but also inform ation about external
events, activities and conditions necessary to make informed business decision -
m aking and externalreporting. Effective communication mustalso occur in a broader
sense, flowing down, across and up the organisation. ITARF (2012), assert that all
personnel must receive a clear message from top management that control
responsibilities must be taken seriously. They must understand their own role in the
internal control system, as well as how individual activities relate to the work of

others. They must have a means of communicating significant inform ation upstream .
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There also needs to be effective communication with external parties, such as
customers,suppliers,regulatorsand shareholdersand the processes formonitoring the
effectiveness of the system of internal control. Internal control systems need to be
monitored - a process thatassesses the quality of the system s performance over time

(Robertetal.; 2003).

This isaccomplished through ongoing monitoring activities, separate evaluations or a
combination of the two. On going monitoring occurs in the course of operations. It
includes regular management and supervisory activities, and other actions personnel
take in performing their duties (M uner, 2004). The scope and frequency of separate
evaluations will depend primarily on an assessment of risks and the effectiveness of
ongoing monitoring procedures. Internal control deficiencies should be reported
upstream, with serious m atters reported to top management and the Board (Muner,

2004).

2.3.3.1 Internal Control System s

Internal control systems are whole systems of internal controls, financial and
otherwise, established in order to provide reasonable assurance of: effective and
efficient operation; internal financial control and compliance with laws and
regulations. W hile internal control systems include all the policies and procedures
(internal controls) adopted by the directors and management of an entity to assist in
achieving their objectives of ensuring, as far as practicable, the orderly and efficient
conduct of a business, including adherence to internal policies, the safeguarding of
assets, the prevention and detection of fraud and error, accuracy and completeness of
the accounting records and the timely preparation of reliable financial inform ation

(CIM A, 2006).

A strong internal control is one of the best defenses against business failures and an
importantdriverof business performance.W hen avibrantorganization suddenly goes
bankrupt the main question is “what went wrong” and often answers point to weak
controls. After assessing key risk areas, these risks would need to be managed in line
with a defined risk management strategy. RM S is appropriately derived from internal

controlsthat seek to mitigateunacceptablelevels of riskswith each controladdressing
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a defined risk or be part of a regulatory requirement that addresses the risks of

breaching of laws, procedures and rules.

According to COSO 2004, “Internal control is broadly defined as a process, affected
by an entity’s board of directors, managers and other personnel, designed to provide
reasonable assurance regarding the achievement of objectives in Effectiveness and
Efficiency of operations, Reliability of financial reporting, and Compliance with
applicablelaws and regulations.ICS are putin placenotonly to help companies reach
profitabilitygoals and achieve theirmissions,but also to minimizesurprises along the
way.An ICS enables managementdeal quickly with changing economic, competitive

environments, markets, shifting customer demands, priorities and restructuring.

The COSO reportdeals with the needs/expectationsof stakeholders,describes internal
control in order to establish a common definition that serves the needs of different
parties and to provide a standard against which organizations can assess their control
systems and determine how they can be improved. Everyone in the organization is
responsible for the internal control, yetin different ways. M anagementis responsible
for the establishment of internal control policies and procedures and are also
accountable to the board of directors, who are responsible for providing governance,
guidance and oversight,and all personnel areresponsible for reporting problem s, such

as policy violations or illegal actions (COSO, 2004).

AICPA (1949), defined ICS as including operational, financial reporting and
compliance aspects of internal control. (M autz and W injum, 1981), later amended in
1958 and 1972 successively, then separated controls into accounting controls and
adm inistrative controls. AICPA directs accountants and auditors’ attention on
traditional accounting controls such as authorization, segregation of duties, cross-
checking,in orderto minimize litigation risks. This narrows the focus of control. The
reason for restricting accountants and auditors’ responsibility to accounting and
adm inistrative controls is much of a debate. As a result of technological
advancements and changing management techniques, organizations employ less
people and are therefore less able to perform many internal accounting controls, for

example, layers of authorization, cross-checking, segregation of duties, supervision
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etcetera. A range of control elements are therefore required in order for internal

controls to be effective.

The COSO framework (figurel) shows three objectives: Operations (which has to do
with how effective and efficient an entity uses its resources), Financial Reporting
(which deals with the preparation of reliable financial statements) and Com pliance
(which relatesto an organization’s com pliance with applicable laws and regulations).
The framework identifies five basic control components: Control Environment,
Control Activities, Risk Assessment, Information and Com munication, M onitoring
and the different units of application. The objectives show what an organization
strives to achieve and the components show what is needed to achieve these
objectives at different levels of the organization. AIl the components are related to
each objective.For example, when talking about the reliability of financial reporting,
all the five components must be present and functioning effectively in order to
conclude that an organization’s internal control over reliable financial inform ation is

effective.
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Fig 1: The COSO Internal Control System

Source: Adapted from the 2004 COSO

Effective internalcontrolrequiresa strong control environmentunder which the other
components are implemented. The principles wunderlying good <control and

commitment to sound control compliance must be present so as to ensure healthy
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interactive control structure. Risk assessment forms the basis for determining where
internal control activities are needed. This enables the organization to focus on those
risks that will impact on the overall success of the firm. Com municating inform ation
resulting from the exercise of internal controls keeps key personnel and management
informed of potential problems. An effective monitoring system is an ongoing
assessment program that oversees the design, implementation and effectiveness of

controls in mitigating risks (CIM A ,2006).

Internal control must also be tailored to meet the needs of the individual business.
This is because the more elaborate organization’s control system s is, the greater the
cost (IRM etal.,2002). The scandalsof recentyears emphasized the need to evaluate,
scrutinize and reformulate control systems of checks and balances in order to guide
corporate executives and persons in decision-making. Therefore as much as an
organizationwould like to implementappropriately derived control measures, it must

also consider the amount of money involved in implementing such measures.

Finally, there is the need for companies to have a risk protection strategy (Chorafas,
2008). Insurance is known to be one of the methods used by companies as risk
financing in order to obtain financial protection against the impactofrisks. However,
itmustbe noted thatlosses such as organizationalreputationand employee morale are
uninsurable and difficult to regain once they are lost. Therefore, organizations must

put in effort to maintain their reputation and goodw iill.

2.3.3.2 Compliance

Banks are facing expanding compliance expectations that are pushing compliance
programs to the brink. The scope and nature of com pliance have evolved and are no
longer limited to rules-based banking regulations. Operational and com pliance risks
have become more complex and entwined, increasing the potential for failed
processes that cause customer confusion and compliance control breakdowns.
W ithoutanew approach to complianceand operationalrisk management, many banks
will continue to face high costs and losses in the form of escalating litigation,

penalties, and staffing needs.

25



Given the majorchanges in the compliance and regulatory landscape and the resulting
long-term impact on banks, incremental adjustments will simply not be enough. To
start, it is recom mended that banks take a look at six innovative approaches to drive
change: Integrate relevant aspects of operational and compliance risk management,
Simplify products and channels, Leverage analytics, Standardize compliance testing,

Adoptlean principles & M anage change.

2.3.3.3 Reliability

Accurate, com plete and timely data is a foundation for effective risk management.
However, data alone does not guarantee that the board and senior management will
receive appropriate information to make effective decisions about risk. To manage
risk effectively, the right inform ation needs to be presented to the right people at the
right time. Risk reports based on risk data should be accurate, clear and com plete.
They should contain the correct content and be presented to the appropriate decision -
makers in a timely manner that allows for an appropriate response. A bank’s risk
management reports should contribute to sound risk management and decision -
making by their relevant recipients, including, in particular, the board and senior
management. To ensure the usefulness of these reports, they should com ply with the
following principles.Com pliance with these principlesshould notbe atthe expense of

each other.

