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Risk Appetite Definition 
What is Risk Appetite? 

“Risk appetite is the amount of risk, on a broad level, an organization is willing to accept in 

pursuit of value.  Each organization pursues various objectives to add value and should broadly 

understand the risk it is willing to undertake in doing so.” 
The Committee of Sponsoring Organizations of the Treadway Commission (COSO). 

“The level of aggregate risk that an organization chooses to take in pursuit of its objectives.” 
Actuarial Standard’s Board (ASB) 

“…amount and type of risk that an organization is willing to pursue or retain.” 
International Organization for Standardization (ISO) 

“…the degree of comfort and preference for accepting a series of interconnected uncertainties 

about achieving corporate goals.” 
Actuarial Profession: Allan, Cantle, Yin, Godfrey, 2012 

“The level of risk that an organization is prepared to accept, before action is deemed necessary 

to reduce it. It represents a balance between the potential benefits of innovation and the threats 

that change inevitably brings.” 
Wikipedia: http://en.wikipedia.org/wiki/Risk_appetite 

No common definition!! 
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Risk Appetite Definition 
Contrast with Risk Tolerance 

“Acceptable level of variation an entity is willing to accept regarding the pursuit of its 

objectives.” 
The Committee of Sponsoring Organizations of the Treadway Commission (COSO). 

Perhaps the best way to understand risk appetite is to contrast it against the related concept 

of Risk Tolerance: 

“The aggregate risk-taking capacity of an organization.” 
Actuarial Standard’s Board (ASB) 

“…organization's or stakeholder’s readiness to bear the risk after risk treatment in order to 

achieve its objectives.” 
International Organization for Standardization (ISO) 

Again no common definition!! 
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Risk Appetite Definition 
One way to think about Risk Appetite / Tolerance 

Basically, Risk Appetite usually contains high level statements of a company’s how much risk a 

company is willing to take whereas Risk Tolerance usually refers to a certain product or risk type. 

Enterprise Risk Management — Understanding and Communicating Risk Appetite, COSO 
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Risk Appetite Definition 
Conclusion 

No consensus on definition 

• Every one has their own definition of risk appetite 

• Coming up with one definition that everyone agrees on will take 
forever 

Key for a risk manager 

• You and stakeholders of your company should agree on and 
understand the definition … 

• … and apply it uniformly across your organisation 
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Why Risk Appetite matters 

 
Sets the tone for how business should be done: 

• Clear about outcomes that matter 

• Clear about acceptable variation over different timescales 

• Clear about which reasons for variation are acceptable 

 
Provides the basis against which culture, performance, decisions are 
all judged 

• Opportunities clearly assessed against core outcomes 

• Ensures attitude to local tasks influenced by effect on global 
outcomes 

• Culture guided by “reasons” for variation 

• Use risk budgets to emphasize “good” risks 
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Capital at  
Risk 

Reserve 

Government 

??? 
Bondholders 

Shareholders 

Policyholders 

Shareholders 

It may be tempting to 
believe that it is created for 

the shareholders – they 
gain on the upside and 
lose on the downside. 

Government treasuries 
(i.e. taxpayers) are 
stakeholders too. 

For example regulator 
failed in duty, political 

pressure, de-facto 
transfer to nationalised 

insurance sector. 

Not shown but risk 
sharers have a vested 

interest too. Risk sharers 
being… participating 

policyholders, reinsurers. 

But bondholders 
and 

policyholders all 
stand to lose if 

the losses 
become large 

enough. 

Risk Appetite Stakeholders 
Risk Appetite Consumers 



11 
This presentation is intended solely for educational purposes and presents information of a general nature. 

It should not be distributed to any third party, or published in whole or in part in any form, without our prior written consent. 

Risk Appetite Stakeholders 
Risk Appetite Producers : Board involvement needed 
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Executive Management

Board

Risk & 

Actuarial
Business Finance

Risk & Actuarial

Risk AppetiteRisk Profile

The Board needs to take ownership 
of the Risk Appetite and challenge 

proposed Risk Appetite from 
Executive. There are three main areas of the business that we 

see as forming the strategic direction of the company. 
 

We could include HR and IT but keep our focus on 
where Insurance Regulation is likely to focus more. 

Risk Appetite Stakeholders 
Getting the Risk Appetite Agreed 
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Risk Appetite Stakeholders 
Executive Producers 

Risk

StrategyFinance

We see three main players in the risk appetite design: Strategy, Risk and Finance. 

