A taste for risk: what is your risk appetite?
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Frank Maher of Legal Risk LLP Solicitors discusses the importance of risk appe te statements as
part of a risk framework and oﬀers guidance for assessing a company’s risk appe te

“The risk
management
agenda cannot be addressed by a
board in isolation ”

Last year, the Finsbury Park Mosque re‐
ceived an unexpected le er from its
bankers advising that they had closed the
account. The le er went on to explain
that the bank had ‘recently conducted a
general review and has concluded that
provision of banking services to Finsbury
Park Mosque now falls outside of our risk
appe te’.
More recently, I was advising a new high‐
ly specialist law firm se ng up in prac‐
ce. It requires professional indemnity
insurance in order to obtain authorisa on
from the Solicitors Regula on Authority
(SRA). One insurer which was approached
by a broker was unwilling to oﬀer terms,
saying that their risk appe te for new
start‐ups was low.
These are two very diﬀerent examples of
risk appe te being applied in prac ce.
But why might it ma er to in‐house law‐
yers?
The rise of risk appe te
Risk appe te is star ng to rise up the
agenda of corporate governance and it is
an integral part of developing a risk
framework because that cannot be done
in the abstract. The Financial Repor ng
Council (FCR) issued Guidance on Risk
Management, Internal Control and Relat‐
ed Financial and Business Repor ng in
September 2014 to accompany the 2014
edi on of The UK Corporate Governance
Code . While it is primarily aimed at com‐
panies listed on the London Stock Ex‐
change, it is hoped that it will be useful to
other companies too.
FRC guidance
The FRC’s guidance s pulates monitoring

and review of the risk management and
internal control systems. Under the head‐
ing ‘Board Responsibili es for Risk Man‐
agement and Internal Control’, it includes
‘determining the nature and extent of the
principal risks faced and those risks which
the organisa on is willing to take in
achieving its strategic objec ves
(determining its ‘risk appe te’)’.
The board’s annual review of eﬀec ve‐
ness is required to consider ‘the compa‐
ny’s willingness to take on risk (its ‘risk
appe te’), the desired culture within the
company and whether this culture has
been embedded’. Appendix C sets out
ques ons for the board to cover, and it
poses the ques ons ‘How has the board
agreed the company’s risk appe te? With
whom has it conferred?’
The risk management agenda cannot be
addressed by a board in isola on: it must
involve all parts of the business. The glob‐
al financial crisis has increased the recog‐
ni on of the role of in‐house lawyers in
corporate governance.
The role of the in‐house lawyer in risk
appe te assessment
But the development of the in‐house law‐
yers’ role was evident before the financial
crisis. One example is the scandal which
surrounded the accounts of Shell over a
decade ago, over misrepor ng of its oil
reserves. This led to a report by US law
firm Davis Polk & Wardwell, which re‐
vealed that despite Shell having the larg‐
est legal department of any UK company,
its disclosure strategy was signed oﬀ at
mee ngs of the company’s commi ee of
managing directors without legal advice.
The responsibili es of an in‐house lawyer
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include iden fying where the compa‐
ny’s business opera ons may result in
breaches of the law and iden fying the
control mechanisms to mi gate the
risks.
A further reason why the organisa on’s
risk appe te needs input from in‐house
lawyers may arise in rela on to the ser‐
vices they provide, in most cases pri‐
marily to their employer, but increasing‐
ly to members of the public and other
third par es. In some cases this is be‐
cause the organisa on may be an ABS,
in others, it may be opera ng within the
permi ed excep ons for in‐house law‐
yers to provide services to the public,
for example solicitors working for insur‐
ance companies ac ng for their employ‐
ers’ insureds.
It is also important to recognise that
percep ons of risk and a lawyer’s role in
mi ga ng it may diﬀer around the busi‐
ness units. An extreme example on
which I was asked to advise involved a
financial ins tu on which imposed su‐
pervision processes on the legal depart‐
ment. This eﬀec vely bypassed the prin‐
cipal solicitor, who was nominally head
of the department, and rendered it
prac cally impossible for the solicitor to
comply with her obliga ons under the
SRA Code of Conduct. The ins tu on
was mindful of its regulatory obliga ons
to the Financial Conduct Authority, but
apparently unwilling to recognise the
solicitor’s own regulatory obliga ons to
the SRA.
In‐house lawyers’ roles may change in
the light of the SRA’s forthcoming re‐
view of the restric ons on in‐house
prac ce. The specific outcomes of that
review are hard to predict, but it seems
likely that they will result in some in‐
crease in the extent to which in‐house
lawyers can provide services to the pub‐
lic – providing previously unexplored
ground for claims and complaints.
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Iden fying the company’s risk appe te
So where does one start in iden fying
the company’s risk appe te, and in‐
deed, a risk framework? Some help can
be derived from guidance issued by oth‐
er bodies.
FSB guidance
In the context of financial ins tu ons,
the Financial Stability Board (FSB) de‐
scribes itself on its website as ‘an inter‐
na onal body that monitors and makes
recommenda ons about the global fi‐
nancial system’, and is based at the
Bank for Interna onal Se lements in
Basel. In November 2013 it pub‐
lished Principles for An Eﬀec ve Risk
Appe te Framework . This explains
what is required for a risk appe te
framework, including policies, process,
controls and systems, and the roles and
responsibili es of those overseeing and
implemen ng it. It explains that the
framework must include considera on
of reputa onal risk, and it needs to be
aligned with the ins tu on’s strategy,
business plan, capital planning and com‐
pensa on schemes.
It defines a risk appe te statement as:
‘The ar cula on in wri en form of the
aggregate level and types of risk that a
financial ins tu on is willing to accept,
or to avoid, in order to achieve its busi‐
ness objec ves. It includes qualita ve
statements as well as quan ta ve
measures expressed rela ve to earn‐
ings, capital, risk measures, liquidity and
other relevant measures as appropriate.
It should also address more diﬃcult to
quan fy risks such as reputa on and
conduct risks as well as money launder‐
ing and unethical prac ces.’
The FSB explains that an eﬀec ve
framework should be driven by both top
‐down board leadership and bo om‐up
involvement of management at all lev‐
els. Importantly, it also iden fies that
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the framework should ‘evaluate oppor‐
tuni es for appropriate risk taking and
act as a defence against excessive risk‐
taking’: this is a useful reminder that
risk management is not just about
avoiding nega ve impacts on the busi‐
ness, but iden fying opportunity for risk
taking. An organisa on which is com‐
pletely risk averse will ul mately wither
and die on the vine.
COSO guidance

