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Urgency of the research. Adoption of any managerial
decision within the company happens in the presence of
risks. Against this background, it is vital to determine wheth-
er the risk is acceptable is in the process of achieving the
objectives.

Target setting. From this perspective, it becomes in-
creasingly relevant to develop proposals aimed at helping
the companies to form and present risk management pro-
cess and place of risk appetite in it.

Actual scientific researches and issues analysis.
Among scientists engaged in research of risk and risk man-
agement were F.Knight (2003), T.Coleman and
B. Litterman (2012), D. Kahneman (2014), |. Blank (2005),
V. Vitlinsky, P. Verchenko, A. Sigal, Ya. Nakonechny (2002),
A. Carol (2008), T. DeMarco and T. Lister (2005). Risk appe-
tite was closely studied by D. Tattam (2015), B. Hassani
(2015), L. Rittenberg and F. Martens (2012).

Uninvestigated parts of general matters defining. It be-
comes increasingly relevant to identify differences in clarification
of the essence of capacity risk, risk appetite, and risk tolerance,
as well as develop recommendations on how to determine them
within the company’s risk management system.

The research objective. Identifying the essence, rele-
vance and place of risk capacity, risk appetite and risk toler-
ance formation according to specific stages of the compa-
ny’s risk management process.

The statement of basic materials. Risk appetite re-
flects the level of losses which the company is willing to
accept in order achieve its strategic objectives. In contrast,
risk tolerance is associated with acceptance of the outcome
of specific identified risk events and is defined as readiness
for certain risk event. The article also aims to examine the
company’s risk management process, in the context of which
the place of risk appetite determination, as well as procedure
for adoption of decisions on risk appetite and risk tolerance
determination are outlined.

Conclusions. Breaching the risk tolerance threshold
should serve as a red alert for the management. In such a
case the risk position has to be reduced.
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®OPMYBAHHSA PU3UK-AMNETUTY
nanPUEMCTBA

AkmyanbHicmb memu docnidkeHHs. [lpulHamms
6yOb-SK020  yrpasrliHCbKO20 pilueHHs Ha nidnpuemcmsi
8i0bysaembcs 8 ymMogax pu3uky. B uboMy KOHMeKcmi eax-
JIUBUM € BU3HAYEHHS], HAaCKibKU PU3UK € MPUUHAMHUM 8
npoueci docsicHeHHI uined.

MocmaHoeka npob6nemu. 3 no3uuyii Ubo2o 8axnueum €
po3pobrieHHs1 npono3uyil, siki GONOMOXYmb Op2aHi3ayisim
cghopmysamu ma rpedcmasumu MPoYec yrnpassiHHA pusu-
KOM i micye pu3uk-ariemumy 8 ybOMy rpPOUECi.

AHani3 ocmaHHix docnidxeHb i ny6nikayil. MNumaH-
HSIM PU3UKY | pusuK-meHeOxmeHmy npudinumno yeazy baea-
mo e4eHux, 3okpema @. Haim (2003), T. KonemaH i
b. JllimmepmaH (2012), A. Kaneman (2014), |. bnark (2005),
B. BimniHcekud, 1. BepyeHko, A. Ciean, A. HakoHeyqHul
(2002), A. Kapon (2008), T. OeMapko, T. Jlucmep (2005).
MNMumaHHaM pu3uk-anemumy npudinunu yeazy D. Tattam
(2015), B. Hassani (2015), L. Rittenberg and F. Martens
(2012).

BudineHHs1 HedocnideHUx YacmuH 3a2asibHOI npo-
6nemu. BuHukae HeobxiOHicmb y 8U3Ha4YeHHs1 8iOMiHHOcmel
8 YMOYHEHHI CYmHOCMIi MaKux rOoHAMb 5K EMHICMb PU3UKY,
pusuk-arnemumy, monepaHmHocmi 00 pusuKy i po3pobreHHi
pekomeHOauili ix 8CmaHO8/IeHHSI 8 CcucmeMi pu3sUK-
MeHeOxMeHmy nidnpuemcmaa.

lMocmaHoeka 3ae0aHHs. BuszHadyeHHs cymHocmi, 3Ha-
YeHHs | Micus ¢bopmysaHHsI eMHOCMi 00 PU3UKY, PU3UK-
anemumy i monepaHmMHocmi 00 PU3UKy Ha OKpeMux emarax
rpouyecy pusuk-meHedXXmMeHmy nidnpuemMmcmea.

