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Abstract

The aim of the study was to develop an enterprise risk management framework for Ethiopian commercial banks. This approach
is undertaken to enhance the risk management systems and practices and foster the soundness and stability of the Ethiopian banking
system. The study employed a multi-stage mixed methods research design that includes content analysis, survey study and Delphi
techniques. The study established an enterprise risk management framework that comprises seventy-one constructs and seven factors.
The factors include Vision, mission, core values and strategy, Risk management environment, Risk management function, Risk
Management tools and process, Risk appetite and tolerance limit, Alignment and integration, and Enhanced value.
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1. Introduction

Commercial banks collect funds from depositors and allocate to borrowers as a financial intermediation (Rundassa & Berta,
2016:108; Mutava & Alli, 2016:15). Increasing the sophistication of the banking business and the mutable working environment makes
the task of risk management a vital function of organisations (Abdullah, Abdul-Shukor & Rahmat, 2017:2). The 2007-2009 global
financial crisis and today’s volatile economic condition make a compelling case for effective risk management practices in the banking
industry (Olayinka, Emoarehi, Jonah & Ame, 2017:938).

The Banking industry has begun to expand and diversify rapidly and has been showing a significant improvement in innovation
and quality of performance. The increasing competition in different aspects, the introduction of innovative products, and increasing
deregulation have underlined the need for banks to improve their risk management practices (Attarwala & Balasubramaniam,
2015:10).

In 2006, the Basel 11 Accord was promulgated and entailed provisions designed to enhance risk management for banks (Chisasa
& Young, 2013:603). Later in 2010, Basel Il was developed to deal with the limitations of the pre-crisis regulatory frameworks. It
also serves as a guideline for a resilient banking system (Basel 111, 2017:1). Due to the sophistication of the Basel framework, banks
in Africa find it difficult to comply with the set of rules and standards as prescribed by the Basel accords (Nyantakyi & SY, 2015:14)
and to enhance their risk management based on these frameworks. The rules suggested by the Basel Committee are also less relevant
for African banks due to their low integration into global financial business.

Risk management is a vital function for financial institutions. Various institutions have started employing ERM function to
establish a harmonised and integrated enterprise-wide approach to manage risks. Ethiopian financial institutions also need to have a
vibrant ERM functions to manage their risks and achieve objectives in the most economical way (Tamiru & Singla, 2019:5290).
However, the main activity of risk management function in the Ethiopian banking industry is compliance with standards instead of
focusing on creating strategic advantage and enhancing firm value. ERM is not yet fully understood by Ethiopian financial institutions
since ERM is a strategic imperative to enhance firm value (Bisrat, 2018:71).

The banking business in Ethiopia started during the reign of Emperor Menelik 11 in 1905. The Bank of Abyssinia, the first bank in
Ethiopia, stared its operation on February 17, 1905, to issue currency notes and engage in commercial banking (Alemayehu &
Teklemedhin, 2012:1; Chanie, 2015:130). Even though the banking business has a long history in Ethiopia, it is still in its infancy,
has emerging intermediary sector and the financial system is underdeveloped (Fanta & Makina, 2016:152; Fanta, 2016:310). It is not
yet competitive and efficient, nor is it capable of accelerating the economic growth of the country, which remains marginal (Dido,
2020:60).

The implementation of ERM in Ethiopian financial institutions is quite inadequate and is in its infant stage having less developed
ERM practices compared to international organisations (Tamiru & Singla, 2019:5289). The risk management function of Ethiopian
financial institutions has a weakness in defining a clear risk appetite that is aligned with the strategic objective of the institutions. In
addition, there is a lack of skill and experience specific to risk management in Ethiopian financial institutions (Bisrat, 2018:71). The
major challenges facing Ethiopian banks in managing their enterprise-level risks are weak ton at the top and less attention from top
management, absence of workable environment, absence of qualified staff and lack of advanced risk management software (Yetayew,
2020:49).

Regulators are responsible for ensuring the existence of a strong risk management systems and practices in banks to enhance
reliance on the banking industry. The National Bank of Ethiopia (NBE) conducted its first bank risk management survey in 2009 to
evaluate the risk management practices of Ethiopian banks and to resolve challenges and fill gaps. The survey result epitomises the
existence of poor risk management systems and practices in Ethiopian banking industry (NBE, 2009:15-16). Based on the result of
the survey and following the significant expansion of the banking system in Ethiopia, the NBE has revised the Bank Risk Management
Guidelines, which was established in 2003. In the revised guideline, the NBE requires all banks operating in Ethiopia to establish a
comprehensive risk management programme by focusing on credit, liquidity, market and operational risks (NBE, 2010). However,
most of the banks are either did not establish the programme at all or failed to establish a comprehensive risk management programme
(Samuel, 2015:3).
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Overall, the risk management function of Ethiopian banks did not provide relevant and timely information to the management and
board of directors that can help to make informed decisions. In addition, it is not integrated with other functions within the banks, and
risk appetites and tolerances are not properly defined (Asfaw & Veni, 2015:2). Background has established that it is important to
manage all risk types within banks holistically by integrating them with other banking functions. These issues point to the fact that
there is no structured approach to ERM in Ethiopian banks.

2. Literature Review

Risk management is a key concern of governance, which comprises a major function of control. It is an integral part of policy and
strategy setting, assisting the management of organisations in setting objectives, assessing and identifying opportunities and risks, and
ultimately achieving their goals (Braumann, 2018:241). Identifying and mitigating risks is also a challenging task for organisations.
Due to this fact, many insurance and contract agreements entail concrete evidence of a sound risk management function (1SO 31000,
2018:1). The formation of risk management initiatives should consider the expected values in advance, when it stands to enhance the
performance of risk management in the organisations. The result of a sound risk management programme comprises assurance,
compliance and improved decision-making (AIRMIC, Alarm & IRM, 2010:2).

The failure of some big corporations in the USA during the early 1990s and its flush forwards gave a message and a warning signal
for regulatory bodies and investors to pay attention to the enhancement of risk management functions (Khan et al., 2016:1886).
Financial institutions have been badly affected by the 2007 global financial and economic crises and the COVID-19 pandemic (Agnese
& Capuano, 2021:302). Ahmad, Ng, and McManus (2014:541) argued that one of the main triggers for the 2008 global financial crisis
was the failure of risk management in financial institutions. The traditional risk management (TRM) approach has deficiencies in
managing enterprise-level risks. Therefore, the concept of enterprise risk management has been developed to manage a group of risks
with the enterprise in a holistic manner, which is a gap of TRM (Shad & Lai, 2015:1; Soomro & Lai, 2017:329). According to Berry-
Stolzle and Xu (2018:159), ERM is a method of dealing with all enterprise-level risks in a holistic and integrated approach by
managing and coordinating any offsetting risks within organisations.

Khan et al. (2016:1886) noted that ERM is a risk management approach that invites integration of all enterprise-wide risks and
conducts a portfolio perspective of corporate risk management. ERM involves all types of risks, whether external or internal, integrated
and considers at all risks comprehensively. It builds enterprise-wide awareness for protecting, creating, and maximising the value of
shareholders by managing risks and taking opportunities in a continual practice (Mardessi & Arab, 2018:444). Ahmad, Ng, and
McManus (2014:541) described that ERM is an approach that helps mitigate the complex and various risks faced in these days’
businesses. It is an enterprise-wide process that identifies the possibility of negative events and delivers mitigation mechanisms for
those risks.

ERM enables the creation of economies of scale and synergies by sharing information and exploiting natural hedges or balancing
firm risks that minimise overall risk management expenses. ERM may be highly successful by supporting organisations to avert highly
damaging cash shortfalls that need high costs of capital acquisition or the loss of valuable investment opportunities (Prewett & Terry,
2018:17). The integrated approach of ERM supports the management to identify all risks that the organisation is exposed to and
develop effective strategies to mitigate risks and manage within its risk appetite (Anju & Uma, 2017:194; Jivaasha, 2021:32).
Accordingly, ERM is linked to organisational performance that is expected to lead to sustainable growth in the end (Olayinka et al.,
2017:938).

The ERM system consists of risk appetite, control environment, risk management framework, and controlling activities (Angeline
& Teng, 2016:155). The ERM framework guides organisations to provide appropriate investment within the given risk tolerance limit.
It also helps organisations to confirm that the risk-adjusted return is effectively managed for the sustainability of the organisation
(Lanz, 2018:10). A comprehensive and successful ERM framework covers all the relevant risks exposed to an organisation, such as
financial, strategic, operational, IT, regulatory, and reputational risks (Tuten, 2018:3).

