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ERM in Georgia
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Businesses nowadays operate in an entirely different environment
than in the past 20 years. Business risks became more complex, diverse
and dynamic. Implementing Enterprise Risk Management (ERM) in this
environment is no longer a choice. In the current economic climate, com-
panies must be ready to respond to risks at all levels of their develop-
ment. Enterprise risk management is a relatively new science. There is
confusion about the meaning of enterprise risk management in different
organizations and countries. There is no commonly used explanation of
enterprise risk management, or a classification of enterprise risks and
management process steps. It has been very difficult for companies and
scientists to agree on a common language for the topic. Nonetheless, it is
clear that an integrated enterprise risk management approach has many
advantages and benefits and therefore companies recognise ERM as a
critical management issue.

There has been a significant increase of interest in Enterprise Risk
Management and many companies are in need for comparative bench-
mark data on ERM. Many international consulting companies study ERM
issues and provide consultations about ERM issues to companies as an
integral part of their services.

Several global surveys were conducted in the recent years, the most
interesting of which are the following: (1) Delloite (2008), Perspectives
on ERM and Risk Intelligent Enterprise; (2) AON (2010), Enterprise Risk
Management Survey. Our comparison of these surveys leads to the con-
clusion that important drives of ERM development are often the same.
The key reasons for ERM are in particular regulation, regulatory compli-
ance and Rating agency/ financial institution requirements. Other drivers
are unanticipated losses, best practice, improved performance and deci-
sion-making, CEO impetus, and external stakeholder pressure.

In Georgian companies, enterprise risk management is not devel-
oped because of a variety of external and internal factors. Studying Enter-
prise risk management is of crucial importance for businesses to increase
companies’ value for shareholders and the society. In the long term, a
more active ERM planning in Georgia will have positive economic and
social effects for a country in development.
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Enterprise Risk Management Theory

The term “risk” has numerous explanations and it is important to
separate it from uncertainty. Uncertainty is a lack of certainty that re-
sults from a lack of knowledge and the impossibility for measurement.
Risk is related to the potential change of the state (of any object including
business) where some possible outcomes have an undesired effect or entail
a significant loss. Risk can be measured by using objective probabilities
that are based on statistical and historical data and subjective probabili-
ties that are based on persons’ experience, knowledge and expertise.

Risks are characterized by diversity. New risks emerge as a result of
economic and technological development of the modern world. At the
same time, very often the same risks are defined by different terms.
Sometimes, it is extremely difficult to separate different types of risks
from each other, as there is a close cause-effect relationship between
them.

There are four major factors for the classification of enterprise
risks: Scale, level of acceptance, economic content, and risk sources. We
think that in terms of enterprise risk management, it is desirable to clas-
sify risks by their sources and we agree with the opinion that the two ma-
jor sources of risks are the organization’s internal area and the business
environment. Risk factors from internal sources include operational, fi-
nancial, and technological risks. Risk factors from the business environ-
ment include economic, social, environmental, legal, political, and market
characteristics. However, we deem it expedient to single out strategic
risks as a separate risk group from micro risk factors.

Risk management was established as an independent science in the
second half of the 20t century and each stage of its development was
related to some great industrial disaster. Enterprise risk management is
based on the traditional risk management concepts with one major differ-
ence, namely that enterprise risk management provides an integrated
management tool of all enterprise risks.

Enterprise risk management is part of the organization’s manage-
ment strategy that aims at reducing the risks. Management and monitor-
ing of various risks is not carried out individually, but in a coordinated
way. As a result, the company can gain a long-term competitive advan-
tage. Enterprise risk management increases the company’s value for the
owners of the company and generally for the public.

Risk management process consists of six stages: Environment and
company analysis, risk identification, risk measurement and prioritiza-
tion, risk evaluation, planning of the risk reduction, management and
monitoring. Each of these stages is an individual process with its own
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goals, inputs, outputs, controls, mechanisms and activities. Success on one
stage is the basis for the next as the output of the previous stage serves as
the input for the next stage. There is a variety of useful mechanisms and
activities for each stage that are developed recently. We believe that the
most optimal result is achieved by defining the fifth stage (which is also
defined to be risk reaction, risk response planning, risk management,
etc.) as the risk reduction planning stage, a during this stage a particular
strategy is selected about how the company should reduce the risks.

There are six major strategies of risk reduction: Diversification, risk
avoidance, loss control, risk transfer, risk reassign, and risk retention. For
different types of risks, on certain strategy or a combination of these
strategies is used.

