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Abstract

This study examined fund management practices in the Ethiopian banking sector, focusing on identifying their
root causes, observable effects, and broader implications for financial stability. Fund management played a
central role in ensuring the operational efficiency and resilience of banks, particularly in developing
economies where the financial systems were often vulnerable to external and internal shocks. In the context
of Ethiopia’s banking landscape, where financial liberalization and regulatory reforms had been gradually
introduced, the significance of effective fund management had become even more pronounced. However,
academic and policy-oriented literature on how Ethiopian banks manage their funds and the impact of such
practices on overall financial stability remained scarce. This highlighted a critical research gap that this
study sought to address.

The objective of the study was to evaluate existing fund management practices among Ethiopian banks,
investigate the factors contributing to inefficiencies, and assess their consequences on financial soundness
and systemic stability. It also aimed to provide practical policy recommendations for improving fund
management at both the institutional and regulatory levels.

To achieve these objectives, the study adopted a mixed-methods research design. Quantitative data were
collected from audited financial reports of selected commercial banks, focusing on key indicators such as
liquidity ratios, asset-liability maturity structures, and capital adequacy. These were complemented by
qualitative data gathered through semi-structured interviews with senior bank officials, regulators from the
National Bank of Ethiopia, and financial experts. This approach enabled the study to triangulate numerical
trends with experiential insights and institutional practices.

The analysis revealed several critical issues. Many banks experienced a mismatch between short-term
liabilities and long-term assets, which strained liquidity positions during market stress. Fund management
decisions were often reactive rather than strategic, largely due to inadequate risk assessment frameworks and
limited internal capacity. Regulatory inconsistencies and the absence of comprehensive asset-liability
management policies further exacerbated the problem. Interview respondents also indicated that mandatory
bond purchases and credit ceilings imposed by the central bank reduced banks’ flexibility in managing their
funds optimally.
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The study’s findings had multiple implications. First, they underscored the importance of developing proactive

fund management strategies, supported by dynamic liquidity forecasting and integrated risk management
systems. Second, they suggested the need for regulatory improvements, including clearer guidelines on asset-
liability mismatches, minimum liquidity thresholds, and the alignment of monetary policy tools with banking
sector realities. Third, the findings offered a foundation for banks to build internal capacity in financial
planning, improve compliance, and enhance resilience against macroeconomic shocks.

In conclusion, this study filled a critical gap in the literature on banking fund management in Ethiopia and
demonstrated that strengthening these practices could significantly enhance financial stability and contribute
to sustained economic growth. The results offered valuable lessons for policymakers, bank executives, and
development partners aiming to support a more robust and responsive banking sector in Ethiopia and similar
emerging economies.

Keywords: Fund management, Financial Stability, Ethiopian Banking Sector, Mixed-Methods Research
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Introduction consequences and raising concerns about the

overall financial stability of the sector (Sutrisno,

In recent years, the Ethiopian banking sector had 2016). Issues such as non-performing loans

experienced rapid growth and transformation, inadequate risk assessment, and governance

driven by factors such as economic liberalization, shortcomings had been observed (Ferede &

technological advancements, and increased foreign Yigermal, 2018). Additionally, there were

investment (Ferede & Yigermal, 2018). It was
playing a crucial role in the supporting the
country’s growth endeavor and stability by acting
as a financial intermediary, mobilizing savings
from the public, and channeling them into
productive investments. For instance, in 2022/23,
the outstanding deposit and loan of the nation’s
banking sector reached more than birr 2.16 trillion
and birr 1.24 trillion representing 24.8 percent and
14.4 percent from the GDP respectively (NBE,
2024).

Despite its positive trajectory, the Ethiopian
Banking sector faced challenges related to fund
management practices, which had implications for
financial stability. The effective management of
funds in the banking sector was essential to ensure
financial stability and mitigate risks (Muhiuddin &
Jahan, 2018). However, the Ethiopian banking
sector had been facing challenges in fund
management practices, leading to negative

concerns about the effectiveness of regulatory
frameworks and supervision in ensuring sound
fund management practices (Sutrisno, 2016).

