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What 1s risk appetite?

Risk appetite is the amount of risk, broadly
Amount speaking, that an entity wants to take in pursuit of
value.

It is an expression of the willingness/capacity of an
organisation to tolerate high/low levels of exposure
to risk and volatility in order to achieve its strategic
objectives.

Willingness

Risk appetite is typically set by the board and should
reflect the aspirations and expectations of various

stakeholders through a mix of quantitative measures
and qualitative statements.
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Risk appetite framework: How does it fit in?

v

_ « ‘Sets the tone’ for risk

« Articulated directly from
Business Strategy

Governance, organisation tOlerﬂnCe
and policies

« Drives the Risk Profile

« Sets the foundation for
business performance and

Risk and capital capital management

assessment (including
internal models)

People and reward Management Technology and
information infrastructure
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Risk appetite framework: Four key elements

Governance, policies & procedures

Business Stakeholder
: Objectives

Strategy

S—_—

| Quantitative factors, e.g. i Qualitative factors, e.g.

+ Earnings i i+ Zero tolerance for
i » Capital . | compliance breaches

« Liquidity « Reputational impacts

Business Planning

. =
.

B
.

Limit framework

Designed to reflect a combination of, for example, :

+ Legal entity
. » Product i

» Management responsibility
i » Risk taxonomy

Alignment of BU business plans

Operational policies and strategies

- =

Management information
(monitoring and escalation of breaches)

Management actions
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Articulation of key stakeholders expectations
— What kinds of risks are we expected to bear
- How much of that risk can we take

Define risk appetite statement at a group level along
dimensions defined by stakeholder expectations
and business strategy

= Risk : return expectation

= Capital strength

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

Regularly monitor risks against thresholds and
limits

Ensure “management actions” are taken, ideally
prior to breaches occurring
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Risk appetite framework: Risk imits
Interaction between “shareholder promise” and limit
framework — Illustrative

Sirategic
horizon
(3-5 years)

Planning
horizon

(1-3 years)

Operational
(this vear)

Flexible
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Shareholder expectations

rrrres

Business plan

-

Limit framework

Cascading

performance Loy

risk limits

targets

Monitoring/ Management actions

. Risk appetite
Business profile “ (core metrics) |

In the medium term, shareholder expectations for
the business remain relatively stable across both,

— The expected profile of the business (we are a
life and pensions provider with distribution and
asset management businesses)

— The appetite and tolerance for risk (defined
across 4 key metrics — EaR, CaR, Liquidity and
Reputation)

Based on business profile and risk appetite, the firm
should set out a business plan over a 1-3 vear time
horizon, e.z. We will write £x m of new volumes in
products xyz

Business plan must align with key risk appetite
metrics

To ensure risk profile evolves in line with appetite, a
limit framework can be developed — can be set by,

- Legal entity - Product - Risktype

The risk limit framework can be cascaded down to
whichever level is most appropriate for the organisation

More granular limits should align with and help to steer
new business mix and strategic asset allocation, e.g.

— Economic capital allocation to products
— Exposure to risk type limits
*  Concentration limits
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L. . . - .
Risk appetite framework: Risk hhmats
Developing limits within the business planning process

Business planning Target and limit setting Monitoring

Nlustrative Draft business M 3
. _— _ oniter risk
limit setting plan Set risk limits - | profile vs. limit

Process
v [terate + ¥

Run plan business Alignment with Risk profile
through R/A plan “tl_“*": within M
framework restrictions tolerance?
and limits.

¥ |

Business plan
within appetite?