2.3.3.4 Effectiveness

There are unique risks for each organization, given the nature of operations, although
generally organizations within the same sector will have com mon risk elements. The
appropriate risk response will be different from organization to organization,
depending on how management views the risk in terms of magnitude. Risks are
represented in the externalenvironmentin which the organization chooses to operate,
as well as those in the internal environment. Risk factors in the external environment
and generally outside of the organization’s direct control include politics, the
economy,regulations,natural disasters and com petition. Examples of those within an
organization’s controlinclude reputation,safety of em ployees, safeguarding of assets,

ethics and culture.
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2.3.4 Internal Auditand Audit Com m ittee

Under the principlesof good corporategovernance, internal auditand auditcom m ittee
are very important to the operations of an organization, as they ensure the
management of regular and adequate performance of internal control, seeking
deficiencies, weaknesses and enhancing more efficient operations. Internal control
office reports directly to the Audit Com m ittee for the purpose of com plete system of
checks and balances (Amir, 2004). Ordinarily, the internal auditor does not get
involved in any decision making process on risk management.Itis feltthatin the case
of risk management it would be prudent for the internal auditor to have a say. The
internalauditor only ensures thatrisk managementpracticesadopted by the concerned
departments are adequate, considering the nature of various risks and their likely

impact on the business operations of the com pany.

In a large com pany, different departments, depending on the nature of risk involved,
may handle the risk management function. It would therefore be necessary for the
internal auditor to first get a fair idea of the various categories of risks and action to
be taken to confirm that enough safeguards are putin place for managing these risks.
In the case of other risks like environmental and technological risks, the internal
auditor may not have an expert knowledge of the severity of the risks and would have
to get help from the concerned departmentalheads to critically exam inethe process of
the risk management (Van Gestel & Baesens, 2008). It would also be necessary for
the internalauditor to weigh the impactof all these risks on the financial performance

of the company and make a suitable report to the board of the company.

2.3.4.1 Risk M anagement

Risk managementis mainly focused on reducing earning volatility and avoiding large
losses.One properrisk managementprocedure needs to identify the risk, measure and
quantify risk then develop strategy to manage risk (Van Gestel & Baesens, 2008).
Risk management process includes identification, measurement, treatment and
implementation. The most important step of risk management, identification, can

begin from analyzing the sources of potential risks or defining threats.
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Secondly, measurement needs to quantify the risk which has been identified in the
identification step (Van Gestel & Baesens, 2008). For example, individual needs to
measure the real default probability and how much the change of risk drivers
influence the defaultprobability.In this step, statisticalanalysisis analysis needed for

the risk measurement (Van Gestel & Baesens, 2008).

The third step in risk management is treatment (Van Gestel & Baesens, 2008). Risk
can be treated through four ways: risk avoidance, risk reduction, risk acceptance and
risk transfer (Van Gestel & Baesens, 2008, p.43). Risk avoidance is a simple way of
treatment which refers to individual investing in the products that are not too risky
(Van Gestel & Baesens, 2008, p.43). Avoidance does not imply avoiding all risks.
One strategy can be investingin counterpartswith low exposure risk or investing only
small proportion in counterparts with high default (Van Gestel & Baesens, 2008,
p.43). Risk reduction states reducing the portion of risk taken which means use
collateralto reduce the actualloss. Risk acceptance iscommonly applied for low -risk
assets (Van Gestel & Baesens, 2008).Item phasizesthe diversificationof investments
in various sectors and countries. And risk transfer implies transfer risk to other
institutions such as banks, insurances or companies. This treatment provides

a guarantee to credit risk such as credit derivatives (Van Gestel & Baesens, 2008).

A fter finishing the treatment in the risk management procedure, risk management
strategy should be implemented (Van Gestel & Baesens, 2008). Implementation
should put people, statistical model and IT infrastructure to measure the underlying
risk of current and future investment (Van Gestel & Baesens, 2008). It also needs a
guideline for risk treatment to select counterparts in which to invest or not; which
limit exposure of risky product should be determined; whether collateral for specific
loans is mandatory or not and whether individual buys financial protection to secure
investment (Van Gestel & Baesens, 2008). Such implementation of risk management
is usually supervised by senior management and the risks need to be continuously

reported and monitored (Van Gestel & Baesens, 2008).

In the end, effective risk management process is usually evaluated frequently. This
step refers to check whether the finalrisk taking keeps in line with the strategy and in

a correct way of application. Specifically, it means the evaluation of risk drivers and
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measurement process (Van Gestel & Baesens, 2008).

The reason for conducting risk management is due to banks and banking activities
that have evolved significantly over the time (Van Gestel & Baesens, 2008). W ith the
introduction of money, financial services such as deposit taking, lending money and
money transferhave gradually become important.So that banks are exposed to credit,
market, operational, interest rate and liquidity risk. Efficient management on these
risks is necessary for banks to reduce its losses on earning, insolvent and those
depositors that cannot be refunded (Van Gestel & Baesens, 2008). Another reason
why banks need to carefully monitor risk isthatregulatorsrequire them to do it (Hull,
2012,). However, itiserrorto believethat meeting regulatory requirements is the sole

for establishing a sound, scientific risk managementsystem.

M anagers need reliable risk measures to direct capital to activities and estim ate the
size of potentiallossesto stay within limitsimposed by availablecapital,creditorsand
regulators (Pyle, 1997). They need mechanisms to monitor positions and create
incentivesto be prudentin taking risk. Consequently, risk managementis the process
by which managers satisfy these needs by identifying key risks, obtaining consistent,
understandable, operational risk measures, deciding which risks need to be managed
and by which methods, and establishing procedures to monitor the resulting risk

position (Pyle, 1997).

2.3.4.1 Creditrisk

Credit risk is the major risk that banks are exposed during the normal course of
lending and credit underwriting. Credit risk arises from non-performance by a
borrower. For mostbanks, loans are the largestand mostobvious source of creditrisk;
however, credit risk could stem from activities both on and off balance sheet. It may
arise from either an inability or an unwillingness to perform in the pre-com m itted
contracted manner. In a bank’s portfolio, losses arise from outright default due to
inability or unwillingness of a customer or counter party to meet commitments in
relation to lending, trading, settlement and other financial transactions. Alternatively
losses may result from reduction in portfolio value due to actual or perceived

deterioration in credit quality (Van Gestel & Baesens, 2008).
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Credit risk comes from a bank’s dealing with individuals, corporate, banks and
financialinstitutionsora sovereign. Creditrisk does notnecessarily occurin isolation.
The same source that endangers credit risk for the bank may also expose it to other
risk. For instance a bad portfolio may attractliquidity problem . CreditRisk According
to Gregoriou and Hoppe (2008), bank loan is a debt, which entails the redistribution
of the financial assets between the lender and the borrower. The bank loan is
commonly referred to the borrower who got an amountof money from the lender, and
need to pay back, known as the principal.In addition,the banks norm ally charge a fee
from the borrower, which is the interest on the debt. The risk associated with loans is
creditrisk.One of the principalduties of financialinstitutions is to provide loans, this
istypically the source of incometo banks, bank loans and creditalso constitute one of

the ways of increasing money supply in the economy (Waymond, 2007).

The Central Bank of Kenya (CBK) defines Non Performing Loans (NPL) as those
loans that are not being serviced as per loan contracts and expose the financial
institutions to potential losses. It is importantto note thatnon-performing loans refer
to accountswhose principalorinterestremainsunpaid 90 days or more after due date.
According to the Central Bank of Kenya Supervision Report, the level of non-
performing loans has been increasing steadily from shs.56 billion in 1997, to shs.83
billion in 1998 to shs.97 billion in 1999. This high level of non-performing loans

continues to be an issue of major supervisory concern in Kenya.

The recent financial crises in USA and Europe suggest that NPL amount is an
indicator of increasing threat of insolvency and failure. However, the financial
markets with high NPLs have to diversify their risk and create portfolios with NPLs
along with performing loans,which are widely traded in the financial markets. In this
regard, Germany was one of the leaders of NPL markets in 2006 because of its sheer

size and highly com petitive market (M isati, Njoroge, Kamau, & Ouma, 2010).

According to M isati et al. (2010), as pressure mounts on the banking industry’s
profitability resulting from over reliance on interest income by banks, it is
strategically imperative thatbanks focus on otherrevenue streams.National Industrial
Credit Bank (NIC) has introduced new products to diversify revenue and to keep its

head above the water. They added that part of NIC Bank’s strategy has been to
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diversify revenues, by expanding the scope of its activities in addition to its
predominant asset finance focus and offering more general commercial banking

facilities and other products.

