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ABSTRACT

This study investigated the impact of risk managenwéth the main focus on the
approaches adopted by the Central Bank and Comahéinks on the management
of assets and liabilities in the financial instibmts. The research was quantitative in
nature applying questionnaires as an instrumentdéia collection. Primary and
secondary data sources were used too to serve utpose. Respondents were
purposefully sampled. Of the 30 respondents, 2& warking in commercial banks
and 4 in the central Bank of Tanzania. The findiglgsw that there are variations in
views regarding the best practices or techniqueasetemployed and opinion about
the impact of the measures taken to manage ridis.v@riation was also noted in
relation to the types of risks the Central bank &adnmercial banks are facing and
on the measures to improve these risks managenmgambaches or techniques.
Although there is a general understanding aboltaigl its management among the
staff at various directorates or departments oksrigt the Central bank and
Commercial banks, still there is a need for thesekb to devise a more sophisticated

means of identifying the risk exposures.



viii

TABLE OF CONTENT

CERTIFICATION ... e e e ii
COPY RIGHT .ot e e e e e e e e e e e e s e e e e eenes ii
DECLARATION . ..ottt e e e e e s e e e s v
DEDICATION ... e e e e e e e e e e ne e %
ACKNOWLEDGEMENT ..ottt ssivsvsnesneeeeeeeeeeeeeeeeeeeeeeeeen ML
AB ST RACT L. eee vii
LIST OF FIGURES AND TABLES.......o e Xi
LIST OF ABBREVIATIONS ... e Xi.
CHAPTER ONE ... e e e 1
1.0 INTRODUCGCTION....ccoiiiiieeeieii et e e e s 1
0 I = = x| {0 o PP 1
1.2 Problem StatemMeNt .........coooiiiiiiiiieeeeee et 2
1.3 Objectives Of the StUAY .........oiiiii e e 3
1.3.1 General ODJECHVE.........uuuuueiiiii ittt s e e e e e e e e e eeeeeeeeeeserenenneeeeesnnnnns 3
1.3.2 SPECIfIC ODJECHIVES......ciieieeeeiiiitceeeee et e e e e e e e e e e e e e e e eenneeeeeeannnes 4
1.4 ReSearch QUESLIONS ........ccoiviiii s cmmmmmm e e e e ettt e e e e e e et be e e e e e s et e e e eeeesneesaa s 4
1.5 Scope Of the StUAY .....uuvueiiiii i e e e e e eeeneeeeneannnes 4
1.6 Rationale for the Study...........cooiiiieeeieer e 5
1.7 Challenges for the StUAY ...........ooi i cemmeeeceeeee e 5
CHAPTER TWO .. mmm e 7
2.0 LITERATURE REVIEW ... 1.

P2 N [0 (o To [UTox 1o o IE TSRO PR 7



2.2 Definition Of TEIMIS ... e e 7
2.3 Financial Stability, Risks and Functions of Bieancial Systems ....................... 8
2.4 RiSK MANQQEMENL.........ccoeiiieieieeees e eeeeesnss s e s e e eeeeeeaaaeeeeesssssennnnssssnnnes 10
2.5 Bank Risk Management Systems and Practicalagmbr................oovvvvvnnnnnnn. 18
2.5.1 Risk Management Practices and GuidelineésarCentral Bank..................... 19
2.5.2 Risk Management Practices and GuidelingserCommercial Banks ........... 21
2.6 Tools and Techniques of Risk Management.............cccceevvvvvvevviiiiiicinne e 22
2.7 Risk Management Practices in Multinational @oapions ..................evveveeennn. 24
2.8 Risk Management Guidelines in Kenya and Uganda.................ccoevvvvvvinnnnns 25
2.9 EMPIFCAl REVIEW......uuuiiiiiii e 27
2.10 The ReSEArCh Gap ......ccvvvvurivuueiimmmmmmmn e eeeeeeeeeeeettiirr s e e e e e e e e e e e e naaeaaeaees 29
2.11 Conceptual FrameWOrK ............uuiiiimmmmc e e e eeeeeee e eeeeeeee s 31
CHAPTER THREE ... .t aeeeenees 34
3.0 RESEARCH METHODOLOGY ....oiiiiiiiiiiiieeeeeeeiem e eeeee 34
3.1 RESEAICH DESIGN.....uiiiiiiii ettt e e e e e e e e e e e e e e e eneeeeerreee 34

3.2 Sample and Sampling ProCedures........ e eeeeeeieeeeeiiiiiiiiiiiinnneeeeeeennnnn 34

3.3 Data Collection Strategy and INStrUMENTS . evvveviiiiiiie e 35
R I TC Y (0 [0 |V A = RPN 35
3.5 Data Processing ANalYSiS.......ccooiiiiiieeeeiiiei e e 35
CHAPTER FOUR ... ettt e e s 37
4.0 FINDINGS, ANALYSIS AND PRESENTATION......oouiimiiiiiiieeeeeeene e 37
4.1 INEFOAUCTION ...t ittt e et e e e e e e e e e e 37
4.2 Characteristics 0f RESPONUENTS .......ieeemc i 38

4.2.1 The Age Of RESPONUENTS ....uuuuiiii it e e aeeeeee e 38



4.2.2 Gender of RESPONAENLES ........ccvviiiiceceeeeeiiiie i e e e e e 39
4.2.3 Education Level of ReSpoNndents...... o ivveeeiiiiiiiiiiiiiee e eeeeeeeeeeeiieeens 40
4.2.4 Position of the Respondents in the INSHtULIO...........eeiiiiiiiieieeiiiieeeeiai s 41
4.3 Discussion 0N the FINAINGS ........cooo v commmme e e e ee e 42
4.3.1 Heard of the Word Risk/Risk Management..............cooeevvevviveeeeiiiiinninnenn. 42
4.3.2 Type of Risk the INStitution FACe...........uuviiiiiiiiiie s 42
4.3.3 Risk is among the Problems Facing the Bank.............ccccovvviviiiiiiiinnneennn. 45
4.3.4 Type of Risk Exposure the BOT or CBS FaCE.vvvuiiiieeieeeeeieeeieeeiiiiiiiinns 45
4.3.5 Measures Taken by the Institutions to MarRig&S..............ccceevvvvvvvvvniinnnnn. 47
4.3.6 Practices/ Techniques Employed by BOT or ©Bdinimize Risks.............. 49
4.3.7 Measures to Improve Risk Management Appraaoh@ractices................... 50
4.3.8 Impact of the Measures taken by BOT and ©Bdanage Risks................... 51
4.3.9 BOT and CBs Structure of the Risk ManagerRentctions............................ 52
4.3.10 Identification and Prioritization of RiSkEBanks............ccccccvveieiiiiiiiinnnn. 53
CHAPTER FIVE ... e e e e e ennes 55
5.0 SUMMARY, IMPLICATIONS ON FINDINGS AND CONCLUSIO N....... 55

T U [0 ] 4 = VPP UPPPR 55
5.2 Implications on the FINAINGS............veceeeiiiiiieicrrr e eeeee e 57
5.3 CONCIUSION ...ttt e et ernr e 58
5.4 RECOMMENUALION. .....eeiiiiiiiiiiie e e e s mmmmmee e e ettt e e e s e e e e e e eennneeeeas 59
5.5 Study Limitation and Future ReSearch........cccc.uuvvvvviiiiiiiiiiieeeeecieeeeeeiiieed 60
REFERENCES ... ..o e e e e e e e e e e e eees 61

APPENDICES ..ot 64



Xi

LIST OF FIGURES AND TABLES

Figure 2.11 Conceptual FrameworkK............cooiiiiiiiii e 32

Table 4.1 Summary Description of the Age of Respomsl..................oovvviiiiiinnnn. 39
Table 4.2 Gender of RESPONAENLS .........cooiiiiiiiiiiiiiie s 39

Table 4.3 A Summary Description of the Educationdlef Respondents.............. 40
Table 4.4 Position of the Respondent in the INSOIU...............cooovviiiiiiiiiiiiiiinnn. 41
Table 4.5 Understanding of the terms risk and mskagement.................cccceeeeee 42
Table 4.6 Type of risk the INStitution face ..ccceeeuvvvviiiiii e 43

Table 4.7 Risk is among the Problems facing yourkBa..............ccccoeeeeiiiiiiiiennnnns 45
Table 4.8 Type of risk exposure the BOT and CBsfac...........ccoeeevvvviieieenennnnnnn. 46
Table 4.9 Measures taken by Institution to Manag# R................cceevviiiiinnnnnnn. 48

Table 4.10 Practices/Techniques employed by BOTRs to minimize risks........ 49

Table 4.11 Measures to improve risk managemenbpappes or practices............. 50
Table 4.12 Impact of the measures taken by BOTGBslin managing risks......... 52
Table 4.13 BOT and CBs structure of the risk maneage functions ..................... 53

Table 4.14 Identification and prioritization ofk&sin Banks ...............cccceeeiiiiinnnnnn. 54



ADIs

BFIA

BOD

BOT

CBs

CBK

CRB

GCB&DFls

DECH

GBFls

HEFCE

RMGs

RMP

SFIs

SPSS

UAE

VaR

Xii

LIST OF ABBREVIATIONS

Authorized Deposit-taking Institutions

Banking and Financial Institutions Act, 1991

Board of Directors

Bank of Tanzania

Commercial Banks

Central Bank of Kenya

Credit Reference Bureau

Risk Management Guidelines for Commercial Bafalk3FIs

Dar es salaam Electronic Clearing House

Risk Management Guidelines for Banks and Firenci
Institutions

Higher Education Funding Council for England

Risk Management Guidelines

Risk Management Programme

Supervised Financial Institutions

Statistical Package for the Social Sciences

United Arab Emirates

Value at Risk



CHAPTER ONE

1.0INTRODUCTION

1.1 Background

Financial Institutions exist to improve the efficey of the financial markets. In
introducing banking business, banks and finanaistitutions (hereinafter referred to
as ‘institutions’) assume risks in order to realieturns on their investments. Risk is
inherent in any walk of life in general and in fitg@al sector in particular. The Bank
of Tanzania (BOT) as the Central Bank principaliparvises financial institutions.
The Central banks are exposing themselves to atyarisks, including market,
credit, interest and liabilities. The Central bardesd Commercial banks are also
exposed to significant reputational and operatiorsMs as well legal risk. Foster
(2004, pg. 76) points out that financial risk canilcreased, for instance by virtue of
policy decisions on foreign currency exposure, ipaldrly reserve assets for
currency management reasons. The risks assumedtihaveotential to wipe out
expected returns and may result into losses tangtautions. These losses could be
either expected or unexpected. Expected lossethase that the bank knows with
reasonable certainty that they will occur (e.g. ¢pected default rate of corporate
loan portfolio or credit card portfolio) and argtyally provided for in some manner.
Unexpected losses are those associated with ecqrfalinyg interest rates, natural
disasters, or human action such as terrorism)aveis and investors, buyers and
sellers, could locate each other efficiently, pas#hassets costlessly, and make their
decisions with freely available perfect informatidhen financials would have little
scope for replacing or mediating direct transagiddowever, this is not the real

world. Thus, in essence risk management as a tisziat the core of every



institution. In order to manage risks, an inst@atimust identify existing risks or
risks that may arise from both existing and newirmss initiatives. Once risks have
been identified they should be measured in ordedetermine their impact on the
institution’s profitability and capital. This carelachieved through putting in place

an effective risk management framework.