Buknad ocHoeHoz2o mamepiany. Pusuk anemum
posansidaembcs sk donycmumull Ornisi KoMnaHii pieeHb WKOOU,
KUl 80Ha Moxe cobi 0o3gonumu Ornsi O0CS2HEeHHsI C80iX
cmpameaiyHux yined. TonepaHmHicmb 00 pu3uKy rnog'a3aHa 3
pulHIMMSAM pe3ynbmamie KOHKpemHux i0eHmucgbikosaHux
pusukosux roditi i po3ansaidaembcsi K 20MOBHICMb 00 KOH-
KpemHoi pu3ukosoi nodii. Po3ansidaembcsi npoyec pu3suK-
MeHedxMeHmy nidnpuemcmea, 3a3HadaemsCs Micuye Pu3uK-
anemumy, npoyedypa yxeaneHHs pileHHs Wo00 ecmaHos-
TIeHHs pU3uUK-ariemumy i monepaHmHocmi 0o pU3UKY.

BucHoeku. [lopyweHHs pigHsi monepaHmHocmi 0o pu-
3UKy Mae cryeysamu 8auguM rnornepedeHHsaM w000
ynpasniHHa, 8 UbOMy pa3i no3uuis pusuky rnosuHHa 6ymu
3MEHWEeHa.

Knroyoei cnoea: pusuk; pusuk-meHedXMeHm; PUu3uK-
anemum; EMHICMb PU3UKY; MOepaHmHIicmpb 00 PU3UKY.

Urgency of the research. In pursue of its strategic goals, every business faces risks on a daily
basis. All of the profits that it can generate are a manifestation of the risk that the business is willing to
accept and consider in the course of its business activities. Therefore, every company indicates the
results that it hopes to achieve and which, in turn, serve as the starting point for building a portfolio of
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strategic directions of its growth. In this context, it is absolutely essential to determine the level of risk
which the company can accept in the process of achieving its operating goals.

Target setting. Determining the risk appetite in the overall risk management process of the com-
pany will allow to have the expected rewards and relevant risks balanced out efficiently.

Actual scientific researches and issues analysis. Risk and risk management were closely stud-
ied by many scientists, in particular F. Knight [1], T. Coleman and B. Litterman (2012) [2], D. Kahne-
man who was awarded the Nobel Prize in Economic Sciences [3], |. Blank [4], V. Vitlinsky, P. Ver-
chenko, A. Sigal, Ya. Nakonechny [5-6], A. Carol (2008) [7], T. DeMarco, and T. Lister [8].

Certain scientific papers focus on definition of the essence, classification, methods of risk analysis
and building risk management system in the companies. Risk appetite was examined by D.Tattam
(2015) [9], B. Hassani (2015) [10], L. Rittenberg and F.Martens (2012) [11].

Applied aspects of risk management in certain business activities of the companies are studied in
the papers by V. V. Lukianova, A. V. Sviderska [12], V. A. Nekhai, K. V. Hnedina [13], and
H. T. Karcheva [14].

Uninvestigated parts of general matter defining. It becomes increasingly relevant to clarify the
essence of risk appetite and develop recommendations on how to determine it within the company’s
risk management system.

The research objective. This article aims to develop proposals which will help companies to de-
velop and present risk management process in order to determine which tasks need to be accom-
plished within the scope of company’s risk appetite determination and consideration.

The statement of basic materials. Risk appetite is the aggregate risk level that the company is
ready to accept from the perspective of keeping its KPIs at a specific level. In other words, the risk
appetite is the acceptable level of losses that the company is able to afford in order to achieve its stra-
tegic goals.

Larry Rittenberg and Frank Martens (2012) define risk appetite as the amount of risk that the or-
ganization is willing to accept in pursuit of the desired value [11].