The board of directors strives to realise a risk oversight role by formulating high-level objectives, setting an internal framework,
and approving broad-based resource allocations. The senior management is accountable to the board of directors for the sound
execution of each ERM component. To implement this appropriately, it is important to recognise the relationships within specific
ERM components (Braumann, 2018:241).

The speedy growth of ERM thought indicates that the concern of risk management has to move from the usual financial and
operational risk to further strategic analysis of risks for business success (Woon et al., 2011:26). The development of risk models and
enterprise-wide approaches to risk management promotes the function of risk management to broaden enterprise-wide, across all
business lines and different types of risks (Bessis, 2012:43). A familiar model in the private sector, particularly in financial institutions,
insurance, and banking sectors, ERM had received special attention following the Enron scandal and the passage of Sarbanes-Oxley
(Brandt, 2018:28).

The ERM framework proposes perfect guidance to handle enterprise risks and help organisations reduce losses and risks. In view
of that, it becomes the main issue within companies. ERM intends to integrate risk management into organisational strategy and
corporate governance (Heong et al., 2108:84). Anton (2018:152) also noted that the ERM framework helps organisations to identify
and measure all of their exposures and handle them in a comprehensive, ongoing, and widely intensive way.

A number of principles-based ERM frameworks have been developed to encourage the implementation of ERM and to support
organisations in designing and implementing ERM processes (Beasley, Branson & Pagach, 2015:220). The development of literature
related to ERM has increased, and ERM implementation frameworks have been broadly introduced. The purpose of ERM-focused
risk management is to create value for organisations (Silva et al., 2019:687). Different institutions, such as COSO, I1SO 31000,
FERMA, and Sarbanes-Oxley Act (SOX) in the US, have each developed worldwide-accepted ERM frameworks. The following four
non-regulatory ERM frameworks and standards are frequently adopted by corporations:
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= The Committee of Sponsoring Organisations of the Treadway Commission (COSO) Enterprise Risk Management
Integrated Framework (revised in 2017);

= |SO 31000: 2009 Risk Management Principles and Guidelines on Implementation of Enterprise Risk Management
(revised in 2018);

= AS/NZS 4360:2004: Risk Management Standard (it was superseded by the ISO 31000 at the end of 2009); and
=  Federation of European Risk Management Associations (FERMA). A Risk Management Standard.

After the publication of the ISO 31000 and COSO ERM frameworks, ERM is embedded in vibrant processes set and implemented
by firms that contain particular steps to manage the risks at an acceptable level. These stages involve setting a framework for
organisational risk management, identifying risks, analysing risks, treating risks, monitoring and reviewing (Mardessi & Arab,
2018:445). Various ERM frameworks provide guidance for organisations on ERM implementation. However, the definition and
number of components identified by each framework are different. Due to this fact, the list of core components of ERM is debatable
(Braumann, 2018:241).

Both 1SO and COSO use an integrated and formal approach that can be applicable to any firm consistent with its sector, business
size, or activity. By embracing a contingency approach to ERM implementation, organisations can avoid proposing a universal risk
management process that could be operational in different conditions. The suitable ERM process is different among organisations
(Mardessi & Arab, 2018:445). The ERM frameworks involve a risk management policy, risk process, risk tolerance, risk appetite,
risk governance, strong risk culture, and integrated decision-making (Tuten, 2018:6).

2.1 COSO ERM Frameworks

The COSO released its first broad ERM guideline, Enterprise Risk Management-Integrated Framework, in 2004. According to
Prewett and Terry (2018:16), this framework was similar in tone and structure to the 1992 Internal Control Framework, but the latest
framework was mainly focused on and expanded on the risk assessment part of the foremost framework. The ERM framework released
by COSO overcomes the TRM approach and instantly becomes a reference guide for risk management programmes (Florio & Leoni,
2017:59).

The TRM framework for organisations is not different from the following five steps: risk identification, risk evaluation, risk
measurement, risk treatment, and risk monitoring. While the COSO ERM’s framework encompasses eight elements: objective setting,
internal environment, risk assessment, event identification, control activities, information and communication, risk response, and
monitoring (Woon et al., 2011:26).

Figure 1: COSO 2004 ERM Framework
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The COSO-ERM Enterprise-Wide Integrated Risk Management Framework is the most widely accepted ERM framework. Most
organisations are inclined towards this framework when they look for guidance in implementing ERM (Raschke & Mann, 2017:57;
Shad et al., 2019:417). The COSO model for ERM consists of the overall approach and structure of ERM that recognises the interest
of companies to modify and adopt it in the environments in which they undertake their business (Brandt, 2018:28). It is important to
ensure its alignment, analyse prospects, examine all risks, focus on strategic risks, and evaluate alternative strategies, looking within
the business context and interconnectedness of risks for using the COSO-ERM framework effectively (Walker, 2018:1).

(o vt |

In June of 2017, COSO released a new, complex, and more detailed ERM framework named Enterprise Risk Management-
Integrating with Strategy and Performance. The emphasis of the 2017 framework is on the integration of ERM with strategy-setting
and performance. It also gives high acknowledgement for the contribution of culture and governance to embedding a comprehensive
framework and encourages organisations to be aware of integrating these key components (Prewett & Terry, 2018:16). The shift of
the COSO framework title to the new “Enterprise Risk Management-Integrating with Strategy and Performance” from the previous
“Enterprise Risk Management-Integrated Framework” looks like a simple act of changing title, while it signifies a paradigm shift in
approach. COSO understands that the dynamic and comprehensive behaviour of ERM stands with the vision, mission, and core values
of firms through enhanced value creation (Fox, 2018:6).
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Figure 2: COSO 2017 ERM Framework
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Different from the 2004 simplified ERM cube, the 2017 framework is more complex. The 2017 COSO framework includes more
focus on strategy setting, corporate governance, and culture. The new framework includes five components and 20 principles. The 20
principles are included to clearly explain the five components embedded in the framework (Prewett & Terry, 2018:17).

2.2 1SO 31000: Risk Management Frameworks

The global financial crisis in 2008 signified that building a sound risk management function is important for organisations.
Following the crisis, a number of new international risk management standards have been developed, including ISO 31000: Risk
management-Principles and guidelines. This standard plays a significant role in the enhancement of risk management functions and
provides a structured approach for ERM implementation (AIRMIC, Alarm & IRM, 2010:2). 1SO published its first risk management
document in 2009, named “Risk management-Principles and guidelines”. The document involves the risk management principles,
framework, and processes (ISO 31000, 2009). The 1SO 31000 definition of risk shifts focus to the probability of an effect, specifically
an effect of objectives, from the previous preoccupations with the possibility of an event or something happening (Purdy, 2010:882).

Figure 3: Risk management principles, framework and process
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After evaluating various alternatives, 1ISO 31000:2009 established an extensive process for managing risk. The process is mainly
step-like, and practically there is a significant iteration among the steps and the continuously functional features of communication
and consultation, and monitoring and review. Both elements of the process can be taken as a continuous process (Purdy, 2010:883).
The implementation of risk management depends on each sector or individual firm’s specific interests, participants, perceptions, and
criteria. By considering this fact, the ISO 31000:2009 risk management framework includes “establishing the context” as a function
at the beginning of firms’ risk management processes (ISO 31000, 2009:15). The core part of the risk management process is
concentrated on establishing a context and then performing risk assessment, leading to risk treatment. The process begins by defining
what the firm desires to realise and the internal and external causes that could affect the successful accomplishment of those objectives.
This process is known as establishing the context and is an important pioneer in risk identification.

Under 1SO 31000 (2009:17), risk assessment encompasses the stages of risk identification, risk analysis, and risk evaluation. Risk
identification needs the presentation of an organised process to recognise what could happen, how, when, and why. Risk analysis, in
the 1SO 3100 framework, is focused on creating an understanding of all risks, their results, and the probability of those outcomes.
Then risk evaluation entails deciding on the degree of risk and the priority for attention over the implementation of the measures
established when the framework is developed. Risk treatment is focused on altering the scale and probability of outcomes, both
negative and positive, to realise the net growth of values. The result of risk treatment is control, and its objective is to modify risks
(Purdy, 2010:882). 1SO31000 (2009:19) provides a set of overall alternatives that should be taken into consideration during risk
treatment. The list of priorities shows a preference, and notably, the alternatives address both risks that have upside and/or downside
consequences.

Recently, in 2018, the ISO published a revised version of its risk management guidelines. ISO (2018:3) contended that the ISO
31000:2018 gives more strategic guidance than the 1ISO 31000:2009 and provides a high focus on both the participation of senior
management and the incorporation of risk management within the enterprise. The guidance also recommended that organisations
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develop a risk management policy or statement confirming that the essential resources are allocated to managing risk. The statement
or policy should ensure that the assigning authorities, risk management commitment, responsibilities and accountabilities are
established at an appropriate level within the institution.