1.2 Problem Statement

Financial institutions are characterized by maskgiin their financial sector as risk
is an integral part of the sector’s product arfBlye major problem facing financial
institutions in Tanzania is on how to identify thek profile so as to entail an
effectively risk management approach in their bagkndustry. The risk awareness
at the Central bank is at a fairly low level; 0d§% of central banks surveyed have
an independent risk management unit, Foster (200%.problems of risk handling
in banks thus have been perceived predominantigrins of ‘markets with imperfect
information’, ‘bounded rationality of decision — hk®as’, ‘moral hazard’ and

‘adverse selection’ (Stiglitz and Weiss 1981).

The risk of Financial Institution examines the was risks affecting financial

institution and explores a variety of methods tphestitutions and regulations more
accurately measure and forecast risk. Formal respitity for monitoring and

management of risk is still generally decentralizgddepartmental or head of
function level. As a result the focus rest on caolfitrg the risk rather than actively
managing the risk itself. According to Hotay (200®)Tanzania, the survey results
conducted on 2004 pointed out three major areaseningorovement was required

i.e. responsibility for the overall risk managemeats not clearly assigned in most



banks; level of risk management awareness was ggnenly moderate across the
banks and there was no independent review of riskagement functions in most
banks. Historically, bank supervision focuses prilmaon compliance, i.e. on
finding contraventions to banking laws rules andjutations regardless of
materiality. Bank inspectors relied extensively tmansaction testing such as

reconciling data, counting cash and securities,aher detailed checking.

This approach is very resource intensive (thereéxgensive) and often ineffective
(Hotay, 2009). The explanation why managers wishrdéduce risk and the
approaches taken for mitigation is an inherent pathe financial services offered
by these firms. The experience of many developmgntries in the 1980 indicates
that once a country fail in its management and btaminto financial distress the
resulting cost is enormous. Both economic growtll avelfare suffer (Caprio,

Honohan and Vittas 2000). The global developmertesR000 will have contributed
towards a far greater awareness of the need fartifdation, measurement and
management of risk at all levels of the organizatidany would argue that it is not
for a central bank to actively manage risk forowen benefit, since this may conflict
with its statutory objectives associated with emgustability of the financial system

and defending currency.

1.3 Objectives of the Study

1.3.1 General Objective

The main objective of the study was to investigagk management and its
implications in the Central bank and Commercial IBart is understood that banks

manage assets and liabilities in the financialtutsbns.



1.3.2 Specific Objectives

More specifically the study will be:

1. To explore the types of risks facing the Centradkband Commercial banks.

2. To explore measures taken by the Central bank amoehn@rcial banks to
manage risks.

3. To assess the impacts of the measures taken IGethieal bank and Commercial
banks on risk management.

4. To explore the practices and techniques employedhkbyCentral bank and

Commercial banks to minimize risks.

1.4 Research Questions
Based on the research problem definition as weteasarch objectives, the study is
designed to answer the following questions:

1. What kinds of risks face the Central bank or Conuia¢banks?

2. What measures are taken by the Central bank or &oanaeth banks to manage
risks?

3. What are the impacts of the measures taken by #mer& bank or Commercial

banks on risk management?

4. What practices and techniques employed by the &lebhink or Commercial

banks to minimize risks?

1.5 Scope of the Study
The study will cover on the Central Bank (refertechs BOT) and some of the CBs

operating in Tanzania, preferably located here at & Salaam. Technically the



study will dwell on the risk management aspects ismdonsequences for the same.
Moreover, the study will also cover on the measta&en by the Central Bank and
CBs to manage these risks and the impacts of tlasunes taken by both BOT and

CBs on managing the same.

1.6 Rationale for the Study

The study intends to shade light on the risk mamaye approaches adopted by the
BOT and CBs so as to manage in the sense of aws@degduction and mitigation of
risk management. Specifically the study will explan the types of risks facing the
BOT and Commercial Banks (CBs), measures takeh®yOT and CBs to manage
these risks and finally, the impacts of the meastaken by the BOT and CBs on the
risk management. This study is expected to corgilvaluable information to the
existing body of knowledge and especially on tmaricial risk management faced
by the financial institutions in Tanzania, whichfleets on the growth of the

country’s economy.

Furthermore, the study may be intended to be ahmeark for researchers, various
scholars and institutions responsible for formulgtipolicies and regulations on
banking and financial risk management, for it isngdo curb the current situation of

risk management and the impacts of the measures.tak

1.7 Challenges for the Study
During conducting my study several challenges hlawen encountered as under

mentioned:



First, searching and reading the literature revaevthe specific subject. It makes
it cumbersome for the researcher as the literateveew may not be widely
available in the existing library. The researchas ho seek for other external

sources to get access for broader libraries or mifi@ent internal search.

Second, accessibility of where about to undertdiee dtudy or collect data,
responds from various respondents especially fagking officers in the sample

from different banks.



CHAPTER TWO

2.0 LITERATURE REVIEW

2.1 Introduction

In this chapter the literature review is providededstablish an understanding the
concept of risk management and giving definitiohvarious terms in the banking
sector. It also explains on the conceptual fram&wempirical review and research
gap. The implications of risk management at thet@erBank and Commercial
Banks in Tanzania form the basis of this study #metefore understanding the

existing knowledge about it is imperative.

2.2 Definition of Terms

Financial institution — means any person authorized by or under the Bardmag
Financial Institutions Act, 1991 to engage in bagkbusiness not involving the
receipt of money on the current account subjectvitbdrawal by cheque (BFIA,

1991).

Bank — a bank is a financial Institution authorized toei®e money on current

account subject to withdrawal by checks (BFIA, 1991

The Bank of Tanzania (BOT) —is the central bank of the country and as such
performs central bank functions without prejudicdhe generality of the foregoing,
to formulate, implement and be responsible for thenetary policy, to issue
currency, to regulate and supervise banks anddiabhimstitutions and manage gold

and foreign exchange reserves of Tanzania (BOT).



Commercial Banks (CBs) —are institutions authorized to receive money omesur
accounts subject to withdrawal by checks. There2@réicensed commercial banks
operating in Tanzania. They are the only categbfinancial intermediaries that are

allowed to participate in the interbank clearing aettlement processes (BOT).

Risk —is defined as anything that can create hindrancdsei way of achievement of
certain objectives (Hassan, 2009). It can be becadiseither internal factors or
external factors, depending upon the type of ris&t texists within a particular
situation. Exposure to that risk can make a situnatnore critical. A financial risk in

banking organization is possibility that the outeoaf an action or event could bring
up adverse impacts. Such outcomes could eithelt iesa direct loss of earnings or
capital or may result in imposition of constrairde bank’s ability to meet its

business objectives.

Risks Management —s the discipline at the core of every financiatitution and
encompasses all the activities that affect its psifile. It involves identification,
assessment, and prioritization of risks followed dpordinated and economical
application of resources to minimize, monitor, awhtrol the probability and /or
impact of unfortunate events or to maximize thelizadon of opportunities

(GCB&DFIs).

2.3 Financial Stability, Risks and Functions of thd-inancial Systems
Financial stability is important given the critichinctions served by the financial
system in the economy, namely the intermediatiomction and the role of the

financial system in the payments system and asaang for the transmission of



monetary policy. Weak or poor managed financialtituons or ineffective

supervisory authorities could lead to financialtafslity and thereby, diminish the
ability of the financial system in performing itsrictions effectively. However, the
risks associated with the provision of financiaivgges differ by the type of service
rendered. There are four main levels of financigimediation that provide payment
services to the Government, corporate bodies adigidtual customers. The levels
are Central bank, Commercial banks (CBs), Non —kBarancial institutions and

Service Providers Institutions. Those of originafodistributors, servicers, and
packagers are provided more or less on an agersig. behese services facilitate
markets access for buyers and sellers of finamesatuments and provide little risk

to the service provider.

The last two, intermediation and market making, largely principal businesses. It
Is in these areas that the financial institutiaiaires the bulk of the risk of the service
provided, and where effective risk management isstmecrucial. Neither an
intermediary nor a market maker will be perfectgdged against all risks, and thus,
its investors will bear an array of the financieks associated with the institution’s
activities. Inefficient and unstable financial itistions would therefore, be a drag on
the economy, misallocate resources and hamper egongrowth. The financial
system comprising both financial institutions andrkets, acts as an intermediary of
resources in the economy. This intermediation fionstinvolves the mobilization of
resources by providing the means for savers to hawdetary and financial assets.
Likewise, poor performance by the sector can higidgtly to society, if banking
system is prone to instability depositors may avaakting deposits in the banking

system.
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2.4 Risk Management

The practice of risk management is a measure shased for identifying, analyzing
and then responding to a particular risk. It is@cpss that is a continuous in nature
and a helpful tool in decision-making process. Mafsthe theories and practices of
risk management have developed enormously in gtdwa and half decades, Ercel
(2000). According to the Higher Education Fundingu@cil for England (HEFCE),
risk management is not just used for ensuring ¢dection of the probability of bad

happenings but it also covers the increase iniklieéiess of occurring good things.

A model called “Prospect Theory” states that a @eiis more likely to take on the

risk than to suffer a sure loss. Risk exists asad pf an environment in which

various organizations operate (Tchankova, 2002nkBg is a business mostly
associated with risk because of its large expodworeuncertainty and huge

considerations. Risk management is one of the mgsbrtant practices to be used
especially in banks, for getting assurance aboaitréhiability of the operations and

procedures being followed. In today’'s dynamic emwiment, all banks are exposed
to a large number of risks such as credit riskyitigy risk, foreign exchange risk,

market risk and interest rate risk, among othetse-risks which may create some
source of threat far a bank’s survival and suc¢@$és Tamimi and Al-Mazrooei,

2007).

Due to such exposure to various risks, efficiesk rmanagement is required.
Managing risk is one of the basic tasks to be doneg it has been identified and
known. And, effective risk management leads to mmakanced trade-off between

risk and reward, to realize a better position ia filture (Fatemi and Fooladi, 2006).
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It is also realized recently that risk managemergssentially more important to be
carried upon in the financial sector than any othert of the economy. It makes
more sense when it is known that the main purpbskeofinancial institutions is to

maximize revenues and offer the maximum value ¢ostiareholders by facilitating
them with a variety of financial services espeyidily administering risks (Al-

Tamimi and Al-Mazrooei, 2007). Risk Management badome a major and highly
contentious issue in all industrialized countriesd ancreasingly in developing
countries. In Kenya, Uganda and Tanzania the mmgesfis on the financial sector
including banks (EA Banking School, 2006). The mimeason to adopt risk
management practices is to avoid the probableréiln future. But, in realistic

terms, risk management is clearly not free of cost.

