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Risk appetite:
A key
management tool

Solvency Il requires insurers

to align their risk taking with a
clearly articulated risk appetite,
creating an opportunity to turn
risk appetite from a conceptual
nicety into a practical and
valuable management tool.

1 ‘Strengthening enterprise risk management for strategic advantage’, published by Committee of Sponsoring
Organizations of the Treadway Commission (COSO) in April 2009.
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The notion of a risk appetite has been
around for many years. However, it has
tended to be a relatively high-level concept,
with few insurers having comprehensively
rolled it out into business as usual.

Now, the way risk appetite is formulated
and applied within the business is changing
as it comes to be seen as one of the key
links between risk and reward. It is
extremely difficult for an insurer to make
the right decisions, demonstrate that it
understands its exposures and ensure that
it is managing them appropriately if it
cannot articulate how much risk it seeks to
take and how much risk it is able to take.

Solvency Il requirement

Risk appetite is a foundation requirement

of Solvency Il. There are around 20 separate
references to risk appetite in the framework
directive and consultation papers. They
touch on almost every aspect of the
business, ranging from risk modelling and
measurement, through management
information, and right into the heart of
strategy in areas such as product
development and market communications.

In turn, analysts and rating agencies are
keeping a close eye on insurers’ risk
appetites and how they are applied. The
ability to articulate risk appetite and show

‘Unless the board fully understands the level of risk that
management is willing and able to take in the pursuit of
value, it will be difficult for the board to effectively fulfil its

risk oversight responsibilities.’

Committee of Sponsoring Organizations of the Treadway Commission (COSO)!
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Figure 1 | Risk appetite framework
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how it is aligned with the overall objectives
of the enterprise is therefore a key part of
communicating a clear and convincing case
for investment.

Analysts and rating agencies are not just
looking at how much risk the business
wants to run, but also how risk appetite
influences management decisions. These
factors are seen as a useful indicator of an
insurer’s risk culture and the extent to which
risk awareness permeates through the
business.

Limit framework
Designed to reflect a combination of, for example:
® Legal entity * Management responsibility

® Product * Risk taxonomy

Alignment of BU business plans
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Management actions

Capitalise on opportunities

Rather than being the maximum amount

of risk an insurer can bear (‘risk capacity’),
risk appetite sets out the parameters of risk
that a company would choose to assume
to deliver a target return. While these
boundaries are clearly an important element
of running the business safely, they can also
help firms to capitalise on opportunities.

If everyone is clear about how much risk the
business is prepared to take, it makes it
easier to respond swiftly and decisively to
market openings and judge where, when
and how to expand.

* Embed risk appetite into group
and divisional planning

* Implement appropriate limit
framework to cascade risk appetite
in to the business

¢ Update management process and
policies to embed ‘zero tolerance’
thresholds

Source: PricewaterhouseCoopers

So how do you bring risk appetite into
business as usual? The short answer is to
create something that affects decisions and
drives management actions. What this
means in practice is that risk appetite has
to be tangible and relevant to risk takers on
the ground.

As Figure 1 outlines, the process of
formulating the risk appetite and
embedding it into decision making can be
broken down into four distinct elements.
The guiding group statement should ideally
align the strategic objectives of the
business with the expectations of key
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stakeholders, including shareholders,
debt holders, policyholders, regulators and
rating agencies.

Clearly, the perspectives of the various
stakeholders may differ. For example,
debt holders are primarily concerned

with the risk of default, while shareholders
are looking to achieve a target return

and balance the risks within their
particular portfolio.

Key strategic considerations include
which markets the company wants to
operate in and where it wants to position
itself in relation to its competitors. Ideally,
these assessments should not only look
at the company’s preference for particular
risks, but also where it is best able to
manage them.

Articulating risk appetite

This group statement is often articulated
across four dimensions:

1. Capital

2. Earnings
3. Liquidity
4. Reputation

These combine quantitative criteria such
as the required capital buffer or acceptable
level of earnings volatility with qualitative

Figure 2 | Embedding risk appetite within the business planning process
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expectations in areas such as operational
control and customer protection. A clear
example of how this articulation of risk
appetite could be used to drive decisions
would be in helping to judge whether the
business should moderate/reinsure certain
exposures or conversely that it has unused
capital that could be deployed to take
more risk.

The next stage is integrating the firm-wide
risk appetite into divisional planning and
creating limits and thresholds to apply it on
the ground. In translating the high-level
statement into individual risk or business
unit limits, it is useful to consider what
drives risk and value in each risk or
operation and how this affects the risk
profile of the business as a whole. It is also
important to look at how the risk profile
might develop and then set ‘soft’ limits
(amber signs requiring closer
monitoring/mitigation) and ‘hard’ limits (red
signs requiring cessation and remediation).

Risk appetite cannot influence management
action in itself. Comprehensive monitoring
and real-time management information will
be required to ensure the risk being
assumed is in line with the overall appetite
and business unit limits. It is also important
to establish clear escalation procedures to
anticipate, detect and respond to breaches
in the risk limits.
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Embedding risk appetite

To provide a more informed basis for
decision making and to meet the demands
of the Solvency Il ‘use test’, it is vital that
risk appetite is fully embedded into key
business processes from the outset

(see Figure 2). This is not about exercising
a veto over what boards or business teams
do; rather it is about fostering a sensible
senior management debate about how
much risk is acceptable and setting
benchmarks against which the actual risk
profile and risk-based performance can be
monitored, judged and modified.

Dynamic process

A tangible and actionable risk appetite is
vital in both protecting the business and
enabling it to capitalise on opportunities.
It will also be a crucial part of meeting the
use test under Solvency II.

Creating a viable risk management
framework is a dynamic process.
Companies will get better at articulating
and managing their risk appetite as it
becomes more embedded within decision
making and more useful in the running of
the business.
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Implementing Solvency Il

PricewaterhouseCoopers is helping a range of insurers to get to grips with

the practicalities of Solvency Il implementation. If you would like to know more
about how to articulate your risk appetite and embed it into business decision
making, please contact:

Immy Pandor

Director, Risk and Capital Management Advisory
PricewaterhouseCoopers (UK)

+44 (0) 207 804 0812
immy.pandor@uk.pwc.com

Luke Thomas

Principal Consultant, Actuarial Insurance Management Solutions
PricewaterhouseCoopers (UK)

+44 (0) 207 213 1932

luke.thomas@uk.pwc.com

Julia Schiiller

Partner

PricewaterhouseCoopers (Germany)
+49 69 9585 2667
julia.schueller@de.pwc.com

www.pwc.com/solvencyll

PricewaterhouseCoopers (www.pwc.com) provides industry-focused assurance, tax and advisory services to build public trust and enhance value for our clients and their stakeholders. More than
163,000 people in 151 countries across our network share their thinking, experience and solutions to develop fresh perspectives and practical advice.
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omissions of any of its member firms nor can it control the exercise of their professional judgment or bind them in any way. No member firm is responsible or liable for the acts or omissions of any other
member firm nor can it control the exercise of another member firm'’s professional judgment or bind another member firm or PwCIL in any way.