Prem ium financing and provision of custodial services have reduced over reliance on
interest income. Several banks in the country are already harvesting the fruits of
prudent risk management practices (Amir, 2004). According to the Basel Accords,
banks face various risks, thatare,creditrisk, marketrisk and operational risk. M arket
risk is defined as the risk of losses in on and off balance sheet positions arising from
movements in market prices. The capital treatment for market risk addresses the
interest rate risk and equity risk pertaining to financial instruments, and the foreign

exchange risk in the trading and banking books.

Operational risk is defined as the risk of direct or indirect loss resulting from
inadequate or failed internalprocesses,people and systemsor from external events. A
firm wide risk management framework is an amalgam of strategy, process,
infrastructure and environment which helps such institutions make intelligent risk
taking decisions prior to com mitting limited resources and then helps to monitor the
outcome of these decisions (Altman & Sabato, 2005). This integration approach to
managing risks ensures full risks identification, risk awareness, risk assessment,

measurement and control and finally evaluation.

In response torecentcorporate and financialdisasters, regulators have increased their
examination and enforcement standards. In the banking sector, Basel Il has
established a direct linkage between minimum regulatory capital and underlying
credit risk, market risk and corporate risk exposure of banks (W aymond, 2007). This
step gives an indication that capital management is an important stage in risk
m itigation and management. However, development of effective key risk indicators
and theirmanagementpose significantchallenge.Some readily available sources such
as policiesand regulationscan provide useful direction in deriving key risk indicators
and compliance with the regulatory requirementcan be expressed as risk management

indicators.
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A more comprehensive capital management framework enables a bank to improve
profitability by making better risk based product pricing and resource allocation
(Altman & Sabato, 2005). Because of the dire consequences of credit risk, it is
important that credit managers perform a comprehensive evaluation of credit risk
covering the creditportfolio management,lending function and operations, credit risk
management policies, non performing loans portfolio, asset classification and loan
provisioning policy. This review must be done at least annually. Credit risk
management is the process of evaluating risk in an investment. W hen the risk has
been identified,investmentdecisions can be made and the risk vis a vis return balance
considered from a better position. Credit risk can be reduced by monitoring the
behaviorof clientswho intend to apply forcreditin the business. An important aspect
in credit risk management is credit assessment. Due to the dire effects of creditrisk,
whereby if not well managed can lead to bank failure, it is important for a bank to
have capacity to assess, administer, supervise, control, enforce and recover loans,

advances, guarantees and other credit instruments (Joetta, 2007).

Itis the responsibility ofmanagementto setup a creditadm inistration team to ensure
that once creditis granted itis properly maintained and adm inistered. Procedures for
measuring a firms overall exposure to credit risk as well as stringent internal rating
systems should be adequate (W aymond, 2007). All com panies that do not currently
have independentrisk managementstructures mustimmediately set up units that will
concentrate fully on the risk management function. This risk management function

within an institution should report directly to the board, to ensure independence.

The importance of credit risk management has never been more important with the
current high default rates and high provisioning. Indeed in 1999, at the end of the
benign credit cycle, banks, regulators and financial market practitioners were
spending considerable time on this subjectdue to increasedem phasis on sophisticated
risk management techniques in a challenging environment, refinements in credit
scoring techniques, establishment of relatively large database of defaults, recoveries
and credit mitigations, development of offensive credit risk mitigation techniques
such as securitizations, credit derivatives and credit insurance products (Altman,

2002).
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Financial institutions use various techniques of mitigating credit risk. The most
common are collateral, guarantees, netting off of loans against deposits of the sam e
counter-party. The paymentsare netted off againstthe receipts and the balance is paid
thus reducing the credit risk. Credit Insurance, factoring, debt collection, surety
bonds, and letter of credit are other techniques widely used. W hile use of these
techniques will reduce or transfer credit risk, other risks may arise which include
legal,operational,liquidity and marketrisks (Stutz,1985). The dictum in finance says
that “The greaterthe risk,the higher the return”. Therefore risk can be seen both as an
opportunity and as a threat; opportunity, because the most risky businesses are also
highly profitable. Risk is a threatbecause itincludes a possibility of losing partor the

whole of your investment.

Risk cannot however be done away with. Venkat (1999), argued that most business
managers would agree thatitisneither possible nor desirable to com pletely eliminate
risk from the business proposition. W hat is required is an understanding of all risks
that arises from a particular business and managing those risks effectively. The
purpose of Basel Il is to create an international standard about how much capital

banks need to put aside to guard against the types of risk banks face.

In practice, Basel Il tries to achieve this by setting up meticulous risk and capital
management requirements aimed at ensuring that a bank holds capital reserves
appropriate to the risks the bank exposes itself to. These rules im ply that the greater
risk which bank is exposed to, the greater the amount of capital a bank needs to hold
to safeguard its solvency (M ontgomery, 2005). The theoretical banking literature is,
however, divided on the effects of capital requirements on bank behavior and

consequently, on the risks faced by the institutions.

Some academicworks pointtoward thatcapitalrequirementwhich clearly contributes
to various possible measures of bank stability. On the contrary, other works conclude
that capital requirements make banks riskier institutions than they would be in the
absence of such requirements (Joetta, 2007). Vanhouse (2007), has discovered
numerous aspects that explain the differing im plications of portfolio-management

models for the responsiveness of bank portfolio risk to capital regulation.
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Results depend on banks being either value-maximizing or utility-maximizing firms;
bank ownership (if limited liability) and whether banks operate in complete or
incom plete asset markets. M oreover, the effects of capital regulation on portfolio
decisions and therefore on the banking system’s safety and soundness eventually
depend on which perspective dominates among insurers, shareholders, and managers
in the principal-agentinteractions.CreditRisk M anagement Greuning and Bratanovic
(2003), defined credit risk as the chance that a debtor or a financial instrument issuer
will not be able to pay interest or repay the principal according to the terms specified

in acreditagreement.ltmeans thatpayments may be delayed or ultim ately notpaid at

all, which may cause cash flow problem s and affects banks liquidity.

Credit risk is the most important area in risk management. M ore than 80% of all
banks balance sheet relate to credit. All over the world exposure to creditrisk has led
to many banks failure. Credit risk exposure particularly to real estate led to
widespread banking problems in Switzerland, Spain, The United Kingdom, Sweden,
Japan and others. Here in Kenya, Obiero (2002), found that credit risk was only
second to poor management in contributing to bank failures. On perception, Idarus
(2005), found that credit risk was the most important area of risk management in

Kenya.

Risk managementmeans,increasing the likelihood of success, reducing the possibility
of failure and imiting the uncertainty of all the overall financial performance. Best
(2001), argued that the purpose of risk managementis to prevent an institution from
suffering unacceptable loss. He went on to explain that “unacceptable loss” is one
which eithercauses an institution to fail or materially dam ages its corporate position.
Banks must monitor the ever changing micro and macroeconomic environment to
identify the risks therein and find ways of managing these risks. Developing
economies in the world, Kenya included, face more uncertainties that the developed

counter parts.

Banking business in developing worlds therefore faces more risks. Failure to manage
risks effectively in the respective banks leads to bank failures. One bank failure may
have a contagion effecton the other banks leading to a system atic failure of the whole

banking industry in a country or even a whole region as witnessed during the Asian
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Bank crisis (1997-1998). Kenya has had its share of bank failures. Obiero (2002),
noted thatin 1993 alone, 14 banks in Kenya collapsed.In recognitionofthe high risks
involved in banking, the Central Bank of Kenya published risk management
guidelines for the purpose of providing guidance to all financial institutions on the

minimum requirements for arisk management frame work and strategy.

It has classified the risks facing financial institutions into nine classes namely:
strategicrisk,creditrisk, liquidity risk, interest rate risk, price risk, foreign exchange
rate risk, operational risk, reputation risk and regulatory risk. Banks can project the

average level of credit losses it can reasonably expectto experience.

2.3.4.2 Strategic Risk M anagement and Internal Control Systemsin Kenya

Good governance isdependent on management thatunderstands the risks it faces and
is able to keep control of the business. Banking regulations have subsequently been
updated in 2003 making clear the responsibilities of board of directors and
management. According to the Code, corporate governance regulates the division of
roles between shareholders,board of directors and executive management beyond the
requirements of the legislation. Section ten of the code is on risk management and
internal control as shown on the regulation, cover the board of directors’
responsibilities for determ ining risk profile, approving the organization’s operations,
delegating responsibilities, assigning authority and also stipulating reporting and

internal control requirements (CBK, 2009).