Figure 4: Risk management principles, framework, and process

Continual
Improvement

Integrated

Human and Structured
Cultural and
Factors Value Creation [0 T TS
and
Best Protection
Available
Information

Integration Principles (clause 4)

Scope, Context, Criteria

Improvement
P Design

Leadership and
Commitment

COMMUNICATION &
ONSULTATION
MONITORING & REVIEW

Risk Treatment

Implementation
RECORDING & REPORTING

Framework (clause 5) Process (clause 6)

Source: 1SO 31000 (2018:V)

Fox (2018:6) argued that the 2018 revised version of the 1ISO 3100 risk management standard presents a simpler and clearer
framework than the previous version of 2009 for anyone who needs to protect and create value for a firm. The newly introduced
standard also endorses the risk management function as part of organisational strategy, structure, objectives, processes, and activities.
It gives more focus on value creation as the main driver of risk management and other features related to value, such as the enclosure
of stakeholders, continual enhancement, being customised to the firm, and understanding of cultural and human factors (1SO 31000,
2018:3).

The 2018 version of the 1SO 31000 risk management standard recognises that firms may have previously established a set of
frameworks, principles, and processes for risk management. Due to that, the focus of the revised document is on the significance of
customising and enhancing under-established functions to better support firms in strategy setting, making informed decisions, and
achieving objectives (Fox, 2018:6).

Overall, the concept of ERM has developed to fill the gaps in traditional risk management. Various institutions, such as COSO
and ISO, have adopted various ERM frameworks. The COSO ERM framework is the most widely accepted ERM framework. Recent
developments in ERM frameworks are focused on the alignment of risk management functions with strategy setting and performance.
Overall, establishing a comprehensive risk management function enables organisations to increase their growth and profitability,
particularly, and to create sustainable economic growth entirely.

3. Methodology

The objective of the study is to develop a workable ERM framework for Ethiopian commercial banks, aiming to enhance the risk
management function within the Ethiopian banking industry. In order to achieve the objectives of the study, the researcher has adopted
a multi-stage mixed methods design consisting of content analysis, a survey, and a Delphi study.

The first stage of the study was content analysis, which is qualitative. The content analysis includes the thematic analysis of the
Bank Risk Management Guidelines developed by NBE and the internationally most accepted ERM frameworks, namely the COSO
ERM framework and the 1S0O:31000 risk management framework. The key themes were identified from these documents, and the
draft questionnaire was revised based on themes developed through the content analysis.

The second phase of the study was a collection of quantitative data using a questionnaire and analyse the data. The questionnaire
developed from the content analysis was administered to risk managers and risk management officers of Ethiopian commercial banks.
The questionnaire was distributed to respondents through email. The researcher applied the e-mail survey method and used the Lime-
Survey to reach out to the respondents via the respondents’ email addresses. The quantitative data were collected from risk managers
and risk management officers. The results of the descriptive and statistical analysis of the survey study were used to develop a draft
ERM framework.
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The third phase was the Delphi technique. The Delphi technique process of this study consists of identifying bank risk management
experts and collecting opinions of the experts on the developed ERM framework. This method was used to remove some grey areas
that need experts’ opinions and to validate the draft ERM framework that was developed for Ethiopian commercial banks. The Delphi
interview mainly included open-ended questions that could invite the participants to give their opinions on the draft ERM frameworks
and the measures that could be taken by Ethiopian banks to establish a mature risk management culture.

4. Data and Results

4.1 Content Analysis

The purpose of the content analysis was to develop the main themes of ERM frameworks from internationally accepted ERM
frameworks, namely COSO Framework-ERM Integrating with Strategy and Performance (2017), ISO Risk Management Guidelines
(2018), and the NBE Bank Risk Management Guidelines (2010). The three documents were inserted into the Atlas-ti version 9
software and qualitative data analysis was conducted by employing the thematic data analysis technique. The documents were coded
using Atlas-ti Software and 460 codes were developed. From the total 460 codes, 108 sub-groups were created. From 108 categories,
30 themes that were used to develop the conceptual framework of the study were developed. The themes were summarised under 7
(seven) ERM-pillars. The themes, which were developed from risk management standards, were also used to improve the draft
questionnaire of the survey study.

4.1.1 Factor 1: Vision, Mission, Core values and Strategy

From the total 460 codes that were developed through thematic analysis, twenty-six (26) codes that related with vision, mission,
core values and strategy were categorised into seven sub-groups. As stipulated in Table 1 below, the sub-groups were mission and
vision, core values, strategy setting, strategy to manage risks, strategy implementation, strategy review, and objective setting.
Furthermore, these seven sub-groups were summarised under three themes: Vision, mission and core values, Strategy and Business
objective.

Table 1: Vision, Mission, Core Values and Strategy

Sub-group Theme Factor

Vision and Mission Vision, mission, and core
Core values values
Strategy Setting
Strategy to manage risks

Vision, Mission, Core

Strategy implementation Strategy Values, and Strategy
Strategy Review
Obijective setting Business objective

Finally, the three themes were combined and constructed as one of the pillars or factors for the ERM framework of Ethiopian
commercial banks, namely: Vision, Mission, Core Values, and Strategy (VMCS). The factor explained that the risk management
function of an organisation needs to emanate from its vision, mission, and core values and should align with its strategy (COSO,
2017:2).

4.1.2 Factor 2: Risk Management Environment

Forty-nine (49) codes that were related to risk management environment were categorised under seventeen (17) sub-groups and
the groups were categorised under four themes as illustrated in Table 2 below. The themes were internal and external context,
governance and culture, board risk oversight roles, and management risk management roles.

Table 2: Risk Management Environment

Sub-group Theme | Factor
Internal context
External context
Culture
Governance
Approving strategy and policy
Ensuring development of procedures
Understanding the risk level/profile of the bank
Ensuring all risks are properly managed Board risk oversight roles
Setting risk limits
Providing risk guidance
Board risk oversight
Senior Management roles
Establishing a risk management system
Managing all risks properly Management risk management
Capacity to manage risks roles
Commitment to implement ERM
Involving all management in risk management

Internal and external context

Governance and culture

Risk Management
Environment
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Finally, the four themes were combined and constructed as the second factor of the ERM framework of Ethiopian commercial
banks, namely: Risk Management Environment (RME). The factor explained that the risk management environment involves the
setting that needs to be considered to establish an effective ERM function. It includes external and internal context, governance and
culture, board risk oversight, and management risk management roles.

4.1.3 Factor 3: Risk Management Tools

From the total codes developed under the thematic analysis, sixty-three (63) codes related to risk management tools were
categorised under fourteen (14) sub-groups and the sub-groups were summarised under four themes, as outlined under table 3 below.
The themes were resources for risk management, risk management policies and procedures, risk exposure limits, and clearly defined
risk management authority.

Table 3: Risk Management Tools

Sub-groups \ Theme [ Factor
. Resources for risk
Resources for risk management
management

Risk philosophy

Establishment of policies

Risk management policies

Review of risk management policies
Development of risk management procedures
Risk taking guidance

Risk controlling and monitoring procedure
Credit concentration

Risk exposure limits for all risks

Risk tolerance limits

Risk management policies
and procedures

Risk Management
Tools

Risk exposure limits

Risk appetite
Clear level of delegation with risk management functions Clearly defined risk
Segregation of duties for risk management management authority

Overall, the above four themes were combined to construct the third factor of the ERM framework of Ethiopian commercial banks,
namely: Risk Management Tools (RMT). Risk management tools are the resources and systems required to establish a sound risk
management function. It comprises resources, policies and procedures, risk exposure limits, and clearly defined risk management
authorities.

4.1.4 Factor 4: Risk Management Function

Sixty-one (61) codes that describe the risk management function of firms were categorised under thirteen (13) sub-groups. The
thirteen sub-groups were summarised under five themes as shown in Tables 4. The themes were independent risk function, internal
control, internal audit of risk management activities, MIS, and ERM function.

Table 4: Risk Management Function

Sub-group \ Theme Factor
Independent risk review
Independent risk reporting
Internal control of risk management
Internal control authority

Independent risk function

Internal control

Internal audit of risk management activities Internal audit of risk management activities
MIS for risk management activities .

- . . Risk Management
MIS for risk exposure Management information systems Function

Accurate and timely information

Risk management framework
Comprehensive risk management approach
Comprehensive risk management programme ERM function
Risk management principles and processes
ERM practice

Finally, the five themes combined and constructed the fourth factor of the ERM framework of Ethiopian commercial banks,
namely: Risk Management Function (RMF). The factor explained that the requirement of the risk management function comprises
independent risk function, internal audit of risk management activities, internal control, MIS and ERM framework.