Take re-balancing
action

[':Xﬂll-]p]f' — Business plan : LEmix mecting i Monitoring
setinga | We plan to write J200m of new i | + Running eapital modsl on business plan |1+ After 6 months, credit markets deteriorate
credit risk | volume in life protection | suggests: meaning even though only $Som of new i
limit T e Al s . | — Montality risk = 12% ecap || protection business written, credit accounts
i Check vs. risk appetite i i —Creditrisk = 24% ecap (i for23% of ecap
Increase in mortality risk and eredit i | » Atthe start of the year we set limits: '+ » You take action to reduce new volumes and
risk but remain within CaR & EaR i i — Mortality < 15%, Credit < 25% of required | ' look to rebalance FI portfolio in to high
i tolerance capital {1 quality issuers
_ = New protection risk volumes < fniom |
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| What risk appetite MI could look like
Illustrative risk appetite dashboard

% coverage

of SCR

Stressed SCR

coverage

RAROC

(EV basis)

Liguidity ratio

i=100%
coverage

Op risk

Hmeasures
(Status)

Actunal Plan

Alerts YTD YTD

160% 180%

50% 100% 150% 200%

12 10.5

=]
(A

10 15

0.0 0.5 1.0 1.5

E I Controls go%
operating

Breaches MNear Controls  Controls
occurred  breaches 90% fully
operating operating

Breaching Close to
appetite  Actual breach Plan Light red = close to breach

|

corrective action required
90%  110% 130% 150% 170% 190%

. 90%  130%

50% 100% 150% 200%

i Dark red equals breach and

Commentary

Action being considered by the finance and
capital committee to secure additional capital
from group to improve solvency position. This
will be in the form of a cash injection for
additional share capital.

See action above.

RAROC is flattered by the below appetite SCR

coverage. This will reduce to 11%, i.e. on plan
when drawdown of capital takes place from

group.

Within appetite, no action required.

Near breaches relate to fraud incidence in life
claims which was picked up by monitoring
controls, but further segregation of duties needs
to be introduced around payvments (this will

implemented next month)
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What risk appetite MI could look like

Risk profile as at... Risk position relative to appetite as at...

Risk type BU, BU, '3 BU, [[)ij Firm Current position against firms group risk appetite :
| Nat Cat risk , S
i <> Current position
| Glpricing risk 0 . (Q ) . | Threshold
Market risk ( )
| Credit o - @@ 4}~
DB (e )(0)(')(') ( )
Total AN Economie
t Diversification benefit P profit
Economic capital & solvency forecast Stress and scenario te-stmg
£bn Capltal ]

o In the Base Case, both Own Funds (“OF")
) and Economic Capltal (“EC™) grow

e Under Stressed Conditions (‘equity shock”),

] . N ]

mark-to market losses lead to deterioration |

e of solveney coverage
e ) To maintain its rating, the institution must

restore its solvency coverage which can be

De risking achisved through de-risking its portfolio

i 180
i 1601
i 140
i 1201
i 100
i Bod
60 -
40
20 -
O-

Equity shock

" — OF —EC
2010 2011 2012 2013 2014' cr Stressed OF v Stressed EC
Vears - EC with mitigation action

2000 2010 2011 2012 2013 2014

mm Qv funds ™ Economie capital —+ Solvenecy coverage
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' Risk reporting - Challenges in risk reporting
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I
Effective risk reporting can help business

performance management

Key questions risk
reporting should answer:

Characteristics of good risk management practices®

» Do current risk/position

Portfolio view of exposures and risks reports facilitate timely

Balance between risk appetite and controls and informed
Scenario modeling capabilities and risk management decision
making?

quantification . N
» Do current risk/position

reports capture key risk
factors associated with
Enforcement of controls structured

finance transactions?

Sharing of qualitative and
quantitative information

Wide range of risk measures and tools for
credit and market risk » Is risk/operations
technology appropriate
given the complexity of
the business and type of
risks being assumed with
these deals?

Timely reporting of risk to board and
senior management

(*) Per Senior Supervisory Group Report
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“Water, water everywhere and not a drop to drink” —
Businesses are being inundated with data but struggle to

make sense of it

Internal Audit Compliance Risk Management Finance

Audit

Results

Anti-Fraud

Multiple reports with
same information

Little or no coordination
among reporting groups

Businesses

Solvency I1

Lacking a common
vocabulary and taxonomy

Inability to distill what
is most important
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! . . . . .
Companies vary in their maturity of risk and control
frameworks and extent of value derived from reporting

Level of Value Achieved from Reporting

Ad-hoc

Immature frameworks or minimal/ informal risk

related corporate governance infrastructure

No aggregation of data, very simplistic measures
Quick ad-hoc reporting, low data quality/reliability