2.3.4.3 Importance of Strategic Risk M anagementand Internal Control System s
Risk is defined as the com bination of the probability of an event and its consequences
(IRM, 2002). According to ICAEW (1999), risk is defined as real or potential events
which can reduce the likelihood of achieving business objectives. The term involves
the potential for both gain and exposure to loss. Risk management and internal
controls are means by which businesses’ opportunities are maximized and potential
and material losses are reduced. An organization sets strategic and operational
objectivesand then manages the risksthatthreaten these objectives.Internalcontrol is
put in place to help manage risks and increase shareholders’ value. Risks can be

managed by transferring them to third parties such as an insurance company.
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The environmentsin which organizationsoperate are evolving constantly and as such,
the risks facing these organizations change too. Therefore, a company’s systems of
risk managementand internal control must be responsive to these changes in order to
be successful. Important elements of a sound internal control system are effective
financial controls, including the management of proper accounting records. Since
risks exposed to a company cannot be completely eliminated, the role of internal
control is to help manage and control these risks appropriately. They make sure that
organizations are not exposed to avoidable risks and that financial inform ation
received and used both in the company and by the public is accurate and reliable.
Therefore,a company’sinternalcontrol system splay a key role in the management of
risks thatsignificantly affect the achievements of operational, financial reporting and

compliance objectives (Joetta, 2007).

2.3.4.4 Problems Related To Risk Managementand Internal Control System s

In spite of modern business planning models and methods adopted by many
organizations, risk assessmentis performednon-system atically and intuitively and the
risk management plan is not prepared at all (Collier, 2007). Due to this, problem s are
solved once they arise,usually rathertoo late. Notwithstanding the notion of risk as an
event having a potential negative impact on business objectives, an integrated risk
management system is to assess positive outcomes as well.In view of risks exposed
to business goals, organizations develop and implement systems of internal controls,

which act as preventive measures.

It is therefore important to assess whether internal controls that are putin place and
the related risks are adequately linked. Companies face lots of challenges when it
comes to risk management and the implementation of internal control systems
(Collier, 2007). Among the problem s are lack of technical knowledge; the process of
risk management lacks a clear definition and has a low level of formalization,
managers and individual units of the organization have different understanding of
risks and their assessment criteria, high cost of inform ation and high costs attributed
to internal controls exceed the impact of a respective risk, processes of achieving

compliance with external requirements (namely, those set by supervisory bodies, a
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controlling company, etcetera) are expensive and sometimes ineffective (Collier,

2007).

2.4 Empiricalliterature review

Internal control system s are a critical component of any organization’s management
and a foundation for its safe and sound operations (Drogalas et al., 2005; Karagiorgos
etal., 2010).Internalcontrolcomprises five components; the controlenvironment,the
entity’srisk assessmentprocess, the inform ationand com munication system s, control
activities and the monitoring of controls (Hayes et al., 2005). Com panies with
elaborate 1ICSs are observed to be significantly larger, more highly regulated, more
competitive, more profitable, more liquid, more conservative in their accounting
policies, more competent in their management and accounting, and subject to better

management controls (W allace & Kreutzfeldt, 1991).

A study by Goodwin-Stewart & Kent (2006), using a sample of Australian listed
companies, showed that the existence of an Internal Control System is positively
associated with firm size and commitment to risk management. The risk and control
awareness have an influence on the scope of the ICS (Sarens & De Beelde, 2006).
These results suggest that when management is aware of risks and control activities,
they are more likely to understand the role of the ICS in monitoring risk and control
activities,thusitismore likely thatthey will supporta relatively largerICS (Sarens &
De Beelde, 2006; Selim & McNamee, 1999). According to Kotler (1992), strong
performing firmsarethose thatcan stay inbusinessforagoodnumberofyears. Dwivedi
(2002),also found outthat,the ability ofa firm to survive in business is an indicator of
good financial performance. Katuntu (2005), asserts that lack of or weak ICSs are

therefore an indicator of poor financial performance.
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2.6 Conceptual Framework

Independent Variables

Internal Control Components

Dependent
. Controlenvironment

. Risk assessment Variable

. Inform ation and

Communication
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A .
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- Institutional risk
. Directive measures

. Preventive measures

Internalcontrol procedures

. Compliance
. Reliability

. Effectiveness

. Government
policies
. Organization

policies

Intervening Variables

Figure 2: Conceptual Framework - Relationship between the Variables

2.7 Research G ap

There exist a gap in literature in the sense that majority of the studies (touching on
this subject and specific variables considered in this study) were either done on a
single risk element like credit risk management or on operational risk. M oreover,
these studies were done in developed economies hence leaving scarce literature in
developing economies. This study sought to fill the existing research gap by
answering the question, is there a relationship between internal control systems and

risk managementin commercial banks?
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CHAPTER THREE
RESEARCH METHODOLOGY
3.1 Introduction
This chapter contains the research design, target population, sample and sampling
procedures, description of research instruments, description of data collection

procedures and description of data analysis procedures.

3.2 Research Design
The study adopted a survey design. Survey methodology studies involve sampling of
individual units from a population. Survey research was adopted because it was

specific and limited, and also it has more global, widespread goals (Kothari 2003).

3.3 Target Population

M ugenda and Mugenda (2003), describes target population as that population to
which a researcherwants to generalize the results of a study. The study considered all
the Commercial Banks in Nakuru town as at 31SI December 2014, licensed and
registered under the Banking Act. According to the Central Bank of Kenya, there
were 28 licensed banks as at 3151 December 2014 operating in Nakuru town. The
study targeted two respondents,one from relationship/credit departments and another

one from operation departments to collect data from .

3.4 Sampling Procedure
The researcher adopted purposive sampling technique whereby the respondents that
had the required information was used in the study, therefore a sample of 56

respondents was considered.

3.5 Data Collection Techniques
The present study wused primary data which was collected using a structured

questionnaire. Closed ended questions covering all the objectives were also used.

3.6 Method of data analysis
The data was analyzed using both descriptive and inferential statistics. Frequency,

percentages and Chi-square were used for descriptive statistics while Pearson
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Correlation and M ultiple linear regression were used to describe the relationship
between independent variables and the dependent variable. The analysis of the data
was aided by the Statistical Package for Social Sciences (SPSS) and results presented

in form of tables.

The regressionmodel: Y = a + g, X+ f,X,+ f X3+ ¢
W here;
Y= Risk Management

o =constant

B, - B, = parameterestimates
X, = Internalcontrolcomponents
X, = Internalcontrolmeasures
X,= Internalcontrolprocedures

¢ = Errorterm,normally distributed, with mean zero and a constantvariance

3.7 Validity and Reliability

The questionnaireswere designed carefully, with consultations of a risk management
expert to ensure no ambiguity and that all respondents understood and responded to
all the issues in exactly the same way as was expected by the study. The instrum ents

were subjected to a pilot study in Nakuru town.
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Table 3.1 M easures of internal consistency

Variable Cronbach's Alpha Cronbach's Alpha No of Item s

Based on

Standardized Item s

Internalcontrol 0.878
components

Internalcontrol 0.773
measures

Internalcontrol 0.832
procedures

Risk management 0.890

0.884 4
0.770 6
0.830 6
0.890 12

From Table 3.1, the level of consistency on all items is above 0.843 and therefore

removal of any one variable will lead to a reduction of the level of cronbach’s alpha.

The formulaby Cronbach, L.(1970) is

follows:

_ (Zh)*
Pe = (2R )Y +2(0)]

W here pc = com posite reliability

A = indicatorloadings

used to calculatethe com positereliability is as

0 = indicatorerror variances (i.e. variances of the d's or ¢'s)

s = sum m ationover the indicatorsof the latentvariable
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CHAPTER FOUR

DATA ANALYSIS, INTERPRETATIONS AND DISCUSSIONS

4.1 Introduction

This chapter com prises of a presentation of results and their interpretation according

to the objectives of the study. The chapter begins with the demographic characteristics

of the respondents such as educational level, tenure and gender which were all

presented using cross tabulations. The descriptives for the items in the instrument

were also presented using frequencies and percentages for each item to define the

relative opinion of the respondents for that particular item . The results from the

correlations and the regression analysis are presented.

