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ABSTRACT
Operational risks have become increasingly significant in commercial banks due to complex internal processes
and heightened regulatory expectations. This article examines the concept, significance, and challenges of
managing operational risks in commercial banks. It explores key strategies and methods for improving the
operational risk management system, focusing on the roles of advanced technology, employee training, and
regulatory compliance.
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INTRODUCTION

In the dynamic environment of modern finance, operational risk management has emerged as a critical priority
for commercial banks. Unlike other types of risks, such as credit or market risk, operational risk is unique in its
origins, stemming from failures in internal processes, human errors, technological glitches, and even unforeseen
external events like cyber-attacks or natural disasters. As financial transactions and customer services become
increasingly digitalized, the exposure to operational risk has amplified, placing unprecedented pressure on banks
to safeguard their operations against disruptions. This risk factor can severely affect a bank's reputation,
profitability, and, in extreme cases, its viability. For instance, events such as data breaches or system failures can
lead not only to direct financial losses but also to long-lasting impacts on customer trust.

Commercial banks are particularly susceptible to operational risks due to their complex infrastructures, extensive
regulatory requirements, and high volume of daily transactions. With each department—be it loan processing,
fund management, or customer service—operating through intricate processes and heavy reliance on technology,
the potential for operational failures is significant. Operational risk management is, therefore, not simply a
defensive measure; it is a strategic imperative that underpins the stability and competitiveness of banks in the
financial sector. Effective operational risk management involves more than traditional monitoring; it requires the
establishment of a holistic framework that addresses risk identification, measurement, monitoring, and mitigation.

Global regulatory bodies, such as the Basel Committee on Banking Supervision, recognize the importance of
robust operational risk management in maintaining overall financial stability. Guidelines under Basel 11 and Basel
111 specifically mandate that banks develop operational risk frameworks to mitigate potential losses. However,
these frameworks must be tailored to each institution’s unique risk profile and operational landscape, taking into
account factors like scale, geography, and the level of technological integration. The evolving regulatory
landscape further underscores the need for banks to continually assess and refine their operational risk
management approaches to maintain compliance and mitigate losses.

LITERATURE REVIEW

Operational risk has been a significant topic in banking literature, especially with the evolving regulatory
landscape and the rising complexity of financial operations. The Basel Committee on Banking Supervision (2004)
provides a foundational framework for defining and addressing operational risk. According to the Basel Il
framework, operational risk is defined as "the risk of loss resulting from inadequate or failed internal processes,
people, and systems, or from external events," and is considered one of the three main risks that banks must
actively manage, alongside credit and market risks. The Basel 111 enhancements further emphasize the need for
banks to implement comprehensive risk management practices, highlighting operational risk as a critical
component for ensuring banking stability.
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Academic studies underscore that operational risks are unique in their nature and require distinct management
approaches compared to other risk types. For instance, Power (2005) notes that operational risk is often more
challenging to quantify and predict because it arises from diverse sources, including human error, system failures,
and external disruptions. His work emphasizes the need for banks to implement both qualitative and quantitative
approaches to manage these risks effectively. Power’s research suggests that, although operational risk is
inherently less measurable than credit or market risk, it can be mitigated through a robust framework that includes
employee training, advanced analytics, and a proactive reporting culture.

One of the most significant areas of focus in operational risk management literature is the use of technology and
data analytics. Matz and Neu (2007) highlight that advanced technologies such as artificial intelligence (Al) and
machine learning (ML) have transformed the way banks approach operational risk. These technologies allow for
real-time monitoring and early detection of anomalies, which can be crucial for preventing losses. According to
Matz and Neu, automated systems can analyze vast amounts of transaction data to identify irregularities that may
signal potential risks, thereby allowing banks to address issues proactively. In addition, Chen et al. (2017) argue
that big data analytics enhances banks’ capacity to assess risk by processing complex patterns in historical data,
thus improving the predictive accuracy of risk management models. Their study reveals that banks that invest in
such technology are better equipped to manage operational risks and reduce associated costs.