Limited acceptance and use of reporting
within organization

Basic/Inefficient

« Immature frameworks or minimal/ informal risk

related corporate governance infrastructure
« Informal objectives, structure, roles,
responsibilities
« Limited aggregation of reporting and analysis
« Expensive, manual, and repetitive processes

Strategic/Efficient

Advance risk and control frameworks

and governance structure

Best in class measures, and wide
distribution of reporting

Well established technology and reporting
processes, high data quality — sourced from
systems

Well controlled and monitored
costs/ and resources

Established/Inefficient

Established risk and control frameworks and
governance structure

Broad acceptance, well established measures, and
familiarity with measures

Expensive and difficult coordination/data

gathering
processes (potentially duplicative)

Increasing risk-related governance costs/resources

[
>

Maturity of Risk & Control Framework
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[ . . .
Risk and control leading practice maturity model

Maturity Levels

1. Roles and

Responsibilities

1 2 3 4 5

Invest to meet Rules based Proactive posture GRC embedded Source of business
externally imposed

requirements only

No definition of roles Partially defined roles Clearly defined roles Center of Focus on

excellence model

strategic leadership

3. Policy

Standard policies

Minimal supporting
corporate standards &
operating procedures

Some integrated policies

Policies fully supported
by corporate standards

Integrated enterprise
wide policies linked to
change management

. Controls

Ad-hoc testing

Standardized control

Coordinated testing

Standard and shared

Controls and assurance/

approaches definitions and strategies and testing strategies attestation fully integrated
documentation approaches through technology
Multiple Limited standardized data | Reference data and Libraries of controls risks, | Libraries of controls risks,

non-standard data

data standards

processes, reference
data

processes, reference
data integration
standards

6. Processes

Limited tracking of
effectiveness

Regular manual reporting
of effectiveness

Semi-automated tracking
of effectiveness

Automated tracking of
status work load issues
and remediation

Integrated tracking of
GRC process, issues and
resolution

. Reporting

Manual and non-standard
reporting

Partial automation
reporting, non-standard
pockets exist

Partially automated
reporting with standards
and LOB engagement

Full automation of
reporting with LOB

Integrated reporting
with day-to-day
management tools

8. Technology

No technology
standardization

Some standardization

Partial use of workflow

Standard tools deployed

Real-time monitoring
of events
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. . . . . .
Linking risk reporting with performance and operational
effectiveness information for improved decision making

Performance
Integrated management
Performance \ 4
Managemen

Mark-to- Operational

varie! Effectiveness
Costing g
\J7

Enterprise-wide
Risk Manageme

Credit Risk

Performance Focus

Fragmented (Silos) I /
Value-

Risk Monitoring
Risk Control & Reporting
Frameworks

Integrated

Risk Focus

Customer Focused
Process Management

Aligned to business value driver

Six Sigma
Process Improvement

Measuring and
Improving Proceg

Process
Mappi

Integrated across risks/businesses
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| .
Use of performance metrics
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Recent market events have highlighted the importance of
adequate risk reporting to management and the board

Solid discussion of risk
matters between the Board
Risk Committee,
Management, and the
independent risk overview
function

Transparency of risk profiles,
emerging trends, key
exposures,

and mitigation

The Board Risk Committee
and management have a
common understanding of risk
culture and risk management
framework

Reinforce dual reporting channels for risk

* Primary responsibility for reporting risks lies with the
business

* CRO provides independent perspective
and validation

Provide the Board Risk Committee with periodic
reporting packages of risk information that is

* Timely, concise and accurate

* Comprehensive

* Easy to understand

* Clear in terms of key messages

* Focused on the information contained in
the data

Annually assess and report

* Risk culture as assessed through analytical methods
such as employee surveys

* Response to limit breaches

* Overall effectiveness of risk management practices

across the company and for
each business
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| . .
Performance can be assessed through a combination of
returns, growth prospects, capital and risk information

Each of these elements should be evaluated and reported to Management and the Board

