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Abstract Heightened risk governance standards have
become increasingly prevalent in financial institutions
following the global financial crisis, apportioning greater
responsibilities upon board directors. One such responsi-
bility of the board is the requirement to formally articulate
and monitor firm-wide risk appetite. For the first time, this
study probes the risk appetite practices of global financial
institutions, collected through a series of semi-structured
interviews with risk governance actors. We find that the
practice of establishing firm-wide risk appetite has a pro-
found impact upon firms’ activities. Before the crisis, many
boards lacked a clear understanding of risk profiles, lim-
iting effective internal monitoring. Following the adoption
of risk appetite, firms appear to improve monitoring and
take into account aggregate risk levels. Moreover, there are
signs that the cascading of risk appetite may contribute to
improved risk conduct levels. This research is relevant to
academics, providing insight for research into this emerg-
ing board-level practice. For practitioners, this study offers
a unique lens to benchmark their monitoring activities for
the first time.
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Introduction

The financial crisis has been attributed in part to shortfalls
in risk management and corporate governance at financial
institutions [1, 2]. There was a significant disparity
between the risk-taking perceptions by bank directors and
the actual risk profiles undertaken by their firms, weaken-
ing internal monitoring capabilities [3, 4].

Accordingly post-financial crisis, policy-makers and
regulators responded with a suite of heightened risk gov-
ernance practices to enhance board oversight. One such
risk governance practice relates to the adoption of risk
appetite statements by the board of directors, defined as the
written articulation of the aggregate level and types of
risks that a firm will accept or avoid in order to achieve its
business objectives [5, p. 10].

Prior to the crisis, heightened risk governance practices
were not required by supervisors; corporate governance
activities often focused on oversight of strategic objectives
and apportioning risk responsibilities [6]. One such
emerging risk governance practice, adopted by leading
financial institutions following regulatory intervention, is
the articulation and active monitoring of the firm’s risk
appetite by the board of directors. Risk management
experts note this practice as representing a fundamental
paradigm shift in banking [7, 8].

Directors are expected to understand and monitor the
risks of the firm [9]. However, little is known about the
processes that board directors follow to satisfy these obli-
gations. If regulators expect enhanced risk oversight in the
boardroom, directors require tools to identify accept-
able risk profiles, actively measure and monitor risk levels,
and allocate risk limits to the business units. Risk appetite
statements now contribute materially to that risk gover-
nance process.
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Historically, earlier versions of the Basel corporate
governance guidelines made little or no reference to risk
appetite [10]. However, the more recent Basel (2015)
corporate governance principles mention the role of risk
appetite-related processes over 40 times, demonstrating the
importance regulators now attach to this emerging practice
[5]. The “Annex” to this paper sets out further supervisory
publications relating to risk appetite, indicating the grow-
ing reach of this regulatory-driven change.

The aim of this study is to develop a better under-
standing of how this newly emerging risk governance
process is being adopted by global financial institutions.
Given there has been little previous research on the actual
use of risk appetite statements, our research is distinctive in
its focus on a regulatory-driven emerging boardroom
practice and provides unique insight into development,
implementation, and benchmarking of this practice. Inter-
views with board directors and other executive senior risk
professionals provide a unique lens to facilitate our
examination of how financial institutions are embracing
regulatory-driven changes to their governance processes.

These practitioners revealed their risk appetite-setting
processes, explained the cascading of the risk appetite
statement to business units, and shared early signs of
impact upon their firms’ operating performance. They
provided information on the battery of metrics that boards
now regularly review as part of their risk governance
responsibilities, highlighting the challenging nature of
developing a suite of risk measures, and the growing
imperative to improve measurement of operational risks
such as the incidence of fraud, cyber losses, or reputational
risks, also notoriously difficult to measure. The research
also noted early signs of improvements in risk culture and
conduct since the adoption of risk appetite arrangements, a
key aim of supervisors [11].

Regulatory-driven changes to governance practice can
have an enormous practical impact upon financial institu-
tions, increasing monitoring costs, and potentially realising
certain benefits. The key findings of this study validate the
use of risk appetite statements by financial institutions as
an emerging risk governance practice and unearth a rich
battery of metrics and practices for benchmarking by
practitioners.

Following this introduction, our paper scopes the liter-
ature domains related to risk appetite. Next, the method-
ology for this research is presented, including research
approach and data collection procedures. After the key
research findings are explored, a discussion of the impli-
cations of the research upon academic and practitioner
communities is provided.

Literature review—risk appetite

Given that risk appetite arrangements are associated with
board oversight of firm-wide risk taking, we view this
activity through an agency theory lens. Effective internal
monitoring, consistent with agency theory, requires robust
mechanisms to overcome the unique set of challenges
associated with financial institutions, such as informational
asymmetries, opaqueness of risk profiles and asset quality,
and exposure to a broad set of firm stakeholders.