Furthermore, the complexity of the financial
landscape in Ethiopia, characterized by a diverse
range of financial institutions and market
participants, adds another layer of challenges to
fund management practices (Ferede & Yigermal,
2018).

Addressing these challenges requires a nuanced
understanding of the dynamics of fund
management practices within the Ethiopian
banking sector. Therefore, a comprehensive
research study could provide valuable insights into
the root causes of these challenges, their effects on
financial stability, and potential strategies for
improvement. By examining factors such as
regulatory

compliance, risk  management

frameworks, and market dynamics, researches
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could offer practical recommendations to enhance
fund management practices and strengthen the
overall resilience of the banking sector in Ethiopia.

Rationale and Significance

The research fills critical gaps in literature and
practice:

e Policymakers: Informs reforms aligned with
Ethiopia’s Financial Economy

e Banks: Guides liquidity management and risk
mitigation strategies.

e Investors: Enhances transparency and
confidence in Ethiopia’s emerging capital
market.

e Literature: Contributes to fund management

studies in Sub-Saharan Africa.
Main Objective

The main objective of this study was to examine
fund management practices in the Ethiopian
banking sector and understand their causes, effects,
and implications for financial stability.

Specific Objectives

e To identify the factors influencing fund
management decisions in Ethiopian banks.

e To assess the effects of fund management
practices on the financial stability of the
Ethiopian banking sector.

e To examine the implications of fund
management practices for the broader Ethiopian
economy.

e To assess the effects of fund mismanagement on
overall financial system.

Research Questions

e What were the factors influencing fund
management decisions in Ethiopian banks?

e What was the effect of fund management
practices on the financial stability of the
Ethiopian banking sector?

e What were the implications of fund
management practices for the broader Ethiopian
Economy?

e What was the effect of fund mismanagement on
overall financial system?

Literature Review

Theoretical Framework
Overview of Fund Management Practices

In the wake of globalization and evolving
economic landscapes, the banking sector had
undergone significant reforms worldwide. These
reforms aim to enhance efficiency, mitigate risks,
ensure financial stability, and promote ethical
practices. This literature review synthesizes
existing research on various facets of banking
sector reforms and their impact on performance,
with a particular focus on Ethiopia and regions
sharing similar economic characteristics.

Fund management practices encompass a diverse
range of activities crucial for the effective
management of investment funds. Drawing from
reputable sources, this overview provided insights
into key aspects of fund management.

e Portfolio Construction: Fund managers
construct investment portfolios by carefully
selecting assets aligned with the fund's
objectives and risk tolerance. Bodie et al. (2014)
emphasize the importance of analyzing potential
returns and risks when assembling portfolios.

e Asset Allocation: Asset allocation involves
distributing fund assets across various asset
classes to optimize risk-return profiles. Brinson
et al. (1986) highlight the significance of
strategic  asset allocation in  portfolio
performance.

e Risk Management: Risk management was
paramount in mitigating potential investment
losses. Techniques such as diversification and
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hedging, as discussed by Jorion (2007), help
identify and manage risks effectively.

e Performance Evaluation: Regular evaluation
of fund performance was essential for assessing
investment strategy effectiveness. Performance
metrics like return on investment and Sharpe
ratio, as outlined by Sharpe (1966), aid in
evaluating relative performance.

e Regulatory Compliance: Fund managers must
adhere to regulatory requirements to ensure
investor protection and market integrity.
Compliance with regulations, as mandated by
regulatory authorities such as the SEC, was
crucial (Securities and Exchange Commission,
n.d.).

e Client Communication and Reporting:
Transparent communication with clients
regarding fund performance and strategy
updates

Theories of fund management

Fund management theories provide a conceptual
framework for understanding how funds were
managed, how decisions were made, and the
potential challenges and conflicts that may arise.
The following theories were central to this
discussion:

e Agency Theory

Agency theory posits that a conflict of interest
may arise between the owners of a firm
(principals) and the managers of the firm
(agents). In the context of fund management:

e Fund managers, as agents, were tasked with
managing clients' investments (principals).

e However, their interests may diverge, such
as prioritizing fees or career advancement
over maximizing client returns.

e Mitigating  this  conflict  requires
mechanisms such as performance-based
compensation and transparency in
reporting.

e Principal-Agent Theory

A subset of agency theory, principal-agent
theory delves deeper into the contractual
relationship between principals (e.g., clients)
and agents (e.g., fund managers).