The risk profile has 
consequences for the 

financial structure of the 
insurer. 

Financing structure of the 
company impacts the risk 

capacity of the insurer. 

The strategy is the main 
driver of the risk profile of 

the insurer. 
The risk profile and 
knowledge of risk 

management quality are 
a valuable input to 

strategy. 



14 
This presentation is intended solely for educational purposes and presents information of a general nature. 

It should not be distributed to any third party, or published in whole or in part in any form, without our prior written consent. 

Risk Appetite Stakeholders 
Engaging the business 

European Non-Life GroupFrance Group

Group

France Life

France Health

Risk Appetite

US Life

Netherlands Non-Life

UK Non-Life

Risk Appetite

Risk Appetite

Risk Appetite

Risk Appetite

Risk Appetite
Risk Appetite Risk Appetite

Investors in the group 

would expect their 

investments to be 

subject to the strategy 

and risk appetite of the 

group. 
 

However all entities 
need to comply with 

the group’s regulations 
and all will have a 

Board. Therefore each 
business unit will have 
a risk appetite the local 

board is comfortable 
with. 

 
Furthermore there are 
real people in those 

entities who will have 
to deliver to the risk 

appetite. 
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Corporate

Culture

Risk Appetite

Risk Appetite Stakeholders 
Risk Appetite - Risk Culture (Old) → Risk Appetite → Risk Culture (New) 

Risk Appetite

Corporate

Culture

Risk Appetite

Risk Appetite

How difficult this is depends on how different the target risk appetite is compared to the risk culture. 
The more different it is the more the people need to adapt (or the more the people need to change). 

Effective governance crucial to making this work 

Many firms find that their risk appetite is 
intimately linked to their risk culture. 

 
They find that to change the risk appetite they 

need to change the (risk) culture. 
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Risk Appetite Stakeholders 
Corporate Culture → (de Facto) Risk Appetite 

European Non-Life GroupFrance Group

Group

France Life

France Health

Risk Appetite

US Life

Netherlands Non-Life

UK Non-Life

Risk Appetite

Risk Appetite

Risk Appetite

Risk Appetite

Risk Appetite
Risk Appetite Risk Appetite

Accepting the culture of the 
business units can mean 

accepting the de-facto risk 
appetite at first of the business 

units. This is turn can mean 
that the group risk appetite is 
constrained by the business 

units it owns. 
 

Changing risk appetite from 
the top can change / influence 
the risk appetite below but its 
success will depend on the 
nature of the relationship 

between the group and the 
entities. Compromises 

between Group and entities 
are almost inevitable. 
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Risk Appetite Design 
Quantitative Criteria Examples 

Avoid regulatory 
intervention due to a 
capital requirements 

breach. 
(typically any regulatory 

intervention is considered  
undesirable) 

Maintain capital at least high 
enough to maintain a AA rating 

with 9 years out of 10. 
 

(though of course rating is not just a 
function on capital) 

Deliver an 
(economic) profit 7 

years out of 10. 

Ensure that economic 
profit and loss volatility is 
within a range of +/10% 

(In practice P&L measures may 
well differ in how “economic” they 

are – IFRS Earnings, EEV 
Earnings are often referred to.) 

Some statements can be mapped to the probability of 
future capital-at-risk (own funds). 

These statements 
 may well impose some tough 

constraints on the distribution of 
Capital at Risk. There may need 
to be push-back from finance / 

risk on what is achievable. 

Capital at  

Risk 

Reserve 

Required 

solvency 

 margin 

A Rating 

(future) 
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Risk Appetite Design 
Quantitative Criteria in Changing Circumstances 

Loss

Gain

Loss

Gain

In “normal” 
circumstances we 

might see a 
healthy risk 

appetite – boards 
prepared to risk 
the downside to 
get the upside. 

In “stressed” 
circumstances 
we might see a 
reined in risk 

appetite – 
boards bruised 

from recent 
losses – less 
prepared to 
take a risk – 

looking to 
consolidate and 
dig in until times 

are better. 
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Risk Appetite Design 
Qualitative Criteria Suggested by FSA 
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Risk Appetite Design 
Typical Statements 

P&L 

REPUTATION 

LIQUIDITY 

CAPITAL 

Always have 
enough cash to 
meet financial 
obligations. 