ERM in Georgia and activities to support its development

Based on the results of the ERM survey held in Georgia, which was
conducted in the frame of the doctoral program last year, we can con-
clude that enterprise risk management is not developed in Georgia’s busi-
ness companies even at the basic level. The most important factors for the
absence of ERM in Georgia are the following: (1) Failure of the company
owners to properly assess the goals and benefits of enterprise risk man-
agement; (2) lack of support from managers. In addition, we can mention
the peculiarities of the management structure of the companies, particu-
larly, the fact that, very often, the owners (shareholders) and directors of
the companies are the same people.Other factors include the following:
(3) Absence of urgency proceeding from market position and business
environment conditions - lack of competition on the market; (4) due at-
tention is not paid to risk management in a business plan while issuing
loans by financial organizations; (5) absence of requirements in Georgia
(except for certain sectors, such as banking) posed by the regulatory enti-
ties for corporate governance. As internal control and risk management
are subsets of corporate governance, there is no regulation governing
them.

It is of crucial importance for Georgian companies to develop an
Enterprise Risk Management Office. This would not be an easy task; how-
ever, taking into consideration the available foreign experience on this
subject and an understanding of the benefits an ERM Office can generate,
the establishment of such an office is worth the expenses and efforts. In
the following part of the article, we will try to define the major factors
and processes that companies should take in consideration for the forma-
tion of the Enterprise Risk Management Office.
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Georgian Companies - Formation and Functioning of Enterprise Risk
Management Office

Companies have different attitudes towards risks. These attitudes
can be summarized on the basis of their risk tolerance as risk-seekers,
neutrals and risk-avoiders. Risk tolerance of the companies and their risk
management process depends on the following characteristics: Interests
of company owners and decision makers, peculiarities of corporate gov-
ernance, system of compensation for decision makers, size and organiza-
tional structure of the company, company’s culture (Damodaran, 2008,
pp- 340-365).

Enterprise risk management is a difficult, painstaking and, fre-
quently, very expensive process.

While developing the enterprise risk management program, we
should answer the following questions:

1. What is the ERM program goal?

2. How should the risk management office look like and what par-
ticular place should it take in the company’s organizational
structure?

3. Which particular instruments are used for identification, risk
measurement and prioritization, risk evaluation, risk reduction?

The ERM program goals may be the following: Development of opti-
mal mechanisms for risk management, promotion of implementation of
corporate strategies, growth of transparency and accountability, preven-
tion of critical risks, giving due consideration to the risks in decision-
making process, observance of the company values by the owners, reveal-
ing new opportunities, increase in operational efficiency, etc. Selection of
the goal depends on the stage of the company’s development and differ-
ent factors.

The second question entails the determination of the participants in
the risk management process, their duties and responsibilities. Generally,
all employees of the company are program participants, though it is de-
sirable that responsible persons are those holding particular positions.
Corporate governance codes of various countries provide general princi-
ples of responsibilities for the participants of the risk management proc-
ess.

The key participants of the EMR are the following: Board of Direc-
tors - BOD (audit committee, risk committee), Chief Executive Officer -
CEOQ/ Executive director, Enterprise Risk Management Executive chief
risk officer - CRO, chief financial officer - CFO, risk officers and internal
audit officers, managers, heads of departments, project coordinators, and
team leaders.

The BOD is responsible for determining the company’s strategic and
critical risks, supervising risk management process and preparing a re-
port for the owners. The responsibilities for concrete issues can be dele-



192 CJSS Vol 5,1Iss. 1 Business and Economics

gated to the audit and risk committees. The BOD should discuss existing
and new risks at least once a year and especially in the process of strate-
gic planning it should provide (1) compliance of ERM program with a
strategic plan; (2) optimal compliance of risk management centralization
and decentralization; (3) moderate regulation of risk management. A sys-
temic approach towards risk management and close mutual relations
with other services stipulates that the relations between all services
should be strictly determined; it is also necessary to determine the rights
and obligations in various management offices.

The risk management office should be strictly subordinate to the
regulation in place and the possibility of its development should be envis-
aged as well. Therefore, it is essential to find a balance between regula-
tion and the freedom of creative initiatives.

In a modern company the role of ERM, which envisages manage-
ment and monitoring of various risks (both internal process and external
environmental risks) which are coordinated not individually, but under a
joint strategy, effectiveness is optimized when the top management car-
ries out the coordination of risk management in the organization
(executive director or his/her deputy), while each employee should con-
sider risk management as a part of his/her job. The executive director is
the most important representative of the managerial staff, since he/she
coordinates the entire process of risk management, makes strategic and
tactical decisions and provides duly delivery of reliable and comprehen-
sive information to the Board.

The executive director can create the risk management office or
delegate this function to the chief risk officer or the chief financial officer.
An executive manager (the name of the position has no decisive impor-
tance), who has relevant business skills and can search risk-related infor-
mation from various sources, should be instructed to develop and imple-
ment the enterprise risk management strategy.

