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The Concepts and Practice of Risk-Based 
Supervision 

J. A. Afolabi, PhD* 

I. Introduction 

Effective Risk Management is the hallmark of a successful financial 

institution. The success of financial institutions depends on the security, 

privacy and reliability of services backed by robust operational and 

effective risk management practices. Effective risk management strategies can be 

implemented by integrating effective bank-level management, operational 

supervision and market discipline. The international banking scenario has in 

recent years witnessed strong trends towards globalization and consolidation of 

the banking system, stability of the financial system and has become the central 

challenge to bank regulators and supervisors throughout the world. This has 

become more apparent in the face of the current financial crisis. 

Bank supervisors are facing serious challenges due to greater risk of insolvency of 

financial institutions. They have realized that any disruption of the financial 

market or financial system on account of problems associated with a bank or a 

group of banks would have broader economic consequences. The increased 

frequency and spread of banking crisis and the resolution cost have prompted 

bank supervisors to seek an approach which involves identifying potentially 

problematic institutions and directing supervisory resources to their most 

efficient allocation. 
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The growing complexities of banking business, the introduction of a wider range 

of products and services and the contagion effects during a banking crisis, have 

put tremendous pressures on bank supervisors, pushing them to use limited 

supervisory resources more economically and judiciously. It has, therefore, 

become necessary to optimize the synergies from different activities, including 

the regulatory and supervisory functions to enhance the overall efficiency and 

effectiveness of the supervisory process. This necessitates that the supervisory 

focus be on individual institutions, which poses more risks rather than having 

uniform supervisory focus on all institutions. This approach to bank supervision, 

known as risk-based approach, calls for a thorough assessment of risks faced by 

banks, which in turn requires the introduction of appropriate risk management 

systems in banks. 

In Nigeria issues bordering on effective risk management by banks have always 

been a primary concern to regulatory authorities in their bid to entrench and 

institutionalize safe and sound banking activities. However, recently it has 

assumed added importance partly due to the fact that over the past decade the 

banking system has changed dramatically as a result of advances in technology, 

closer relations among economies, size and speed of financial transactions, 

liberalization, deregulation and consolidation, among other factors. Another 

reason is the need to ensure that banks in the country fully comply with the Basel 

Core Principles on Supervision and to prepare an enabling environment for the 

implementation of the New Capital Accord. 

Essentially, the new capital accord requires banks to adopt stronger risk 

management practices. The new accord emphasizes maintenance of capital 

charge against credit risk, market risk and operational risk through adequate 

capital allocation. While on the one hand, banks will have to adopt proper 

systems to identify, measure, monitor and control risks, the bank supervisor, on 
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the other hand, needs to set up a process that enables it to determine that banks 

hold adequate capital against these risks. The bank supervisory authority will 

thus have dual responsibility. The first is to ensure that no bank is a threat to its 

supervisory objectives ofreducing the vulnerability and maintaining the stability 

of the entire financial system. The second is that it ensures that the capital 

standard maintained by a bank is commensurate with the various kinds of risks it 

faces in its operations. The supervisor will be able to achieve the twin primary 

objectives only when it has set up a methodology to assess the risks faced by a 

bank and the extent to which they threaten its supervisory objectives. The 

required supervisory methodology is Risk-Based Supervision (RBS). RBS seeks 

to do away with the traditional approach to banking supervision which among 

other shortcomings is transaction and compliance based, reactive and uniformly 

applied to all supervised institutions. Also, it does not provide clear yardsticks for 

risk assessment and allocation of resources in the supervisory processes. 

This paper seeks to examine the concept and practice of Risk-Based Supervision. 

For ease of discussion, the paper has been segmented into five sections. After the 

introduction, sections 2 and 3 examine the Conceptual Issues in Risk-Based 

Supervision and Country Experiences. Section 4 looks at the framework of RBS 

in Nigeria while section 5 concludes the paper. 

11.0 Conceptual Issues in Risk-Based Supervision 

II.I Definition of Risk 
Any definition of risk is likely to carry an element of subjectivity, depending upon 
the nature of the risk and to what it is applied. As such there is no all encompassing 

definition of risk. Chicken & Posner (1998) acknowledge this, and instead 

provide their interpretation of what a risk constitutes. They see risk as comprising 

of "hazard" and "exposure". They define hazard as " .. the way in which a thing or 

situation can cause harm, " (ibid) and exposure as " .. the extent to which the likely 
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recipient of the harm can be influenced by the hazard" (ibid). Harm is taken to 

imply injury, damage, loss of performance and finances, whilst exposure imbues 

the notions of frequency and probability. 