Maintain sufficient 
capital to achieve at 
least a AA rating (19 

in 20 years). 

Zero tolerance for 
any kind of 

reputational risk. 

Ensure earnings 
volatility is in line 
with shareholder 

expectations. 
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2013 Insurer Risk Appetites 

 

  



23 
This presentation is intended solely for educational purposes and presents information of a general nature. 

It should not be distributed to any third party, or published in whole or in part in any form, without our prior written consent. 

2013 Insurer Risk Appetites 

 

  
Silo approach, 

very generic 

statements 

about risk 
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2013 Insurer Risk Appetites 
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2013 Insurer Risk Appetites 
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2013 Insurer Risk Appetites 
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2013 Insurer Risk Appetites 
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Risk Appetite Execution 
But what does it all mean for me ? 

 The risk appetite statements presented are 

very general! 

But never fear, underlying these broad 

statements is something much more concrete 

(thankfully!!) 

 

So how do we go about defining a risk appetite 

statement for a company ? 
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Risk Appetite Execution 
Defining a risk appetite statement 

Step 1 : Engagement management!!! 

– The buy in of management is critical to the 

success of the implementation of any risk 

appetite statement 

How? 

– Talk in their language!  

– What is important to senior management ? 
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Risk Appetite Execution 
Definition of the key global risk indicators 

 Although the appetite statement presented before are 

very general, we notice that it’s the stuff management 

cares about that comes through :  

Measure Prudential 
Standard 

Life 

Old 

Mutual 
Aviva BNP Phoenix 

Capital x x x x x x 

Profitability x x x x 

Value / EV x x 

Regulation x 

Liquidity x x x x x 

Concentration x x 



32 
This presentation is intended solely for educational purposes and presents information of a general nature. 

It should not be distributed to any third party, or published in whole or in part in any form, without our prior written consent. 

Risk Appetite Execution 
Definition of the key global risk indicators 

Management often cares about :  

• if they don’t have enough, the regulator 
comes knocking on their door.  Capital 

• if they don’t deliver, the shareholders 
come knocking on their door 

Profitability 
/ EV 

• if they can’t pay their debts, 
policyholders (and then everyone else) 
comes knocking on their door 

Liquidity 
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Risk Appetite Execution 
Definition of the key global risk indicators 

 For each of these measure, we need to define the KRI the 

management wishes follow. Some typical examples are :  

• Regulatory  capital 

• Internal model capital 

• Rating agency capital 
Capital 

• IFRS profits 

• Return on equity 

• Embedded value 

Profitability / 
EV 

• Total cash position Liquidity 
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Risk Appetite Execution 
Definition of the targets 

 Step 2 : For each of the key global risk indicators 

define the reasonable minimum level at which the 

company wants to operate 

– Management (or even the board) generally has a good idea of 

what is the minimum they wish to maintain 

 

 Typical examples 

– Regulatory Solvency Ratio should be no less than 150% => for 

listed companies this is often linked with some rating objective 

– Projected profits no less than 90% of budgeted profits 
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Risk Appetite Execution 
Minimum capital levels 

 For capital, a company can not simply maintain the minimum level of 

capital as any small adverse shock will force the company to have less 

capital than the minimum. 

 As a result, the company needs to maintain some buffer capital over and 

above the minimum 

 

 

 

 

 

 

 But how to define the buffer capital ?  

Minimum capital = 

150% of regulatory 

capital 

Buffer  

capital 

Target capital Available 

capital 

Excess Capital 
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Risk Appetite Execution 
Definition of the stresses 

 Step 3 : Define the level of stress that the company 

must sustain to hit the minimum level 

– This is where it gets more complicated! 

 

Risk Appetite

Design

Validation

Design Process

Validation Process

SST

(Stress & Scenario Tests)

Feed

Validation

Results

Into

Design

Design Based on SST

Design Validated By SST

Various opinions 
exist on to what 

extent stress and 
scenario tests  play 
a role – some prefer 
to use in the design 
– some prefer to use 

them to validate. 

Design 

Risk Appetite 

Validation 
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Risk Appetite Execution 
Definition of the stresses 

Often start with a position but expect to refine 

– Following a 1:20 year event the Board expects to 

have sufficient capital to maintain a solvency 

ratio of 150%. 