As follows from recommendations of the COSO (Committee of Sponsoring Organizations of the
Treadway Commission), company’s risk appetite is the starting point for its strategy development and
serves as an acceptable ratio between risk level and return, or as a risk-adjusted increase in value of
the company [12].

In accordance with FERMA (European Federation of European Risk Management Associations)
standard, risk appetite is considered at the stage of assessing the strategic options, then at the stage
of setting objectives that correspond to the chosen strategy, and later on when developing relevant
risk management mechanisms [13]. In view of the above, risk appetite includes the assessment and
selection of those options which are going to help achieve the desired goals in the best possible way
in the process of strategic decision-making with due consideration for associated risks.

According to ISO 31000:2009, risk appetite means the levels and types of risks, implications of
their acceptance or retention which the organization deems to be acceptable [14].

Appetite for risk determines the balance between the risk and reward in the context of company’s
development strategy. As can be seen from the above, it is possible to establish the balance between
the risk and achievement of the desired result through implementation of development strategies, in
which case the risk appetite is used to back up the risk treatment i.e. conscious influence over the risk.

In 1ISO 31000:2009 standard, a careful consideration is also given to similar concepts, namely, risk
attitude which is company's behavior in relation to the risk that manifests itself in its approach to risk
assessment, pursuit, retention, acceptance or non-acceptance thereof [14].

Another notion, namely risk tolerance is defined as the willingness of the company or the stake-
holders to accept a certain range of risk deviation upon its treatment. This may result from legal or
regulatory requirements. In contrast, risk non-acceptance implies the risk attitude which lies in com-
plete refusal to accept it [14].

In accordance with the Draft Regulation on Organization of Risk Management System in Ukrainian
Banks (2017) [15], risk appetite is explained as limitation and economic feasibility to be complied with
by the banks in the course of their strategy implementation. Risk Exposure Statement of the banks is

48

Fedulova I. V., Sagaydack J. A. Forming company’s risk appetite
(D) ev-re |



HaykoBuii BicHuk Moniccst Ne 1 (13), 4. 1, 2018 Scientific bulletin of Polissia Ne 1 (13), P. 1, 2018

EKOHOMIKA TA YTIPABJIIHHA HALIOHAJIBHUM rOCIIO4APCTBOM

considered to be the key risk management instrument which shall include the overall level of risk ap-
petite; risk appetite for each type of risk to serve as the basis for establishing thresholds for each type
of risk; bank’s calculation aimed at determining the risk appetite and a list of assumptions used in the
process of the said calculation; risks with respect to which the bank has determined zero tolerance;
limitation and economic feasibility to be complied with by the banks in the course of their strategy im-
plementation.

Some scientific opinions suggest that the risk appetite and risk tolerance are considered identical;
however, these two notions should not be confused. For a greater understanding of the company's risk
appetite, additional concepts, such as risk capacity and risk tolerance have been introduced.

To determine the risk appetite, first and foremost, the company needs to identify its capacity risk.
This is the absolute threshold or limit, within which the company wishes to operate without going bank-
rupt. In accordance with this concept, the risk appetite needs to be determined within the limits of its
own risk capacity. Based on this, the company is able to decide on the amount of losses it can poten-
tially afford. Once the company has figured out its risk capacity and appetite, it can establish risk toler-
ance, i.e. actual level of risk that it is able to handle with due consideration for specific economic envi-
ronment. In view of this, the amount of risk within the risk tolerance category shall not exceed the
company’s overall risk appetite.

Risk appetite is a regulator of the highest level of corporate governance, a wide level of risk that top
management deems to be acceptable in terms of its desires, precautions and the level of comfort of
business operations. Owners and other supervisory authorities shall promote formalization of de-
scribed risk management processes of the companies, including control by the board of directors. Risk
appetite is closely linked to internal control, monitoring and advising within the company. It follows
from the foregoing that risk appetite is the ability and willingness of the business entity to accept, re-
tain and effectively manage the expected losses resulting from the risk events in pursuits of its strate-
gic goals.

The level of risk appetite will be affected by the business strategy, whereas the risk appetite, in
turn, will have an impact on the degree of development of other risk management elements. There-
fore, the higher the risk appetite, the less detailed and reliable risk management will be.