There are various unique challenges present in banking
which make it distinctive and necessitate strong risk
management processes. Take for example information
asymmetries. Although fixed claimants and depositors
provide most of funding to a bank’s capital structure, they
rarely appreciate the actual realised level of risk taking
[12]. This conflict is further exacerbated by bank deposit
insurance schemes, which reduce external monitoring
incentives and hinder market discipline [13]. Owners with
diversified holdings have incentives to take greater risks
than managers, whose shareholdings are tied up in the firm
[14]. Other issues can arise with management incentives as
overly generous incentive structures and option-based
schemes may encourage greater short-term risk taking, in
terms of overall leverage levels or credit risk profiles [15].

In addition, the opacity of a financial institution’s risk
profiles (given loan extensions and bespoke product-level
complexities) obscure true asset quality profiles, thus hin-
dering internal monitoring effectiveness [16]. Boards failed
to manage risk prior to the financial crisis in part because
they lacked the relevant risk-based information [17]. Fur-
ther, given their access to the capital markets, financial
institutions can alter their risk profiles with ease, thus
making actual risk profiles difficult to monitor in real time
[18].

Well-executed risk appetite processes at the board level
mitigate these issues, create effective limits for unsanc-
tioned risks, and aggregate the accumulation of risk across
all business lines.

The Senior Supervisors Group identified an insufficient
level of board-level monitoring of risk appetite levels in the
pre-financial crisis period [19]. In effect, they found a
disparity in the perception of risk taking by the board
versus actual risk levels. There are notable examples of
ineffective setting of the firm’s risk appetite in the practi-
tioner literature. One such episode was when the board of
directors at Merrill Lynch were for the first time advised of
a $30 billion exposure to subprime CDOs, a clear breach of
establishing, cascading, and monitoring risk appetite levels
from the top of the firm [20].

A further example relates to the risk governance failings
of HBOS Plc. The regulator’s report on this episode
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concluded that one of the key factors in its demise was the
board’s failure to enforce a group-wide risk appetite, evi-
denced by the discovery of a £9 billion portfolio of illiquid
assets falling essentially outside of its group board-ap-
proved risk appetite framework [21]. Experts also highlight
here that there was an absence of an effective risk appetite
strategy as well as a failure to allocate and aggregate risk
appetite across business units [22].

Global regulators responded to these shortcomings by
requiring the larger and systemic banks and financial
institutions to adopt risk appetite statements as a risk
governance practice [5, 23]. The boards of directors of
financial institutions are now responsible for overseeing a
strong risk governance framework, including risk culture,
clear roles for risk management/control functions, and risk
appetite [24]. Other risk governance mechanisms included
empowering chief risk officers [25], establishing board-
level risk committees with experienced members [26], and
assigning greater duties upon board directors in establish-
ing an effective risk culture [10].

Regulatory expectations for greater board engagement
and oversight of risk are on the rise. Policy-makers and
observers now call for greater board director accountability
and argue that directors face heightened monitoring obli-
gations to stakeholders [27]. However, meeting these
higher standards requires more-than-enhanced effort norms
or larger boards, and it also calls for structural changes
relating to the process and activities relating to risk gov-
ernance. Improvements in risk management practices will
be limited until a thorough understanding of portfolio risk
profiles become well embedded into risk management and
oversight activities [28].

The board’s discussion on risk appetite ideally caters for
issues such as strategy (i.e. which risks must be taken),
stakeholder’s interests (i.e. how risk taking is perceived),
risk capacity (i.e. which capital or human resources are
required to accept these risks, including technical capa-
bilities) as well as prevailing business conditions and the
overall competitive environment [29].

Related to the risk appetite statement is the risk appetite
framework, which is defined as the broader set of the
policies, controls, and systems, and limits through which
risk appetite is established and monitored [30]. Other
concepts related to risk appetite include firm-wide risk
profile, the assessment of the firm’s actual risk exposures at
a point in time and risk capacity, which is the maximum
level of risk that firm can assume before it breaches a
regulatory or rating constraint [31]. Risk capacity is the
outer limit that defines a serious consequence to the firm,
such as a material impact to capitalisation or a ratings
downgrade that could hinder the business model [30].

The board of directors is expected to approve the risk
appetite framework and also to hold management
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accountable for its effective implementation and allocation
of the firm’s risk appetite. For example, in order to meet
growth or return targets, the firm may pursue riskier
lending strategies or services, but the board-approved risk
appetite then can guide the firm back towards a more
natural footing within that risk appetite [32]. Consistent
with its internal monitoring role, the board is expected to
question activities that fall outside its articulated risk
appetite, examine all breaches, and obtain a regular inde-
pendent assessment of the risk appetite process design and
its overall effectiveness [30].