In fact, it is expensive in both resources anditunsbnal disruption. But the cost of
delaying or avoiding proper risk management cad teasome adverse results, like
failure of a bank and possibly failure of a banksygtem (Meyer, 2000). Financial
risk management refers to the practices used bgocate finance managers and
accountants to limit and control uncertainty in firen’s total portfolio. Financial
risk management aims to minimize the risk of lassnf unexpected changes in the
price of currencies, interest rates, commodities] aquities. The institution will
eliminate or mitigate financial risk associatedhnat transaction by a proper business
practices, likewise it will shift the risk to othgarties through a combination of

pricing and product design.

The banking industry recognizes that an institutie@ed not engage in business in a

manner that unnecessary imposes risk upon it; Imould it absorb risk that can be
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efficiently transferred to other participants. ho# it should accept only those risks
that are uniquely a part of the bank’s array o¥ises. There three main categories
of risks; credit risk, systematic or market riskdeaoperational risk. However, there
some other categories of risk such as counterpeitylegal or regulatory risks and

environmental risk.

Credit risk: Credit risk arises from the potential that an odaligg either unwilling to

perform on an obligation or its ability to perforsuch obligation is impaired
resulting economic loss to the bank. This can a&ftee lender holding the loan
contract, as well as other lenders to the creditberefore, the financial condition of
the borrower as well as the current value of anyleuying collateral is of

considerable interest to its bank. The real risknficredit is the deviation of portfolio
performance from its expected value. Accordinghgdd risk is diversifiable, but

difficult to eliminate completely.

This is because the portion of the default risk miayact, result from the systematic
risk outlined below. In addition to direct accoungfiloss, some portion of these
losses remains a problem for creditors in spite tloé beneficial effect of

diversification on the total uncertainty. This iarficularly true for the banks that
lend in local markets and ones that take on hightyuid assets. In such cases, the
credit risk is not easily transferred, and accuedemates of loss are difficult to

obtain (Santomero, 1997).

Systematic risk: Systematic risk or sometimes referred as markktisishe risk of

asset value change associated with systematicrfd&yoits nature this risk can be
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hedged, but cannot be diversified completely awayfact, systematic risk can be
thought of as un-diversifiable risk. All investaissume this type of risk, whenever
assets owned or claims issued can change in valwerasult of broad economic
factors (Santomero, 1997). As such, systematicatskes in many different forms.
However, for the banking sector two are of greatesicern that is variations in the
general level of interest rates and the relativielevaf currencies. Because of the
bank’s dependence on these systematic factors, tnyost estimate the impact of
these particular systematic risks on performanttepgt to hedge against them and
thus limit the sensitivity to variations in un-digdiable factors. Accordingly, most
will track interest rate risk closely. They measus@d manage the firm’s
vulnerability to interest rate variation, even tgbuhey cannot do so perfectly. The

Systematic or market risk includes.

Liquidity risk

It is the potential for loss to an institution @mg from either its inability to meet its
obligations or to fund increases in assets as tladly due without incurring
unacceptable cost or losses. Liquidity risk is ader®d a major risk for banks, the
risk is seen more correctly as the potential féurading crisis (GCB&DFls, pg.27).
Such a situation would inevitably be associatedh\ait unexpected event, such as a
large charge off, loss of confidence, or a cridisnational proportion such as a
currency crisis. In any case, risk management benéers on liquidity facilities and
portfolio structure. Recognizing liquidity risk lés the bank to recognize liquidity
itself as an asset, and portfolio design in thee fa€ illiquidity concerns as a

challenge.
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Interest Rate risk

Interest Rate Risk is the potential negative immarcthe Net Interest Income and it
refers to the vulnerability of an institution’s &incial condition to the movement of
interest rates. Changes in interest rate affectimgs, value of assets, liability off —
balance sheet items and cash flow (Raghavan, 200@).various types of interest
rate risks are; Gap/Mismatch risk, Basis risk, Edusel option risk, Yield curve

risk, Reprice risk, Reinvestment risk, and Net rese position risk. The approach
towards measurement and hedging interest ratevasies with segmentation of

bank’s balance sheet.

Forex risk

Foreign exchange risk is the risk that a bank mdfesloss as a result of adverse
exchange rate movement during a period in whittast an open position, either spot
or forward or both in the same foreign currency.9Bjting appropriate limits — open
position and gaps, stop- loss limits, Day Lightvasdl as overnight limits for each
currency, individual Gap Limits and Aggregate Gajnits, clear cut and well
defined division of responsibilities between frontiddle and back office the risk

element in foreign exchange risk can be managedooitored (Raghavan, 2003).

The most common risk faced by banks is exchangerrsik which emanates from
two distinct areas; Foreign exchange business acaed with clients and
counterparties, including proprietary trading anofi or losses arising from the
bank’s foreign currency deposit and loan books, apérational cash-flows in the

foreign currency.
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The open position risk arising from client businesselatively easy to identify and
measure. However, it is essential that all dealprbeessed as soon as possible after
the trade has been agreed with the client andaithiorized dealing personnel are

advised of deals of a material size.

Foreign Exchange risk positions arising from a bagkofit and loss account are
more difficult to assess accurately. However tHumaks with material profit flows in
foreign currency should carry out an assessmetd #% benefits of hedging their
risk. As such foreign exchange risk will normalip@nate from outside the treasury
area, as a matter of best practice, the decisidretige or not should be taken at a

minuted management or asset and liability meeting.

The foreign exchange risks are managed by the Ei@aRisks Department which is
responsible for monitoring and management of fir@ndsks including on-line

monitoring and assessment of the Bank’s liquidityerest and currency risks; and
preparing internal documents on the Bank’s risk ag@ment procedures, including
the identification, evaluation and control of lidity, interests and currency risks

(Charles, 2004).

Country risk

This is the risk that arises due to cross bordanstctions that are growing
dramatically in the recent years owing to econoliieralization and globalization.

It is the possibility that a country will be unatite service or repay debts to foreign

lenders in time (Raghavan, 2003). Banks shouldvasety of internal sources as a
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means to measure country risk and should not mblyson rating agencies or other

external sources as their only tool for monitoraogintry risk.

Operational risk: Operational risk is the risk of loss resulting franadequate or
failed internal processes, people and system @rmait events. It is associated with
human error, system failures and inadequate proesdand controls. It is the risk of
loss arising from the potential that inadequateorimiation system; technology
failures, breaches in internal controls, fraud, ove$een catastrophes, or other
operational problems may result in unexpected bssaeputation problems. Basel
Committee (1998) illustrate that operational riskses from potential loss due to
significances in system reliability or integrityotever, poor system reliability and
integrity rise due to; poor security, poor systeesign, implementation and misuse
of product or services by customers. Operatiorst Bxists in all products and
business activities. The objective of operatiom#t management is the same as for
credit, market and liquidity risks that is to firmut the extent of the financial
institution’s operational risk exposure; to undanst what drives it, to allocate
capital against it and identify trends internallpdaexternally that would help

predicting it.

Legal risk: Legal and regulatory risk arise in financial contieg and are separate
from legal ramification of credit, counterparty,daoperational risks. Sometimes
governments change the law in a way that adveedédgts a bank’s position. New
statutes, tax legislation, court opinions and ragoihs can put formerly well
established transactions into contention even waknparties have previously

performed adequately and are fully able to perforrthe future (Santomero, 1997).
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For example, environmental regulations have ralyiedfected real estate values for
older properties and imposed serious risks to hendhstitutions in this area. The
other type of legal risk arises from the activit@san institution’s management or
employees. Fraud, violations of regulations or laarsd other actions can lead to

catastrophic loss.

Counterparty risk: This type of risk comes from non — performance dfaaling
partner. The non — performance may arise from tumterparty’s refusal to perform
due to an adverse price movement caused by systefaetors, or from some other
political or legal constraint that was not anti¢gzh by the principals (Santomero,
1997). Diversification is the major tool for coritieg nonsystematic counterparty
risk. Counterparty risk is like the credit risk,tdtis generally viewed as a more
transient financial risk associated with tradingrtlstandard creditor default risk. In
addition, counterparty’s failure to settle a trad@ arise from other factors beyond a

credit problem.

Environmental risk: As the years roll by and technological advancentakés

place, expectation of the customers change andrgenlaNith the economic
liberalization and globalization, more national anirnational players are operating
the financial markets, particularly in the bankiredd. This provides the platform for
environmental change and exposes the bank to thieoemental risk (Raghavan,
2003). The changed environment in which banks fimeinselves today presents
major opportunities for banks but also entails clexpand variable risks which

challenge the traditional approach to bank risk agament. Traditional banking
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practice based on deposits and the granting ofslaartoday only one part of a

typical bank’s business and in the developed casis often the least profitable.

2.5 Bank Risk Management Systems and Practical Appeach

The banking industry has long viewed the problennisk management as the need
to control four of the above risks which make upsmmaf not all, of their risk
exposure i.e. credit, interest rate, foreign exgeaand liquidity risk. While they
recognize operational, counterparty, legal andrenmental risks, they view them as
less central to their concerns. Where operatiomataunterparty risks are also
significant and evaluated using standard risk pfoces like other risks. Likewise,
most bankers would view legal risks as arising fribv@ir credit decisions or, more
likely, proper process not employed in financiahitacting. Accordingly, the study
of bank risk management processes is essentiallynastigation of how they
manage all these risks. In spite the fact thatituigins may have different risk

management systems depending on their sizes anolexdty.

Why do Banks Manage these Risks at all? Accordingtandard economic theory,
managers of value maximizing firms ought to maxenaxpected profit without

regard to variability around its expected valuewdwer, there is now a growing
literature on the reasons for active risk manageénmeiuding the work of Stulz

(1984), Smith, Smithson and Wolford (1990), andoEr&harfstein and Stein (1993).
Infact, the recent review of risk management reggbiin Santomero (1995) lists
dozens of contributions to the area and at least diistinct rationales offered for

active risk management. These include manageiialisterest, the non-linearity of
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the tax structure, the costs of financial disti@sd the existence of the capital market

imperfections.

The financial institutions such as commercial barsievings and loan associations,
credit unions, and mortgages and finance compagnegsloy additional financial
managers who oversee various functions, such afinggntrust, mortgages, and
investments, or programs, including sales, oparati®isk and insurance managers
oversee programs to minimize risks and losses ithight arise from financial
transactions and business operations. Risk managetsol financial risk by using
hedging and other techniques to limit a companyposure to currency or
commodity price changes. These areas require exéerspecialized knowledge to

reduce firm’s risks and maximize profit.