The risk management office should be directly subordinated to the
executive director. It is desirable that the risk management office is cre-
ated in the following composition: Information-Analytical Department
(risk identification; measurement and prioritization; risk assessment),
Risk Reduction Planning Department, Risk Control and Monitoring De-
partment, etc.

Risk officers perform various duties within the frame of the risk
management office, while audit officers conduct monitoring of the imple-
mentation and efficiency of the ERM program.

As far as top managers, heads of departments, project coordinators
and team leaders are concerned, they are responsible for managing the
risks (risk identification, accountability, etc.) in accordance with the pur-
poses of their positions.
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[t is essential to involve the heads of all departments in the process
of development of the ERM program. It is important for the heads of all
departments (other services existing in the company) to deliver informa-
tion about risks (presentation of risk management program) and to pro-
vide their feedback.

Formation of risk management office requires studying of the com-
pany’s organizational structure. It is urgent that ERM is included in the
formal corporate governance framework. It is especially important that
information about risks is integrated into the decision making process by
the Board and involve ERM in the business continuity plan (risk manage-
ment plan is a part of business continuity at a pre-crisis stage).

Obviously, it is impossible to involve all ordinary employees in the
process of program development, but it is necessary to develop a mecha-
nism through which an employee will be able to deliver information to
the management for the identification of any risk. Frequently, some risks
remain unknown to the managers and the employees should notify them
about it. Such initiatives on the part of the employees should be encour-
aged that will give them further motivation to watch business processes
and developments closely and to cooperate with the managers in case of
identification of a particular risk, or careful consideration of the risk re-
duction strategy.

Moreover, it is expedient to involve all leading stakeholders, such as
key providers, consumers, partners, financial institutions, in the process
of EMR program development. Furthermore, at the stage of risk measure-
ment, assessment and development strategy of risk reduction, it is urgent
to involve independent experts, who will make impartial conclusions.

To increase the efficiency of risk management office, it is important:

(1) To provide constant raising of qualification of the head and the
employees;

(2) To bring job characteristics in compliance with staff capabilities;

(3) To constantly develop the principles of staff motivation;

(4) Since the staff provides information delivery and processing, their
studying and upgrading should take place on a regular basis.

The key basis for the success of the enterprise risk management
office is human resources. The staff working for the office should neces-
sarily have a relevant education that requires the existence of special re-
training and certification programs, have a good knowledge of the stages
of risk management process and their interconnection, be familiar with
the methodology used for risk assessment and reduction, have sufficient
knowledge about statistical analysis and probability concepts, maintain a
balance between theoretical knowledge and practical experience, effec-
tively direct working meetings, which are held at various stages of risk
management process while using various methods and with the partici-
pation of all stakeholders or experts (for example, upon conducting
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SWOT analysis, analyzing the scenarios, etc.), try to improve the used
methods and introduce modern methods, create and update business reg-
ister, use various methods of information delivery (suh as strategic risk
map, strategic goal tracking board, etc., and also standard documents), be
able to determine and implement risk management policy and proce-
dures.

The introduction of information-computer technologies (computer
software) has a crucial importance for the development of a risk manage-
ment office. Development of information technologies promotes the effec-
tive and quick solution of managerial decisions as well as processing of
database (risk register).

Each stage of the ERM process - business and environmental analy-
sis, risk identification, measurement and prioritization, risk assessment,
risk reduction planning, risk management and monitoring - is necessarily
accomplished by communication, through which information is ex-
changed at the internal organizational level and between the organization
and the environment. Proper organization of communication is a corner-
stone for risk management. During risk management, it is essential:

(1) To constantly provide risk management office with reliable
information;

(2) To observe and periodically study external environment and
behavior of competitor enterprises;

(3) To establish effective mechanisms of collection, updating and
availability of relevant data related to risks;

(4) To observe all types of risks and yielded results and to create
a uniform information base (risk register);

(5) To select simple and established parameters for measure-
ment of strategic business goals, risk controls and risk drivers;

(6) To provide confidentiality of information.

Accuracy of any calculation depends on the selected model and
proper implications, as well as a moderate use of historical data. It is de-
sirable to use scenario analysis and historical simulation simultaneously.
It is logical that while assessing the risks, quantitative methods give a
more accurate assessment about the risks, though frequently this is im-
possible due to a lack of available data. It should also be noted that it is
not always necessary to use quantitative methods for assessment; some-
times, identification of a critical risk is enough for the development of a
risk reduction strategy. Therefore, it should be defined in which particu-
lar cases the risks should be measured either by quantitative or by quali-
tative methods.

As soon as the company identifies and assesses the risks, risk reduc-
tion planning should start. The risk reduction planning stage covers the
following activities:
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(1) To determine, whether obtained information is enough and
to conduct additional researches in case of necessity;

(2) To develop several alternatives to each particular risk reduc-
tion strategy;

(3) To assess the value of strategy implementation and to com-
pare it with the amount of losses;

(4) To elaborate a schedule during strategy implementation;

(5) To define the risks and difficulties emerging in the process of
strategy implementation;

(6) To develop key risk indicators (KRIs) and early warning indi-
cators (EWIs).