Risk appetite translates board-established risk metrics
into day-to-day business decision-making in risk-taking
environments [33]. This practice may be cascaded to
business heads, line management, lending and underwriting
professionals, trading desks, and operations staff. Financial
institutions are risk-taking businesses, and the trade-off
relating to risk and return may be guided by risk appetite
[34]. Accountability for articulating and monitoring the
firm’s risk appetite is one means to demonstrate that it
provides an effective challenge to the CEO [32]. Risk
appetite arrangements are increasingly seen as a means to
hold boards to account for strategic considerations as well
as providing internal monitoring over day-to-day activities
[35, 36].

A board’s responsibilities not only include approval and
monitoring of the risk appetite framework, but also ensure
its linkage to the firm’s technology, capital planning,
incentive programs, and strategic decision-making pro-
cesses [32]. From an operational risk perspective, risk
appetite is the so-called glue that holds together a frame-
work for risk identification, assessment, escalation, and
overall effective governance [37].

Historically, compensation at banks was often tied to
revenue generation and thus insensitive to the levels of risk
taking, so a greater alignment between risk appetite and
compensation (i.e. compensation vesting periods, claw
backs, and CRO involvement in compensation philoso-
phies) is an important step forward for financial institutions
[19].

Improving risk culture and conduct levels are at the
cutting edge for supervisors and practitioners alike. Experts
have labelled risk appetite and risk culture as two sides of
the same coin [38]. That is, firms with effective organisa-
tion-wide risk governance are encouraged to take risks as
long as it respected their allocated risk appetite, unlike
other firms that seek compliance to an unwieldy or inef-
fective limit structure. In essence, this suggests that risk
appetite triggers a constant dialogue amongst the board,
CEO, CRO, and the business line, encouraging, and
embedding an improved firm-wide risk culture over time.

Much of the aforementioned literature applies to bank-
ing, but other financial institutions also adopt risk appetite
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arrangements. Recently, nearly 50 insurer risk appetite
frameworks were reviewed by a leading market player with
a clear linkage noted between strategy, risk management,
and overall surplus levels to risk appetite [39]. Experts
expect that risk appetite arrangements in the insurance
industry to set out a holistic framework for risk taking [40].
Central banks and regulators are now publishing their own
risk appetite statements, providing an unambiguous
example to industries they supervise [41].

Some experts argue that improved ethical behaviour,
rather than heighted risk governance, is the missing ele-
ment in financial institutions and is, at least in part,
responsible for the intellectual failure that occurred during
the period before the global financial crisis [42]. However,
others argue that risk appetite is a management tool pro-
viding a learning curve for the board of directors and
executives, not to be confused with a fixed formulaic
approach [43]. From a practical aspect, allocating risk
appetite across various business and geographic units, data
limitations and development of a risk culture are all chal-
lenging activities relating to risk appetite [44]. Aggregating
at the top firm-wide risk appetite can also be testing for risk
governance actors [45].

Consultants and advisors acknowledge that banks
struggle to embed risk appetite across the enterprise and
specifically experience difficulty in translating firm-wide
risk appetite into day-to-day planning and business opera-
tions [46]. However, these difficulties only underscore the
fact that risk appetite may be more a journey of constant
development than a one-time quick fix in complex
institutions.

Notwithstanding these initial efforts to disseminate
conceptual research and a suite of practitioner articles on
risk appetite, field-collected empirical data relating to the
use of risk appetite frameworks is largely non-existent,
underscoring the gap that presently exists in this literature
domain.

Research methodology

Few financial firms provide a detailed risk appetite state-
ment to the public, perhaps because of the high potential
commercial value of this information to competitors. Given
the absence of empirical data, a qualitative approach is
employed to facilitate a better understanding of the social
interactions, factors of organisational structure, and activ-
ities relating to risk governance [47]. Given the aims of our
research question, an inductive approach employing semi-
structured interviews has been adopted.

Semi-structured interviews have been used elsewhere to
peer into corporate governance processes of financial
institutions and related internal monitoring matters. For

example, Mikes (2008) chronicles the role of CROs in over
a dozen international banks to report material stakeholder
interests at work [48]. Ashby et al. (2013) interviewed
senior risk governance staff to find evidence of the role
incentives in extreme risk taking in the business unit while
risk management staff limit their role to passive risk
assessors [47].

Data collection and sample

Consistent with prior research, the data collection tech-
nique included a series of semi-structured interviews with
senior risk and corporate governance professionals. All but
one of the firms represented within the sample are large
financial institutions. They represent together over $9 tril-
lion of assets and include several institutions labelled as
Systemic Important Financial Institutions (i.e. SIFIs) by
regulatory authorities. The sample comprised of 12 senior
governance professionals at the board and C-Suite levels.