4.1.5 Factor 5: Risk Management Process

One hundred sixty-four (164) codes dealing with risk management processes were summarised under thirty-seven (37) sub-groups
and six themes, namely, risk identification, risk measurement, risk controlling, risk monitoring, information, communication and
reporting, and regular review and revision.
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Finally, the six themes were combined and constructed the fifth factor of the ERM framework of Ethiopian commercial banks,
namely: Risk Management Process (RMP). The factor underscored that the risk management process is the core component of the
ERM function. The risk management process includes risk identification, measurement, controlling, monitoring, information,
communication and reporting, and regular review and revision.

Table 5: Risk Management Process

Sub-group \ Theme | Factor
Risk identification policy and procedure
Identify the risk profile of the bank
Identify all risks
Identify risks in all functional areas
Assess interdependency of risks
Risk anticipation
Continuous risk identification
Assess risks on new products
Risk measurement policy and procedure
Accurate and timely measurement
Measuring all risks
Stress testing
Risk measurement methods
Internal risk rating Risk measurement
Risk measurement dimension
Measure cash flows
Estimate potential loss
Measure adequacy of capacity to absorb losses
Risk measurement techniques Risk Management
Control all risks Process
Risk mitigation mechanism
Risk avoidance
Risk controlling strategy, policy, and procedure Risk controlling
Regular control of activities
Mitigate risks
Provision for losses
Credit management
Monitoring all risks
Monitoring changes in risk profile
Measures for effective risk monitoring

Risk identification

Risk monitoring

Information Information,
Communication communication and
Reporting reporting

Periodic review of risk management strategies, policies and

procedures

Regular ~ Review  and

Regular review of risk limits .
revision

Review of major operations/activities
Continual improvement

4.1.6 Factor 6: Comprehensiveness, Integration and Alignment

Forty-four (44) codes that present the comprehensiveness, integration, and alignment of risk management activities were
catagorised under eight (8) sub-groups and summarised under three themes: comprehensiveness of risk management function,
integrating risk management activities, and alignment of risk management, strategy, and performance.

Table 6: Comprehensiveness, Integration, and Alignment

Sub-group | Theme Factor
Addressing all types of risks Comprehensiveness of
Addressing all functional areas/managing risks at all activities risk management
Addressing all factors leads to risk/risk sources function

Addressing interrelated risks
Integrating risk management function in all organisational activities

Comprehensiveness,
Integration and

Integrating risk
management activities

Integrating risk management with strategy and performance Alignment
Alignment of risk management with strategy and performance Alignment  of  risk

Alignment of strategy with Vision, mission and core values, and | management, strategy
performance enterprise-wide and performance
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The three themes were summarised and constitute the sixth factor of the ERM framework for Ethiopian commercial banks. The
factor is termed as Comprehensiveness, Integration and Alignment (CIA). This factor explains that the main principle of the ERM
approach is undertaking risk management activities comprehensively. It stresses the necessity of integrating the risk management
function into all organisational activities and functions. Further, the risk management function of organisations should align with their
vision, mission, core values, and strategy.

4.1.7 Factor 7: Enhanced Value

Fifty-three (53) codes that present the impact of ERM on the enhancement of organisational values were catagorised under twelve
(12) sub-groups and summarised under five themes: informed decision-making, responding to change, performance, compliance with
procedures, directives and regulations, and value creation.

Table 7: Enhanced Value

Sub-groups Theme [ Factor
Informed decision making
Strategic decision making
Accommaodate change

Informed decision making

Contingency planning Responding to change

ERM future consideration

ImprO\{e performar_lce _ Performance improvement Enhanced Value
Compliance with risk management legislations

Compliance with NBE directives Compliance

Compliance with procedures
Create value

Enhance value Value creation
Reduce adverse effects

Finally, the five themes were synthesised and constructed as the last and seventh factors of the ERM framework for Ethiopian
commercial banks and the factor is named as Enhanced Value (EV). The factor explained that the main objective of the risk
management function is to enhance the firm’s value and protect it from decline

ERM enhances firm value by supporting the board and management to make informed decisions. It also helps to make proactive
responses to adverse changes. ERM supports firms to comply with their own policies and procedures and relevant laws and legislation.

Overall, thirty (30) themes and seven (7) factors were developed from the thematic analysis of ERM standards. Based on the seven
factors developed from the content analysis of ERM frameworks and NBE guidelines, the factors of the ERM framework for Ethiopian
commercial banks are presented in Figure 5 below.

Figure 5: Pillars for ERM Framework for Ethiopian commercial banks

anagEe Enhanced
| Value

4.2 Survey Study

The objective of the survey study was to identify the important factors that could be considered in developing an ERM framework
for Ethiopian banks. The constructs and factors proposed in the draft questionnaire were derived from the main themes developed in
the conceptual framework of the study.

In addition, the draft questionnaire was revised based on the themes developed by the thematic analysis and improved in a manner
that enabled to development of an ERM framework for Ethiopian commercial banks.

The result of the survey study allowed for the development of the draft ERM framework for Ethiopian commercial banks. The
proposed items/variables for the ERM framework of Ethiopian commercial banks were rated by the study participants.
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4.2.1 Reliability Statistics
To test the internal consistency of items, a Cronbach’s Alpha test was conducted before the factor analysis.

As can be displayed in Table 8 below, the result of the rating scale measurement of the ERM framework of commercial banks in
Ethiopia, the Cronbach’s Alpha for each dimension was greater than 0.9, and the gross correlation coefficient is also above 0.9, which
is well above the acceptable level of 0.7.

Therefore, the reliability of the rating scale was found to be acceptable. Following the Cronbach’s Alpha test, the results obtained
from the summary of 152 respondents were used as input variables for Principal Component Analysis (PCA) to extract factors.

Table 8: Reliability Statistics Result

Sub-sections No. of Items Cronbach’s Alpha
Vision, mission, core values and strategy 16 0.963
Risk management environment 18 0.959
Risk Management tools 13 0.956
Risk management function 19 0.971
Risk management process 42 0.990
Comprehensiveness, integration and alignment 12 0.964
Enhanced value 14 0.968

Total 134 0.995

4.2.2 Principal Component Analysis Results

The study employed principal component analysis to identify the significant factors needed to establish an ERM framework for
Ethiopian commercial banks and verify and validate the factors. Principal component analysis (PCA) is a technique used to reduce
the number of variables in big data models, thereby reducing the curse of dimensionality. This is achieved by identifying the principal
components that explain the most variation in the data, creating a set of uncorrelated components. Overall, PCA is a valuable tool for
addressing the challenges of dimensionality in big data analysis. This includes computing the reliability coefficients of the scales using
Cronbach’s alpha, identifying low item-total correlation values, retaining the significant components, varimax rotation, the KMO test,
and finally defining the factors.

In the first step, the construct’s domain is defined, and sample items that represent the notion under investigation are created. In
the present study, perceived ERM dimensions were defined using the COSO ERM framework (2017), ISO Risk Management
Guidelines (2018), and the NBE-Bank Risk Management Guidelines (2010). This definition is important to delimit the domain of risk
management and determine relevant literature from which the researcher can generate sample items from the ERM constructs. Overall,
based on the review of the academic articles, relevant trade press articles, and guidelines, one hundred fifty-nine (159) representative
items were identified and categorised in seven (7) dimensions of ERM and thirty (30) sub-sections.

The sample items were initially assessed by risk management experts to test their content validity. Three risk management experts
were asked to evaluate the items and make changes to eliminate repetitive items, technical/non-user-oriented items, and sub-attributes
of higher-level attributes. Subsequently, some irrelevant and repeated items were deleted, and one hundred thirty-four (134) attributes
remained in the list. The 134-item instrument was administered to the Ethiopian commercial banks risk managers and risk management
officers. A total of 152 staff members fully completed the survey of the study. The collected data was screened by discarding items
that showed low corrected item-total correlations. After discarding seventeen (17) items with an item-total correlations value of 0.70
and below, one hundred seventeen (117) items remained in the pool of items.

Next, the 117-item instrument was factor-analysed to examine the dimensionality of the constructs. In the quest for a stable factor
structure, the study followed an iterative procedure that began with submitting the items to a factor analysis procedure with varimax
rotation. There are no accepted or absolute standards for the cut-offs; the choice is based on judgement, the purpose of the study, and
prior studies. Since the objective of this study is to examine the most significant loadings in interpreting the factor solution, the
researcher decided to use a cut-off point of 0.50 for item loadings and a factor of seven, based on the recommendation of Fabrigar et
al. (1999). After the iterations, the researcher examined item loadings and eliminated items that did not meet the loading cut-off level.
A total of seventy-one (71) items remained at the end of the factor analysis procedure.