2.5.1 Risk Management Practices and Guidelines it¢ Central Bank

The Central banks are traditional risk averse ag thanage the national wealth thus
operating for the interest of the public in genefdso the Bank of Tanzania (BOT)
has legitimate interest in ensuring that institasi@perate in a safe manner. A survey
was conducted in August, 2004 to determine risk agament practices by
institutions in Tanzania (GBFIs, 2005). The sureeypled with BOT experience in
reviewing risk management practices by institutjormgenerally revealed the
following weaknesses; the level of risk managenmemnareness among board of
directors, senior management and staff, the redpbtysof risk management is not
very clearly assigned and also absence of indepéndeiew of risk management

systems in some institutions. However, the Cenbahk risk management is
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increasingly recognizing that their accounting &nencial reporting needs to reflect
trends in markets, which regulates. One direct egunsnce of this is that the central
bank needs quickly to understand what the new ralesand how they will impact
on the operations and management of risk in bamkk ia their own activities.
Therefore, in a wider context, it is important toderstand that the new rules are
likely to result in a significant income and capitalatility for the institutions. In the
markets that the central bank regulates, there belisome potentially unexpected
swings in reported results and the levels of cipithich the regulator will have to
anticipate and deal with (Foster, 2004). In additio the market volatility, is the
ability of the central bank to continue to collestaningful statistical data from the

markets as part of its monetary policy.

The recent experience indicates that risks managempeactices, including the
existence of a central risk management functioa,ary now being developed in
many central banks. To enhance risk managementigga@mong institutions BOT
has decided to issue Risk Management Guidelines Banks and Financial
Institutions, (RMGs) based on international besicpces in risk management. All
financial institutions are therefore required tsetve these guidelines in the course
of conducting their businesses. Also the Bank aiZBaia Act, 2006 and Banking
and Financial Institutions Act, 2006, issued vasiguudential regulations intends to
institute prudent practices in different areas ahiks operations. These regulations
set limits to various banking operations so asemuce the risk exposure facing
banks and financial institutions (BOT, 2005). Inddidn, the BOT requires each

institution to prepare a comprehensive Risk ManagegrRrogramme (RMP) tailored
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to its needs and circumstances under which it operdhese guidelines covers five
most common risks in banking, at minimum cover ¢hesks; credit, liquidity,
interest rate, foreign exchange and operation&k r(&BFIs, 2005). Therefore, the
practical approach to manage risks starts with idektification, risk measurement,
risk control and finally risk monitoring. There shd be a framework comprehensive
enough to capture all risks an institution is exabgso and have flexibility to
accommodate any change in business activitieskéhelements of an effective risk
management framework are: active board and senianagement oversight;
adequate policies, procedures and limits; adeqiskteneasurement, monitoring and

management information systems; and comprehensie@mal controls.

2.5.2 Risk Management Practices and Guidelines iln¢ Commercial Banks

The nature and scope of operations between CeBarak and CBs or rather other
financial institutions differentiate their approashof the risk management practices
and the guidelines adopted as the degree of camopediften entail taking more risk
in search of higher returns. Appropriate risk mamagnt policies should therefore
be put in place. Risk management must start at ttpe while the overall
responsibility rests with BOD, it is the duty ofns& management to transform
strategic direction set by board in the shape dicigs and procedures and to
institute an effective hierarchy to execute and lem@nt those policies (GCB &
DFIs, pg.2). According to Greuning and Bratanov&d(3), the objectives and
principles of currency risk management should dpadly encompass setting of
appropriate limits to the risks taken by the bamks foreign exchange business and

establishing measures to ensure that there areempigpernal control procedures
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covering bank’s area of business. Banks, in additiorisk management functions
for various risk categories may institute a setiljat tsupervises overall risk
management at the bank. Such a setup could be ifotim of a separate department
or bank’s Risk Management Committee (RMC) couldfgrer such function. Or
specific policies and limits that should be adhebgdoperational staff are often
established by risk management committees (suclasaet-liability committee
(ALCO)). Such policies define the risk exposureilgncurrency position limits, stop

loss provision, concentration limit, settlement aodnterparty risks.

2.6 Tools and Techniques of Risk Management

In view of the tools and techniques of risk manageinthere necessary procedures
that must be in place to carry out adequate riskagement. In essence, what
techniques are employed to both limit and managedifferent types of risk, and
how are they implemented in each area of risk ofhtfhe management of the
banking firm relies on the sequence of steps tdempnt a risk management system.
These can be seen as containing the followingdstals and reports, position limits
or rules, investment guidelines or strategies, andentive contracts and
compensation (Santomero, 1997). Generally, thesls tre established to measure
exposure, define procedures to manage these exgsodinnit individual positions to
acceptable levels, and encourage decision makemambage risk in a manner that is

consistent with the firm’s goals and objectives.

Standards and Reportghe first of these risk management techniqueslues two
different conceptual activities, i.e., standardtisgtand financial reporting. The

standardization of financial reporting is the niexfredient. Obviously outside audits,
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regulatory reports, and rating agency evaluatioaseasential for investors to gauge
asset quality and firm level risk. These reportgehéong been standardized, for
better or worse. However, the need here goes bepabtic reports and audited

statements to the need for management informanamseet quality and risk posture.

Position Limits and Rulesa second technique for internal control of effexct
management is the use of position limits, and/omimim standards for
participation. In terms of the latter, the domainrisk taking is restricted to only
those assets or counterparties that pass some¢edisd quality standard. Then,
even for those investments that are eligible, Braite imposed to cover exposures to
counterparties, credits, and overall position catre¢ion relative to various types of
risks. While such limits are costly to establishd aadminister, their imposition
restricts the risk that can be assumed by any imhad@¥, and therefore by the

organization as a whole.

Investment Guidelines and Strategiesvestment guidelines and recommended
positions for the immediate future are the thirdhtéque commonly in use. Here,
strategies are outlined in terms of concentrataoms commitments to particular areas
of the market, the extent of desired asset — ltghitismatching or exposure, and the
need to hedge against systematic risk of a paatidype. The limits described above
lead to passive risk avoidance and/or diversiftcgtibecause managers generally
operate within position limits and prescribed rulBsyond this, guidelines offer firm
level advice as to the appropriate level of acthenagement, given the state of the
market and the willingness of senior managemeiabgorb the risks implied by the

aggregate portfolio.
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Incentive Schemedo the extent that management can enter incewmtivepatible

contracts with line managers and make compensatiated to the risks borne by
these individuals, then the need for elaborate aastly control is lessened.
However, such incentive contracts require accupatgtion valuation and proper
internal control systems. Such tools which inclpdsition posting, risk analysis, the
allocation of costs, and setting of required resumvarious parts of the organization
are not trivial. Notwithstanding the difficulty, Wedesigned align the goals of
managers with other stakeholders in a most desirably (Jensen and Meckling,

1976 and Santomeo, 1984).

2.7 Risk Management Practices in Multinational Corprations

Financial or corporate risks — the risks to a coapon stemming from price

fluctuations are pervasive, and directly or indisednfluence the value of a

company. Multinational corporations often sell prots in various countries with

prices denominated in corresponding local currendids widely recognized that as
the volatility in exchange rates has increased dteally after the breakdown of the
Bretton Woods system of fixed exchange rates (Si8ithithson and Wilford, 1990),

multinational corporations may have become increggivulnerable to exchange
risk since short term movements in exchange ratesoften not accompanied by
offsetting changes in prices in the correspondiogntries (Shapiro, 1992). Firms
resorted to operational alternatives like estabighplants abroad to minimize
exchange rate risk, or to natural hedging by trymgnatch the currency structure of
their assets and liabilities (Santomero, 1995). hWihe development of the

derivatives market, active risk management hasrbecn important part of modern
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corporate strategy, as can seen from the factfitmtcial executives in companies
all around the world have ranked risk managemerndrasof their most important
objectives (Bartram, 2000). However, it is appartérdt managers are constantly

engaged in hedging activities that are directdle@teduction of unsystematic risk.

In the real world, financial managers and treasugive a great deal of thought of
matters of capital structure and securities desigiditionally, the corporate use of
derivatives in hedging interest rate, currency, amnmodity price risks is

widespread and growing. As an explanation for ttlssh between theory and
practice, imperfections in the capital market aseduto urge for the relevance of
corporate risk management function. Of course, erfget capital markets,

corporations need not hedge exchange risk at ratkesinvestors can do it on their
own (Aliber, 1978). In addition to using financ@dntracts, a firm could manage its
risk exposure through operational hedging. An eXdangb an operational hedging
policy would be to locate production in a countrigese significant sales revenues in

the local (i.e., foreign) currency are expected.

2.8 Risk Management Guidelines in Kenya and Uganda

The Central Bank of Kenya provides guidelines toital financial institutions on
minimum requirements for risk management systenasfeamework (CBK, 2011).
In view of this followed by the CBK carried out sk management survey on the
Kenyan banking sector in September 2004. The sumasynecessitated by the drive
to fully adopt Risk Based Supervision and to incogbe the international risk
management best practices envisioned in the 25| Base Principles for Effective

Banking Supervision.



26

The survey culminated in the issuance of the Rislndfiement Guidelines (RMGSs)
in 2005 and the adoption of the Risk Based Superviapproach of supervising
financial institutions in 2005 (CBK, 2011). Whilket types and degree of risks an
organization may be exposed to depend upon a nuoflfactors such as its size,
complexity business activities, volume etc, theselgines cover the most common
risks in financial institutions namely; Strategiisk; Credit risk, Liquidity risk,
Interest Rate risk, Foreign Exchange risk, Pris&, rOperational risk, Reputational
risk and Compliance/Regulatory risk. The manageroéfinancial institutions need
to attach considerable importance to improve thityabo a number of aspects that
include identify, measure, monitor and control ¢giverall levels of risks undertaken.
All institutions that do not have independent rislanagement structure must

immediately set up units that will concentrateydh the risk management function.

The Bank of Uganda on a continuous basis issukdnaagement guidelines to the
Supervised Financial Institutions (SFIs). The lasegpervised guidelines were issued
in February, 2010. At the centre of these guidslime the importance of good
corporate governance which stresses the role obdled of directors in setting the
tone at the top. Additionally, the Bank of Uganda increasing its oversight
surveillance capacity through the new methodologieésisk based supervision.
There are periodic off-site and on-site examinatiohbanks’ performance based on
internationally accepted benchmark. In additionjtereffort to mitigate risks in the
banking sector introduced the Credit Reference &urgCRB) and would like to
request that all SFIs ensure that their borrowegsster as this will create a database

for managing some of the banking risks.
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2.9 Empirical Review

A study which comprised of fifty respondents fromefNBC Ltd branches on credit
risk management in commercial banks, a case stndyBC Ltd branches at Dar es
Salaam done by Maiga (2011) showed that branches wall documented credit
risk management policy and the other activitiesgrared to manage the credit risk.
The findings also revealed a challenge that NBCkldancomply with the Central

bank requirements and to manage credit risk togetlike other kinds of risk.

Empirical studies made by Amrast al. (2009), explored the availability of risk
disclosures in the annual reports of Malaysian cmgs. The study was aimed to
empirically test the characteristics of the sammechpanies. The level of risk faced
by these companies with the disclosure made wasasisessed and compared. The
findings of the research revealed that the stratagk came on the top, followed by

the operations and empowerment risks being disglbgehe selected companies.