Table 1 presents selected information on the study
participants. These professionals were contacted via email,
social media, or via professional industry contacts. The
interviews, all conducted by the lead researcher, typically
took up to 1 hour each and were recorded. The interview
agenda covered the five subject areas outlined in Table 2,
namely organisational ownership of risk appetite, risk
appetite measurement, cascading of the risk appetite
framework down to the line of business, signs of impact to
risk culture, and impact to firm external stakeholders.

Research findings

The interviews generated a rich data set into the practice of
board-determined risk appetite. All the financial institu-
tions within the sample have adopted risk appetite state-
ments, and boards of directors have formally approved and
monitor the risk appetite framework.

Our headline findings include evidence of clear owner-
ship of the risk appetite process by risk governance pro-
fessionals; identification of a battery of risk appetite
measurement metrics used by the board of directors; pre-
liminary evidence of cascading of risk appetite to the
business unit; and early signs of potential impact upon risk
culture and conduct levels. Each of the question responses
are presented in Table 3 below, in the words of the study
participants. Institutional ownership of risk appetite is
considered first in the interview series. As an indicator of
the scope of change underway, 100% of the sample vali-
dated that the board reviews, approves, and monitors the
risk appetite statement at least annually. Almost half of the
sample stated that the CEO, CRO, and/or risk management
staff prepared the risk appetite statement for review, con-
sideration, and debate with the board of directors.
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Table 1 The participants. Source: The Authors

Interview Firm description Participant title

Responsibility for risk appetite

L Global bank
1L Global bank
III. Global bank
Iv. Global bank
V. Retail bank
(UK)
VL Global bank
VIL Global bank
VIIIL. Global
insurance
company
IX. Global bank/
investment
bank
X. Global bank
(North
American)
XI. Global bank
(European)
XII. Global
insurance
company

Deputy CRO
Deputy CRO

CFO

Board member and chairman of risk
committee of North American
subsidiary

Deputy CRO

Senior risk manager (reports to CRO)

Non-executive director, risk committee

Senior risk manager, head of governance
and risk

Head of corporate governance

Head of operational risk

Head of operational risks

Non-executive director, Head of Risk
Committee

Interfaces directly with board of directors in all risk appetite matters

Interfaces directly with board of directors in all risk appetite matters
and day-to-day oversight of risk appetite implementation

Part of senior management team involved in implementing risk
appetite

Reviews and recommends board-approved risk appetite statement

Preparation and implementation of the risk appetite statement

Head of risk appetite process
Reviews risk appetite statement for approval and monitoring

Drafts and develops the risk appetite statement for CRO and board
review, develops risk governance policy

Oversees risk governance processes across corporate and investment
bank businesses in multiple jurisdictions

Manages risk appetite statement development; implementation of
risk appetite for operational risks

Global responsibility for risk appetite statement

Review and approval of the risk appetite statement, monitoring of
breaches with CRO

Table 2 The interview agenda—questions. Source: The Authors

Number

Question

Rationale for question

1. Risk appetite
ownership

2. Risk appetite
metrics

3. Risk appetite
cascading

4. Evidence of
impact to firm
culture

5. Evidence of
impact to
external
stakeholders

Does your firm prepare a risk appetite statement as part of
its risk governance processes? If so, who prepares and
approves the risk appetite statement?

Which key risks and risk sub-categories are covered by the
risk appetite framework?

Does your firm actively cascade your risk appetite statement
and related framework down to the business units? If so,
how and to whom is this disseminated?

What do you perceive to be the impact or consequence, if
any, to your firm from adopting risk appetite
arrangements?

Does your firm’s risk appetite process extend beyond
internal players to external parties and stakeholders?

Validates risk appetite usage; identifies channels to prepare
and approve this practice and ultimate ownership across
the firm

Understanding key risk categories was a major corporate
governance shortfall before the global financial crisis

Distributing the risk appetite statement to the business unit
ensures they are aware of their respective boundaries and
facilitates risk appetite allocation discussions

Global regulators have requested firms adopt risk appetite
arrangements in order to promote better and more
informed risk management, generate active debate at all
levels about risk taking/rewards, and facilitate an
improved risk culture

Other external stakeholders such as regulators, analysts,

depositors, rating agencies and lenders may care about the
signalling effect embedded in risk appetite

One-third of interviewees indicated that risk appetite
frameworks are a new concept and have only recently been
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applied to the firm in a serious manner. Several quotes
from the interviews support this finding. One interviewee
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Table 3 Summary of replies to interview questions. Source: The Authors

Interview Question 1:

Ownership

Question 2: Metrics

Question 3: Cascading

Question 4: Impact to
culture

Question 5: Impact to
external parties

IL

III.

Iv.

VL

VIL

VIIL

IX.

XI.

XII.