4.1.1 Response Rate

The sample characteristics were presented from responses coming from the

respondents.

Table 4.1: Distribution of Responses by department category

Department Category Frequency Percent
Relationship/CreditDepartments 26 89.3
Operation Departments 30 96 .4
Total 56 92.85

Source: Research data, 2015

The response rate for the study was 93% , where 89% of the respondents were from
Relationship/Credit Departments while 96% were from the Operation Departments.

The return rate was considered sufficient to represent the banks in Nakuru Town.

4.2 General Characteristicof the Respondents
The generalinform ation of interest to the researcher included the department, gender
of respondent, level of management position, length service in the Bank industry and

their education level.

4.2.1 Gender Of The Respondents
The distribution of respondents gender for the two categories of staff employed is

shown on Table 4.2. The findings show that majority of the Relationship/Credit
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Departments (60% ) were fem alewhile minority (40% ) was male. On the contrary, for

the operations department, majority (67% ) were male while 33% were female.

Table 4.2: Gender Distribution of Respondents

M iddle level M anagement

Relationship or

Credit O perations

Departments Department Total

Gender M ale Count 10 18 28
% withinemployment 40% 67 % 53.8%

Female Count 15 9 24

% withinemployment 60 % 33% 46.2%

Total Count 25 27 52
% withinemployment 100.0% 100.0% 100.0%

Source: Research data, 2015

These findings imply that the middle level managementof Banks in Nakuru Town is
dominated by the male gender although overall the two thirds gender rule is observed
where overall 46% of them were female and the rest were male. It can also be
construed that from the resultsthat, the male were more responsive compared to their
femalecounterpartsand thatgender parity in the banking industry could be seen as an

indicator of inclusiveness and prudence in staffing.
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4.2.2 Education Level of Respondent

This

section deals with

the

respondents’

education

level.

Degree, Bachelors Degree, Diploma and Certificate.

Table 4.3: Education Level of Respondent

It encapsulates M asters

M iddle level M anagement

Relationship or

Credit O perations

Departments Department Total

Education M asters Count 3 14 17
level Degree % within employment 12% 51.8% 33.3%
Bachelor’s Count 20 11 31
degree % within employment 80 % 40.7% 59.6%

Diploma Count 2 2 4

% withinemployment 8 % 7.4% 7.6%

Certificate cgoyunt 0 0 0

% within employment 0% .0% 0

Total Count 25 27 52
% withinemployment 100.0% 100.0% 100.0

%

Source: Research data, 2015

The results

Operations departments of the banks in Nakuru. 3 (12% ) of the
department had masters degree; while those with bachelors degree being 20 (80% )

while those with diploma were 2 (8% ).

M asters

level

in Table 4.3

education while

show

those with diploma being 2 (7.4% ).

the education

those with Bachelor’s
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4.2.3 Experience of respondents in years

Further, the experience of managers was determined based on the number of years in
service in the Banking industry. M ajority, (34.6% ) of the respondents had between 3
and 5 years of experience in the bank. This implies that most of the respondents had
experience enough to respond to the matters of prudent risk management in Banks.
However, a few (9.6% ) managers had less than 2 years of experience therefore could

have challenges in ensuring prudent risk management in the bank.

Table 4.4: Experience of the respondents in the Bank

M iddle level M anagement

Relationship/Credit O perations

Departments Department Total
Length 0-2 years Count 2 3 5
of time % withinemployment 8 % 11.1% 9.6%
worked 3-5years Count 8 10 18
in Bank % withinemployment 32% 37% 34.6%
6-8 years Count 8 8 16
% withinemployment 32% 29.6% 30.7%
>8 years Count 7 6 13
% withinemployment 28% 22% 25%
Total Count 25 27 52
% withinemployment 100.0% 100.0% 100.0%

category

Source: Research data, 2015
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4.3 Internal Control Com ponents
The study sought to assess the effect of internal control components on the risk
management of commercial banks. First, the respondents were asked to rate the

internal control components. The responses are presented in Table 4.5.

Table 4.5 Internal Control Com ponents

Statement SA A N D SD 12 P-
Freq Freq Freq Freq Freq Value
(%) (%) (%) (%) (%)
The organization 31 15 3 2 1
structure of our bank (59.6) (28.8) (5.7) (3.8) (1.9) 175.931 0.0001

isdesigned in a
manner to support

controlsinternally.

Our bank’s policies 35 12 3 1 1
supports use of (69.2) (23) (5.7) (1.9) (1.9)
internalcontrol 188.302 0.0001

componentsinrisk

managem ent.

Our bank’s ethical 37 15 - - -

considerations are (71.1) (28.8) 177.181 0.0001

structured in a manner

that supports controls

internally.

M anagement 33 10 7 1 1

philosophy advocates (63.4) (19.2) (13.4) (1.9) (1.9) 258.388 0.0001

the use of internal
controlswithin the

organization.

Key: 1= Strongly Agree, 2= Agree, 3= Notsure, 4= Disagree & 5= Strongly Disagree
Freq = frequency, % = percent
. - 2
The findings in Table 4.5 suggest that the respondents strongly agreed (}( =175,
P<0.001) that the organization structure of the bank is designed in a manner to

support controls internally. The findings also asserts that the respondents strongly
agreed (4 =188.3, P<0.001) that bank’s policies supports use of internal control
components in risk management. The findings also show majority of the respondents
2 . .
agreed strongly (/ =177,P<0.001) that bank’s ethical considerations are structured
in a manner that supports controls internally. The findings also established that the
2 .
respondents agreed strongly (J =258, P<0.001) that management philosophy

advocates the use of internalcontrols within the organization.Itsupports the assertion
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by W hittington and Pany, that control environment is the foundation for all other
components of internal control. M anagement’s com mitment to the operations of the
internal control system is also supported by Verschoor (1999), where he notes that
“Internalcontrol system s not only contribute to managerial effectiveness but are also
important duties of the corporate boards of directors”. Therefore management
commitment to the operations of the system is a fulfillment of their obligation as

highlighted by Verschoor (1999).

4.3.1 Internal Control M easures

The study sought to assess the effect of internal control measures on the risk
management of commercial banks in Nakuru town. The respondents were asked to
provide their rating concerning internalcontrol measures.The responses are presented

in Table 4.6.
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Table 4.6 Internal Control M easures

Statement SA A N D SD X, P -
Freq Freq Freq Freq Freq Value
(%) (%) (%) (%) (%)
Organization’s risks 32(61.4) 13(25) - 3(5.7) 4(7.6) 236.92 0.0001
can be managed by
effective internal
control measures.
The internalcontrol 28(53.9) 12(23) 5(9.6) 3(5.7) 4(7.6) 220.15 0.0001
measures within our
bank are well
documented and
communicated.
The internalcontrol 25(48) 11(21.1)  1(1.9) 2(3.8) 13(25) 207.39 0.0001
m easures within our
bank are well
understood.
Our bank encourages 30(57.6) 20(38.4) - - 2(3.8) 225.24 0.0001
and provides
resourcesto staff to
undertake relevant
training on internal
control measures.
Our bank’s internal 17(32.6) 23(44.2) - 2(3.8) 10(19) 244.68 0.0001
control measures are
sufficientin managing
risk within your
organization.
Aimsand objectives 10(19.2) 19(36.5) 8(15.3) 11(21.1) 4(7.6) 178.129 0.0001
of our bank are
contained in
documented
statementsand are

com

municated to

managementand

staf

f.

