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ABSTRACT

From year to year, strong attention has been paid to the study of the problems of
predicting and preventing bank bankruptcy. Bank failures are usually followed by
unfavorable consequences on stakeholders outside the failed banks themselves.
Sometimes the consequences are felt by non-banking system as a whole. A failure can
result in much harm to employment, earnings, financial development and other associated
public interests.

Based on the logistic regression (LR) model, Earlier Warning System (EWS) is employed
for Yemeni banks during 2002-2006 using micro-level data to identify a set of indicators
that best explain the probability of an individual bank in Yemen to fail (become
bankrupt) or remain sound across time. In the finding, capital adequacy, management
quality and profitability found to be able to identify problem banks in Yemen. Bank’s
size has the opposite effect of failure probability. It is hoped that the financial ratios and
result of the model will be useful to bankers and regulators in identifying problem banks

in Yemen.
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CHAPTER ONE

1.0 Introduction

From year to year, strong attention has been paid to the study of the problems of predict-
ing and preventing bank bankruptcy. Bank failures are usually followed by unfavorable
consequences on stakeholders outside the failed banks themselves. Sometimes the conse-
quences are felt by non-banking system as a whole. A failure can result in much harm to
employment, earnings, financial development and other associated public interests. The
failure of a bank has great adverse effect on the economy and so is considered very im-

portant (Benston & Kaufman, 1996).

The reason that contributes to bank failure is inadequate risk management practices. The
nature of banking business is risky. Banks are exposed to several risks when they carry
out their operations. They have to manage these risks carefully so that the realizations of
the risks do not threaten their existence. Lack of regulation and supervision related to risk

management also contribute to bank failures.

Based on the logistic regression (LR) model_as suggested by earlier studies, Earlier
Warning System (EWS) is employed for Yemeni banks during 2002-2006 to show how
the interaction of all these factors affects the bank’s fragility. This investigation allows us
to answer the question on how banks should adjust their activity to minimize risk of fail-
ure and how banking regulation should respond to the added risk, if any. of bank failure

and what changes in banking structure and regulatory procedure are necessary in order to
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