There is no direct statistical test for sample adequacy specifically in Principal Component Analysis (PCA). However, several
indirect methods and general guidelines can help assess the suitability of sample size. As a rule of thumb, a minimum of 150 cases or
a ratio of 5 to 10 cases per variable is often suggested. To confirm whether the data from the measurements was sufficient for factor
analysis, the KMO test (Lorenzo-Seva, Timmerman & Kiers, 2011) and the Bartlett’s Sphericity Test (Hair et al., 2006) were
performed and tested for validity. The Kaiser-Meyer-Olkin (KMO) Measure is an indirect method for assessing sample size adequacy.
While it is primarily used for factor analysis, a high KMO value (closer to 1) can also indicate a reasonable sample size for PCA, as
it suggests that there are adequate correlations among variables (Pallant, 2016:187).

Table 9: KMO and Bartlett’s Test

Kaiser-Meyer-Olkin Measure of Sampling Adequacy .839
Bartlett’s Test of Sphericity Approx. Chi-Square 28488.490
Df 6786
Sig. 0.000
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Bartlett's Test of Sphericity is the other indirect measure of sample size adequacy. A significant result (p-value < 0.05) indicates
that the variables are correlated, which is a prerequisite for principal component analysis. Hence, the KMO test results, with a value
of 0.839 (above the recommended minimum value of 0.6 and closer to 1) and Bartlett’s Test of Sphericity, with a significance value
of 0.000 (below the recommended threshold of P < 0.05), indicate that the sample size is adequate for PCA.

As can be seen in Table 10 below, the PCA results indicate that the first seven components explain approximately 75.33% of the
total variance in the data, while the eleven components account for 79.5%. Parallel analysis is a technique used to determine the
optimal number of components to retain in a PCA. All components from 1 to 7 have eigenvalues significantly larger than their
corresponding random data eigenvalues. Therefore, based on the parallel analysis, it is recommended to retain the first 7 components.
This suggests that these components are meaningful and should be retained for further analysis and . capture a substantial portion of
the information in the dataset. To fully understand the components, the component loadings are examined. These loadings reveal the
relationship between the original variables and the extracted components. By interpreting these loadings, meaningful names are
assigned to the components, providing insights into the underlying structure of the data.

Table 10: Total Variance Explained

Extraction Sums of Squared Rotation Sums of Squared

Initial Eigenvalues

S : Loadings : Loadings :
Total %of Cumulative Total %of Cumulative Total %of Cumulative
Variance % Variance % Variance %

1 76.393 65.293 65.293 | 76.393| 65.293 65.293 | 17.352 14.831 14.831

2 2.478 2.118 67.411| 2.478 2.118 67.411| 15.754 13.465 28.296

3 2.170 1.855 69.266| 2.170 1.855 69.266 | 15.737 13.451 41.746

4 2.000 1.709 70.975| 2.000 1.709 70.975] 10.789 9.221 50.967

5 1.874 1.602 72577 1.874 1.602 72.577] 10.603 9.062 60.029

6 1.701 1.454 74.031| 1.701 1.454 74.031] 10.050 8.590 68.619

7 1.520 1.300 75.331| 1.520 1.300 75.331| 7.852 6.711 75.331

8 1.409 1.204 76.535

9 1.313 1.122 77.657

10 1.175 1.005 78.661

11 1.031 0.881 79.542

12 0.977 0.835 80.377

13 0.933 0.798 81.175

14 0.895 0.765 81.940

The factor loadings are examined to understand the relationship between the original variables and the components. High absolute
values indicate strong relationships. Meaningful names were also assigned to the components based on the variables with high
loadings. As can be seen in Table 10, the seven (7) factors with the gross variance extracted equal to 75.3%, meaning that these 7
factors can attribute to the 75.3% of the ERM in Ethiopian commercial banks. The calibration model comprises of 7 factors that have
an impact on the ERM: factor no. 1, which is referred to in the study as "Risk Management Tools and Capabilities” (RMTC); factor
no. 2 termed "Risk Management Environment" (RME); factor no. 3 termed "Enhanced Value” (EV); factor no. 4 termed "Independent
Risk Review Function" (IRRF); factor no. 5 termed "Vision, Mission, and Strategy" (VMS); factor no. 6 termed "Risk Appetite” (RA)
and the final factor termed "Integration and alignment” (1A). The rotated component matrix structure is presented in the Annex.

From the seventy-one (71) items that were proposed to measure the ERM function of Ethiopian commercial banks, seventeen (17)
were grouped under component one, the rotated factor analysis output of the risk management tools and capabilities. The factor
loadings for all items were 0.508 and above. These were greater than the recommended value of 0.50, as suggested by Hair et al.
(2006). An eigenvalue greater than 76.39 was established in this factor explaining the 65.29% of the variance in the data. Therefore,
sufficient evidence of convergence validity was provided for the factor. The reliability values were above the recommended value of
0.70, as considered by Hair et al. (2006). The result implies that risk management tools and capabilities are a reliable and valid factor
for the ERM practice of the Ethiopian commercial banks.

Fourteen (14) items were grouped under component two, termed Risk Management Environment, follwing the rotataed factor
analysis output. The factor loading for all items were 0.51 and above, and an eigenvalue greater than 2.47 was established in this
factor, which explains 2.12% of the variance in the data. Therefore, sufficient evidence of convergent validity was provided for the
factor. It can be inferred that establishing a sound risk management environment is a valid and reliable factor for ERM practice in the
Ethiopian banking sector.

Among the seventy-one (71) items that were proposed to measure ERM, fifteen (15) variables having greater than 0.5 factor
loading were retained under component number three, which is named as Enhanced Value. The factor loadings surpassed the
acceptable valaue of 0.50, and demonsitated an eigenvalue of greater than 2.17, explaining 1.86% of the variance in the data. These
findings provide sufficient evidence of convergent validity, indicatied that enhanced value is a reliable and valid way to measure the
ERM practices in commercial banks that are operating in Ethiopia.

In addtion, eight items expected to measure risk management loaded together on an independent risk review function factor. These
items exhibited factor loadings of 0.520 and above, surpassing the recommended threshold. An eigenvalue of 2.0 was established,
which explains 1.71% of the variance in the data. It can be suggested that the independent risk review function is a reliable and valid
ERM construct for the Ethiopian banking sector.
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Futhermore, from the seventy-one (71) items that were proposed to measure ERM, ten variables, having greater than 0.5 factor
loadings, were retained under component number five, named vision, mission, and strategy. An eigenvalue greater than 1.87 was
established in this factor explaining the 1.60% variance in the data. Therefore, sufficient evidence of convergent validity was provided
for the factor, indicating indicating that vision, mission, and strategy are reliable and valid to measure the ERM function in the
Ethiopian commercial banks.

Moveover, from the total of seventy-one (71) items that were proposed to measure the ERM function of Ethiopian commercial
banks, four were retained under component six, named risk appetite. These items exhibted factor loading of 0.504 and above, with an
Eigenvalue greater than 1.70 was established, explaining 1.45% of the variance in the data, thus providing sufficient evidence of
convergent validity. The result infers that risk appetite is a reliable and valid practice for ERM in Ethiopian commercial banks.

Simliarly, four variables, having factor loading greater than 0.5, were retained under component number seven, named integration
and alignment of risk management activities. The items provide sufficient evidence of convergent validity with an Eigenvalue of
gerater than 1.52, it can be postulated that integration and alignment are a reliable and valid factors for Ethiopian commercial banks’
ERM practices. Based on the result of the factor analysis and as described in the above section of the study, the researcher developed
the draft ERM framework for Ethiopian commercial banks, as depicted in Figure 6.

Figure 6: Draft ERM Framework for Ethiopian Commercial Banks

\
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4.3 The Delphi Interview

The Delphi interview comprised questions inviting participants to validate the constructs and factors developed by the survey
study, and seeking their practical views on enhancing ERM implementation in Ethiopian commercial banks. This part of the study
helped validate the constructs and factors, revise the draft ERM framework, and develop a structured approach to ERM for Ethiopian
banks. Furthermore, it facilitated the identification of measures that could enhance the ERM function of the banks. The Delphi
participants of the study were selected from Chief Risk Officers and Risk Management Directors at Ethiopian commercial banks.
Eight participants were selected based on their educational background, work experience in the risk management department, and risk
management-related certifications.