Key: 1= Strongly Agree, 2= Agree, 3= Notsure, 4= Disagree & 5= Strongly Disagree

Freq = frequency, % = percent

2
The findings in Table 4.6 suggest that the respondents strongly agreed ( f =236,
P<0.001) that Organization’s risks can be managed by effective internal control
. . 2
measures. The findings also reveals that the respondents strongly agreed (){ =220,

P<0.001) that the internal control mecasures within our bank are well documented and

communicated. The findings also show majority of the respondents agreed strongly
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2
(/'{ =207, P<0.001) that the internal control measures within our bank are well

2
understood. The findings reveal that the respondents strongly agreed, (}) =225,
P<0.001) that banks encourages and provides resources to staff to undertake relevant

training on internalcontrol measures. The findings also show thatrespondents agreed
2 . . - .
(¥ =244, P<0.001) that their bank internal control measures are sufficient in

2
managing risk within your organization. The respondents agreed ( J/ =177,P<0.001)

that aims and objectives of our bank are contained in documented statements and are

communicated to management and staff.

This therefore confirms W hittington and Pany (2001)’s suggestion that “internal
auditing is performed as part of the monitoring activity of an organization.” This is
also in line with Gupta (2001) assertion that “the objective of internalauditis to assist

members of the organization in the effective discharge of their responsibilities.”

4.3.2 Internal Control Procedures
The study sought to assess the effect of internal control procedures on the risk
management of commercial banks in Nakuru town. The respondents were asked to

rate the internal control measures. The responses are presented in Table 4.7.
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Table 4.7 Internal Control Procedures

Statement SA A N D SD X, P -
Freq Freq Freq Freq Freq Value
(% ) (% ) (% ) (% ) (% )
W ell-structured 28(53.8) 20(38.4) 3(5.7) 1(1.9) - 246 .4 0.0001

internalcontrol

procedures helps

in risk mitigation.
All internalcontrol 12(23) 12(23) 7(13.4) 12(23) 9(17.3) 249.8 0.0001

procedures are

well known to all

staff membersin

our bank.
Our bank’s internal 19(36.5) 15(28.8) - 10(19.2) 8(15.3) 163.1 0.0001

control procedures

on risk

managementare

made known to all
staff.

The risks our bank 12 (23) 10(19.2) 2(3.8) 14(26.9) 14(26.9) 266.7 0.0001

faces areregularly

assessed in terms

of occurrence
likelihood.
Our bank uses 10(19.2) 15(28.8) 4(7.6) 12(23) 11(21.6) 206.4 0.0001

comprehensive and

system atic

procedures in

identification ofits

risks relating to

each of its declared

aims and

objectives.
In the last2 years 26(50) 20(38.4) - - 6(11.5) 119.8 0.0001

the level of risk

our bank faced has

decreased.

Key: 1= Strongly Agree, 2= Agree, 3= Notsure, 4= Disagree & 5= Strongly Disagree

Freq = frequency, % = percent

2
The findings in Table 4.7 suggest that the respondents strongly agreed (4 =246,
P<0.001) that well-structured internalcontrolprocedures helps in risk mitigation. The

2
findings also reveal that the respondents strongly agreed ( J/ =249,P<0.001) that all

internal control procedures are well known to all staff. The findings also show
S 2
m ajority of the respondents agreed strongly (Z =163, P<0.001) that their bank’s
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internalcontrol procedures on risk management are made known to all the staff. The

2

findings also show that respondents agreed () =266, P<0.001) that the risks their
bank faces are regularly assessed in terms of occurrence likelihood. The respondents

2 ) . .
agreed (Z =206, P<0.001) that their banks use comprehensive and system atic
procedures in identification of its risks relating to each of its declared aims and

. . 2 .

objectives. The respondednts strongly agree (Z =119, P<0.001) that in the last 2

years the level of risk their bank faced have decreased. This finding therefore seems
to suggest a failure by the internal audit function in its monitoring role alluded to by

W hittington and Pany (2001).

4.4 Inferential Statistics
Inferential statisticsallows the researcherto draw conclusions aboutthe population on

the basis of data obtained from samples.

Pearson correlation coefficient and regression coefficients analysis results are
presented in this section to evaluate the relationship between the dependent and

independent variable.

4.4.1 Correlation Analysis

Correlation shows the degree of relationship between two variables. After generating
the principal components of each variable of the study, the researcher came up with
the main variables of the study which are internalcontrolcomponents,internal control
measures and internal control procedures. After generating these main variables,
correlation analysis was conducted to establish the relationships between them.
Pearson’s Correlation Coefficient was carried out and the results obtained are

presented in the Table 4.9.
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Table 4.9 Sum mary of Correlations Results

Internal Internal Internal Risk M ngt
control control
control
measures procedures
components
Internal Pearson Correlation 1
control Sig. (2-tailed)
components. N 52
Internal Pearson Correlation 702 1
control Sig. (2-tailed) .000
measures. N 52 52
Internal Pearson Correlation 711 .705 1
control Sig. (2-tailed) 000 .000
procedures. N 52 52 52
Pearson Correlation 720 743 701 1
Risk
Sig. (2-tailed) .000 .000 .000
M anagement
N 52 52 52

** Correlationis significantatthe 0.01 level (2-tailed).

Source: Research data, 2015

A correlation analysis to determine whether Internal control components had an

influenceon Risk Management shows a relationship exists (r=0.720, a = 0.000). This
suggests that Internal control components to the banks was important in mitigating
risk management in commercial banks in Nakuru town. This study concurs with
Goodwin-Stewart & Kent (2006), using a sample of Australian listed companies,
showed that the existence of an Internal Control System is positively associated with

firm size and com mitmentto risk management.

The correlation analysis to determine whether Internal control measures had an

influenceon Risk M anagementshows a relationship exists (r=0.743 a = 0.000). This

implies that focus internal control measures was significant to Risk M anagement in
commercialbanks in Nakuru town. Katuntu (2005),in hisstudy asserted that lack of or

weak ICSs measures are therefore an indicator of poor financial performance

The study also sought to determine whether Internal control procedures had an

influence on Risk M anagement shows a relationship exists (r = 0.701 a =0.000). The

results show that internal control procedures was a significant factor in risk

management in com mercial banks in Nakuru town. Dwivedi (2002), also found out
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that, the ability of a firm to survive in business is an indicator of good financial

performance since proper procedures are already in effect.

The results therefore indicated that internal control measures exhibited the strongest

association with risk management in commercial banks in Nakuru town followed by

internal control components and lastly internal control procedures.

It can therefore be concluded that all the variables were significant to the study

problem although the degrees of influence varied.

4.4.2 Regression Analysis

Regression analysis was used to produce a best fit line to predict independent
variables from the dependent variable. This analysis was used to determine how the
independent variables influenced the dependent variable, to what extent each
independent variable affected the dependent variable and which of those factors are

significant. The results obtained are shown by Table 4.10.

Table 4.10 M ultiple Linear Regression Analysis M odel Sum m ary

M odel Fitness

M odel 2 2
R Adjusted r
fitness R Std. Error of the Estim ate
a 0.876 0.874
1 0.936 .28202

a. Predictors: (Constant),Risk M anagement

b. Predictors: (Constant), M easures, Components, Procedures
The results in Table 4.10 present the value for R, which is the model correlation

2
coefficient, was r = .936 while adjusted r was 0.87 implying that the regression

model was able to explain 87% of the variability when all the variables are com bined.
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Table 4.10b : Summary of Anova Table

Source Of Difference Sum of Squares df M ean F Sig.
Square
b
127.515 3 31.879 398.4875 .000
Between groups
L 18.054 48 .080
W ithin groups
145.569 51

Total

The Anova results of Table 4.10b indicates that there is a significant difference
between the mean of factors influencing value when regressed against risk

management in Commercial Bank in Nakuru Town.

Table 4.11 Regression Results

Unstandardized Standardized t Sig. Collinearity
Coefficients Coefficients Statistics
B Std. Beta Tolerance V IF
Error
(Constant) 167 042 3.992 .000
Internal Control
407 .092 .485 4.408 .000 .806 1.241
Components
Internal Control
172 .058 .189 2.982 .003 .875 1.143
M easures
Internal Control
.065 075 .08 867 .387 077 1.298

Procedures

The findings showed that Internal Control Components (p=.407, p= 0.000)
significantly affected risk management. The findings also indicated a significant
relationship between Internal Control Measures (p=.172, p= 0.003). However the
results show that Internal Control procedures (p=.065, p= 0.387) does not

significantly influence risk managementin commercial banks in Nakuru town.
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Y = Bo+ By Xyt B X,t ByX g+ PyX,te

W hereby Y = Risk M anagement

B, Constant
B, B, B3 By,-Parameters of the model

X, = Internal Control Components (ICC)

X
~
1

Internal Control M easures (ICM)
X, = Internal Control procedures (ICP)
e = Error term

Y= 0.167+ 0.4071CC + 0.172 ICM + 0.065ICP + 0.042

4.4.3 Hypotheses Testing

In this section,the research hypotheses are tested and implicationsdiscussed.