The role of regulatory compliance is also critical in operational risk management. Li and Li (2020) examine the
influence of regulatory requirements on risk management practices, showing that adherence to regulations not
only mitigates risks but also enhances a bank's credibility and stakeholder confidence. Their findings suggest that
banks operating in jurisdictions with stringent regulations on operational risk management tend to exhibit greater
resilience in times of financial stress. Li and Li’s work reinforces the idea that a structured regulatory environment
promotes disciplined risk practices, reducing the likelihood of operational failures.

Organizational culture and employee involvement are additional factors that have received considerable attention
in operational risk literature. Arena, Arnaboldi, and Azzone (2010) discuss the impact of a risk-aware culture,
highlighting that banks with a culture of transparent reporting and proactive risk management are more successful
in mitigating operational risk. Their study found that employee training and clear communication channels are
essential for fostering a risk-conscious environment, encouraging employees to identify and report risks without
fear of retribution. According to Moosa (2007), creating an organizational culture that values risk awareness is as
important as technological investments in effective operational risk management. Moosa contends that while
technological tools play a vital role in detecting risks, human judgment and ethical responsibility are equally
crucial for sustainable risk management practices.

ANALYSIS AND RESULTS
Risk identification and assessment are foundational to operational risk management, helping banks detect potential
vulnerabilities in processes, technology, and personnel. Commercial banks employ various methods to identify
and assess risks, including process mapping, scenario analysis, and risk control self-assessments. These methods
are outlined in Table 1.

Table 1. Common Methods for Operational Risk Identification and Assessment in Commercial Banks

Method Description Advantages Challenges
Process Mapping Visual representation of Clear visualization of | Time-consuming and
workflows to identify risk points process risks requires regular
within processes updates

Scenario Analysis Analysis of hypothetical events to Helps in preparing Difficult to anticipate
evaluate potential impacts on bank | for unexpected events all possible events

operations
Risk Control Self- Regular assessment by staff to Promotes employee | May be subjective and
Assessments identify risks and control involvement vary across
(RCSAS) weaknesses departments
Incident Reporting Recording and analyzing past Historical insight Requires a mature
incidents to improve risk into frequent risk reporting culture
management events
Source: Developed by the author
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Table 1 shows that operational risk identification and assessment in commercial banks rely on a mix of proactive
and reactive approaches. Process mapping offers a structured visualization of workflows, enabling banks to
identify potential bottlenecks and high-risk areas. However, it is often a time-intensive process and must be
updated regularly to reflect operational changes, which can be challenging for banks with complex structures.

Scenario analysis is another effective approach, allowing banks to evaluate the impact of hypothetical events on
their operations. This method is useful for identifying risks that may not be immediately apparent but are plausible
under certain conditions. However, the unpredictability of potential scenarios means that banks may struggle to
cover all contingencies.

Risk control self-assessments (RCSAs) empower employees to identify and report risks within their own
departments, promoting a proactive risk culture. Nonetheless, RCSAs may suffer from subjectivity, as perceptions
of risk can vary greatly between departments. Finally, incident reporting provides valuable insights based on past
events, allowing banks to learn from historical data. However, effective incident reporting requires a mature and
transparent culture within the organization, as employees must feel comfortable reporting risks without fear of
negative repercussions.

Control measures and technological integration are vital in minimizing operational risks and ensuring efficient
risk management processes. Table 2 presents common control measures and technologies used by commercial
banks, along with their advantages and potential limitations.