4.3.1 Validate the Constructs of Framework

The Delphi interview participants were asked the following questions to validate the representativeness of the constructs developed
under each factor: Are the constructs developed under each factor (sub-section) representative of the factors, which can constitute an
ERM? Which constructs are irrelevant under each factor (if any)? Most of the Delphi interview participants have supported the
relevance of the constructs and their alignment with the respective factors. They confirmed that all factors are well represented by the
corresponding constructs and that all constructs are relevant to the respective factors.

The Delphi interview participants were also given comments on the constructs included in the proposed factors. The constructs
under the factor Risk Management Tools and Capabilities, noted that risk identification involves the identification of risk causes and
potential consequences suggested to revised as Risk identification involves the identification of risk sources, areas of impact, events,
their causes, probability of occurrences, and potential consequences since risk identification activity involves the probability of
occurrence of an adverse event. In addition, the constructs that stated ERM aligns strategy with the vision and mission of the
organization suggested to include the concept of business objectives and revise as ERM aligns strategy with the vision, mission, and
core values of the banks.

A construct under the factor RME stated that risk identification should be a continuing process was suggested to revise as All risk
management processes should be countiniug practices, as the whole risk management activity is a countinuing process. Further, the
Delphi participant argued that the construct under factor Enhanced Value noted about increasing volatility, complexity, and ambiguity
is better to revise the construct by including the word ‘uncertainty’ as the concept related to the VUCA world definition. Moreover,
the particpant highlited that the two constructs that noted, “Banks should have clearly defined policies for limiting and controlling
risks” and “A bank should have an adequate system of internal controls over its risk management process” seem redundant since
policies are risk-control tools.
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In addition, the Delphi participants commented to include some constructs under the factors. They argued that constructs related
to risk registers and risk incidents should be included to produce an adequate ERM framework for Ethiopian commercial banks.
Further, including a construct on the factor Risk Management Tools and Capabilities that could address risk management training and
awareness creation programmes was recommended. One construct that notes the role of the first line of defence to own and mitigate
risk based on the established policy under the factor Risk Management Environment and a construct or phase that notes the importance
of periodic revision of risk appetite under the factor Risk Appetite was suggested to be added.

The Delphi participants also recommend that some constructs move from one factor to the other. The participants recommend
moving two constructs under the factor Risk Management Environment; Banks should have clearly defined policies for limiting and
controlling risks; and Risk identification should be a continuing process for the factor Risk Management Tools and Capabilities. In
addition, construct noted the ERM framework geared to achieve the organisational mission of the banks, is indicated, which the benefit
of the ERM framework to achieve an organisations objective. The construct is more noted for the importance of ERM in achieving
the banks mission and value realisation and suggested moving the construct to the factor Enhanced Value from Vision, Mission, and
Strategy.

Moreover, the Delphi participants argued that the notion of the two constructs VMS2 and VMS3 under the factor Vision, Mission
and Strategy is more related to alignment, and it is better to move to the factor Alignment and Integration. In addition, constructs
IRRF2 and IRRF4 under the factor Independent Risk Review Function are more representative of the factor Risk Management Tools
and Capabilities and the construct IFFR6 is more related to the factor Vision, Mission and Strategy. The construct IRRF8 is also more
representative of the factor of Alignment and Integration. Furthermore, from constructs under the factor Risk Management Function,
RME2 and RME4 are related to Governance; RMES5 is a risk appetite concept and deals with activities to be performed to control risk
limits and related to the factor Risk Appetite. Moreover, the construct RMTC4 under the factor Risk Management Tools and
Capabilities has a nature of risk appetite, and recommended moving to the factor Risk Appetite. Accordingly, based on the feedback
of the participants, revisions of the notion and narration of some constructs were undertaken.

4.3.2 Validate the Names of the Factors that Constitute the Framework

Factors represent the underlying constructs that summarise the original set of observed variables. After an acceptable factor
solution is obtained in which all variables have a significant loading on a factor, researchers attempt to assign some meaning to the
pattern of the factors (Hair et al, 2014:136). The researcher identified variables with the greatest contribution to each factor and
assigned them a “name” to represent the factor’s conceptual meaning. To validate the names of the factors, the Delphi participants
were asked to validate the names given to each factor that constitutes the ERM framework or to recommend alternative names for the
factors.

Most of the participants agreed on the names given to all the factors, and they validated that the factors are representative of the
constructs grouped under each factor. However, the Delphi participants also commented on some revisions to the names of the factors.
Accordingly, the subject of core values was added to the factor Vision, Mission, and Strategy, thereby revising it to Vision, Mission,
Core values and Strategy (VMCS). In addition, the factor name of Independent Risk Review Function suggested to changed to Risk
Management Function (RMF), considering independency issue could be addressed in the policy. Furthermore, the factor Risk Appetite
is advised to modified as Risk Appetite and Tolerance Limit (RATL) and move the constructs related to Risk Tolerance that involved
in Risk Management Tools and Capabilities. Moreover, the factor Risk Management Tools and Capabilities was adjusted to Risk
Management Tools and Processes (RMTP) since the factor comprises variables related with risk identification, risk measurement, risk
monitoring, and risk reporting processes.

4.3.3 Validate the Adequacy of the Framework

After validating the constructs and the factors with some revision comments, the Delphi participants were questioned to express
their opinions on the adequacy of the draft ERM framework to establish a structured approach to ERM in Ethiopian commercial banks.
Most of the participants agreed that, considering the context of the Ethiopian banking industry, the framework is adequate to establish
a structured ERM function in Ethiopian commercial banks.

Figure 7: Draft ERM Framework for Ethiopian Commercial Banks
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However, some of the Delphi participants noted that some additional factors need to be considered to establish a robust ERM
framework for Ethiopian commercial banks. The Delphi respondents recommended additional factors such as risk governance,
governance and culture, risk culture, values and behaviours and key risk policies. Overall, the participants agreed that the attached
framework (see Figure 7 above), the proposed factors, and the constructs under each factor (see the Annex) are adequate to establish
a sound ERM function in Ethiopian commercial banks.

4.3.4 Validate the Structure of the Framework

Following the opinion of the participants on the adequacy of the draft ERM framework and their overall reflection on the
framework, the respondents were asked to comment on the relationship of the factors and their opinions on the diagram of the draft
ERM framework. Most of the participants agreed that the relationship between the factors is well represented by the draft ERM
diagram. However, some participants commented on the interlink between the factors and the diagram of the proposed framework.
The participants noted that the factor alignment and integration should be linked to only the three factors: vision, mission, and strategy;
independent risk review function, and risk management environment. The participants also argued to set the factor risk management
environment before the independent risk review function, to link the factor risk appetite with vision, mission, and strategy and risk
management tolls and capabilities with both sides of the arrow and to remove the arrow that links vision, mission, and strategy with
enhanced value.

The interlinks between the factors were also revised based on the comments of the Delphi participants. Finally, the ERM
framework that could help Ethiopian commercial banks enhance their risk management practices was developed as shown in Figure
8 below. (Please see the Annex for the constructs included under each factor).

Figure 8: ERM Framework for Ethiopian Commercial Banks

)

[ )

4.3.5 Establishing a Mature Risk Management Function and culture

Further from the validation of the ERM Framewrok by Ethiopian commecrcail banks, the responses of the Delphi participants on
the measurs that colud be taken by the Ethiopian commercail banks to enhance thier risk function and to esablish a mature risk
management culture were analysed.

In order to enhance risk management within Ethiopian commercial banks, a range of potential measures have been suggested by
the Delphi participants. These include establishing the right tone at the top, emanating from both the board and executive management
levels. In addition, there is a call to strengthen risk management functions with adequate and qualified staff, including the appointment
of a CRO. Training and development initiatives are recomendded to risk management staff to bridge any existing skill and knowledge
gaps among the staff. Furthermore, creating awareness about risk management at all levels of the banks and furnishing the risk
management function with MIS and risk management tools are highlighted as key measures.

To establish a mature risk management culture within Ethiopian commercial banks, various approaches are recommended. This
entails considering risk management as a vital function to enhance organisational value and get out of the compliance mentality.
Setting the right tone at the top remains imperative, alongside establishing with a participatory risk management process. Create
awareness about risk management and make everyone with the banks as a risk manager deemed essential. Integrating risk management
practices into strategy setting, performance management systems and other key management functions is advised. Moreover, it is
recommended that the risk management function should provide the board and executive management with accurate, reliable, and
timely reports to support informed decision-making.