Key Issues:

e Fund managers might take on excessive
risk to achieve higher returns, knowing that
losses were borne by clients.

e They might also engage in information
asymmetry, withholding critical details
about fund performance or risk exposure.

e Mitigation: Enhanced regulatory
frameworks, regular audits, and -client-
manager alignment of interests (e.g., fee
structures tied to performance) could
reduce these risks.

e Behavioral Finance Theory

Behavioral finance theory challenges the
traditional assumption that investors always act
rationally. It suggested that emotions, cognitive
biases, and social influences impact decision-
making.

Fund managers may exhibit biases such as
overconfidence (overestimating their ability to
predict market movements) or herding behavior
(following market trends rather than conducting
independent analysis).

Understanding these biases could help fund
managers design strategies to minimize
suboptimal decisions, such as adhering to
structured decision-making frameworks.

e Prospect Theory

Developed by Kahneman and Tversky,
prospect theory highlighted the asymmetry in
how individuals perceive gains and losses.

Investors were more sensitive to potential
losses than equivalent gains, which could lead
fund managers to:
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e Avoid risk when facing potential losses,
resulting in overly conservative strategies.

e Chase risk to recover from prior losses,
leading to excessive risk-taking.

e Practical application involves designing
portfolios that balance the psychological
comfort of clients while maintaining long-
term growth objectives.

e Modern Portfolio Theory (MPT)

Modern Portfolio Theory, pioneered by Harry
Markowitz, emphasized diversification as a key
strategy to minimize risk without sacrificing
returns.

Core Tenets:

e Risk could be reduced by combining assets
with low or negative correlations.

e The efficient frontier represents the optimal
portfolio offering the highest return for a
given level of risk.

e Fund managers apply MPT by constructing
diversified portfolios that balance risk and
return according to clients' risk tolerance
and investment objectives.

e Capital Asset Pricing Model (CAPM)

CAPM was a foundational model in fund
management, used to estimate the expected
return of an asset based on its systemic risk
(beta).

Fund managers use CAPM to:

e Assess whether an asset offers a sufficient
return for its risk.

e Optimize portfolio composition by
including assets with favorable risk-return
trade-offs.

e These theories collectively provide a
framework  for  understanding  the

complexities of fund management,

addressing challenges such as risk
management, investor behavior, and

performance optimization. By applying

these theories, fund managers could better
navigate the evolving financial landscape
and achieve long-term client objectives.

Fund Management Practices in The Global
Banking Sector

In the global banking sector, effective fund
management practices were paramount for
optimizing returns and minimizing risks on behalf
of clients. Asset allocation, a cornerstone of this
process, involves strategically distributing client
funds across various asset classes to strike a
balance between risk and return, as highlighted by
Fabozzi and Markowitz (2002). Managing risks,
both known and unforeseen, was another critical
aspect addressed through sophisticated techniques
elucidated by Hull (2012), including diversification
and adherence to regulatory standards such as
Basel III. Regulatory compliance, enforced by
global bodies like the Basel Committee on Banking
Supervision, ensures investor protection and
overall financial system stability (Basel Committee
on Banking Supervision, 2010). Moreover,
building strong client relationships was central to
banks' endeavors, necessitating personalized
solutions and transparent communication, as
emphasized by Kapoor et al. (2016). Leveraging
technological advancements, such as artificial
intelligence and big data analytics, enhances
efficiency and service delivery, as discussed by Lo
and Mueller (2016). Lastly, ethical and sustainable
investing practices, integrating ESG factors into
decision-making, align with the evolving demand
for responsible investment, according to Clark and
Hebb (2005). These multifaceted practices
underscore banks' commitment to navigating the
complexities of the financial landscape while
prioritizing client needs, regulatory compliance,
technological innovation, and ethical
considerations.
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Fund Management Practices in The Ethiopian
Banking Sector

In Ethiopia, much like in other nations, the banking
sector was deeply involved in fund management
endeavors aimed at optimizing returns, mitigating
risks, and addressing the investment needs of
clients (Bodie et al., 2014). However, it operates
within a distinctive regulatory and economic
framework. Here were some fund management
practices specific to the Ethiopian banking sector:

Firstly, asset allocation strategies in Ethiopian
banks encompass a diverse range of asset classes,
including government securities, corporate bonds,
equities, and loans. These decisions were
influenced by regulatory mandates, market
dynamics, and client preferences (Brinson et al.,
1986).

