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RiskAppetite: 2006 UK FSA

Most firms havedocumented their approachfor risk
managementthrough risk policies/ procedured risk
appetite.

However, «risk appetite » is not well understood
throughout many firms to alevel of clarity that
provides areferencepoint for all material decision
making.

A big stepexistsbetweendefining and applying risk
appetite.

UK FSAlnsurance SectorBriefing, Risk Management
In Insurance, 2006
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RiskAppetite: 2008 UK FSA

For insurers demonstrating a strong integration of risk
and capital management:

. Clearly articulated and quantified risk appetite,
tolerances and trigger points for eachrisk.

. Processesre set toasses®n acontinuous basis thelevel
of risk appetite.

. Coherentand well articulated processedo actively

managerisk exposuresthat exceedrisk appetite: risk
monitoring.

. UK FSAInsurance SectorBriefing, 2008



RiskAppetiteand ERM




/ —

Strategy

Objectives: markets, products and services,
distribution channels stakeholders

Financial goals:
. Capital goals in relation to solvencyissues.
. ROA and ROEwithout considering risk taking.
- RAROC ifintegrating risk taking into the strategic
framework.
- Value creation goals if objectiveis to maximize
OE A OA E:l EmbBelided \@lue.
Non Financial goals:customer satisfication, corporate
social responsibility objectives.
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ERM Framework

Enterprise risk Policy:
. All existing key risks: financial/ operational/business/strategic
. Emergingrisks: « known and unknown risks »

Champion of Risk. CROwho caninitiate a discussion of

risk appetite at the Board/top management level,
supported by acentralized risk unit.

Risktechnology: control of risk taking through risk limits,
risk reporting through adashboard

Businessesrisk managementat the unit level.

Audit/ Compliance: independent oversight of the risk
framework.
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RiskAppetite: Evolution

Turnbull Report: Risk appetite reflected indirectly by
« thoserisks which are acceptable» UK 1999.

COSO l:Focusedon internal controls only. 1992

COSO Il ERM:Give managementreasonableassurance

that strategic objectiveswill be met within risk appetite.
2004

CAS ERMDefinition : Processto managerisksto create
value. Risk appetite not explicit but indirect.

Solvencyll: Risktolerance limits and businessstrategy
must be defined.

UK FSAPrudential Regulations Risk appetite defined.

ISO 31000RiIsk appetite is defined indirectly in relation to
value creation and risk acceptabillity.
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RiskAppetite Definitions

COSO Il ERM:Amount of risk that an entity is willing
to acceptin pursuit of value.

Would add: «in line with the Z/£E OstraieQic objectives
taking into the capability of its ERM framework.
Similar to a mission statement but focusedon risk:

- Impact that risk can have on thecapacity of the firm to
attain its strategic objectives.

. Definesboundariesof what is « too much » or «too
little » andwhat is « acceptable» or « non accpetable»
in relation to the AEE Ostrade@ic objectives.
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RiskAppetite: AnotherView
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Value ofArticulatingRIskAppetite

Allow a FI to:
. Clarify desiredrisks: retained and non retained .

. Set thetone from the Top. Preferableto a bottom -up
approachwhich tends to overemphasizeexisiting risks.

- Estimate/ Assesgheir impact, both financial and non
financial z ex. socialresponsibility z

. Evaluation of risks, not avaluation of risks!

- Establishclearly the risk preferencesof the company:
Are we risk averse risk takersin light of potential
returns?
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Value ofArticulatingRIskAppetite

Set a consistent communication - transparency- from
management to :

- Businessunits/product lines

. External parties:
- Shareholders candiversify awayif they A T Tlikke@!
. Regulators Part of Pillar 1l and Ill of Solvencyll/Basel II.

. Other stakeholders Employeesmay not want to be part of
your organization. Ex.Army! Customersaswell.
- Recentexample AlIG only mentions the word risk
appetite without everelaborating about it in their
official published documents.
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Value ofArticulatingRIskAppetite

Top zdown approch is preferable because
Stakeholders Grequirements are discussedexplicitely among board
members.

Allows a more balancedview of risks instead of just focusing on one
group: credit agencies financial analysts employees shareholders
regulators, customers, societyat large!
More forward looking:
Introduces forward thinking in terms of desired risk profile, not just
existing risk profile!
Canlink risk appetite with strategic goals andrequired capital to
support growth and risks.

Board membergmanagement are on thesamepage onrisk
appetite.

Managementcanthen react/take action if the risk profile exceedsis
below its desired/target risk appetite.
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Risk preferencesof individual board members/management:
Risk averse vgisk takers.
Risk Averse TypeBoard:
Focuseson « valuepreservation ».
Reducesearnlngsvolatlllty ;
Low impact of extreme eventd
.« Keepus out of trouble » We A T Twar®surprises!

. Concernsabout legal fines, external scrutinity if they take too much
risk.