Implementation of risk tolerance in the risk management practices will allow taking into considera-
tion specific nature of business of individual companies and certain risks within the company. Risk tol-
erance is tied to acceptance of the outcome of specific identified risk events, if any, the availability of
necessary resources and control over this risk management, i.e. readiness for a particular risk event
and is established for particular risk categories, including strategic, operational, financial, human risks
etc. It implies a certain operational maximum risk that the company is willing to accept regarding each
specific type of risk, often in quantitative terms.

To understand the place and the essence of risk appetite in the overall risk management process
of the company, let’'s examine risk management procedure itself.

The risk management implies the extensive use of managerial mechanisms - policies, decisions, pro-
cedures etc. - and best practices, when establishing the context, identifying, analyzing, certifying, treat-
ing, monitoring, and auditing risks, as well as in the course of advising and exchange of information [14].

At the most basic level, the risk management is quite simple. It involves identification and assess-
ment of critical risks throughout the organization, identification of the best possible way to address
these risks, relevant notification of the stakeholders and control over the outcome.

Risk appetite comes in at the stage of risk evaluation which involves assessment of the risk level
according to company’s high-priority characteristics, namely, probability, impact, and relevance. At this
very stage, the level of risk appetite is determined in terms of the most dangerous scenarios.

In certain circumstances, in order to determine the actual risk appetite, it is recommended to exam-
ine the reactions within and outside the company, as well as recent risk events. It would also make
sense to check the risk appetite of both the administrative board and executive management using
scenario games focusing on possible risk events.

When identifying the risk appetite for each risk category, the board of directors shall take into considera-
tion the company's risk potential. This consists of the number and type of risks that the organization can
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sustain in order to achieve its objectives with due account for their capital structure, access to financial
markets, as well as professional expertise and competencies of the company's human capital assets.

Tab. 1 below provides a clear insight into the content, object, methods and tasks of individual stag-
es of risk management procedure in the company.

Table 1
Description of stages of the risk management procedure in the company
Stages Subject Methods Tasks
1. Context Company’s informa- | Structural and logical | 1. Collection and systematization of necessary
Determination tional environment: | analysis, induction, | data concerning state of company’s environment;
macro, micro and | deduction, analog | 2. Assessment of macro and microeconomic
internal environment method situation;

3. Assessment of the state of organization’ inter-
nal environment;
4. Risk capacity determination.

2. Risk Assessment:

2.1. Risk
Identification

Sources (tangible
and intangible fac-
tors) of the risks,
events, their causes
and potential impact

Expert methods, ana-
log method, statistical
methods, quantitative
and qualitative risk
assessment methods

1. Identification of parameters of the risk-related
situation (what can happen, where, when, how
and why?);

2. Risk elements search, listing and description;
3. Risk appetite determination.

assessment of the rate
of reaction to the ex-
ternal environment;
quantitative and quali-
tative risk assessment
methods;

2.2. Risk Sources (factors) of | Financial performance | 1. Degree (scope) of impact on the company;
Analysis risks obtained in the | analysis; analysis of | 2. Probability of risk event occurrence;
course of identifica- | economic activities; | 3. Direction of impact of the risk-related situation
tion, their features, | quantitative and quali- | on the company;
results of expert polls | tative risk assessment | 4. Possible extent of losses or positive outcome
methods; resulting from the use of opportunities;
5. Available possibility to treat the risk-related
situation.
2.3. Risk Level Risk analysis | Desired outcome as- | 1. Generalized risk assessment;
Determination outcome sessment; cost value; | 2. Risk rating based on probability of their occur-

rence and scope of impact on the company;

3. Determination of risk tolerance for each indi-
vidual risk of the company (indicators, threshold,
etc.).

lyzed within the context
of achieving the set
goal.