Secondly, risk management practices were
meticulously implemented to identify, assess, and
mitigate various risks inherent in fund management
activities (Jorion, 2007). This includes credit risk
evaluation for loan portfolios, market risk
management for investment securities, liquidity
risk assessment, and compliance risk management
to ensure adherence to regulatory directives.

Regulatory compliance was a cornerstone of
Ethiopian banking operations, overseen by the
National Bank of Ethiopia (NBE) (National Bank
of Ethiopia, 2010). Compliance with NBE
regulations regarding capital adequacy, liquidity
ratios, asset quality, and corporate governance was
imperative for maintaining financial stability and
safeguarding the interests of depositors and
investors.

Client relationship management was prioritized by
Ethiopian banks, with a focus on offering
personalized investment advice, transparent
reporting on fund performance, and timely
communication (Bogle, 2017). Client education
initiatives play a crucial role in enhancing financial

literacy and empowering clients to make informed
investment decisions.

While the technological infrastructure of the
Ethiopian banking sector was evolving, there was a
notable trend towards digital transformation and
fintech adoption (Sutrisno, 2016). Investment in
digital banking platforms, mobile banking services,
and electronic payment systems aimed to improve
customer experience, operational efficiency, and
financial service accessibility.

Moreover, Ethiopian banks were increasingly
exploring opportunities for ethical and socially
responsible investing, incorporating ESG criteria
into investment decision-making processes and
supporting sustainable development initiatives
(Kruschwitz et al., 2012).

Lastly, capacity building and talent development
programs were integral to enhancing the expertise
of fund management professionals in Ethiopian
banks (Muhiuddin & Jahan, 2018). Training
initiatives cover areas such as financial analysis,
risk assessment, regulatory compliance, and ethical
standards, ensuring high-quality service delivery
and regulatory adherence.

These fund management practices contribute to the
overall growth and stability of the Ethiopian
banking sector, facilitating economic development
and advancing financial inclusion initiatives across
the country.

Causes and Effects of Fund Management
Practices on Financial Stability

Fund management practices were influenced by a
range of factors that shape their impact on financial
stability. Regulatory frameworks were a key
determinant, as the design and enforcement of
regulations affect risk-taking behaviors. While
robust regulations promote transparency and
balanced risk management, regulatory gaps could
lead to excessive risks, undermining financial
stability. Economic cycles also play a crucial role,
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as periods of economic expansion often encourage
optimism and increased risk-taking, whereas
downturns drive more defensive and risk-averse
strategies. Similarly, market dynamics, including
liquidity levels and investor sentiment, could push
fund managers toward reactive decisions, such as
fire sales during market corrections, which
exacerbate instability.

Behavioral factors further contribute to these
outcomes, as fund managers, influenced by
cognitive biases like overconfidence and herd
behavior, may make suboptimal investment
decisions that amplify financial instability during
periods of market stress. Technological and
operational inefficiencies in fund management
processes could also hinder effective risk
assessment and decision-making, particularly in
volatile markets. Additionally, globalization and
the interconnectedness of financial systems had
heightened the risk of contagion, where issues in
one market or institution could rapidly spread to
others, emphasizing the critical need for strong risk
management practices.

The effects of these fund management practices
were multifaceted. Effective risk management, as
noted by Chabi (2019), enhances financial stability
by minimizing large-scale losses and systemic
disruptions. Prudent liquidity management, as
explored by Acharya and Pedersen (2005),
maintains orderly markets and prevents price
volatility caused by sudden redemptions or
liquidations. However, poorly managed fund
practices, particularly procyclical behaviors, could
amplify market fluctuations, with excessive risk-
taking during booms and fire sales during
downturns contributing to systemic risks, as
highlighted by Borio et al. (2001).