The full board of
directors and risk
management

The full board of
directors and CEO

The full board of
directors

The full board of
directors and the
CEO

The full board of
directors and the
CRO

The full board of
directors or
subsidiary boards
as appropriate

The full board of
directors

The risk committee
of the board and
CRO

Management board
approves,
supervisory board
notes it only

The full board of
directors

The full board of
directors, CEO and
other senior
management

The full board of
directors

Defined by one metric:
quarterly profit and loss
volatility

One for each of credit and
market risk; multiple
metrics for operational
risks

Multiple metrics for each
of credit, market and
operational risks

Multiple metrics for each
of credit, market and
operational risks

Multiple metrics for each
of credit, market and
operational risks

Multiple metrics for each
of credit, market and
operational risks

Multiple metrics for each
of credit, market and
operational risks

Multiple metrics for each
of credit, market and
operational risks

Multiple metrics for each
of credit, market and
operational risks

Multiple metrics for each
of credit, market and
operational risks

Multiple metrics for each
of credit, market and
operational risks

Multiple metrics for each
of credit, market and
operational risks

Yes, began cascading
within the last
12 months

Yes, began cascading
more than 1 year
ago

Yes, cascading risk
appetite for some
time now

Yes, cascading
relevant parts
throughout the
organisation

Yes, cascading
relevant parts
throughout the
organisation

Yes, using a matrix
approach by risk
appetite type across
teams

Yes, but this is
“unfinished
business”, linking to
opportunity set

Only starting now, a
long-term goal

Yes, at the discretion
of business heads

Yes, all staff must
take an online
course on risk
appetite annually

Yes and this appears
effective

Yes, actively

Yes, early signs with
changing attitudes

Yes, as measured by
internal rating in loan
requests and approved
loans

Yes, a small impact to the
quality of credits’
requires a change to
incentives

Yes, measured by the
quality of interaction
with key business units

Yes, observing at the
aggregated levels and
senior risk teams

Perhaps, this is all still
work in progress

Not yet, this process is
taking longer than we
expected

Cannot find evidence yet
of an impact

Limited impact,
incentives must be
considered

Yes, within the past
2-3 years a positive
impact to limit
compliance

Yes, we believe limit
compliance has
improved as a result

Yes, a correlation to
reduced unwanted risk
taking has been noted

Yes, shared externally
with the regulator;
rating agencies over
time

Yes, but limited to the
regulator

Yes, with both regulators
and key shareholders

Yes, with the regulator
only

Yes, with the regulator
only

Yes, with the regulator
only

Yes with the regulator,
the annual report you
will find some
examples of it

No

Yes with rating agencies
only so far

No

Yes, regulators in
multiple jurisdictions
and rating agencies

Regulator only

noted: “2 or 3 years ago, the concept of risk appetite
statements would have drawn a blank look by the board,
even in our risk management team. But now that has
changed”. Another said: “The risk appetite statement is a
genuine document. The board approves the risk appetite

2

too™.

statement and any amendments...

the board can veto it

One firm used a colour-coding system at the board level
to indicate variable risk levels over time as market or risk
profiles change and approach limits. When a business

activity or transaction migrates from green to amber
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indicating growing risk taking, a broader set of risk gov-
ernance players gets involved to debate the rationale for the
change or alternatively a recommendation to cut the posi-
tion. At another institution, a matrix approach is being
implemented to allocate risk appetite for each of the three
relevant categories (i.e. credit, market, and operational
risk) down to the business unit.

Measurement metrics is the second aspect of the inter-
view agenda. Effectively implementing risk appetite
demands clear metrics that the firm can agree and monitor.
These metrics are observable relative to an upper bound
that can be taken given the firm’s capacity to absorb losses.
Regulators recommend that risk appetite reflect a mix of
qualitative and quantitative considerations [5].

One participating firm in the sample indicated that it
preferred a single risk appetite metric, volatility of its profit
and loss, as a simple measure of risk appetite by both the
board of directs and the business. The participant argued
that an advantage of having a single metric was that it was
well appreciated by the board and risk management:
“Because you are dealing with the board, they may not
have a very good sense for the Greeks, value-at-risk and so
on, so a single measure is a good starting point for us”.
This approach resonates with conceptual literature indi-
cating single key risk appetite metric can be applied across
all risk types and business lines alike [38].

Earnings volatility over a given time period was iden-
tified by one-third of the study participants. Participants
often referred to credit (or losses) as well as market risk
metrics risks as the so-called hard measures compared to
softer metrics, such as operational metrics including client
switches (switching to another bank), regulatory misre-
porting, and incidence of fraud. Multiple metrics for risk
appetite was adopted in all but one global firm. Table 4
describes the suite of risk appetite metrics collected from
this study.

Single client, geographical sector, industry concentra-
tion or other aggregate limits were referenced by 50% of
the sample, with risk capital and liquidity-related metrics
also identified in 42 and 50% of the sample, respectively.
Participants VII and XII, both unique in being insurance
companies, bucketed their risks according to the underlying
risks underwritten, for example health and life, non-life,
premium, or weather risks whereas operational risks where
often categorised in a similar way as banks.