HO,: Internal control components have no significant effect on risk management in

commercial banks.
HO0,: Internal control measures have no significant effect on risk management.

HO,: Internal control procedures have no significant effect on risk management.

4.4.3.1 Internal control components have no significant effect on risk
managementin commercial banks

Using a 5% significance level, regression results showed that Internal control
components does significantly risk management(p=0.407; p= 0.000). The implication
of this is that internal control components did influence risk management in
commercial banks thus leading to the rejection of the first null hypothesis HO, The
null hypothesis is therefore rejected and a conclusion made that “Internal control
components have no significant effect on risk management in com mercial banks” is
drawn. The study agrees with W alker et al. (2002), that an internal control
components initiative cannotsucceed without strong supportin the organization from
senior management, and Beasley et al. (2005), find management support to be
associated with the extent of ICC components implementation. Kleffner at al. (2003),
find that the board of directors is becoming more involved in risk management
activities, and the board’s influence is related to ICC adoption. It is expected that
audit com m ittee and top management demand for internal auditinvolvementin ICC

to increase internal audit’s ICC related activities.
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4.4.3.2 Internal control measures have no significant effect on risk management
Regression results showed that Internal control measures did significantly influence
risk management(p =0.172; p = 0.003). The implicationofthisis thatinternal control
measures did influence risk management in commercial banks The null hypothesis
(Hy,) istherefore rejected and a conclusion made that “Internalcontrol measures have
no significant effect on risk management” is drawn. These results concurs with the
study by Goodwin-Stewart & Kent (2006), using a sample of Awustralian listed
companies, showed that the existence of an Internal Control measures is positively
associated with firm size and commitment to risk management. Control activities
should be designed as an integralpartof the organisation,taking into consideration its

objectives, the risks to their achievement, and inter-relatedness of control elem ents.

4.4.3.3 Internal control procedures have no significant effect on risk
management

Regression results also showed that internal control procedures did not significantly
influence risk management (B = 0.065; p value = 0.387). The implication of this is
that internal control procedures did not influence risk management in commercial
banks thus leading to the acceptance of the third null hypothesis HO, The alternative
hypothesis is therefore accepted and a conclusion made that “Internal control
procedures have no significant effect on risk management” is accepted. The results

«

seem s to agree with Ray and Pany (2001)’s belief that “control activities are policies
and procedures that help ensure that management directives are carried out.” The
study identified that the scope and frequency of separate procedures will depend
primarily on an assessment of risks and the effectiveness of ongoing risk

management. Internal control efficiencies should be reported upstream , with serious

m atters reported to top management and the Board.
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CHAPTER FIVE
SUMMARY OF FINDINGS,CONCLUSIONS AND RECOMMENDATIONS

5.1 Introduction

Based on the results obtained from the study, major findings, conclusions and
recommendations are presented in this chapter. Furthermore, suggestions for further
research are also given. The overall objective of this study was to evaluate the effects
of internal control systems on risk management in commercial banks. The specific
objectives were to assess the effect of internal control components on the risk
managementof commercialbanks, to assess the effectof internalcontrol measures on
risk managementof commercialbanks and to investigate the effect of internal control

procedures on risk managementof commercial banks.

5.2 Summary of Findings
The findings show that all variables combined can explain approxim ately 87% of the
variationsin internalcontrol systems in the Com mercial Banks in Nakuru town while

13% may be attributed to other factors not explained by the variables.

The results confirm that internal control systems are directly affected by internal
control components, internal control measures and internal control procedures. The
risk management function bears some of the responsibility to develop an appropriate
risk awareness culture within organization.This goes beyond defining and monitoring
the elements of culture, determining new initiatives and directions intended to
promote the desired characteristics of the culture. It has to do with the risk
management area’s own behaviors. Those within risk management department,
particularly in relationship/credit and operation departments, need to be furnished
with continuoustraining to ensure compliance to the systems. The resultsindicate that
the risk managementstrategy gets the mostbusiness value from corporate governance
and risk management. Developing proper risk management infrastructure would
appreciate the return on value from inform ation for financial risk investments for the

stakeholders.
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5.2.1 Effect of internal control components on the risk management of
commercial banks

Amongst the many factors which accounted for the proper adherence to risk
managementwas the structureand components putin place in the banks. The internal
environment, which set the basis for how risk was viewed and addressed by the bank
personnel’s, including risk management philosophy, risk appetite, ethical values,
integrity and the environment within which an organization operates was
incorporated. Policies designed to support the achievement of an organisation’s
objectives and the management of its risks should be established, com municated and
practiced so that people understand what is expected of them and the scope of their
freedom to act. The decisionsand actionsof different parts of the organisation should
be coordinated. The internalcontrols components should be established to ensure that
assets are secured and management policies are being followed to the letter with a
view to attaining the set goals for the organization. These components were the
responsibility of the management; who designed an appropriate system of internal

control for the organization in mitigating the risk in the banks.

5.2.2 Effect of internal control measures on risk management of commercial
banks

From this study, the preeminent importance of measures was to ensure complete and
accurate accounting for transactions. It was further proven that control self-
assessment and hierarchical reporting has been established which provides for a
documented and auditable trailof accountability. Appropriate authorization limits for
transactions that reasonably lim it the company’s exposures and due measures to
ensure the reliability of data processing and the integrity of the inform ationgenerated.
Controls that limit exposure to loss of assets/records or to fraud (e.g. physical
controls, segregation of duties) should also be enforced and continually checked.
Checks which provide effective supervision of the control activities are evinced.

Planned corrective actions should be independently monitored for timely com pletion.
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5.2.3 Effect of internal control procedures on risk management of commercial
banks

From the study results, it was established that proper mechanisms have been put in
place to ensure accuracy and reliability of the accounting systems. It aided in
measuring levels of compliance, reliability and effectiveness of the proposed
procedures thus ensuring continued reliability of accounting system s.Inform ation and
communication processes and pertinent inform ation must be identified, captured and
communicated in a form and time-frame that enables people to carry out their
responsibilities. Information systems produce reports, containing operational,
financialand com pliance-related inform ation,that make it possible to run and control
the business. They deal not only with internally generated data, but also inform ation
about external events, activities and conditions necessary to make informed business

decision-making and external reporting.

5.3 Conclusions

The results evoked from this study indicate that banking institutions striving for
internal control systems on mitigating risks through components, measures and
procedures. M ost Banks acknowledge the importance of internal control systems
though itis a relatively dynamicconceptin the banking industry.An effectiveinternal
control system therefore relies mainly on the incorporation of these factors that
influence risk management in a significant way. The study revealed that risk
managementand internalcontrol systemsexistinthe company and thatthey are being
complied with. Therefore the main hypothesis forthisresearchis accepted. As a result
of the good risk management and internal control systems put in place by the
company, the company was able to do fairly well (compared to the previous years)

despite the financial scandals and crisis of recent years.

It is also important to note that even though it is stated that most banks work within
Risk management and internal control is based on the principles in the framework of

COSO, all the elements are not implemented. By comparing theory with empirical
work from the company’s annual reports, it appears that the company adopts and

adjusts elements and principles that best suit the operations of the company.
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5.4 Recommendations

The study recom mends that attention be given to the strong influences on the internal
control systems of commercial banks. The strategic objectives and risk management
policy of the company must be determined at the highest level in the organization
while senior management must be responsible for the policies to be incorporated into

daily operations and to dedicate the necessary resources to achieve this.

A risk managementdepartmentmustbe setup to ensure the open position is followed
up and compliance of the positions and strategies with the policies and procedures.
The departments must also determine other risks related to the activity, e.g. credit
risk. There also should be internaland externalreporting (financial statem ents) which
must follow best practice with frequent and detailed disclosures. There should be
regular stress testing on strategy and risk measurementmodels prior to trading in new
products, a formal analysis must be conducted and documented on the risk profile of
the product, the appropriateness of its use, the ability to handle the new product

operationally, including the accounting treatment.