Lastly, to enhance the risk management culture of Ethiopian commercial banks, specific actions were suggested by the Delphi
participants. This includes setting the right tone at the top and ensuring that the risk management function actively engages in value
creation activities to support management decisions. Incorporating risk management into both strategic and ongoing decision
processes is highlighted. Establishing a comprehensive ERM program, setting clearly authority and responsibilities within the banks,
creating awareness about risk management across work units, and facilitating a proper line of communication and information sharing
channels are all considered integral components in fortifying the risk management culture.
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5. Conclusions

The main objective of this research was to develop an ERM framework for Ethiopian commercial banks to enhance their risk
management functions and practices. To enhance the risk management of the banks, the study establishes an ERM framework that
comprises seventy-one (71) items and seven factors. The factors include Vision, Mission, Core values, and Strategy (VMCS), Risk
Management Environment (RME), Risk Management Function (RMF), Risk Management Tools and Process (RMTP), Risk Appetite
and Tolerance Limit (RATL), Alignment and Integration (Al), and Enhanced Value (EV).

Beyond that, the study identified measures that could be taken to enhance the risk management function and culture of Ethiopian
commercial banks. Setting the right tone at the top, enhancing the awareness of the banks’ employees on risk management, staffing
the risk management function with skilled and qualified staff, training risk management staff, using MIS and risk management tools,
establishing ERM, and appointing a CRO for their risk management function are the main measures that could be taken to enhance
the risk management function and culture of Ethiopian commercial banks.
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ANNEX
COMPOUNDED ROTATED MATRIX

Rotated Component Matrix®

Component
1123 |]4|5]6]|7
When designing the framework for managing risk, the organisation should examine and 513
understand its vision, and the framework should align with the vision. )
ERM enhances strategy selection by analysing risks and aligning resources with the 557

vision of the organisation.

The ERM framework is geared to achieve the organisational mission of the banks. .520

When designing the framework for managing risk, the organisation should examine and

o .624
understand its mission.
ERM enhances strategy selection by analysing risks and aligning resources with the 600
mission of the organisation. '
When designing the framework for managing risk, a bank should examine and 580

understand its core values.

ERM and strategy should work together in the strategic planning process. 522

Considering ERM in strategy development allows banks to examine alternative
strategies and consider these inputs to implement the selected strategy.

.614
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Deploying ERM as part of selecting and refining a strategy helps to gain a better

awareness of how the explicit consideration of risk may impact the choice of strategy. S
ERM enriches management dialogue by adding perspective to the strengths and
weaknesses of a strategy as conditions change and how well a strategy fits with the .539

organisation’s mission and vision.

ERM provides the right framework for boards to assess risk and embrace a mindset of
resilience.

542

The board is responsible for understanding all the risks run by a bank and for ensuring
that those risks are appropriately managed.

.553

Management is responsible for implementing strategies in a manner that limits risks
associated with the bank’s activities.

597

Management should ensure that risk management is integrated into all the bank’s
activities and functions and should demonstrate leadership and commitment.

.550

The risk manager shall ensure that effective processes are in place for establishing
policies, practices, and other control mechanisms to manage risks.

541

Banks should allocate appropriate resources for risk management.

.607

The banks’ risk management policy should clearly state their objectives for and
commitment to risk management.

.619

Banks should have clearly defined policies and procedures for limiting and controlling
risks.

550

Banks should ensure that risk management is integrated into all activities by issuing a
policy that establishes a risk management approach, plan, or course of action.

.540

To ensure diversification, exposure limits are needed in all areas of the bank’s activities
that involve risks.

.508

Policies and procedures for controlling risks should reflect the tolerance limits for all
risk types and identify quantitative parameters that define the acceptable level of risks.

.545

Banks need to determine if the strategy works in tandem with their risk appetite and
how it will help drive the bank to set objectives.

.518

Banks should establish clear responsibilities and levels of delegation within business
units and risk management functions for the management and control of all risks.

.584

The risk management function should provide independent oversight of the
management of risks inherent to the bank.

.564

Banks should ensure that there is a periodic independent internal or external assessment
of all their functions.

520

Banks should ensure that internal audits review their risk management functions,
systems, processes, and significant business functions on an ongoing basis.

.635

The internal audit should ensure that the significant activities of the bank meet the
necessary standards of accuracy, promptness, and completeness.

.552

A bank should have an adequate system of internal controls over its risk management
process.

.642

Internal controls should be seen as the major tool for managing risks, and their value in
mitigating risks is very critical.

573

Banks must have adequate MIS and analytical techniques that enable measuring,
monitoring, controlling, and reporting all types of risk exposures.

.530

Banks should establish MIS to monitor significant changes in risk profiles and evaluate
the trends in the bank’s aggregate risk exposure.

.516

Banks should have the necessary risk management frameworks for managing risks.

.629

A bank should evaluate its existing risk management practices and processes, identify
any gaps, and address those gaps within the framework.

.546

Banks should establish their own comprehensive risk management programme and
systems tailored to their needs and circumstances.

534

The risk management framework and the process should be customised and
proportionate to the bank’s external and internal context related to its objectives.

.580

The risk management framework is to assist banks in integrating risk management into
significant activities and functions.

.640

Criteria for identifying and reporting potential risks should be defined by procedures.

.506

Internal and external events affecting the achievement of the entity’s objectives must be
identified.

611

Risk identification should involve the identification of risk sources, areas of impacts,
events, their causes, and their potential consequences.

.536

Banks should apply risk identification tools and techniques that are suited to their
objectives, capabilities, and the risks they face.

541

Banks should establish effective processes for identifying the current and emerging
risks in their products and activities, and risk should be understood at both the
transaction and portfolio levels.

.563

Risk identification should be a continuing process.

592
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Products and activities that are new to the bank should be reviewed to ensure that their
risk features are understood and can be incorporated into its risk management process.
Measuring risks requires both determining the probability of a loss event and the
potential size of the loss.

The risk measurement system should include estimating the potential risk levels by
considering different worst-case scenarios and assumptions.

Risk measurement provides input to decisions about whether the risk and/or magnitude
are acceptable, need to be treated, the priority for treatment implementation, and the .587
most appropriate treatment methods.

Banks should establish and communicate risk-control mechanisms that define
responsibility, authority, and the parameters under which risks are to be controlled.
Banks need to establish MIS and reporting systems that identify and monitor significant
changes in the risk profiles and monitor changes in controls that have been in place.
Monitoring can be applied to a risk management framework, risk process, risk, or
control, and its result should be recorded and used as input for review and improvement.
Banks should periodically re-evaluate significant risk management policies as well as
overall business strategies that affect their risk exposures.

Periodic reviews should be conducted to determine whether the organisation complies
with its risk management policies and procedures.

Banks should review the alignment of strategy and business objectives with the entity’s
stated mission, vision, and core values.

Periodic reviews of the risk management process should address a review of limits set
on various risk exposures and any significant changes in limits.

Banks should periodically review risk management performance against indicators. 543
The risk management process should address all functional areas and all activities of 540
the bank. '
ERM aligns strategy with the vision and mission of the organisation. 501
The risk management process should be aligned with the organisation’s culture, 509
processes, structure, and strategy. '
ERM provides greater insight into the links between strategy, risk, and performance. 511
ERM helps banks comply with their own internal procedures. .634
ERM helps banks comply with regulatory directives and other legislations. .696
ERM provides a framework for banks to assess risk, embrace a mindset of resilience, 686
and fashion their plan by seeing change more clearly. '
Over the long term, ERM enhances enterprise resilience. .658
ERM helps banks manage and prosper in the increasing volatility, uncertainty, and

.631

.629

.555

511

.540

512

.611

.648

.621

.565

ambiguity of the world by making them more change adoptive. .
Banks should have contingency plans that address the strategy for handling unexpected 597
problems. )

Managing risk is iterative and assists organisations in setting strategy, achieving 613

objectives, and making informed decisions.

ERM enhances strategy selection, helps to make well-informed choices, and helps to
choose a strategy through structured decision-making that analyses risk and aligns .618
resources with the mission and vision.

Demonstrating ERM practices throughout an entity helps to accelerate growth and
enhance performance.

ERM helps to optimise outcomes by considering risks in the formulation of an
organisation’s strategy and business objectives.

ERM helps banks manage their risks in creating, protecting, and realising value. .509
Deploying ERM capabilities as part of selecting and refining strategy helps enhance 549
firms’ competitive advantage. '
ERM can reduce the likelihood of adverse impacts and related costs or losses. .614
Extraction Method: Principal Component Analysis.

Rotation Method: Varimax with Kaiser Normalisation.

.556

.561

a. Rotation converged in 15 iterations.

The Factors and Constructs of the ERM Framework for Ethiopian Commcercail Banks

Factor 1: Risk Management Tools and Processes (RMTP)

The following seventeen items are proposed to measure risk management tools and process factor on the risk management
practices of Ethiopian commercial banks.
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Factor ltem

RMTC 1 The banks’ risk management policy should clearly state their objectives for and commitment to risk
management.