 

 The management often has no idea what a 

1:10, 1:20 or 1:50 year stress looks like 

– It is the role of the risk team to guide the 

management and make it come to life! 
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Risk Appetite Execution 
Definition of the stresses 

What does a 1:20 (95th  percentile) scenario 

mean ? 

 

We need to define : 

– Which risks are included in the risk appetite ? 

– How to calibrate the a 95% percentile stress ? 
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Risk Appetite Execution 
What Risks to be Covered? 

 Insurance risks 

– Mortality / Longevity 

– Persistency 

– Catastrophe risks 

– Product design risks 

 Market risks 

 Credit risks 

 Liquidity risks 

 Operational risks 

 Others 
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Risk Appetite Execution  
Quantitative VS Qualitative Risks 

 

Quantitative 

 Insurance risks 

 Market risks 

 Credit risks 

 Liquidity risks 

 

 

 Any risk factors can be included in a risk appetite statement, but 

often we aim to reduce it to the key quantitative risk factors 

 Setting up of risk appetite will be an iterative process 

 

Qualitative 

 Operational risks 

 Others 
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Risk Appetite Execution 
Calculation of the stresses 

 The definition of the stress levels uses standard 

calibration techniques and depends on the risk 

– Market risk :  

• Equities : lognormal, SVJD, AR-GARCH 

• Interest Rates : PCA (principal component analysis), AR-GARCH 

– Lapse risk : t-student, bootstrap 

– Mortality / longevity : t-student, stochastic mortality modelling 

(Lee-Carter, Brouhns-Denuit, ..) 
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Risk Appetite Execution 
Countercyclical scenarios 

 The problem with calibration based on historic data is 

that it gives the same level of shock irrespective of the 

point in the business cycle 

 Can introduce some countercyclical elements 

1:20 event at 

top of market 

1:20 shock without 

countercyclical 

measures 

1:20 shock with 

countercyclical 

measures 

Equivalent shock at 

bottom of market 
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Risk Appetite Execution 
Countercyclical scenarios – example : equity shock 

 The calibration of the equity can be based on a 

« central » shock plus a cyclical adjustment factor : 

– Step 1 : – Calculation of the “central” shock 

• The retained index for the calibration of the shock should be based 

on the most index most appropriate for the insurers portfolios  

• Similarly, the insurer should choose the level of shock based on the 

relevant percentile as per the risk tolerance of the company. 

• The following table gives the example of the distribution of the MSCI 

Europe, assuming a normal distribution of the log returns based on 

a historic between 1973 and 2009 : 

Percentile 99.5% 99.0% 95% 90% 

Level of shock -43% -38% -25% -18% 



44 
This presentation is intended solely for educational purposes and presents information of a general nature. 

It should not be distributed to any third party, or published in whole or in part in any form, without our prior written consent. 

Risk Appetite Execution 
Countercyclical scenarios – example : equity shock 

 Step 2 – calculation of the adjustment factor 

The symmetric adjustment factor (SAF) is : 

𝑆𝐴F = ((𝐶𝐼 −𝐴𝐼)/𝐴𝐼 − Average)/ StandardDeviation 

 Where  

 CI (current index) = current level of the index at the evaluation date 

 AI (average index) = average level of the index over the previous 3 or 5 years 

 Average and StandardDeviation = average and standard deviation of the (𝐶𝐼 −𝐴𝐼)/𝐴𝐼 over the full data 

history 

Example in the case of the MSCI Europe : 

-40% 
-38% 

-22% 
-20% 

-15% 
-13% 

-50%

-40%

-30%

-20%

-10%

0%

Moy. sur 3 ans Moy. sur 5 ans

Equity shock as at 31/12/2012 

Formule Standard

95.00%

90.00%

-35% 
-33% 

-17% 
-15% 

-10% 
-8% 

-40%

-30%

-20%

-10%

0%

Moy. sur 3 ans Moy. sur 5 ans

Equity shock as at 31/12/2011 

Formule Standard

95.00%

90.00%
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Risk Appetite Execution 
Definition of the key global risk indicators 

 In order to calculate the buffer capital, we will apply 

the shocks individually as a first step 

Minimum 

capital 
Available 

capital 

Current 

surplus 

Minimum 

capital 

Available 

capital 

Shocked 

surplusEquity 

Equity stress Current capital 

position 

Minimum 

capital 
Available 

capital 

Shocked 

surplusInterest 

Interest stress 

Surplus reductionEquity Surplus reductionInterest 
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Risk Appetite Execution 
Combined stresses 