Risk appetite metrics for the so-called soft risks
noticeably generated more challenges for the interviewees
and their firms. Board risk appetite for these risk metrics
can be notoriously difficult to define and measure [49].

Study participants identified there were a multitude of
qualitative measures for soft risks, and several firms relied
upon different metrics depending upon their business
model. Examples of different measures employed include
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customer complaints received, the occurrence of fraud, the
use of ghost shoppers, tracking negative social media hits,
episodes of erroneous reporting, regulatory sanctions, and
IT/systems lapses.

In one insight, interviewees identified the challenge of
tabulating different units of measure for operational risk
categories (i.e. some measured in days of an occurrence,
others in frequency of the occurrence, yet others measured
by a dollar sum of estimated losses incurred). One inter-
viewee explained that a probability of the occurrence of the
event, multiplied by a loss quantum framework, perhaps
could be developed over time but challenges remained in
fitting different soft risk metrics into one unit of measure.

Cascading of risk appetite is a third interview agenda
item. In this study, 83% of the participants confirmed
cascading of risk appetite had been occurring for some
time. Individual business line executive or risk committees
often played a role with one senior executive adding:
“Each line of business has its own executive committee
and its own risk appetite statement, which flows up to the
board to aggregate within the firm-wide risk appetite
statement”. This is also insightful given research discussed
earlier concerning the failures to aggregate and cascade
downwards risk appetite in pre-financial crisis episodes.

This study identified further findings related to cascad-
ing of risk appetite. First, cascading requires exceptional
communication between the board, senior management,
and the business lines. One of the participants added: “We
cascade down from one group board to several business
divisions and then further down to over 50 individual
business units; this is a journey for us. It goes all the way
down the business, new business proposals must include a
reference to risk appetite”. Another participant added:
“Yeah, it touches the account manager to remind them it is
there”.

Some participants indicated that cascading of risk
appetite was limited to the business heads while others
suggested risk appetite statement goes right down to trad-
ing staff and credit underwriting staff. Two firms in this
study require all professionals to take annual online exams
and case studies on the firm’s risk appetite, in an effort to
distil key principles across to the business unit.

The concept of cascading opened up issues of allocation
of risk appetite across competing business units and sub-
sidiaries. There was also a growing sense of the need to
actively manage risk appetite as a limited resource. One
commented: “Where do we want to spend our risk
appetite?”

Another participant chimed in: “We need to allocate
risk appetite where we have the right earnings potential per
unit of capital, not conduct this as a passive exercise”.
Such dynamics suggest a portfolio management approach
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Table 4 Risk metrics collected. Source: The Authors

Interview Credit risk metrics

Market risk

Operational risk metrics

Other metrics

metrics
L Earnings volatility Earnings In development In development
volatility
1L Earnings volatility Earnings Hygiene metrics: customer In development
volatility complaints, attendance of
compliance courses, client
satisfaction surveys
1. Credit stress tests for default, loss given Value at risk and Client satisfaction surveys Capital ratios, leverage ratios

default and spread widening

V. Limit structure for single names obligor
risk, industry and sector limits

V. Limit structure for single names obligor
risk, industry and sector limit stress tests
an impact to economic capital

VI. Earnings volatility, RWAs, NPLs, expected
loss estimates

VII. Earnings volatility and credit stress tests

VIIIL Aggregate credit risk limits

IX. Single name credit obligor, industry and
sector limits

X. Credit limits at the obligor level

XI. Credit limits at the obligor level, non-
performing loans, a hard limit on non-
domestic lending and expected losses

XII. Economic capital triggered by a one-in-7-

year event (versus the regulatory-driven
one-in-200-year event as per Solvency
standards

mark-to-market
stresses

Market risk stress
tests

Value at
risk/expected
shortfall

Risk weighted
assets

Spread limits

Aggregate
market risk
limits

Full suite of
economic
capital limits
for market risk

Value at risk,
spread limits;
economic
capital triggers

Value at risk,
expected
shortfall, stress
losses

Premium risk
(decline in
premium
income)

Staff turnover, incidence of
fraud, reporting errors to
clients on bank statements or
transactions

Customer compliant rates, fraud
incidences, wrongful
customer reporting

Fraud incidence, bad press in
social media and elsewhere,
client switches to other banks

In development

In development

Number of days IT/systems
inoperable, settlement failures
for cash transfers

Limit breach incidents by credit
and trading staff, sanctions,
front page reputational risks

IT/systems disruptions, client
complaints, cyber risks

IT/Systems failure, cyber risks,
shortly will be adding risk
conduct risk metrics once
measures can be agreed