Banks should ensure that risk management is integrated into all activities by issuing a policy that establishes
a risk management approach, plan, or course of action.

RMTC 3 | To ensure diversification, exposure limits are needed in all areas of the bank’s activities that involve risks.
Policies and procedures for controlling risks should reflect the tolerance limits for all risk types and identify

RMTC 2

RMTC 4 quantitative parameters that define the acceptable level of risks.
Banks should establish clear responsibilities and levels of delegation within business units and risk
RMTC 5 : .
management functions for the management and control of all risks.
RMTC 6 Banks should ensure that internal audits review their risk management functions, systems, processes, and
significant business functions on an ongoing basis.
RMTC 7 The internal audit should ensure that the significant activities of the bank meet the necessary standards of

accuracy, promptness, and completeness.
RMTC 8 | A bank should have an adequate system of internal controls over its risk management process.
RMTC 9 Interna_l pontrols should be seen as the major tool for managing risks, and their value in mitigating risks is
very critical.
Banks must have adequate MIS and analytical techniques that enable measuring, monitoring, controlling,
and reporting all types of risk exposures.
RMTC 11| Banks should have the necessary risk management frameworks for managing risks.

Risk identification should involve the identification of risk sources, areas of impacts, events, their causes,
RMTC 12 . . X
probability of occurrences, and their potential consequences.
Banks should establish effective processes for identifying the current and emerging risks in their products
and activities, and risk should be understood at both the transaction and portfolio levels.
RMTC 14 | Measuring risks requires both determining the probability of a loss event and the potential size of the loss.
The risk measurement system should include estimating the potential risk levels by considering different

RMTC 10

RMTC 13

RMTC 15 - X

worst-case scenarios and assumptions.

Banks need to establish MIS and reporting systems that identify and monitor significant changes in the risk
RMTC 16 - - - .

profiles and monitor changes in controls that have been in place.
RMTC 17 Monitoring can be applied to a risk management framework, risk process, risk, or control, and its result

should be recorded and used as input for review and improvement.

Factor 2: Risk Management Environment (RME)

The following fourteen items are proposed to measure risk management environment factor on the risk management practices of
Ethiopian commercial banks.

Factor Item
RME 1 | ERM provides the right framework for boards to assess risk and embrace a mindset of resilience.
The board is responsible for understanding all the risks run by a bank and for ensuring that those risks are

RME 2 .
appropriately managed.

RME 3 Management is responsible for implementing strategies in a manner that limits risks associated with the bank’s
activities.

RME 4 The risk manager shall ensure that effective processes are in place for establishing policies, practices, and

other control mechanisms to manage risks.
RME 5 | Banks should have clearly defined policies and procedures for limiting and controlling risks.
RME 6 A bank should evaluate its existing risk management practices and processes, identify any gaps, and address
those gaps within the framework.
Banks should establish their own comprehensive risk management programme and systems tailored to their
needs and circumstances.

The risk management framework and the process should be customised and proportionate to the bank’s
RME 8 - . e
external and internal context related to its objectives.
The risk management framework is to assist banks in integrating risk management into significant activities
and functions.
RME 10 | Internal and external events affecting the achievement of the entity’s objectives must be identified.

Banks should apply risk identification tools and techniques that are suited to their objectives, capabilities, and
RME 11 )
the risks they face.
RME 12| Risk management processes should be continuous practices.

Products and activities that are new to the bank should be reviewed to ensure that their risk features are
RME 13 - L
understood and can be incorporated into its risk management process.
Banks should establish and communicate risk-control mechanisms that define responsibility, authority, and
the parameters under which risks are to be controlled.

RME 7

RME 9

RME 14

RISK MANAGEMENT MAGAZINE - Volume 20, Issue 1 — Page - 75 -




Factor 3: Enhanced Value (EV)

The following twelve items are proposed to measure enhanced value factor on the risk management practices of Ethiopian
commercial banks.

Factor Item
EV 1 [ ERM helps banks comply with their own internal procedures.
EV 2 [ ERM helps banks comply with regulatory directives and other legislations.
EV 3 ERM provides a framework for banks to assess risk, embrace a mindset of resilience, and fashion their plan
by seeing change more clearly.
EV 4 [ Over the long term, ERM enhances enterprise resilience.
ERM helps banks manage and prosper in the increasing volatility, uncertainty, complexity, and ambiguity of
EV 5 - .
the world by making them more change adoptive.
EV 6 | Banks should have contingency plans that address the strategy for handling unexpected problems.
EV 7 Managing ris'k_is iterative and assists organisations in setting strategy, achieving objectives, and making
informed decisions.
ERM enhances strategy selection, helps to make well-informed choices, and helps to choose a strategy
through structured decision-making that analyses risk and aligns resources with the mission and vision.
EV 9 [ Demonstrating ERM practices throughout an entity helps to accelerate growth and enhance performance.

EV 10 ERM helps to optimise outcomes by considering risks in the formulation of an organisation’s strategy and
business objectives.

EV 11 | ERM helps banks manage their risks in creating, protecting, and realising value.

EV 12 Deploying ERM capabilities as part of selecting and refining strategy helps enhance firms’ competitive
advantage.

EV 8

Factor 4: Risk Management Function (RMF)

The following eight items are proposed to measure risk Management Function factor on the risk management practices of
Ethiopian commercial banks.

Factor Item
IRRF 1 | Banks should allocate appropriate resources for risk management.

IRRE 2 The risk management function should provide independent oversight of the management of risks inherent to
the bank.

IRRF 3 | Banks should ensure that there is a periodic independent internal or external assessment of all their functions.
Banks should periodically re-evaluate significant risk management policies as well as overall business

IRRF 4 strategies that affect their risk exposures.

IRRE 5 Periodic reviewg _should be conducted to determine whether the organisation complies with its risk
management policies and procedures.

IRRE 6 Banks should review the alignment of strategy and business objectives with the entity’s stated mission, vision,
and core values.

IRRE 7 Periodic reviews of the risk management process should address a review of limits set on various risk

exposures and any significant changes in limits.
IRRF 8 | Banks should periodically review risk management performance against indicators.

Factor 5: Vision, Mission, Core Values, and Strategy (VMCS)

The following ten items are proposed to measure Vision, mission, core values, and strategy factor on the risk management practices
of Ethiopian commercial banks.

Factor Item

When designing the framework for managing risk, the organisation should examine and understand its vision,
VMS 1 . . L3
and the framework should align with the vision.
VMS 2 | ERM enhances strategy selection by analysing risks and aligning resources with the vision of the organisation.
VMS 3 | The ERM framework is geared to achieve the organisational mission of the banks.
VMS 4 When designing the framework for managing risk, the organisation should examine and understand its
mission.
ERM enhances strategy selection by analysing risks and aligning resources with the mission of the
organisation.
VMS 6 | When designing the framework for managing risk, a bank should examine and understand its core values.
VMS 7 | ERM and strategy should work together in the strategic planning process.

Considering ERM in strategy development allows banks to examine alternative strategies and consider these
VMS8 | . -
inputs to implement the selected strategy.
Deploying ERM as part of selecting and refining a strategy helps to gain a better awareness of how the explicit
consideration of risk may impact the choice of strategy.

VMS 5

VMS 9
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ERM enriches management dialogue by adding perspective to the strengths and weaknesses of a strategy as

VMS 10 ”» . o o .
conditions change and how well a strategy fits with the organisation’s mission and vision.

Factor 6: Risk Appetite and Tolerance Limit (RATL)

The following four items are proposed to measure risk appetite and tolerance limit factor on the risk management practices of
Ethiopian commercial banks.

Factor Item

RA 1 Banks need to_det_ermine if the strategy works in tandem with their risk appetite and how it will help drive the
bank to set objectives.

Banks should establish MIS to monitor significant changes in risk profiles and evaluate the trends in the
bank’s aggregate risk exposure.

RA 3 | Criteria for identifying and reporting potential risks should be defined by procedures.

RA 4 Risk measurement proyides input to de_cisions abou_t whether the risk and/or magnitude are acceptable, need
to be treated, the priority for treatment implementation, and the most appropriate treatment methods.

RA 2

Factor 7: Integration and Alignment

The following four items are proposed to measure integration and alignment factor on the risk management practices of Ethiopian
commercial banks.

Factor Item

1A 1 Management should ensure t_hat risk management is integrated into all the bank’s activities and functions and
should demonstrate leadership and commitment.
IA2 | ERM aligns strategy with the vision and mission of the organisation.
1A 3 The risk management process should be aligned with the organisation’s culture, processes, structure, and
strategy.
IA4 | ERM provides greater insight into the links between strategy, risk, and performance.
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