5.5 Suggestions for further research

In the conclusion of this study, the author posits that the managementofrisk needs to
be a continuous process, lasting the lifetime of any organizational initiative, be it a
m ajor activity or project, from itsinitiation,through itsdevelopmentand evolution, to
itscompletion or termination. Thus futher research should be undertaken to study the
influence of information technology on the effectiveness on internal control system

processes.

Further studies should also be attem pted in assessing the risk management and

internal control system s in microfinances institutions’.
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APPENDIX I: INTRODUCTORY LETTER TO THE RESPONDENT

M eera B. Shah

P.O Box 401-20100,

Nakuru

Dear Sir/ M adam ,

RE:REQUEST FORDATA COLLECTION

I am a postgraduate student in the School Of Business and Economics, Kabarak
University pursuing M aster of Business Administration Degree. Following my
research projectl am carrying out a research on effects of internal control systems on

risk managementin commercial banks in Nakuru town

Il hereby kindly requestyou to fill the questionnaire attached to this introductory letter

to aid my study as well as to fulfill the requirement of M aster of Business

Administration, (Strategic M anagement option)

Il have selected your institution as the main target population. Details of each section

in the questionnaire are specified therein.

All inform ation thatyou provide will be treated with utmostconfidentiality for purely

academic purposes.

Yours faithfully,

M eera B. Shah

(Researcher).
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APPENDIX Il1: QUESTIONNAIRE

This is a master’s research work being undertaken for Kabarak University Business
School with the aim of deepening my understanding of risk managementand internal
control system s that exist in commerciak banks in Nakuru Town. Any inform ation

given will be keptconfidential. Thank you for your co-operation.

SECTION ONE

GENERAL INFORMATION

l1.Name of the Bank... .....
2. Department. ... ... ... .o oo oaee e .
3.Gender: M ale [ ]

Female [ 1]

5. Highestlevel of education:

M asters [ ]
Degree [ 1]
Diplom a [ 1
Certificate [ 1]

6. How long have you worked in this bank? ... ... ... .. .. ... .. .. ..

7. W hatisyourcurrentlevelofmanagement ... ... ... ... . 0 i it in e e e
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SECTION TWO
Please show your level of agreement to indicate the extent to which the
following statements apply to your institution by ticking your response

corresponding to the number in the scale given above in box against statement.

PART 1: INTERNAL CONTROL COMPONENTS

Key: 5 = Strongly Agree 4 = Agree 3 = Notsure 2 = Disagree 1= Strongly Disagre

No. Internal Control Com ponents Statem ents 1 2 3 4 5

1 The organization structure of our bank is designed in a

manner to supportcontrolsinternally.

2 Our bank’s policies supportsuse of internalcontrol

componentsinrisk management.

3 Our bank’s ethical considerations are structured in a

manner thatsupportscontrolsinternally.

4 M anagementphilosophy advocates the use of internal

controls within the organization.

PART 2: INTERNAL CONTROL MEASURES

Internal Control M easures Statem ents 1 2 3 4 5

1 Organization’srisks can be managed by effective internal

control measures.

2 The internalcontrol measures within our bank are well

documented and com municated.

3 The internalcontrol measures withinour bank are well

understood.

4 Our bank encourages and providesresourcesto staffto

undertake relevanttraining on internalcontrol measures.

5 Our bank’s internalcontrol measuresare sufficientin

managing risk within our organization.

6 Aimsand objectivesof our bank are contained in

documented statementsand are communicated to

managementand staff.
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PART 3: INTERNAL CONTROL PROCEDURES

No. Internal Control Procedures Statem ents 1 2 3 4

1 W ell-structured internalcontrolprocedures helpsin risk

m itigation.

2 All internalcontrolprocedures are well known to all staff

membersin our bank.

3 Our bank’s internalcontrol procedures on risk

managementare made known to all staff.

4 The risks our bank faces are regularly assessed in terms of

occurrence likelihood.

5 Our bank usescomprehensive and system atic procedures
in identification of its risksrelating to each of itsdeclared

aims and objectives.

6 In the last 2 years the level of risk our bank faced has

decreased.

PART 4: RISK MANAGEMENT

Rank the following item s according to the scale provided;

1 =StronglyAgree, 2 = Agree, 3 = Neutral/Notsure, 4 = Disagree,5 = Strongly

Disagree

Risk M anagement Variables 1 2 3 4

1. The Board/M anagementrecognizes allthe risksinherent

in the bank's portfolio.

2. There existselaborate policies, proceduresand structures

to guide managementof risks atalllevels of management.

3. Our creditpoliciesarecommensurate with overall risk

managementpolicy

4. Our bank has acreditrisk managementcom m ittee to

oversee the creditrisk managementfunction.

5. Creditrisks exposed to are controlled, monitored and

regularly reported for necessary action.

6. Our bank has a marketrisk managementcom m ittee to

ensure all marketrisksare managed.

7. The board/managementreceivesregularreports on market

risk measurement.

8. Our bank has aclear,comprehensiveand well

documented setof policiesand proceduresto manage

marketrisks.
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9. Our bank ensures thatthe responsibilitiesof front, middle
and back officesare clearly segregated and do notrest
with the same person.

10. Seniormanagementhave developed an operationalrisk
managementpolicy; capable of identifying and assessing
the operationalrisk inherentin all materialproducts,
activities,processesand systems,and dealing with the
newly recognized risks arising from changes in market
conditions.

11. Our bank has a separate function foroperationalrisk
management,independentofinternal audit.

12. The bank has an established assetand liabilities

managementcommittee com prising seniormanagement

from each key area of operations
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APPENDIX III:LICENSED COMMERCIAL BANKS IN NAKURU TOWN

BANK NAME

NUMBER OF BRANCHES

Barclays Bank of Kenya Ltd 2
Kenya CommercialBank Ltd 2
1& M Bank Ltd 1
CreditBank Ltd 2
CFC Stanbic Bank Ltd 1
Diamond Trust Bank Ltd 1
Eco Bank Ltd 1
CommercialBank Of Africa Ltd 1
OrientalCom mercialBank Ltd 1
Standard Chartered Bank Ltd 1
Bank of Baroda (K) Ltd

African Banking Corporation 1
Equity Bank 3
Family Bank Ltd 2
Trans-national Bank 1
Prime Bank (Kenya) 1
NIC Bank 1
N ational Bank of Kenya 1
Bank of Africa 1
Chase Bank Kenya 1
Consolidated Bank of Kenya 1
Cooperative Bank of Kenya 2
Equatorial Com mercial Bank 1
Fidelity Com mercial Bank 1
First Community Bank 1
Guardian Bank 1
Gulf African Bank 1
Housing Finance Company of Kenya 1
Imperial Bank Kenya 1

Source: CentralBank of Kenya website Septem ber 2015
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APPENDIX IV: CONFIRMATION LETTER

KABARAK UNIVERSITY

QFFICE OF THE DIRECTOR - NAKURU TOWN CAMPUS

B0 Eoo 3270 1 abeiru. Tk 0812215540 Fas 380343012, Enail - nakunovywneampusi kabarakacke

19™ OCTOBER, 2015
TO WHOM IT MAY CONCERN

Dear Sir/Madam,
RE: REQUEST FOR STUDEMT RESEARCH STUDY- MEERA BILMAL ROY SHAH-
GMB/ME/0696/05/13 |

The above named is a studsnt at Kabarak University, Nakuru Town Campus, pursuing
Masters Degree in Business Administration-Strategic Management Option. As part of
her coursework, she is required to undertake an independent primary research in her

area of specialization.

The purpose of this letter & to introduce her to you and reguest you to allow her to
undertake her study in your organization,

Students are advised to ensJre that all data and information from the client is treated
with utmost confidentiality and only used for academic purposes, unless otherwise

stated.

Thank you,

Kabarak University Moral Code

“We purpase af all times and in all places, to set apart in one’s |'.|!nr‘.._|:‘hu.~\. as Lowd"y Pet 305
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