1 and 4 week capital and
liquidity tests (such as no new
deposits or liquidity added
during that time period)

Economic and regulatory
capital ratios, liquidity ratios

In development

Capital measures including
dividend cuts and other
capital related stress tests

Health, property values,
weather and credit risks

Liquidity event survival
scheduling, other economic
capital measures

In development

Capital levels including core
Tier 1 capital and total capital
levels

In development, though credit
rating is being reviewed and
its impact upon downgrade

to risk appetite, with active aggregation, allocation, and re-
allocation developing over time as this practice matures.
Impact upon culture and conduct is the forth interview
agenda item with 58% of the firms felt that risk appetite
processes were beginning to positively impact their risk
culture. “Risk appetite discussions between the chief
executive and business heads, exclusive of risk manage-
ment, are now taking place that rarely occurred before”.
Another executive added: “Few crazy requests come in

here anymore.... risk appetite
influence on risk culture”.

One interviewee explained: “Risk appetite frameworks
can send a clear signal about what works and what doesn’t
work here”. Another firm, which implemented risk appetite
statements 7 years ago following exceptional trading los-
ses, is now observing a positive impact to its risk culture
levels, which it credits in part to risk appetite and in part to
incentives to adhere to trading limits.

has absolutely has had an
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A further insight which emerged in the course of the
study was the identification of evidence of a substantial
decline in trading breaches during the time period in which
risk appetite statements were implemented. One study
participant explains: “4 or 5 years ago, we observed
around 60 risk appetite breaches of which five or six traders
were repeat offenders. These traders felt the impact to their
compensation and that shocked people... This is an
example of living and breathing it”.

The above episode illustrates another emerging issue,
which is the linkage of risk appetite and risk culture to
incentive schemes in financial institutions. Several firms
also confirmed that repeat limit offenders who breach the
board-determined risk appetite framework would suffer
with reduced compensation levels.

In response to a question whether failure to comply with
the firm’s risk appetite framework could impact compen-
sation, one participant said: “Yes, that’s the message. It
bites”. Another participant added that compensation was at
the top of the list impacting culture. “Compensation is no
longer top line driven, and risk culture is at the heart of this
change.”, he added. One non-executive director of a global
insurance firm put it this way: “If someone exceeds the risk
appetite limit repeatedly, the chief risk officer is informed
and she sends a report to the board. It is recorded in the
minutes and the regulator sees the minutes... essentially
their pocketbook will likely feel the pain”.

Certain structural organisational arrangements may
facilitate the building of a robust risk culture in conjunction
with risk appetite. One study participant explained that
regular training programs on risk culture, values, and ethics
dovetailed well with their risk appetite efforts. Another
participant from a North American bank added: “We have
on-line training for all employees on risk appetite,
including the existence of relevant metrics and desired
behaviours.”, she explained.

One final area of the interview agenda is to identify any
signs of impact of risk appetite arrangements to external
parties. One interviewee explained: “Regulators are the
most impacted outside the board and the risk committee...
they conduct a gap analysis on your actual risk profile and
risk appetite and ask lots of questions... regulators have
assumed an obtrusive role in a way that did not exist
beforehand”.

One governance professional said: “The regulator reads
the risk appetite statement, absolutely. We might increase
risk appetite say in property and they would question that
change and what is driving it”. Some of the governance
players involved in risk appetite believe shareholders are at
best an indirect beneficiary of the process, with one study
participant explaining: “Shareholders... have a sense for
risk appetite and want to know the company is compliant
with this process”. Another interviewee, however, had a

¥

somewhat different perspective: “We are not really trying
to score any goals with shareholders per se on this front”.
A third agreed with this position: “Risk appetite and our
equity investors? They haven’t seen it yet”.

Discussion

This study was shaped by inductive design in order to
understand more about the use of risk appetite statements
by risk governance actors in large global financial
institutions.

We now discuss these findings and make several
observations to frame future research in this area.

We start with identifying how risk appetite may be
theoretically positioned within theory and practice. Prac-
tically speaking, two tasks dominate boards: monitoring
and advice [50]. Board monitoring, positioned within
agency theory, ensures ultimate oversight of firm activities
as opposed to providing advice.

However, monitoring within financial institutions is a
particularly challenging endeavour given the complexity
and opaque risk profiles of many financial institutions [16].
Articulating the firm’s risk appetite is a practice that is
consistent with internal monitoring. In all data collected
within our sample, the board or its risk committee review
and formally approves the risk appetite statement following
input from risk management.

This study has unearthed several key findings associated
with the adoption of risk appetite arrangements by global
financial institutions. We find that risk appetite appears to
be a well-used tool to ensure enhanced risk governance and
internal monitoring objectives. We have observed that
global financial institutions are establishing clear risk
appetite boundaries across credit, market, and operational
risk limits. The metrics employed are precise and often
driven down to single obligor and industry exposures.
Although earnings volatility is used in 30% of the sample
and has the obvious benefit of simplicity, we observed the
remaining firms apply a more diverse set of metrics.