The Royal Society (1983) views risk as the probability " .. that a particular 

adverse event occurs during a stated period of time, or results from a particular 

challenge. Smith (1999) defines risk as a decision expressed by a range or 

possible outcomes with attached probabilities. 

In practical terms, risk could be defined as the probability of an adverse event 

occurring and the impacts of such event on set goals and objectives. Viewed as an 

integral part of business operations, certain risks and uncertainties such as 

accidents, fire or theft are insurable, while others like a firm's ability to survive in 

the face of risks of the market place are not. In such a situation, institutions are 

expected to evolve risk management strategies to ensure survival and growth. 

By the very nature of banking business, banks are inextricably involved in risk

taking. The major risks banks face in the course of business include, but not 

limited to, credit, market, liquidity, operational, legal and reputational risks. In 

practice, a bank's business activities present various combinations of these risks, 

depending on the nature and scope of the particular activity. To the financial sector 

regulatory and supervisory authorities, what constitute risks are those factors that 

pose threat or portend danger to the achievement of statutory objectives. 

Generally, these objectives include the promotion of a stable, safe and sound 

financial system, ensuring an efficient payment system, necessary for the 

achievement of the wider economic objective of welfare improvement, ensuring 

effective consumer protection and the reduction of financial crimes, among 

others. 



Afolabi: Concepts and Practice of Risk-based Supervision 45 

The attainment of these objectives informs the need to put in place a supervisory 

framework, which takes different forms as dictated by the size, level, and 

sophistication of an economy's financial sector, market developments and 

supervisory capabilities. 

11.2 Risk Based Supervision (RBS) 

11.2.1 Historical Brief on RBS 
Risk-based supervision was conceptualized by the United States of America 
(USA) Office of Comptroller of Currency (OCC) in the early 1980s. Before 

1970s, the US banking system was characterized by narrow scope of products and 

services and market volatility was minimal. During that period, banks needed not 

worry about formal rigorous framework for risk management neither would 

supervisors need worry much about bank risk monitoring as concern was mainly 

for primary risks of financial intermediation. By 1970s and 1980s, banks had 

been characterized by greater market volatility and the emergence of secondary 

and obscure risks which accounted for significant losses. The inadequacy of the 

traditional methods of risk assessment and even bank supervision then became 

more apparent than hitherto. With the above developments, a meeting of Senior 

Bank Examiners in San Francisco in 1980 arrived at the following major 

decisions: 

Examiners should relate results of examinations to bank's risk exposure 

Focus on risks that can have the most adverse impact on capital, liquidity, 

compliance and future of the institution 

Focus on areas with highest risks. 

That marked the introduction of risk-based supervision. 

By the early 1990s, the face of banking in America and other parts of the world 

began to change with: 

• Consolidation and expansion ofbanking business 
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• Financial innovation 

• Spread of new financial instruments like derivatives, swaps etc 

• Change in banking business 

• Computer, telecoms and satellite technologies opemng avenues for 

intermediation and risk management 

Also, along with financial innovation, risk management systems began to evolve 

due to advances in Information Technology, while more sophisticated risk 

management systems gave banks a more accurate view of their risk-adjusted 
returns on capital. 

With the above developments coupled with the savings and loan debacle of the US 

in the 1990s, some lessons, which touched on the type of RBS introduced in the 

1980s, were learned. Some ofthese lessons included: 

There was greater regulatory appreciation of systemic risks and effects; 

Need to recognize the effect of the economic environment on individual 

institutions and banking system as a whole; and 

Appreciation of the importance of evaluating how well financial 

institutions are managed as well as the importance of evaluating their risk 

management systems. 

Following from the foregoing and given the complexities of banking business and 

emerging product innovations with complex risk profiles, a more robust RBS 

framework emerged and the principle of RBS in general witnessed a growing 

acceptance as a more efficient supervisory approach than the traditional 

transaction-based approach. 