As mentioned before, there are several risk reduction strategies. A
company selects its strategy depending on numerous factors of which the
most important are: (1) Types of risks, with consideration to their prob-
abilities and impact/losses, (2) expenses to be defrayed for the imple-
mentation of the strategy.

In the conditions of a transitional economy, such as in Georgia, com-
panies and investors mostly use two methods of risk reduction: Risk re-
tention (that is cold self-insurance and means creation of the ,,risk” fund
to cover losses) and insurance. Generally, the use of risk retention
method is more effective when the size of the "risk” fund is small, or when
investing in various assets becomes less profitable. We can discuss the
advantages of risk retention from economic and managerial points of
view. Economic efficiency envisages saving of insurance premium and,
respectively, reduction of expenses, as well as opportunities to receive
revenues for the reserve fund, saving of money as a result of detailed ob-
servation of losses in the past, etc. From the managerial point of view, we
can distinguish the growth of flexibility of risk management, maintenance
of control on money assets, etc.

Insurance was and still remains the most widespread method of
risk management throughout the world. In Georgia insurance is often the
only strategy, which most companies use to reduce the risks (although
only for a few risks). The insurance market in Georgia is its development
stage; the types of basic enterprise risk insurance are provided by insur-
ance companies, though there is actually no demand for some of them.

As far as the second issue is concerned - i.e. determining and con-
sidering the expenses necessary for the implementation of the risk man-
agement strategy - it can be argued that ERM should be cost effective.
However, at the same time, there are frequent cases where companies
agree to bear expenses for the creation and implementation of more ex-
pensive models and strategies because in this process they generate in-
formation to their own companies that eventually assists them in making
strategic decisions (quality of decisions increase).
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The final stage of risk management process is management and
monitoring. Monitoring organized correctly provides granting of neces-
sary independence to the employees, on the one hand, and avoiding of
mistakes, on the other.

In order to promote the development of enterprise risk management
in Georgian companies, it is essential that various stakeholders, such as the
state, the financial sector, educational institutions, non-governmental or-
ganizations, and think tanks carry out relevant measures.

The Role of the State
State support is important and essential, especially in the condi-

tions of a transitional/developing economy. In order to provide further
development of enterprise risk management it is urgent:

1.To promote the growth of competition. Promotion of competition
will provide the development of companies’ management in the long
term; the owners will pay more attention to risk assessment and manage-
ment.

2.To focus on the Free Trade Agreement with the European Union and
to promote the compliance with the EU standards.

3.To improve the Law of Georgia on Entrepreneurs and other laws.
Legislation should promote business in the following directions: (a) im-
provement of the companies’ management structure, (b) introduction of
internationally recognized principles of corporate governance, (c) obliga-
tion of concluding written agreements between counteragents on particu-
lar business operations and elaboration of the rules of submitting neces-
sary information for the agreements, (d) restriction of frequent changes
to the Tax Code and business-related laws, (e) introduction and obser-
vance of necessary security norms that is especially important in con-
struction and processing industry.

4.Promotion of the necessity of ERM on the part of the Ministry of
Economy and Sustainable Development of Georgia and other state agencies.
It is essential to demonstrate the importance of enterprise risk manage-
ment to businesspeople. This can be achieved in the following ways: (a)
existence of risk management system in the company and adequacy of
risk management process can serve as one of the evaluation criteria while
holding various business competitions, (b) require the existence of risk
assessment and management mechanisms in the companies while hold-
ing various tenders on state procurements, especially when the work to
be done and the commodities are expensive, (c) in the process of privati-
zation, as well as in the process of submitting investment projects and
carrying out talks with the investors, it is essential that the authorities
focus on the urgency of risk management, (d) it is important to imple-
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ment relevant projects to promote the development of corporate govern-
ance.

5. Promotion of the development of financial markets. In terms of risk
management, it is especially important to develop insurance and securi-
ties markets in the country.

The Role of Educational Institutions, Non-Governmental Organiza-
tions and think tanks

To introduce enterprise risk management and the related special-
ties;

To create textbooks in the Georgian language; to create a dictionary
(English-Georgian) on risk management terms;

To develop a course of trainings on risk management (similar
courses exist in respect of the financial sector, though not for other sec-
tors) for businesspeople and other interested persons;

To conduct researches in the sphere of risk assessment and man-
agement by economic sectors as well as to develop relevant recommen-
dations;

To deliver information to the founders of the companies about the
best practices of risk management; to discuss particular successful busi-
ness cases with them; to draw their attention to the importance of risk
assessment in business planning.
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