Hassan (2009), made a study “Risk Management Bezcidf Islamic Banks of
Brunei Darussalam” to assess the degree to whiehlglamic banks in Brunei
Darussalam implemented risk management practiaksamied them out thoroughly
by using different techniques to deal with varidirsds of risks. The results of the
study showed that, like the conventional bankingteay, Islamic banking was also
subjected to a variety of risks due to the uniqurege of offered products in addition
to conventional products. The results showed thedret was a remarkable
understanding of risk and risk management by ta# wiorking in the Islamic Banks
of Brunei Darussalam, which showed their ability gave their way towards

successful risk management.
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Al-Tamimi and Al- Mazrooei (2007) provided a coma@wve study of Bank’'s Risk
Management of UAE National and Foreign Banks. Tesearch helped them to find
the three most important types of risks facing U&E commercial banks were
foreign exchange risk, followed by credit risk ahen operating risk. They found
that the UAE banks were somewhat efficient in mampagsk; however the variables
such as risk identification, assessment and arsapysived to be more influencing in

risk management process.

According to McAleer (2009) the Basel Il Accord vags that banks and other
Authorized Deposit-taking Institutions (ADIs) commcate their daily risk forecasts
to the appropriate monetary authorities at theregg of each trading day, using
one or more risk models to measure Value-at-RiskR)V Also examine how risk
management strategies performed during the 200 @Acial crisis, evaluate how
financial crisis affected risk management practife®casting VaR and daily capital
charges, and discuss alternative policy recommendatespecially in light of the

financial crisis.

It has become especially important following thed3%mendment to the Basel
Accord, whereby banks and other Authorized Depaditag Institutions (ADIS)
were permitted (and encouraged) to use internaletsotb forecast daily VaR
(Jorion, 2000). This is one reason why financiahagers prefer risk management

strategies that are passive and conservative rdtheractive and aggressive.

Al-Tamimi (2008) studied the relationship among tleadiness of implementing

Basel Il Accord and resources needed for its implaation in UAE banks. Results
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of the research revealed that the banks in UAE \aerare of benefits, impact and
challenges associated in the implementation of IBHséccord. However, the

research did not confirm any positive relationdbgiween UAE banks readiness for
the implementation of Basel Il and impact of thepiementation. The relationship

between readiness and anticipated cost of impleatientwas also not confirmed.

Koziol and Lawrenz (2008) provided a study in whibby assessed the risk of bank
failures. They said that assessing the risk rel&teblank failures is the paramount
concern of bank regulations. They argued that deioto assess the default risk of a
bank, it is important considering its financing d&ans as an endogenous dynamic

process.

2.10 The Research Gap

Of all the study reviewed Maiga (2011), Hassan @@0@mran,et al. (2009), Al-
Tamimi and Al-Mazrooei (2007), Al-Tamimi (2008) aKadziol and Lawrenz (2008)
different gaps have been identified as followscase study on NBC Ltd branches at
Dar es Salaam done by Maiga (2011) showed thathbesnhave well documented
credit risk management policy and the other adtisitperformed to manage the
credit risk. However the study did not seek to l@okother kinds of risk or the risk
exposures and the role of the Central bank on ofimal institutions on the

implications of risk management. Therefore thiglgtintended to bridge that gap.

Hassan (2009) did a study on the implementationséf management practices of
Islamic banks. Here, the bankers considered thesgu@ risks such as Foreign

exchange risk, credit risk and operational risk enserious than conventional risks
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faced by financial institutions. The gap found lststudy is that did not dwell on
other aspects of risk management practices annpfcations or comprehensive

risk management framework. Therefore my study imhkéeinto study that gap.

Amran, et al. (2009) its study empirically aimed to test the relateristics of the
sampled companies. The results indicated thattthéegic risk came up on the top,
followed by operations and empowerment risks baiigglosed by the selected
companies. In his study Amran relied on risk disale requirements on the sampled
companies without considering other financial togibns. Thus this gap was studied

in my study to investigate risk management andnfdications in Tanzania.

Al-Tamimi and Al- Mazrooei (2007) made a comparatistudy of Bank's Risk
Management of UAE National and Foreign Banks. kirtetudy came up with three
most important types of risks facing the UAE comeomr banks i.e. foreign
exchange risk, credit risk and then operating ridkey found that the UAE banks
were somewhat efficient in managing risk; howevee wariables such as risk
identification, assessment and analysis proved dontore influencing in risk
management process. The gap studied in this stadytavdiscover the other types of
risks or risk exposures and check the risk manageatahe Central bank as well as

the Commercial banks as a whole.

Al-Tamimi (2008) studied the relationship among tleadiness of implementing
Basel Il Accord and resources needed for its implaation in UAE banks. Results
of the research revealed that the banks in UAE \aerare of benefits, impact and

challenges associated in the implementation of IBHséccord. However, the
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research did not confirm any positive relationdbgiween UAE banks readiness for
the implementation of Basel Il and impact of thglementation. Hence this gap was
studied in my study. According to McAleer (2009 tBasel 1l Accord requires that
banks and other Authorized Deposit-taking Institng (ADIS) communicate their
daily risk forecasts at the beginning of each trgdday, using one or more risk

models to measure Value-at-Risk (VaR).

Koziol and Lawrenz (2008) provided a study in whibkRy assessed the risk of bank
failures. They said that assessing the risk rel&teldank failures is the paramount
concern of bank regulations. They argued that deoto assess the default risk of a
bank, it is important considering its financing ge&ms as an endogenous dynamic
process. In general, Default risk is not an abpuptess to happen suddenly and past
experience dictates that, more often than not,omeer's credit worthiness and asset
guality declines gradually, which is otherwise kmowas migration. Default is an
extreme event of credit migration (Raghavan, 2008ny study have intended to
bridge that gap of Koziol and Lawrenz on not owlgking assessment of default risk
on considering its financing decisions or finana@ajposure. But, there are other
default risk caused by accounting exposure or ¢ipgraexposure or the use of
comprehensive Risk Management Programme (RMP)r¢dildo its needs and

circumstances under which the bank operates.

2.11 Conceptual Framework
The study is about investigating risk managemend #s types, bank risk
management systems and practical approach anduttieliges at the central bank

and commercial banks, the practices and or toaidlstachniques employed on risk
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management. The government policies and securitgeprwhich act as an
interconnection from the below model between thdependent variables i.e. the
types of risks and the practical approach and ¢juieke adopted at the central bank
and commercial banks and the dependent variabdethampractices and or tools and
techniques employed on the risk management. Pahlgigsk management policies
on payment systems requires that banks to maintadit balances in their
settlement accounts maintained at the Central B&éntral bank may lend
commercial banks upon pledging government secsrafeshort-term maturities not
exceeding three month to maturity as collateral TB2010). On the pricing policies

the BOT hosts all the five clearing houses locaaedts head office and zonal

branches.
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The Bank meets the costs of operating these ctphonses, save to the maintenance
costs of the Electronic Clearing system (DECH).ohder to mitigate operational
risks the BOT is implementing a Business Continutyd Disaster Recovery

programme.
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CHAPTER THREE

2.0RESEARCH METHODOLOGY

This part explained the overall approach to theeassh process. It covers the
research design. However, it represents data toltecmethods, processing,

procedures and administration, analysis technigsed in the study.

3.1 Research Design

This was a plan used as a guide in meeting thecioigs of the research (Kombo
and Tromp, 2006). The research covered the BOT Gomimercial banks (CBs)
operating in Tanzania, with the headquarters basddar es Salaam. The study
employed descriptive and analytical, qualitativel gantitative approaches of data

collection.

3.2 Sample and Sampling Procedures

The Central bank and CBs as among financial irgiita in the banking industry, its
population consists of 29 (BOT, 2010) commerciaiksa For this study a sample of
8 was made purposive to get variability about thle management from the Central
bank and other 7 Commercial bank branches. Questias were distributed from
50 respondents and about 30 respondents were desghonhhe descriptive analysis
was made to get variability on the implicationsrisk management on these banks.
Though many scholars argue that sample should blarge as possible from a
population, however, successful research is pas$ibin a population with a small

sample size of 30 (Cohen and Manion, 1980).
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3.3 Data Collection Strategy and Instruments

The research employed both primary and secondamhaue of data collection.
Primary data collection methods used includes wigers, questionnaires, focus
group discussion and documentary review of whicke ttaw data without

interpretation or pronouncements that have be¢erddl will be extracted. For this
study the reliability were made from the 50 copadsquestionnaires distributed.
Secondary data are data collected by someonecls¢hier than solving the problem
being currently investigated. In this study soumfe secondary data includes
documentary analysis and literature search such B&3T Publications,

newsmagazines, books, journals, internet, or gaowent publications. Data
Collection Instruments included: Questionnairescioentary Review and Focus

Group Discussion.

3.4 The Study Area

For the purpose of this study, units of analysisehaeen drawn from Dar es Salaam.
This is due to budget and time constraint, but alest of the banks are located in
Dar es Salaam. Moreover, various economic actsvdie exercised in Dar es Salaam
and center for decision making, that derive froriabde infrastructure and main

ministerial offices are based in Dar es Salaam.

3.5 Data Processing Analysis
The data collected were processed and analyzedtingtiuse of computer packages
specifically used the Microsoft Office Excel Templs, computer software for

qualitative data i.e. SPSS was used for data mamageanalysis. The analysis
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focused on understanding all factors taken intooaet that may influence risk

management at the central bank and commercial {&Bs).
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CHAPTER FOUR

4.0 FINDINGS, ANALYSIS AND PRESENTATION

4.1 Introduction

In this Chapter, the data that was collected frdma field has been presented,
analyzed, and discussed. The study aimed at igedistg the impact of risk
management approaches adopted by the Central bdn®Bs on the management of

assets and liabilities in the banks and finanaistifutions.

This Chapter dealt with the characteristics andifigs from the Central bank and
CBs. Frequency distribution was used to organize,d® give meaning to the
response rate and facilitate insight. In the ral¢vtables the frequency distribution of
responses has been ordered from the highest towlest occurrences obtained from

the responses.

The data have been analyzed using Statistical Bacia Social Science (SPSS)
which made cross - tabulation of variables possdslavell as the Microsoft Excel
2007 which was used to draw tables. Descriptivdamgtions have been undertaken
where the reasons for justification has been croshiecked with the existing

literature.

The sample consisted of the Bank of Tanzania (B&1J some of Commercial
Banks (CBs) branches i.e. NBC Ltd — Head Office,DBRBank Plc — Azikiwe
Branch, FBME Bank — Head Office, Standard CharteBathk — Head Office,
Diamond Trust Bank — Head Office, Azania Bank — dHeaffice and Akiba

Commercial Bank Ltd — Head Office employees frone thirectorate of Risk
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Management or Department of Risk Management depgndn the size and

operations of the bank itself.

4.2 Characteristics of Respondents

In this part, the sample characteristics were fatiplyzed. For this study, the sample
characteristics are the characteristics of the i@ebank and CBs employees. The
characteristics observed included age, gender, thededucation level of the
respondents. The reviews of these characteristmsde insight to why the answers

of the respondents may vary.