On the positive side, effective fund management
practices could support financial inclusion and
broader economic development by expanding
access to financial services and improving financial

literacy, as noted by Allen et al. (2016). This fosters
trust and confidence in the financial system, which
was critical for stability. Conversely, poor
practices, such as inadequate risk controls or
misaligned investment strategies, could erode
institutional stability and trigger wider market
disruptions. Therefore, addressing the causes of
inefficiencies in fund management practices was
essential to mitigate adverse effects and build a
resilient and inclusive financial system.

Empirical Review

Banking sector reforms encompass a range of
measures aimed at modernizing financial systems
and improving the functioning of banks. Studies,
such as those by Muhiuddin & Jahan (2018) in
Bangladesh, underscore the importance of reforms
such as private ownership promotion and the
adoption of Basel norms. These reforms target
issues like weak asset quality and inadequate
provisioning, thereby enhancing the resilience and
competitiveness of banks. Efficient risk
management practices were crucial for bank
stability and performance.

Research, such as that conducted in Indonesia's
Islamic banking sector by Sutrisno (2016), delves
into the intricate relationship between efficiency
and risk management. Factors like non-performing
financing and liquidity risk significantly impact
banking performance, emphasizing the need for
robust risk management frameworks. Common
challenges in fund management pose substantial
obstacles to banking sector performance.

Quader et al. (2020) identify issues like inadequate
risk management, inefficient fund allocation, lack
of transparency, and weak regulatory structures.
Addressing these challenges was imperative for
enhancing the effectiveness and credibility of
banking institutions. Fund management practices
play a pivotal role in ensuring financial stability
and fostering sector development.
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Etudaiye-Muhtar & Ahmad (2014) highlight the
correlation between banking sector development
and corporate capital structures, as observed in
South Africa. Understanding these dynamics was
crucial for formulating policies that promote
sustainable economic growth and stability. Ethical
practices were foundational to maintaining public
trust and ensuring the long-term success of banks.
Todri (2013) examined the Albanian banking
system, illustrating how ethical lapses in lending
processes could erode trust and stability.
Upholding ethical standards was essential for
fostering a sound banking environment conducive
to economic prosperity.

Factors Influencing Fund Management
Practices

In the Ethiopian banking sector, fund management
practices were shaped by a complex interplay of
regulatory requirements, investment objectives,
investor

market  conditions, preferences,

technological ~ advancements, and  ethical
considerations. The National Bank of Ethiopia
(NBE) stands as the central authority, setting
directives that dictate capital adequacy ratios,
investment limitations, and disclosure standards.
Compliance with these regulations, detailed by the
NBE, was foundational to ensuring financial
stability and investor protection. Simultaneously,
investment objectives, as elucidated by Gebrehiwot
(2018), guide fund managers in tailoring strategies
to meet clients' diverse financial goals, whether
centered on wealth preservation, income
generation, or capital appreciation. Market
dynamics, analyzed by Abate (2019), exert a
significant influence on fund management
decisions, prompting adaptability to economic

indicators, interest rate fluctuations, and
inflationary pressures.

Moreover, investor preferences and behaviors, as
explored by Tadesse (2019), play a pivotal role in
shaping fund management approaches. Fund
managers must consider factors such as risk
tolerance and investment horizons when designing
strategies and selecting asset classes to ensure
alignment with clients' individual needs and
objectives. Technological innovations, as observed
by Belayneh (2018), were revolutionizing fund
management practices, with the adoption of digital
banking solutions enhancing operational efficiency
and expanding access to financial services. This
shift towards digitalization underscored the sector's
commitment to improving customer experience
and service delivery in an increasingly
interconnected world.