 Companies often include one or several combined 

stresses 

– Generally we will pick the major sources or risk or ones that are 

known to be correlated (eg. Interest rates and lapses) 

 

 It is important to reduce the base shocks when creating a 

combined shock to get the same intensity of event 

– A 95th percentile equity shock combined with a 95th percentile 

interest shock will result in a much higher than 95th percentile 

– The shock levels need to be reduced 
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Number of risk factors 
included in the shocks 

Reduced percentile shocks 
Assumption : 0% correlation 

between the risk factors 

Reduced percentile shocks 
Assumption : 50% correlation 

between the risk factors 

1 risk factors shocked 95% 95% 

2 risk factors shocked 88% 92% 

3 risk factors shocked 83% 91% 

4 risk factors shocked 79% 90% 

… … … 

!! Method is based on two 

heavy assumptions :  

- No account taken for 

the volatility of each 

individual risk ; 

- Impact of individual risk 

on capital not 

accounted for. 

Risk Appetite Execution 
Combined stresses 

 A very simplified approach : Percentile of a normal distribution 

– Assumption :  

• The intensity of the shock follows approximately a normal distribution  

• The shocks are correlated amongst themselves. 

– The intensity of the combination of several shocks also follows a 

normal distribution but with different parameters ; 

– A reduced percentile can be deduced based on the initial percentile for 

each of the individual shocks 

 



48 
This presentation is intended solely for educational purposes and presents information of a general nature. 

It should not be distributed to any third party, or published in whole or in part in any form, without our prior written consent. 

Risk Appetite Execution 
Final risk appetite 

 The final capital buffer is the scenario that generates the greatest 

reduction in surplus capital 

Minimum 

capital 
Available 

capital 

Current 

surplus 

Current capital 

position 

Minimum 

capital 

Risk appetite 

Shocked 

surplus 

Scenario 2 

Surplus 

reduction1 

Scenario 1 

Surplus 

reduction2 

Buffer capital 

= Max(Surplus 

reduction) 

Shocked 

surplus 

Excess Capital 

… 

… 
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Risk Appetite Execution 
Final risk appetite 

 The validation of the risk appetite by the management means that 

it must be translated into something more tangible 

 Generally rather than talking about a 95th percentile, we present 

the stresses as either a stress level or, even as an absolute level. 

 An example of the risk appetite statement for one company is :  

 Available Capital  

> X% internal model capital 
 

Where  X =  

Limit 

Base case 140% 

Stresses * 130% 

And stresses defined as :  

Equity drop:  Market values of all equity investments 

drop by 25%. 

Interest rates up:  Parallel shift in yield curves by 250 

bps up. 

Interest rates down: Parallel shift in yield curves by 200 

bps down. 

Combined scenario:  Drop in market values of all equity 

investments by 10% and parallel shift 

in yield curves by 80 bps up.  
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Risk Appetite Execution 
Final risk appetite 

 The risk appetite should be in a reasonable range 

– If the available capital does not even cover the minimum capital + 

buffer capital, then potentially stress levels too high (or simply 

company too risky!) 

– If excess capital is very high, potentially the stresses are too low (or 

could be that company is in high growth phase) 

Minimum 

capital 

Buffer 

capital 

Available 

capital 

Minimum 

capital 

Buffer 
capital 

Available 

capital 

Excess 
capital 
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Risk Appetite Execution 
Final risk appetite 

 The risk appetite should be an integral part of the decision 

making of the firm 

– Any decision that is made should be judged through the impact it has 

on the excess capital within the risk appetite of the firm 

– The risk appetite including the buffer capital is the capital measure 

that should be used to judge the capital consumption when pricing 

products (not just the regulatory capital) 

 

 Although we have focused on capital, a similar approach 

will be used for other measures (profits, embedded value, 

return on equity, …) 
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Why Risk Appetite matters 

 
Sets the tone for how business should be done: 

• Clear about outcomes that matter 

• Clear about acceptable variation over different timescales 

• Clear about which reasons for variation are acceptable 

 
Provides the basis against which culture, performance, decisions are 
all judged 

• Opportunities clearly assessed against core outcomes 

• Ensures attitude to local tasks influenced by effect on global 
outcomes 

• Culture guided by “reasons” for variation 

• Use risk budgets to emphasize “good” risks 
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