About 50 questionnaires were distributed in variBusectorates or Departments of
risk management at these banks. Of the 50 questi@snabout 30 questionnaires
were returned, 4 from the Central bank, 26 fromGboenmercial banks and the other
2 questionnaires were not returned. This respaatsas about 60% of the distributed
guestionnaires. This was a good response rateaittticgood cooperation from the
banks’ risk management departments’ staff in respoifhe remaining 40% non-
response was due to absenteeism of some of tHeastfe banks and also other
banks having few numbers of staff at the directorat department of risk

management.

4.2.1 The Age of Respondents

The age range for the majority of the respondets between 31 and 40 years. This
age category had a total of 19 respondents, cotisgt 63.3% of the total
respondents. The second frequent occurring agggsas that of the ages between

41 to 50 years; they were 6 respondents. This geouagtituted 20% of the sample.
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The third frequent age group was the age betweeto2B0 years which had 5

respondents making up (16.7%) of total respondéiriis. age structure shows that

the central Bank and CBs composed of a mixturéeftifferent age group.

Table 4.1 Summary Description of the Age of Resporahts

Cumulative
Frequency | Percent | Valid Percent Percent
Between 20 to 30 5 16.7 16.7 16.7
Between 31 to 40 19 63.3 63.3 80.0
Between 41 to 50 6 20.0 20.0 100.0
Total 30 100.0 100.0

Source:Field Data (2011)

From the findings above, it was noted that the difference was found that there
was no much deviation with respect to age as nadlshfthe same categories of age.
However it was noted that more respondent staffe \eged between 31 to 40 years.
Below this age group were few, these might be duladt that most of them were
fresh from universities and they did not have eigmee on risk management

practices. Also there were few between 41 to 5@syage group.

4.2.2 Gender of Respondents
The respondents were asked about gender, the gsdiepict that 13 (43.4%) of the

respondents were male and the rest 17 (56.7%pspbrelents were female.

Table 4.2 Gender of Respondents

Cumulative
Frequency | Percent | Valid Percent Percent
Male 13 43.4 43.4 43.3
Female 17 56.7 56.7 100.0
Total 30 100.0 100.0

Source:Field Data (2011)
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It was important to identify the gender of respariddéo see how the gender balance
has spread in the directorates or departmentsloimanagement at these banks. The
findings revealed that more female 17 (56.7%) wwevelved in the study than male

constituted to 13 (43.4%) of the total respondents.

4.2.3 Education Level of Respondents

The category that had the most of the respondeni&ms of academic level was of
Masters 16 (53.3%), and the rest Advanced DiplomBachelor degree and other
professional qualifications are 7 (23.3%) of thepandents. Data from the table 4.3
below implies that most of respondents who answequestionnaires concerning the
impact of risk management approaches adopted bgéméral bank and CBs on the
management of assets and liabilities in the firanicistitutions had got masters

education level.

Table 4.3 A Summary Description of the Education Leel of Respondents

Valid Cumulative
Frequency| Percent| Percent Percent
Advanced Diploma/ Bachelg
Degree 7 23.3 23.3 23.3
Masters 16 53.3 53.3 76.6
Professional Qualification 7 23.3 23.3 100.0
Total 30 100.0 100.0

Source: Field Data (2011)

At this demographic, a researcher believed thawvkmp education of respondents

was good so as to understand their ability on dgalith different issues like risk
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management that occurred in the organization. Tleegl of education depicts that

they are aware of risk management aspects basextioknowledge.

4.2.4 Position of the Respondents in the Institutio

The question was asked to the respondents aboittopothey hold, the finding

showed that 2 (6.7%) of respondents holds positioos of manager, assistant
manager and head of department, 16 (53.3%) of nelgmés were Managers, 5
(16.7%) of all respondents were Assistant Managers the rest 7 (23.3%) of all

respondents were Head of Departments.

The findings depict that most of respondents hedshagerial positions. With these
findings it depicts that these staff had great Keoge on managing different
situations like different risks that would occur the institution. To be given a
managerial position in an institution means thatpglkrson had sufficient knowledge
on handling different issues in the institutionomfr Table 4.4 it can be seen that
managers with their assistants and head of depatsmeould have a sufficient
experience on risk management and other issuesc¢hatred in banks compared to

others.

Table 4.4: Position of the Respondent in the Instition

Valid
FrequencyPercent |Percent Cumulative Percent
Manager 16 53.3 53.3 53.3
Assistant Manager 5 16.7 16.7 70.0
Head of Departmen 7 23.3 23.3 93.3
Others 2 6.7 6.7 100.0
Total 30 100.0 100.0

Source:Field Data (2011)



42

4.3 Discussion on the Findings

4.3.1 Heard of the Word Risk/Risk Management

The question was asked to all respondents if tteay treard of the word risk/risk
Management. The findings showed that all 30 respotsdmaking 100% had heard

of the word risk/risk management.

Table 4.5 shows that all employees knew about thwl wisk or risk management.
Knowing what it means helped them to design strasetipat helped to overcome any
risk that would happen at the banks. Risk manageemcompasses identification,
assessment, and prioritization of risks followed dpordinated and economical
application of resources to minimize, monitor, arahtrol the probability and/or
impact of unfortunate events or to maximize thdization of opportunities. Risks
can come from uncertainty in financial markets,jgeb failures (at any phase in
design, development, production, or sustainmeatdifcles), legal liabilities, credit
risk, accidents, natural causes and disasters dsaweleliberate attack from an

adversary, or events of uncertain or unpredicteté-cause.

Table 4.5 Understanding of the terms risk and risknanagement
Frequency| Percent Valid Percent Cumulative Percent

Yes 30 100.0 100.0 100.0

Source:Field Data (2011)

4.3.2 Type of Risk the Institution Face
The question was asked to the respondents abotypbef risk the institution face.

The findings showed that out 30 respondents; 267{8p frequency in occurrence
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indicates Systematic or Market risk, 25 (83.3%)ditreisk, 24 (80.0%) Liquidity

risk, 27 (90.0%) Operational risk, 22 (73.3%) Regoty risk, 20 (66.7%) Strategic

risk and other risk (i.e. Reputational or Compli@nappeared to be 11 (36.7%).

Table 4.6: Type of risk the institution face

Valid

Frequency | Percent| Percent Rank
Systematic or Market risk 26 86.6 86.6 2
Credit risk 25 83.3 83.3 3
Liquidity risk 24 80.0 80.0 4
Operational risk 27 90.0 90.0 1
Regulatory risk 22 73.3 73.3 5
Strateqic risk 20 66.7 66.7 6
Other risk (i.e. Reputational or 11 36.7 36.7 7
Compliance)

Source:Field Data (2011)

Credit risk occurred when a borrower will fail to make the paynts which it is
obligated to do. Such an event is called a defdiie risk is primarily that of the
lender and includes lost principal and interestrel@sed cash flow, and increased
collection costs. The loss may be complete or glasind can arise in a number of
circumstances. Such as resulting from inadequatagals, human fraud and system

errors which render one party unable to fulfillatsligations.

Liquidity risk occurred when a given security or asset cannardmed quickly

enough in the market to prevent a loss (or makedteired profit).
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Legal risk is risks that counterparty are not legally ableetder into a contract.
Another legal risk relates to regulatory risk,,itbat a transaction could conflict with
a regulator's policy or, more generally, that ligien might change during the life

of a financial contract.

An operational risk, as the name suggests, a risk arising from exactulf a
company's business functions. It is a very broattept which focuses on the risks
arising from the people, systems and processesghrahich a company operates. It
also includes other categories such as fraud riségal risks, physical or
environmental risks. That resulted from externargs such as terrorism, vandalism,
earthquakes, fires and floods are examples of swbat may cause operational risk

in an institution.

From Table 4.based on the types of risk the data indicatestilea€Central bank and
Commercial banks are faced with the risk. The meks that the BOT or CBs might
face were Operational risk, Systematic or Markek,riCredit risk, Liquidity risk,
Regulatory risk, Strategic risk and other riskshsas Reputational or Compliance.
Since a high number of frequencies in occurrenceurmed simultaneously in
Operational risk 27 (90.0%), Systematic or Marksk 26 (86.6%), Credit risk 25
(83.3%) and Liquidity risk 24 (80.0%). This indieatthat staff respondents agreed
that risk was a problem on the BOT and Commer@akb. The Head of directorates
or department had a great job to find out differgsltutions that would enable them
to overcome those problems. In their directoratedepartments of risk management

at the banks.
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4.3.3 Risk is among the Problems Facing the Bank

The question was asked to the respondents if seigiamong the problems facing
the Bank. The findings showed that 26 (86.7%) bfedpondents agreed that risk is
among the problems facing the Central Bank or Coroi@eBanks in Tanzania. The

rest 4 (13.3%) of all respondents said no, thatsis is not among the problems

facing BOT or CBs.

Table 4.7 Risk is among the Problems facing your Bek?

Frequency | Percent Valid Percent Cumulative Percent
Yes 26 86.7 86.7 86.7
No 4 13.3 13.3 13.3
Total 30 100 100 100

Source:Field Data (2011)

This depicts that risk was among the problems B@t and Commercial Banks are
facing. That's why there was a need of having gstogcture of the risk management
directorate or department at these banks. The fiisas BOT might face were

Systematic or Market risk, liquidity risk, operatad risk, regulatory risk, strategic

risk or other risk like reputation as stated aba@ve.other words in the Commercial
Banks the same types of risks may be faced or pae.BOT or CBs need to have
good risk management framework to mitigate thosblpms. Since the high number
of respondents 26 (86.7%) admits that risk is ambegoroblem facing the banks as

compared to 4 (13.3%) respondents who say risktis problem.

4.3.4 Type of Risk Exposure the BOT or CBs Face
The question rose to the respondents on the typisloexposure the BOT or CBs

face. The findings indicates that 13 (43.3%) ofredpondents are faced by Financial
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exposure, 9 (30.0%) of all respondents are facedltayslation or Accounting

exposure, the remaining 8 (26.7%) of all resporsleme faced by Economic or

Operating exposure.

Table 4.8 Type of risk exposure the BOT and CBs fac

Valid Cumulative
Frequency| Percent| Percent Percent

Financial exposure 13 43.3 43.3 43.3
Translation or

Accounting exposu 9 30.0 30.0 73.3
Economic or

Operating exposurg 8 26.7 26.7 100.0

Total 30 100 100

Source:Field Data (2011)

Financial exposureefers as the possibility that shareholders wilel money when
they invest in a company that has debt, if the camg|s cash flow proves inadequate
to meet its financial obligations. When a compasgsudebt financing, its creditors
will be repaid before its shareholders if the compéecomes insolvent. Also it
refers to the possibility of a corporation or goweent defaulting on its bonds,

which would cause those bondholders to lose money.

Translation exposureefers to risk that a company's equities, asdetsilities or
income will change in value as a result of exchaage changes. This occurs when a
firm denominates a portion of its equities, asskdjlities or income in a foreign
currency.