While more traditional risks such as credit and market
risk may have access to traditional metrics that can be
employed in the setting of risk appetite, operational risk
profiles appear to be more troublesome for firms. This may
reflect not the risk appetite process per se, but more the
challenges for designing metrics to measure the operational
risk of large financial institutions.

Regulators and supervisors seek the development of
improved conduct levels and risk culture in global financial
institutions. Large financial institutions continue to face
serious risk culture and conduct issues resulting in serious
fines and growing legal expenses linked to capital markets
[51], retail banking [52], and transactional banking
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businesses [53]. Risk appetite frameworks may contribute
to an improved risk culture if combined with staff incen-
tives and other corporate governance mechanisms to pro-
mote better staff conduct.

In summary, risk appetite frameworks have emerged as
an important tool for boards and executives to assess the
risk-return trade-off faced in everyday banking, leading to
improved and informed internal monitoring processes.

Conclusion and further study

There are growing calls for an overhaul of the recently
adopted regulation of financial institutions [54]. Such
regulation can benefit all stakeholders but can also have a
detrimental impact upon lending volumes, reduce incen-
tives for market discipline, and introduce significant
financial costs relative to its benefits [55]. Thus, evidence
regulatory-driven practices which contribute towards mit-
igating excessive and unsanctioned risk taking is a wel-
come development given the re-assessment of supervisory
changes ushered in since the financial crisis [47].

Risk appetite arrangements have recently appeared on
the boardroom scene as an increasingly important aspect of
overall firm-wide risk governance. As chronicled in this
study, they are a worthy addition to the suite of financial
regulation introduced since the global financial crisis.
Evidence has been presented that the adoption of risk
appetite arrangements has had a material consequence to
the daily activities of the board of directors, C-suite
executives and establish acceptable risk boundaries and
monitoring processes.

Investors, depositors and other creditors of financial
institutions could use data distilled from these risk gover-
nance processes to provide more effective external moni-
toring. For example, subtle changes in risk appetite can be
detected by business sector in firm annual reports, sup-
plemental information embedded in Pillar Three processes,
or via disclosure within the BHC FR Y-9C reporting col-
lected and disseminated by the Board of Governors of the
Federal Reserve System in the USA to collect such data.

Regulators also now have a new tool to better assess the
relative safety and soundness of financial institutions. The
potential wealth of data from assessing both relative and
time period changes in risk appetite statements materially
augments the regulator’s arsenal of prudential tools—in
fact one expert has suggested that regulators may in fact
mandate firms to reduce their risk appetite if justified based
on systemic considerations [22]. Further study of risk
appetite arrangements may include a deeper look into
operational risk profiles given the challenges it appears to
pose to practitioners and the growing relevance of cyber
and reputational risks. Also, empirical examination of the

linkage and relation between these risk governance activ-
ities and improved conduct measures would be a welcomed
addition to this literature domain, given the growing
importance attached to risk culture in financial institutions
in today’s supervisory framework.
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Annex

Some selected recent supervisory literature related to risk appetite
arrangements. Source: The Authors

Title/Year Title

Walker (2009) A review of corporate governance in UK

banks (UK)

Risk management lessons from the global
banking crisis—2008

Observations on developments in risk
appetite statements and IT infrastructure

Senior Supervisors
Group (2009)

Senior Supervisors
Group (2010)

IIF (2011) Implementing robust risk appetite
frameworks to strengthen financial
institutions

EBA (2011) EBA Guidelines on internal governance

CRD IV Capital Requirements Directives (EU)

G30 (2012) Toward effective governance of financial
institutions

FSB (2013) Thematic review on risk governance

FSB (2013) Principles for effective risk appetite

framework

OSFI (2013) Canadian bank regulator: Sound business and

financial practices (Canada)

MAS (2013) Guidelines on corporate governance for

financial holding companies (Singapore)

Basel (2014) Corporate governance principles for banks

(consultative)

Federal Register
(2014)

OCC guidelines establishing heightened
standards for certain large insured national
banks and federally insured savings
associations (US)

Ireland (2014) Feedback statement on risk appetite: A

discussion paper (Ireland)
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Title/Year Title

BOE (2015) Corporate governance: Board responsibilities
consultation paper CP18/15 (UK)

BOE (2015) Internal governance (UK)

BBA (2015) Response to consultative document on

Basel (2015)

guidelines for corporate governance
principles for banks (UK)

Corporate governance principles for banks

G30 (2015) Banking conduct and culture
ECB (2016) SSM supervisory statement on governance
and risk appetite
OCC (2016) OCC Bulletin 2016-25: New comptroller’s
handbook booklet (US)
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