Additionally, ethical and socially responsible
investing practices, as emphasized by Tefera
(2019), were gaining traction, with ESG criteria
guiding investment decisions to align financial
objectives with sustainable and socially conscious
principles. This reflects a broader global trend
towards  responsible investing, = wherein
environmental, social, and governance factors were
integrated into the investment decision-making
process. Collectively, these multifaceted influences
shape the landscape of fund management within
the Ethiopian banking sector, driving strategies that
prioritize regulatory compliance, client
satisfaction, market responsiveness, technological

innovation, and ethical stewardship.
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Conceptual Framework

This study was conceptualized as follows

Market Liquidity

Financial Inclusion

Investment Strategies government
securities, bonds, equities, loans)

Risk Management Practices
Regulatory Compliance
Client Relationship Management

Technological Innovation

Financial Stability

Bank Size
Bank Type

Figure 1 : Conceptual Framework

Source: Compiled By The Researcher Based on The Literature

Research Methodology

Introduction

This study employed a mixed-methods research
framework to examine fund management practices
in Ethiopian banks and their impact on financial
stability. The methodology integrated theoretical
foundations with empirical data collection and
analysis techniques to ensure a comprehensive
investigation of the research problem.

Research Approach

Following Creswell's (2009) framework, the study
adopted a mixed-methods approach that combined:

e Quantitative analysis of financial indicators to

objectively measure fund management
effectiveness

e Qualitative exploration through interviews to
understand contextual complexities

This

validation and in-depth interpretation of findings.

dual approach enabled both statistical

Research Design

The study
descriptive-explanatory design (Kothari, 2004)

implemented a cross-sectional

with two key components:

e Descriptive Design:
e Systematically documented current fund
management practices
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e Provided baseline measurements of key
financial ratios
Explanatory Design:
e Investigated causal relationships between
practices and stability indicators
e Examined underlying reasons for observed
phenomena

Research Philosophy

The research applied a pragmatic philosophy that:

Incorporated both positivist (quantitative) and
interpretivist (qualitative) paradigms
Prioritized practical outcomes over
methodological purity

Adapted methods to address specific research

questions

Data Sources and Types

Collection
Data Type Source
Method

Primary [+ NBE officials |e Structured
* Bank interviews
employees * Questionnaires
* Banking
customers

Secondary | Bank financial |+ Document
statements analysis
* NBE * Archival
regulatory research
reports

Sampling Strategy

e Target Population

The study population comprised:

e All commercial banks operating in Ethiopia
e Banking professionals

e Sampling Techniques

Quantitative Component:

e Used probability sampling of banks through
stratified random sampling

e C(alculated sample size using Yamane's
formula:

text

n = N/(1+N(e?))

Where:

n = sample size

N = population size

e = margin of error (5%)

Qualitative Component:

e Applied purposive sampling to select key
informants:
e Senior bank managers
e NBE regulators
e Financial experts

Data Collection Instruments

Quantitative Tools

e Developed structured financial data
extraction forms

e Administered Likert-scale questionnaires
(5-point scale):
e Section A: Demographic data
e Section B: Fund management practices

e Section C: Stability indicators
Qualitative Tools

e Conducted semi-structured interviews
using guides covering:

e Theme 1: Regulatory environment

e Theme 2: Operational challenges

e Theme 3: Improvement opportunities
Validation Measures

e Conducted Cronbach's alpha reliability
testing (achieved a. > 0.7)
o Completed expert review of instruments
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Data Analysis Methods
Quantitative Data:

e (alculated descriptive statistics (SPSS v26)
e Performed regression analysis
e Developed liquidity risk models

Qualitative Data:

e Conducted thematic analysis (NVivo 12)
e Executed content analysis
e Triangulated with quantitative findings

Findings and Discussion

Key Findings

e Asset-Liability Mismatches : Most of of banks
held long-term assets against short-term
liabilities, exacerbating liquidity stress.

e Regulatory Constraints : Mandatory bond
purchases reduced fund flexibility (cited by
most of interviewees).

e Technological Gaps : Limited Al adoption
hindered risk forecasting.

Conclusion and Recommendation

This study demonstrated that robust fund
management practices are pivotal for Ethiopia’s
financial stability. By addressing regulatory,
operational, and technological gaps, banks can
enhance resilience and support economic growth.

e Strengthen Basel IlI-aligned liquidity rules.

e Incentivize fintech adoption (e.g., Al-driven
analytics).

e Provides the first comprehensive assessment of
fund management-stability linkages in Ethiopia

e Develops a novel regulatory impact assessment
framework

e Offers context-specific recommendations for
emerging African economies
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