Economic exposures the risk that a company's cash flow, foreigrestments, and

earnings may suffer as a result of fluctuating ifprecurrency exchange rates.
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From Table 4.8 above the data indicates that th#r@lebank and Commercial banks
are affiliated much by risk exposure. The risk esyres that the BOT or CBs might
face were Financial, Translation or Accounting aBdonomic or Operating
exposure. The researcher noted that there is higuéncy in Financial and
Translation or Accounting exposure. Then followeg Bconomic or operating
exposure, this implies that the BOT or CBs haveigh tpossibility that their
shareholders will lose money when they invest icompany that has debt, if the
bank’s cash flow proves inadequate to meet itsnfifed obligation. Or rather the
bank’s equities, assets, liabilities or income willvalue as a result of exchange rate
changes. As well as their cash flow, foreign inwesits, and earnings may suffer

too.

4.3.5 Measures Taken by the Institutions to ManagRisks

The question was asked on the measures taken lfyethieal bank and Commercial
banks (CBs) to manage risks. The findings indicaked out of 30 respondents in
frequency of occurrence; 24 (80.0%) said most & mheasures taken by these
institutions to manage risks are Risk managemendegoes, followed by 23
(76.7%) respondents who said Risk management glamsanagement framework
policy and procedures, 21 (70.0%) of all responsleaiid establishment of various
units that will proactively determine measures amthage risks, 20 (66.7%) of all
respondents said by reviewing various controls @nttaining on risks, 19 (63.3%)
of all respondents said by identification, analysisanagement and evaluation
process and the remaining 18 (60.0%) of all respotsdsaid monthly and quarterly

reporting to respective committees.
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Table 4.9 indicates that although all of the abmentioned at a table were important
ways that a bank could use to overcome risks pnabldat might be occurred in the
bank, researcher noted that more staffs thoughthiimeing good risk management
guidelines and risk management plans or managerfrantework policy and
procedures would be the best ways that a bank améddas measures to solve those
risks problems. One of the consequences of thisisthe central bank needs quickly
to understand what the new rules are and how thiéynypact on the operations and
management of risk in the banks and their own it/ Therefore, in a wider
context, it is important to understand that newesulre likely to result in a
significant income and capital volatility for theastitutions. To enhance risk
management practices among institutions BOT hasidel@cto issue Risk
Management Guidelines for Banks and Financial tinstins (GBFIs), RMGs based

on international best practices in risk management.

Table 4.9 Measures taken by Institution to Manage Rk

Response Frequency | Percent| Total | Rank
Risk management guidelines 24 80.0 30 1
Risk management plans or management

framework policy and procedures 23 76.7 30 5

Establish various units that will
proactively determine measures and
manage risks 21 70.0| 30 3

By reviewing various controls and or

training on risks 20 66.7 30 4

By identification, analysis, management
and evaluation process 19 63.3 30 5

Monthly and quarterly reporting to

respective committees

18 60.0 30 6

Source:Field Data (2011)
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All financial institutions are therefore required observe these guidelines in the
course of conducting their businesses. This impined the practical approach to
manage risks starts with risk identification, rmakasurement, risk control and finally
risk monitoring. There should be a framework corpresive enough to capture all
risks an institution is exposed to and have flditjbto accommodate any change in

business activities.

4.3.6 Practices/ Techniques Employed by BOT or CBe Minimize Risks

The question was asked to all respondents on #&ipes or techniques employed
by the Central bank or Commercial banks to minintigks. The findings indicated

that 19 (63.3%) of all respondents said both Dampnthly and quarterly reporting
and monitoring, Risk management and compliancecyplies, 14 (46.7%) of all

respondents said setting of risk tolerance limitsappetite, 13 (43.3%) of all

respondents said establishment of government pdoesport and deliberate risk
issues and 10 (33.3%) of all respondents said stseedt of risks in different

departments or RCA approach (i.e. Risk and Cortssessment approach).

Table 4.10 Practices/Techniques employed by BOT @Bs to minimize risks

Response Frequency Percent| Total | Rank
Daily, monthly and quarterly reporting

and monitoring 19 63.3| 30 1
Risk management and compliance

principles 19 63.3 30 1
Setting of risk tolerance limits or appetite 14 46.7 30 2
Establishment of governance process to

report and deliberate risk issues 13 4313 30 3
Assessment of risks in different

departments or RCA approach (i.e. Rigks

and Control Assessment approach) 10 33.3 30 4

Source:Field Data (2011)
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This implies that frequent daily, monthly and qedst reporting and monitoring of

risk that arose in the banks and having clear n&nagement and compliance
principles would help BOT or CBs to minimize thassks that arose in the banks.
BOT and Commercial banks should also have propgéngeof risk tolerance limits

or appetite so as to make the banks operate eféctiHowever a researcher noted
that, apart from having good management more rekpus said that there should
be; an establishment of governance process to trgmat deliberate risk issues.
Assessments of risks in different departments oARLpproach (i.e. Risks and

Control Assessment approach).

4.3.7 Measures to Improve Risk Management Approaclseor Practices

The question was asked to all respondents on tlasumes to be taken to improve
risk management approaches or practices. The fisdim frequency of occurrence

indicated that 19 (63.3%) of all respondents sdidrd should be continuous

assessment of the identified risk, 18 (60.0%) bfeslpondents said having good and
workable policies, 17 (56.7%) said to promote @skare culture among employees
or seniors and or the management acceptance aifd318») said instruments of

implementation are good.

Table 4.11 Measures to improve risk management appaches or practices

Response Frequency Percent | Total Rank
Continuous assessment of identified

risks 19 63.3 30 1
Having good and workable policies 18 60.0 30 2

Promote risk aware culture among
employees or seniors and management

acceptance 17 56.7| 30 3
Instruments of implementation are
good 16 53.3 30 4

Source:Field Data (2011)
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From a Table 4.11 more staff respondents thougtitahgood way to improve risk

management approaches or practices in the BOT amdr@rcial banks was to have
clear continuous assessment of the identified riSie it was a task of the risk
management department or the directorate to make that they took clear

measurement or procedures so as to solve the ttisksoccurred in the banks.
However, in other cases improvement of risk manageroould be done by having
good and workable policies as stated by the stdpondents, and also could be
improved by promoting risk aware culture among eyeés or seniors and or
management acceptance. On the other hand if ttrenmsnts of implementation are

good at these banks.

4.3.8 Impact of the Measures taken by BOT and CB®tManage Risks

The question was asked to all respondents abournibect of the measures taken by
BOT and CBs to manage risks. The findings showeat @8 (76.7%) of all
respondents said to put various controls in placeldtect and manage risks, 22
(73.3%) of all respondents said effective measu2@566.7%) of respondents said
Compliance with regulator (i.e. BOT), 19 (63.3%)alf respondents said to make
risk awareness to all staff and conducting in-haua®ing and other 18 (60.0%) of
all respondents said risk management activities rmekformed on only few

operations.

Table 4.12 depicts that based on the impact ofitbasures taken to overcome risks
problems in the banks, it was noted that more st aware of the impact of risks

now started to put various controls in place toedietind manage risks, effective
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measures also are taken in their respective dnage® or departments of risk
management. Other Commercial banks do comply vaghrégulator (i.e. BOT) on

the procedures to be followed on the measures takenitigate risk.

Table 4.12 Impact of the measures taken by BOT an@Bs in managing risks
Response Frequency Percent | Total | Rank

To put various controls in place to detect

and manage risks 23 76.7 30 1
Effective measures 22 73.3 30 2
Compliance with regulator (BOT) 20 66.7 30 3

To make risk awareness to all staff and

conducting in-house training 19 63.3 30 4

Risk management activities now performed

on only few operations 18 60.0 30 5
Source:Field Data (2011)

4.3.9 BOT and CBs Structure of the Risk Managemerftunctions

The question was asked to all respondents abouthe@BOT or Commercial banks
structure the risk management function to achievegpropriate risk profile. The
finding showed that 18 (60.0%) of all respondenid §y selection of risk champion
from each functional units, 17 (56.7%) of all resg@ents said they have a proper risk
management governance structure and the rest 18%»3ut of 30 said ERM

approach (i.e. Effective Risk Management approach).

Table 4.13 depicts that based on the ways BOT onr@ercial banks structure the
risk management function to achieve an appropnate profile in their respective

directorates or departments of risk managementh@yng clear selection of risk
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champion from each functional unit, a proper risknagement governance structure

and finally effective risk management approach.

Table 4.13 BOT and CBs structure of the risk manageent functions

Response Frequency| Percent| TotalRank

Selection of risk champion from each

functional units 18 60.0 30 1

Have a proper risk management

governance structure 17 56.7| 30 2

ERM approach (i.e. Effective Risk

Management approach) 16 53.3] 30 3

Source:Field Data (2011)

4.3.10 Identification and Prioritization of Risks in Banks

The question was asked to all respondents aboutleywensure that identifying and
prioritizing risks appropriately. The findings shedv that 22 (73.3%) of all

respondents said Reviewing internal controls umitgrnal auditing, group auditing
and supervision auditing by BOT, 17 (56.7%) ofrakkpondents said Analyze and
evaluate the identified risks and prioritizing thexppropriately, 16 (53.3%) of all

respondents said Monitoring of polices, assist msueing that this is done, 15
(50.0%) said they conduct a regular risk assessreesicise, 13 (43.3%) of all

respondents said have a risk management framewutkpalices and the rest 10
(33.3%) of all respondents said by using the chsickleveloped or risk matrix

tables.
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Table 4.14 Identification and prioritization of risks in Banks

Response Frequency Percent | Total Rank

Reviewing internal controls units,
internal auditing, group auditing and 22 73.3 30 1
supervision auditing by BOT

Analyze and evaluate the identified

risks and prioritizing them 17 56.7 30 2
appropriately
Monitoring of policies, assist in
_ o 16 53.3 30 3
ensuring that this is done
Conduct a regular risk assessment
_ 15 50.0 30 4
exercise
Have a risk management framework
o 13 43.3 30 5
and policies
Using the checklist developed or rigk
10 33.3 30 6

matrix tables

Source:Field Data (2011)

From Table 4.14 above it depicts that having sévanebers of risks occurred or
that might occur in the Central bank or Commerdiahks. The directorate or
departments of risk management at the BOT or thar@ercial banks ensures that in
identifying and prioritizing risks appropriately stoof the CBs, they do reviewing
their internal controls units, internal auditingrogp auditing and supervision
auditing by the BOT. Or rather in order to haverappr measures the BOT and
Commercial banks analyze and evaluate the idemtifigks and prioritizing them

appropriately, monitoring the policies, assist ms@ing that this is done, or conduct
a regular risk assessment exercise. But the otinee the Central bank and
Commercial banks they may have a risk managemamiefivork and policies and or

by using the checklist developed or risk matriXeab
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CHAPTER FIVE

5.0 SUMMARY, IMPLICATIONS ON FINDINGS AND CONCLUSIO N

5.1 Summary

This study investigates the implications on risknagement in Tanzania. The study
intends to explore the impact of risk managemept@xrhes adopted by the Central
bank (BOT) and Commercial banks (CBs) on the mamagé of assets and
liabilities in the financial institutions. Furthénrat the study complements to analyze
the implication of the regulatory requirements e tsense to avoid, reduce and

mitigate risks facing the banks.