Risk-Based Supervision (RBS) is a proactive and efficient supervisory process, 

which focuses attention on the risk profile of the supervised financial institutions 

and enables bank supervisor to develop a supervisory package for each bank, 

efficiently allocate resources based on the risk profile of individual banks and 
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, proactively monitor and supervise banks to facilitate the attainment of the 

supervisory objective of promoting the soundness, safety and stability of the 

financial system. By placing premium on risk mitigation rather than risk 

avoidance, RBS seeks to encourage each bank to develop and continuously 

, update its internal risk management systems to ensure that it is commensurate 

with the scope and complexity of its operations. The approach is expected to 

optimize utilisation of supervisory resources and minimize the impact of crisis 

situation in the financial system. 

It is important to recognize that there is no international consensus on the concept 

of a risk-based supervision approach, but, there are some generic features which 

include the following: 

• comprehensive/detailed assessment of the risk profile of the bank overall 

assessment score/rating; 

• assessment of qualitative/quantitative risk factors and risk management 

oversight functions; 

• identification of significant activities of the banking institution; and 

• assessment of the inherent risks of each significant activity. 

In general, therefore, the basic approach to risk-based superv1s1on 1s to 

differentiate banks in accordance with their risk profiles so that supervisory 

resources could be diverted on priority basis to those areas or banks which 

threaten their solvency and hence, the supervisory objectives. Risk-based 

supervision will, therefore, begin with the compilation of risk profile of a bank 

and the thrust of supervision will be on the examination of systems and 

procedures for risk management and risk control by banks. The transition to risk

based supervision system requires self-assessment of risks by the banks 

themselves and adoption of statistical models for risk quantification and 

submission of the document on Self-Assessed Risk Profile and the Risk 
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Management Process to the Supervisory Authorities. 

The main objective of risk-based supervision is to sharpen supervisory focus on 

the following, among others: 

i) the activity(ies) or institution(s) that pose the greatest risk to banks and 

financial institutions and/or financial system; and 

ii) the assessment of management process to identify, measure, monitor and 

control risks. 

11.2.2 Traditional Approach versus RBS 

Traditional supervision procedures put reliance on transaction testing such as 

evaluating the adequacy of the credit administration process, assessing the loans' 

quality and ensuring the adequacy of provisioning for loan losses, and so on. By 

reviewing and testing individual transactions, the examiners are not looking at the 

'true' business of banking - that of taking risks. Evaluating the risks enables the 

regulator gain a better understanding of how the institution operates and the 

potential input on its financial condition of entering into a transaction. 

For transaction testing, examiners usually use the same techniques and methods 

for all banks they inspect. This one-size-fits-all approach to supervision has been 

observed to be inefficient and untenable in a situation where banks vary in terms 

of size, business mix and appetite for risk. Even among the largest banks, no two 

banks have exactly the same risk profiles or risk controls. Hence, the 

methodology and approach to supervision must be customized for each bank; the 

more complex a bank's business activity, the more sophisticated must be the 

approach to on-site inspections. 

Traditional supervision focuses more on quantifying problems and minimising 

risks in individual banks. It results in quantifying problems, correcting symptoms 

of problems, and instructing banks to avoid risks. In cases where problems are 
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quantified, the supervisory response is usually to take actions directed towards 

reducing the size of the problem. The trouble with this approach is that it usually 

addresses only the symptoms of the problem, without addressing its causes. 

On the other hand, risk-based supervisory approach essentially entails the 

allocation of supervisory attention in accordance with the risk profile of each 

institution. Risk-based supervision requires a greater understanding of the 

institution being supervised and of the environment in which it operates. It 

requires an understanding of the institution's risk profile, in order to identify areas 

of greatest risk. Table 1 summarizes the differences between RBS and traditional 

approach to supervision. 

Table 1: Difference Between RBS And Traditional Approach to Supervision 

TRADITIONAL RBS 
Traditional supervision often results in: • Risk-based supervision assesses the 

quality of risk management practices, 
- quantifying problems • It addresses causes of problems, and 
- correcting symptoms of problems, and • It makes recommendations that give 
- instructing banks to avoid risks that seem banks options on how to minimize 

too high the adverse consequences of risk -
taking 

It is transaction -oriented and usually more • It assigns the highest priority to areas 
labour intensive than risk -based supervision of highest risk 
thereby straining the scarce resources of • Management of those areas is 
most regulators. evaluated, along with syst ems 

designed to optimize income while 
managing risk and minimizing the 
adverse consequences of risk-taking. 

• Rather Reactive • Quite P ro-active 
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