Business Units
« Emphasis on « Value Creation
business opportunities « Capital Productivity

+  Pressure to grow revenue

o Riskvs. Reward

- ‘ ‘ -

Business Performance
Management

‘ ' Capital

Financial Strength
« Capital Adequacy
+ Risk vs. Capital

Risk Management
« Emphasis on control of
earnings volatility

and sustainability
» Focus on risk levels,
profile and trends
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Shareholders, Investors

Focus on stock

price performance
Pressure to maximize
value creation
Expect attractive
returns

on capital

Debt holders, policyholders,
rating agencies , regulators

Emphasis on

capital structure
Minimize risk of default
Sound risk
management practices
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I . .
Risk adjusted performance measures

- Integrating performance and risk management to make enhanced business decision
making has never been more important.

- Few institutions, however, have been able to fully embrace value management.

Finance and risk data should be integrated across all relevant dimensions of the
business and supports identification of business risk-reward challenges.

Metrics should be aligned to the ultimate objective of creating and sustaining
shareholder value.

Risk appetite should be aligned to strategic direction by implementing a top
down capital allocation and limit setting process linked to risk/reward analysis,
strategic planning and risk-based operating budgeting and forecasting.

Internal risk reporting should link return and risk data and includes risk-
adjusted performance information for senior management.

Tactical decision making tools should be used by the business, contemplate risk-
adjusted based pricing and performance goals consistently with enterprise
goals.
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I . . . . .
Measuring and tracking Key Risk Indicators (KRIs) is an
important component of a robust risk management program

Having the right focus and capabilities to support KRI reporting is essential to leveraging data
and metrics in your environment. The core capabilities to support KRI reporting include:

- Having a process to determine the key drivers of losses

- The ability to measure these drivers (sourcing the KRI data)

- Defining and determining the ranges/tolerances for each KRI

- Reporting of actual versus tolerance/trends

- Escalation process when tolerance are outside normal limits

- Accountability/Corrective actions assigned to people in your organization

- Change process for KRI'S to keep them relevant (tie to ongoing risk and control
self-assessment)

- Accurate, timely, and relevant reporting of KRI data

- Highlight areas requiring attention in management reports and dashboards.

Recognize that key risk indicators should evolve dynamically with changes in the internal and
external environment of the company
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I . . . . .
Risk indicators and reporting often lack efficiency and
effectiveness

The existing environment often lacks efficiency
- Low automation of data collection, aggregation and report production
- Inconsistent classification schemes, scales and hierarchies

- Manual processes increasing need for quality assurance

Existing reports sometimes fail to trigger the desired dialogue with business
leadership

- Report contents not aligned to mandates/information needs of audiences
- Time spent on data collection and collation, rather than analysis

- Reports lead to “so-what” reaction from the business
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| . . . . . .
Improving risk reporting requires consideration of report
designs, underlying data and production/delivery methods

Steps in Improving Risk Focus

Reporting

3. Getting the Business Relevance
information to . Reporting Efficiency
target audiences Reporting

1. Designing and
managing
the information

Business Relevance

2. Identifying and
delivering
the underlying data

Reporting Efficiency
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Questions

Cathy Jourdan

Director

(646) 471 7389
catherine.i.jourdan@us.pwc.com

Brian Paton

Director

(312) 298 2268
brian.paton@us.pwc.com

This publication has been prepared for general guidance on matters of interest only, and does
not constitute professional advice. You should not act upon the information contained in this
publication without obtaining specific professional advice. No representation or warranty
(express or implied) is given as to the accuracy or completeness of the information contained
in this publication, and, to the extent permitted by law, PricewaterhouseCoopers LLP, its
members, employees and agents do not accept or assume any liability, responsibility or duty of
care for any consequences of you or anyone else acting, or refraining to act, in reliance on the
information contained in this publication or for any decision based on it.

© 2011 PricewaterhouseCoopers LLP. All rights reserved. In this document, “PwC” refers to
PricewaterhouseCoopers LLP, a Delaware limited liability partnership, which is a member of
PricewaterhouseCoopers International Limited, each member firm of which is a separate legal
entity.