- Wants to keeptheir desiredratings.
Usually found in mutuals.
- Wants to preservecapital. Lessconcernedabout capital efficiency.

Incurring lossesis perceivedto be negative. $ | 1 corSiderthe gains
realized before lossesoccured.
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Stakeholder® L y FBodr$ v
Risk Taker Type Board:

. Focusedon «Value Enhancement ».
- Considersrisk vsopportunity relationship.
- Focuseson higher returns and risks.

- Anticipates « newer » risks, capitalizeson them, optimizes
the risk/return relationship. Concept of efficientfrontier!

- Optimizes use of capital. Capital management andaisk
management aredone proactively.

- Usually found in public companies

. When risks materialize, board O E | O Ipakic id vithin target
risk appetite! Riskand lossesare not viewed asnegative!
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Stakeholder® L Yy T Redofasr®

Risk preferencesof the local/global regulators:

- Asian: stricter, more rules based

. European more principle based

. US: morerules based Stricter on Admitted asseth 8

. Singleregulator - OSFI/UK FSAz vs adiversified group
of regulators z US SEC, NAIC, OCC, OTS, FED, FDIC

My prediction: USwill tend towards a «single
regulator model >»common view, not one organization!

- Internationally : Moving towards « college »
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Risk preferencesof rating agencies
. Impacton agencie® OAOEIT Cq
. Financial Strength or Claims Payingabillity.

- If risk appetite is expressedsolely as «desired AA rating »,
constraints immediately risk appetite to a certain overal
probability of default/ruin.

. 3 0 BRM evaluation method:
. Risk Appetite is part of their Governance evaluation:
« Clearlyarticulated risk tolerance is a key factor. »
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Risk preferencesof :

. Employeed customerg/clients/ policyholders:
. Riskof loosing key employeesif taking too much risk!

- WIll customersbuy our products if the firm may not longer be
thereto servicethemET OEA EOOOOAe %o38

. In a pension plan, ratio of projected active/retired employees
would certainly affect your desiredrisk appetite.
- SharehOlders:
- If long-term/passiveinvestors, may be willing to tolerate more
risks.

- Political groups/media/advocacygroups.
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« RiskAppetite»: Components

Risk Capacity.
- Maximum amount of risk that an enterprise is able to accept
In line with its mission/values/strategic goals.

Risk appetite per se:

- Overall statementabout the amount and type of risk that an
enterpriseis willing to acceptin line with its strategic goals.

Risk Target: Optimal level of risk desired.

Risk Tolerance: Max/Min amount of risk for each
class/subclass of risk.

Risk Limits/Budgets: Thresholds not to exceedmin to
accept

Not all firms have allthesecomponents!
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ComponentsRiskCapacity

Influenced by the quality of its risk managementframework and processes

Overall ERM effectiveness Sourcescould be an external view asassessedby a rating
agency external governancescore.

Management of pastlosses especiallyunexpectedand risk transfer options.
Influenced by the amount and quality of its capital structure or Value of the business:
Amount : measuredby RBC, ratingagencie®required capital, economic view.
Quality : Tier 1 versus Tiers 2 & 3 capital.
Liquidity of capital: sources andavailability particularly in times of stress.
Access to centralbanksdliquidity facilities: USrecent history with AIG for ex.
Systemicview by governments/ markets:
Too big too fail! Too big to rescud
Think of how Iceland wasaffected by the combined effect of risk appetite of its
bankson the country itself.

Value: Value of the business model t@menerateeconomicvalue.
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ComponentsRIskAppetite

Lower than Risk Capacityand if focusedon downside risk:

Defined as acceptable/non acceptablevolatility of capital -
quantitative component/ metric Z over a certain horizon for certain
risks deemedto be acceptable/non acceptable z qualitative component

Quatitative metric: prob of ruin/ certain target rating/ minimum
regulatory capital ratio

Goldenrule on acceptable/non acceptablerisks:

- Would our stakeholdersbe surprised if we annoncedlossesdue to this
risk? Think of AlG with credit derivatives!

Focusedon existing balancesheetrisks/ preservation of capital.
Capital centric statement.

Ex. «Level of risk that resultsin no more than a 0,1% chance ofailure
over a oneyearhorizon, where failure is defined asloosing 100% of
capital, measureby US GAAP. »
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ComponentsRIskAppetite

If focusedon downside /upside risk:

Defined as an acceptable/non acceptablevolatility of
value - quantitative component/ metric z over a certain
horizon for certain risks deemedto be acceptable/non
acceptable.z qualitative component 7

Value metric: could be economic value/embeddedvalue
basedon discounted earnings/'cash flows at WACC.

Focused not only on existing balancesheetrisks but also
takesinto accountemergingrisks in line with strategy.

Value centric statement, but not necessarilyoptimizing
risk/return relationship asit expressesisk preferences

Tendstowards a portfolio view of risks.