Table 2. Key Control Measures and Technology Utilization in Operational Risk Management

Control Measure / Description Advantages Challenges
Technology
Automated Alerts Real-time monitoring systems to Early detection of High initial setup and
and Monitoring detect anomalies in transactions potential risks maintenance costs
and operations
Internal Audits and Regular audits to ensure Ensures compliance Resource-intensive
Compliance Checks | adherence to internal policies and with standards and can be disruptive

external regulations
Business Continuity | Planning and testing of procedures | Improves resilience to | May be underutilized

Planning (BCP) to maintain operations during external shocks in low-risk periods
emergencies
Employee Training Regular training sessions to Increases employee Risk of inconsistent
Programs educate employees on risk engagement in risk training quality
awareness and internal policies management

Source: Developed by the author

Table 2 highlights the diversity of control measures and technologies employed by commercial banks to enhance
operational risk management. Automated alerts and monitoring systems represent a technological solution that
enables real-time identification of irregularities in banking operations. These systems are highly effective in early
risk detection, which is crucial for preventing minor issues from escalating. However, the costs associated with
setting up and maintaining these systems can be substantial, particularly for smaller banks.

Internal audits and compliance checks serve as a key control measure, ensuring that banks adhere to both internal
policies and regulatory standards. Regular audits can uncover hidden risks and reinforce compliance, but they can
also consume significant resources and, if over-frequent, disrupt regular business activities.

Business continuity planning (BCP) focuses on preparing banks to maintain operations during crises, such as
natural disasters or cybersecurity incidents. BCP is essential for reducing the impact of severe operational
disruptions, yet it is often underutilized in low-risk periods when threats seem minimal. This can lead to
complacency and inadequate preparation when unexpected events occur.

Finally, employee training programs are essential for promoting a risk-aware culture. Regular training keeps
employees informed of risk management practices and instills a sense of responsibility toward operational risk.
However, inconsistencies in training quality and content across departments can hinder effectiveness, as different
teams may not receive the same level of risk awareness education.

© 2024 EPRA EBMS | https://eprajournals.com/ Journal DOI URL: https://doi.org/10.36713/epral013

55


https://eprajournals.com/
https://doi.org/10.36713/epra1013

= Journal DOI: 10.36713/epral013 | SJIF Impact Factor (2024): 8.431 ISSN: 2347-4378

&) EPRA International Journal of Economics, Business and Management Studies (EBMS)
Volume: 11 | Issue: 11 | November 2024 -Peer-Reviewed Journal

CONCLUSION

Operational risk management is an essential pillar of stability and resilience in commercial banking. As financial
institutions evolve, embracing digital solutions and expanding services, the complexity of managing operational
risks has grown considerably. This article has highlighted the importance of a robust operational risk management
system, incorporating risk identification, assessment, control measures, and the strategic use of technology to
prevent and mitigate potential disruptions.

The findings show that operational risk management requires a balanced approach that combines both proactive
and reactive strategies. Effective risk identification techniques, such as process mapping, scenario analysis, and
risk control self-assessments, allow banks to understand potential vulnerabilities across their operations. Each
method, while having its strengths and challenges, contributes to a comprehensive view of risk, enabling banks to
address both common and unique threats to their operations. Moreover, as illustrated in the control measures and
technology utilization, real-time monitoring, regular audits, business continuity planning, and employee training
are critical for building resilience and ensuring that risks are managed systematically. Automation and advanced
analytics play a particularly valuable role in enabling early detection of anomalies and improving risk response
times, though banks must consider the associated costs and maintenance needs when implementing these systems.

An essential insight from this analysis is the role of organizational culture in successful operational risk
management. Banks that promote a risk-aware culture, encouraging open communication and transparent
reporting of potential issues, are better positioned to manage risks proactively. Employee training and involvement
are vital in building this culture, as employees are the first line of defense against operational failures. Investing
in continuous learning and fostering a collaborative environment where risks can be freely reported without fear
of retribution supports a sustainable approach to operational risk management.

Moving forward, commercial banks should prioritize integrating advanced technology, such as artificial
intelligence and machine learning, into their operational risk frameworks to enhance monitoring, detection, and
response capabilities. Regulatory compliance will remain an indispensable component, as alignment with both
national and international standards protects banks from legal and financial repercussions while boosting their
credibility in the market. To address the increasing complexity of banking operations, it is advisable for banks to
establish dedicated operational risk teams tasked with overseeing risk management efforts, conducting regular
assessments, and updating practices in response to emerging trends and threats.
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