3. Risk Purpose of the risk- | Formalized and non- | Process of conscious risk change, namely:
Treatment related situation; | formalized (expert) | 1. Risk aversion;
desired risk level; risk | methods. Methods of | 2. Risk layering;
appetite risk acceptance, aver- | 3. Risk financing;
sion, localization, di- | 4. Risk retention.
versification, transfer,
compensation, andre-
duction (mitigation).
4, Nature, form, proba- | Impact on the process | Procedures implemented by the company and
Communication | bility, relevance, as- | and outcome of deci- | aimed at obtaining, distributing and exchanging
and Advising sessment, and ap- | sion-making through a | information between the company and the stake-
plicability of risks. specific influence. holders, as well as maintaining an ongoing dia-
logue with the latter leading up to adoption of a
specific decision.
5. Monitoring Risk  management, | Methods for effective- | Continuous routine control and monitoring, criti-
and Analysis actual risk or risk | ness determination of | cal supervision and determination of the state
modifiers. the object being ana- | aimed at identifying changes in required or ex-

pected indices.

Source: created by the author
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The criteria to be set when determining risk appetite and risk tolerance need to be separated not
only according to the strategic and tactical level of acceptance, but also based on the content itself.
Thus, determination of risk appetite requires application of a criterion that will determine how much the
company is willing to invest into its business goals. In contrast, when establishing risk tolerance, the
applied criteria need to provide an answer as to how much the company is ready to lose as a result of
carrying out specific risk-related activities.

To achieve their goals, the companies choose the strategy and develop indicators which will show
how close they are to that. Relevant rewards and bonuses resulting from program implementation en-
courage the managers to achieve the goals. After that, the strategy turns into implementation of deci-
sions adopted within the entire company. Decisions are made in order to achieve the objectives, such
as increase in the market share, profitability etc. However, this depends on risk identification and de-
termination of whether it is within the limits of risk appetite of the company.

The process of risk appetite formation can be elaborated as shown in Fig. 1 bellow.

Setting strategic objectives Determination of risk Building strategies, and

& and objectives from capacity when setting setting operational goals
standpoint of all the goals
Y
Determination of the context of risks: external KPIs for achieving the Risk
and internal factors (sources) of risks B goals = appetite
determinatio
¥
Qualitative risk analysis: |dentification of Quantitative Risk Analysis:
description of risk-related risks - Identify the probability of risk

situations, definition of == compilinga [=9 implementation and relevance

requirements, outcome, risk reqi (size of the damage) of the
" . gister .

opportunities of impact target's impact

b

. - . Determination of tolerance to
Generalized Risk Assessment: Ranking d certain types of risk

No

Yes

Does it correspond to the
takeholders’ requirement?

No Yes
Have the risk been »
accepted?
Does it affect? Risk treatment
Yes
No
— ° Is it Control over
Rejection of the | an effective method of Yes implementation of

decision influence? decisions

Fig. 3. Adoption of decisions on risk management by determining risk appetite
Source: created by the author

If the company fails to prepare its Formal Risk Appetite Statement, it is likely to eventually encoun-
ter problems when exercising control. In the absence of the said statement, the managers will not be
able to direct the business effectively at the accepted level of risk and seize important opportunities
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where needed.

Formalizing risk appetite means its execution in writing which is done for the avoidance of misun-
derstanding about directors and top management’s opinion on the risk. Risk appetite formalization fa-
cilitates communication with all parties involved in exchange of information.

When the risk appetite is being discussed, it normally involves various matters such as liquidity,
unsteady profits and profitability, credit score, reputation and brand, launch of new products, customer
circle expansion, supply chain management, mergers and takeovers, environmental change or adap-
tation, corporate governance, human resources etc.

Conclusions. Breaching the risk tolerance threshold should serve as a red alert for the top man-
agement, in which case the risk position needs be reduced. The flexibility in responding to this is ex-
plained by the fact that risks are in the process of constant change. Hence, risk appetite and risk toler-
ance cannot be determined on a one-off basis. They have to be continuously updated in accordance
with any changes in the company’s operating environment.

The desired risk appetite allows to simplify the process of making business portfolio decisions
based on risk profile and profit comparison. By having a clearly defined risk appetite, the company is
pushed to include the risk factor in any important strategic or tactical decision in order to determine

whether it complies with the risk requirements.

Further research will cover the methods for determination of risk appetite and risk tolerance to en-
sure optimization of the process of achieving corporate goals in ever-changing business climate.
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