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The continuing emphasis on Enterprise Risk Management (ERM), and the advent of the Own 
Risk and Solvency Assessment (ORSA), means that more and more firms are confronting the 
question of risk appetite. If your company has not traditionally used this terminology – and many 
have not – formulating a risk tolerance statement may seem like an impossible task. How can you 
articulate something you’ve never thought about and might not even have?

The good news is: your firm does already have a risk appetite. Every company does.  

The recently adopted Actuarial Standard of Practice 46 (ASOP 46) defines “risk appetite” as 
“the level of aggregate risk that an organization chooses 

to take in pursuit of its objectives.”

So, since your company does make choices in pursuit of business objectives – and those choices 
result in some aggregate level of risk – there is a risk appetite. It manifests in the way you do 
business. But it may never have been stated in a concise way. Examining your empirical risk 
appetite, and creating a clear statement of what’s already going on, can help you satisfy the 
ORSA requirements and the expectations of external stakeholders. But even more importantly, 
this process can enable you to assess whether and how you might like to modify your firm’s risk 
tolerance going forward.

Every company has rules – written and informal – about how things are done. The first step in 
elucidating your empirical risk appetite is identifying the levels of authority and approval your 
company uses. If you’re not sure about that, it’s very likely you could line up your processes with 
the following five “buckets.” Your company may assign risks to these groupings based on their 
size, likelihood, or novelty.

Discovering empirical risk appetite

Level Non-exhaustive list of risks 
that fall to this bucket

Examples 
might include

5. 
Board of 
Directors

Items that could materially affect 
the company’s survival and future 

direction: strategic risks, high-
severity risks that could threaten the 
company’s viability, and unusually 

large concentrations of risks
.
.
.
.
.
.
.
.
.
.
.
.
.
.
.
.
.

Items that are considered non-risky 
or immaterial; items that are not 

consciously recognized

• Set corporate profitability targets
• Approve R&D budgets
• M&A decisions
• Approve entry into / 

discontinuation of old regions or 
lines of business

4. 
CEO / C-Suite

• Set business unit / departmental 
profitability targets

• Direct organic growth plans
• Determine reinsurance strategy
• Direct investment policies
• Allocate R&D funds

3.
Business unit or   
department head

• Monitor business unit profitability
• Approve expense accounts
• Authorize / reject underwriting 

referrals

2. 
Middle management

• Make day-to-day underwriting 
decisions

• Monitor staff performance
• Enforce compliance standards

1. 
No approval / 

authority needed

• Employee telephone and e-mail 
usage

• Pandemic affecting employees
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As you look at this list, you’ll probably find that – even if your company has not formally 
articulated an ERM process – an “unconscious” ERM process is already in place. It’s likely that 
unusual severity or volatility observed as respects the financial, operational, or reputational 
impact of a particular risk would elevate it from its usual bucket to a higher one… and that 
risks placed in an upper bucket due to unfamiliarity would be delegated to a lower bucket as 
the company gains experience with them.

It’s also likely that a close examination of the risks in buckets 5 and 4 will reveal the empirical 
risk tolerance under which your company already operates. For example, if the BOD asks 
whether the level of net underwriting risk retained after reinsurance is more than 10% 
of policyholders’ surplus, that could indicate something about your firm’s empirical risk 
tolerance. Perhaps your investment policy allows no more than 15% of assets to be invested 
in stocks. Or your underwriting diversification 
strategy might dictate that no single Schedule P line 
of business comprise more than 25% of gross written 
premium. The senior management team might 
collectively feel comfortable with the possibility of an 
event that could wipe out a quarter’s earnings, but 
not one that would dip into surplus. When assessing 
a proposed acquisition, the BOD might review stress 
scenarios – for example, what if the target’s reserves 
turn out to be 15% inadequate? – and evaluate the 
level of pain that might inflict for acceptability given 
the potential upside. Any of these could form the 
basis for a more formally expressed risk tolerance 
statement.

When you’ve identified the key decision criteria your firm already uses for the risks in the 
top two buckets, we suggest you focus on the pressure points. Are they related to earnings, to 
surplus, or some other key quantity? What order of magnitude has been judged an acceptable 
level? If this magnitude varies with the type of risk, what upper bound can you discern in 
recent decisions?

Once you’ve gone through this process to determine your empirical risk tolerance, go back and 
have a look at the lower buckets. Especially bucket 1 – it can be easy to forget about risks that 
fall here because, by definition, no one approves or monitors them. So it’s worth spending a 
bit of time on this one to make sure no important risks have been forgotten. And in general, a 
review of what falls where under current operating procedures may help guide the direction in 
which you’d like to take your company’s risk tolerance – and ERM program – in the future.  
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