Chapter one introduces the background informatiorthe financial institutions its
existence to improve the efficiency of the finahciarkets. The principal
supervisory role of the BOT on other financial magions, the variety of risks
exposed to the Central bank and Commercial bankso e major problem
characterized by these financial institutions ieniifying the risk profile to entail an

effective risk management approach.

Chapter two surveys on the literature review theoduction part of the same,
definitions of various terms about the financiatitutions. The chapter focuses also
on the financial stability, risks and functions tbke financial systems. It has been
advocated that the financial stability stem on itnportance given on the critical
functions served by the financial system in the neoaoy coupled by the

intermediation function and the role of the finad@ystem in the payments system
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and as a transmission channel on monetary polibg fisks associated with the
provision of financial services differ by the typeservice rendered. The conceptual
framework, Bank risk management systems and pedciigproach, their practices
and guidelines at the Central banks and Commebaiaks. It has been found that the
nature and scope of operations between the Cdrardd and Commercial banks or
rather other financial institutions differentiatdeir approaches of the risk
management practices and the guidelines adoptédteategree of completion often
entail more risk in search of higher returns. Thacpical approach to manage risks
starts with risk identification, risk measuremenisk control and finally risk

monitoring.

In Chapter three, it explains the overall appro@&cthe research process the research
design, the sampled data, data collection and #te processing analysis. As the
data were processed and analyzed using the Mit¢r@dbEe Excel Templates and
the computer software for qualitative data i.e. SR&s used for data management
analysis. The analysis focused on understandingpetbrs taken into account that

may influence risk management at the BOT and Cortialdranks (CBs).

In Chapter four, the findings, analysis and prestont of the data from the field
were made. As it was noted earlier the study aiatedvestigating the impact of risk
management approaches adopted by the Central bdnRBs on the management of
assets and liabilities in the financial institusorEach of the findings is shown
separately on each table from Tables 1 to 14 aeditilings indicate encouraging

results.
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5.2 Implications on the Findings

This study intends to explore the impact of risknalgement approaches adopted by
the Central bank and Commercial banks on the manageof assets and liabilities
in the financial institutions. As mentioned earlfesm the problem statement that
financial institutions are characterized by marsksiin their financial sector as risk
is an integral part of the sector’s product arrayd the risk awareness at the Central
bank is at a fairly low level; only 15% of the ceitbanks surveyed have an
independent risk management unit (Foster, 20049. Skady reveals that there is an
implication of risk management as this depictednfithe findings presented. Further
that results from the field data also indicates @& (80.0%) of the frequency of
occurrence adopted the risk management guidelises measure taken to manage
risks, 23 (76.7%) use risk management plans or geanant framework policy and
procedures and 21 (70.0%) establish various uh#s will proactively determine

measures to manage risks.

In the literature review some tools and techniquere pointed out to carry adequate
risk management, such as standards and reportsiopdsnits and rules or rather
incentive schemes. From the results obtained itwshthat daily, monthly and
quarterly reporting and monitoring, risk managerneamd compliance principles and
setting of risk tolerance limits or appetite aree thest practices or techniques

employed by the BOT or Commercial banks to mininmigks.

According to amendment to the Basel Accord the baakd other Authorized

Deposit-taking Institutions (ADIs) were permitteddaencouraged to use internal



58

models to forecast daily Value at Risk (Jorion, @OQThis is one reason why
financial managers prefer risk management stratedleat are passive and
conservative rather active and aggressive. Fronfitligngs the best measures to
improve risk management approaches or practice@ntinuous assessment of
identified risks 19 (63.3%), having good and wotkapolicies 18 (60.0%) and to
promote risk aware culture among employees or seaiod management acceptance
(i.e. 17 (56.7%). The then later the assessmetiteoimpacts of the measures taken
are clearly defined like to put various controlspiace to detect and manage risk.
The ways BOT or CBs structure the risk managemanttion to achieve an
appropriate risk profile are such as selectionis champion from each function
units, or having proper risk management governataeture. Reviewing internal
controls units, internal auditing, group auditingdasupervision by BOT or analyze
and evaluate the identified risks and prioritizithgm appropriately seems to be the
most ways in which BOT or CBs to ensure that tlintifying and prioritizing risks

appropriately.

5.3 Conclusion

From the descriptive and analytical results, icamcluded that there is a general
understanding on the implications of risk managdnmanthe Central bank and
Commercial banks in Tanzania. The study revealsrtiwst of the daily operations
that are performed at these banks are risky byr@atine most critical types of risks
include: Operational risk, Systematic or Markekri€redit risk, Liquidity risk,
Regulatory risk, Strategic risk and other riskshsas Reputational or Compliance.

The recent experience indicates that risks managempeactices, including the
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existence of a central risk management functioa,ary now being developed in
many central banks. And the nature and scope ofatipes between the Central
bank and Commercial banks or rather other finanostitutions differentiate their

approaches of the risk management practices andyufgelines adopted as the
degree of competition often entail taking more risksearch of higher returns.
Therefore the practical approach to manage riskgsswith risk identification, risk

measurement, risk control and finally risk monitgri There should be a framework
comprehensive enough to capture all risks an uislit is exposed to and have

flexibility to accommodate any change in busined/aies.

5.4 Recommendation

Although the nature and scope of operations betwi#en Central bank and

Commercial banks or rather other financial insiito$ differentiate their approaches
of the risk management practices and the guideladespted in an open market
operations with various risks environments. The B®Iill continue to be a key

component of any successful liberalization and madation of sophisticated means
of risk management in the banking industry. The t@érbank needs to execute a
more efficient and competitive financial system alalp of operating with lower

financial intermediary of the financial institution

The capacity of the Commercial banks also to lowsks should specifically
encompass setting of appropriate limits to thesrislken by the bank in its business
operation and establishing measures to ensurettbed are proper internal control

procedures covering bank’s area of business. Suncbva will force banks to limit a
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company’s exposure to currency or commodity pritanges. Or rather be forced to

adjust other factors affecting the net profit ottiem the risk.

To ensure that the financial institutions operatesnforeseen situation of risks as
coupled by BOT experience in reviewing risk manageinpractices by institutions.
Generally to reveal weaknesses; the level of righagement awareness among
board of directors, senior management and staff tbsponsibility of risk
management is not very clearly assigned and alsenagle of independent review of
risk management systems in some institutions. bitiad, the BOT requires each
institution to prepare a comprehensive Risk Managgr®rogramme (RMP) tailored

to its needs and circumstances under which it opera

5.5 Study Limitation and Future Research

Apart from the earlier challenges mentioned in thiigdy. The study particularly

limited by lack of statistical data on trends atkrimanagement from these banks.
Consequently, the study has whole relied on foousug discussion, field data

presentation and some other researchers’ reporaclasowledged in references.
However, it is recommended that studies are neéaledpecific type of risk and

methods or approaches adopted at the Central mgh€ammercial banks.
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APPENDICES

Appendix A: QUESTIONNAIRE
(For BOT)
Introduction and informed consent
| am interested in finding out risk managementat@entral Bank. The researcher is
a student of Masters of Business AdministratiothatOpen University of Tanzania.
This study is carried out as partial fulfilment tfe requirements of the degree
mentioned above.
The findings of this study will lead to clear unskanding of the risk management at
the BOT and will provide the basis for improvemeitrisk management process
with this institution. Please assist by answerihg tinder mentioned questions as
honesty as possible. The information you will gl be treated confidential and
used solely for the purpose of this study. Thereasieed for you to disclose your
name unless you wish to do so. Thank you in advércgour time and cooperation.
| greatly accord for your contribution in this raseh.
Kindly fill the blank spaces and put a tickl{in the right answer for the multiple
choice questions:
1. Name of the INSHULION. ... e e e
2. Your age

o between 20 to 30 years

o between 30 to 40 years

o between 40 to 50 years



65

o between 50 to 60 years
o or above 60 years
3. Your education level
o Advance secondary certificate
o Diploma
o Advance Diploma/ Bachelor Degree
o Master Degree
o PhD

0 other (Please SPECITY) ... e

4. What is your position in this INStItUtioN.............co vt e e,

5. Have you ever heard of the word risk/risk manag&?
oYes

o No

6. What type of risk your institution face:
o Systematic or Market risk
o Credit risk
o Liquidity risk
o Operational risk
o Regulatory risk
o Strategic risk

0 others (Please SPEeCITY) ... e e
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7. Is the risk among the problems facing the CéBaak?
o Yes
o No

8. What type of risk exposure does the Central Bao&?
o Financial exposure
o Translation or Accounting exposure

o Economic or Operating exposure

9. Which directorate/department deals with risk agggment?

11. Can you describe your opinion about the impddhe measures taken by the

Central Bank to manage risks?

12. What are the practices/techniques employedhbyCentral Bank to minimize
risks?
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13. How can the Central Bank structure the risk ag@ment function to achieve an
appropriate risk profile?

15. What measures do you think will improve riskniagement approaches or best

practices?
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Appendix B: QUESTIONNAIRE (For Commercial Banks)

Introduction and informed consent

| am interested in finding out risk managementhat Commercial banks (CBs). The
researcher is a student of Masters of Business Adtration at the Open University
of Tanzania. This study is carried out as partiéfiliment of the requirements of the
degree mentioned above.

The findings of this study will lead to clear unskanding of the risk management at
the Commercial banks and will provide the basis fomprovement of risk
management process with this institution. Pleasgstaby answering the under
mentioned questions as honesty as possible. Themation you will give will be
treated confidential and used solely for the puepafsthis study. There is no need for
you to disclose your name unless you wish to dolreank you in advance for your
time and cooperation. | greatly accord for yourtdbntion in this research.

Kindly fill the blank spaces and put a tickl}{in the right answer for the multiple

choice questions:

1. Name Of the INSTEULION ... ... et e e e e e e e e e e e e e e e e aens

2. Your age
o between 20 to 30 years
o between 30 to 40 years
o between 40 to 50 years
o between 50 to 60 years

o or above 60 years
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3. Your education level
o Advance secondary certificate
o Diploma
o Advance Diploma/ Bachelor Degree
o Master Degree
o PhD

o other (Please specify)

4. What is your position in this bank.............coooiiii i e
5. Have you ever heard of the word risk/risk managya?
oYes

o No

6. What type of risk does your bank face:
o Systematic or Market risk
o Credit risk
o Liquidity risk
o Operational risk
0 Regulatory risk
o Strategic risk

o others (Please specify)

7. Is the risk among the problems facing your bank?
oYes

o No
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8. What type of risk exposure does your bank face?
o Financial exposure
o Translation or Accounting exposure

o Economic or Operating exposure

9. Which directorate/department deals with risk aggment?

11. Can you describe your opinion about the impat¢he measures taken by your

bank to manage risks?

13. How can your bank structure the risk managenfienttion to achieve an
appropriate risk profile?
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14. How do you ensure that you are identifying pndritizing risks appropriately?

15. What measures do you think will improve riskniagement approaches or best

practices?