“An organisation
which is
completely risk
averse will
ultimately wither
and die on the
vine “

A

The American Commi ee of Sponsoring
Organiza ons of the Treadway Commis‐
sion (COSO) is a joint ini a ve of five
accoun ng and financial organisa ons.
It published a useful paper en ‐
tled Understanding and Communica ng
Risk Appe te by Dr Larry Ri enberg and
Frank Martens in October 2012.
COSO’s Enterprise Risk Management ‐
Integrated Framework defines risk ap‐
pe te as follows:
‘The amount of risk, on a broad level, an
en ty is willing to accept in pursuit of
value. It reflects the en ty’s risk man‐
agement philosophy, and in turn influ‐
ences the en ty’s culture and opera ng
style. … Risk appe te guides resource
alloca on. … Risk appe te [assists the
organiza on] in aligning the organiza‐
on, people, and processes in
[designing the] infrastructure necessary
to eﬀec vely respond to and monitor
risks.’
The paper sets out a process for man‐
agement to develop a view of the or‐
ganisa on’s risk appe te, pu ng it into
a form for communica on across the
business and monitoring it. It provides
some prac cal examples for a variety of
organisa ons.
It also addresses the issue of risk toler‐
ance:
the ‘acceptable level of varia on rela‐
ve to achievement of a specific objec‐
ve.’
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So a bank might require zero tolerance
in rela on to its decision not to provide
services to online gambling companies,
because of the risk of criminal and regu‐
latory enforcement ac on in the United
States.
Helpfully the paper sets out a series of
ques ons which can be used in order to
facilitate discussion at management and
board level. It concludes with the obser‐
va on that ‘Risk appe te does not exist
in a vacuum: rather, it is an integral part
of an organiza on’s strategies for
achieving objec ves. The concept of risk
appe te permeates all organiza ons,
from chari es and governments to small
businesses and publicly traded corpora‐
ons.’
A culture, not an event
Remember, though, that the process for
developing the risk appe te statement,
and indeed the whole of the risk frame‐
work, is not something to be enshrined
in tablets of stone and then forgo en,
but the beginning of a con nual process
of monitoring and review: risk manage‐
ment is a culture, not an event.
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