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Abstract. This article analyzes the preconditions and genesis of the concept of risk appetite
from the first works on rational decision problem in the conditions of risk and uncertainty,
researched by John von Neumann and Oscar Morgenstern in the mid of 20th century within the
description of the utility function, to the modern use of Risk Appetite Statement as an innovative risk
management tool of the multinational enterprises (MNE). A special focus is placed on the practical
use and benefits of the Risk Appetite Statement within the process of internationalization and MNE
development of the both financial and non-financial sectors of economy of the US, European Union
and Ukraine. The paper argues that the Risk Appetite Statement tool not only sets limits on risks,
but also provides other important advantages for MNE in forming a business development strategy
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and implementing key projects. Practical application of the Risk Appetite Statement in the largest
state-owned enterprise of Ukraine NJSC "Naftogaz of Ukraine" is considered in detail.

Key words: risk appetite, risk appetite statement, risk management, multinational
enterprises, strategy.

AHoTauis. Cmamms anHanizye nepedymosu 6UHUKHEHHs Ma 2eHe3y KOHYenyii pusux-anemumy
6i0 nepwux pobim 3 upiuienHs 3a0ay payioHAIbHO20 6UOOPY 6 YMOBAX pU3UKYy ma
HesUusHaueHocmi, AKi Oyau oocuioxceni /foconom ¢hon Hetimannom ma Ockapom Mopeernwimeprom
v cepeduni XX cmonimms 8 pamkax onucanusa QyHKyii KOpucnocmi, 00 CyyacHo20 8UKOPUCMAHHSA
lexnapayii  puszux-anemumy — AK  IHHOBAYIUHO20 — IHCMPYMEHM)  PUSUK-MEHEONCMEHMY
bacamonayionanvbnux nionpuemcms (BHII). Oxkpema yeazca npudiisnemovcs npakmuiyHOMY
3acmocysanHio  ma  nepesazam  Jleknapayii  pusuk-anemumy 8  paMKax — Npoyecis
inmeprayionanizayii. ma possumxy BHII sax ¢inancosoeo, max i Hepinancosoeo cexmopis
exonomixu CILIIA, Eeponeiicbkoco Cowsy ma Ykpainu. B cmammi apeymeHmosaHo, uwo
incmpymenm Jleknapayii pusuk-anemumy He Jule 6CMAHOBNIOE OOMENCeHHs HA PUsUKU, ane
maxodic 3abe3neyye iHwi sadxcausi nepesacu o1 BHII npu po3pobyi cmpamezii po3sumky OizHecy
ma peanizayii K110408Ux NPoekmie. /[{emanvHo po32nanymo npakmuune 3acmocysanns /lexnapayii
pusuxk-anemumy 8 Haubinvwill depaiicasniu komnanii Yrpainu HAK «Hagpmozas Yrpainuy.

KuarouoBi cioBa: pusux-anemum, Oexnapayisi pusuk-anemumy, PUUK-MeHeONCMEeHN,
OazamonayioHanbHi NIONPUEMCINEA, CMPAmMezis.

AnHoTauusi. Cmamos auanuzupyem npeonocwblIKU 603HUKHOBEHUS U 2eHe3UC KOHYenyuu
PUCK-Annemuma om nepevix pabom no peuweHuro 3a0ay payuoHaIbHO20 8b100pa 6 YCI08UIX PUCKA
U HeonpedeleHHOCMU, Komopvle OvbLiu ucciedoganvl [loconom ¢on Hevimannom u Ockapom
Mopeenwmepnom 6 cepedune XX 6exka 6 pamkax ORUCAHUS QYHKYUU NOJIE3HOCMU, 00
COBPEMEHH020 UCNONb306aHUA [leknapayuu pucKk-annemuma Kax UHHOBAYUOHHO20 UHCMPYMeHmda
PUCK-MeHeDAHCMeHma MHO2OHayuoHanbhblx npeonpusmuil (MHII). Ocoboe snumanue yoensemcs
NPAKmMuyecKomy NpUMeHeHuro U npeumyujecmeam Jlekiapayuu puck-annemuma 8 pamKax
npoyeccog unmepHayuonanuzayuu u paseumus MHII kax ¢unancosoco, max u Hegunancogozo
cexmopog sxonomuku CILIA, Eeponetickoeo Cowsa u Ykpaunvl. B cmamve apeymenmuposano, umo
uncmpymenm Jlekiapayuu puck-annemuma He mojibKo YCMAaHAeIUueaem 02paHudenuss Ha pucku, Ho
maxaice obecneuusaem opyaue 6adicHvle npeumyuecmea onsi MHII npu paspabomke cmpamezuu
paseumusi OusHeca u peanu3ayuu Kuouyegblx NpoeKkmos. [{emanbHo paccMOmpeno npaKmuyecKoe
npumeHenue /lexnapayuu puck-annemuma 8 KpynHeuuielu 20Cy0apCmeeHHoU KOMNAHuu YKpaurvl
HAK «Hagmoeasz Yrpaunol».

KutoueBble cj0Ba: puck-annemum, Oekiapayus pucKk-annemumd, pUcK-mMeHeoNCMeHM,
MHO20HAYUOHATIbHBIE NPEONPUSMUSL, CIPAMEUs.

Introduction

Rapid internationalization and development of multinational enterprises (MNE) over the past
two decades, and the global financial crisis of 2008-2009, have highlighted the relevance and
urgency of developing effective tools for identifying and assessing the risks and threats faced by
MNE in the pursuit of their strategic goals, providing necessary resources to reduce them.
Successful MNE are paying more and more attention to the development of internal risk
management systems that enhance strategic planning, help to achieve goals, and increase
responsiveness to emerging challenges. The concept of risk appetite definition has become an
innovative tool for the development of such systems in the last decade. In addition to meeting the
requirements of corporate governance standards, stakeholders at all levels (shareholders, analysts,
investors, the public) formulate a demand for MNE in both financial and non-financial sectors to
clearly define their readiness to risk in order to achieve strategic goals, i.e formulate their risk
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appetite. Today, more and more MNE of the US, European Union and Ukraine are developing and
implementing Risk Appetite Statement in order to be able to respond to existing and future
challenges in a timely and effective manner.

Theoretical approaches review

The first scientific research in the field of risk compensation, which is embedded in the
concept of risk appetite, can be traced in the utility function formulated by John Von Neumann and
Oskar Morgenstern in 1947 [Neumann, Morgenstern, 1947]. The utility function describes decision
making in terms of risk and uncertainty. An individual who takes a decision in terms of uncertainty
(lottery) determines which level of income will increase its utility. Based on this assumption, the
utility function u(X) can describe three approaches to risk — risk-seeking, risk-neutral and risk-
averse, as shown in Figure 1 below.

Figure 1
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Risk-seeking condition (high risk appetite) is marked on the chart in red and indicates that
additional utility unit is provided by less income than at risk-neutral approach (blue straight line)
and risk-aversion, i.e. low risk appetite (marked in green).

Another important step in the development of scientific knowledge that describes
individual's behavior under uncertainty is Prospect Theory, which was formulated by Daniel
Kahneman and Amos Tversky in 1979 in the article “Prospect Theory: An Analysis of Decision
under Risk” [Kahneman, Tversky, 1979]. According to Prospect Theory, individuals tend to
overweight low probability and underweight high probability. This trend, called the certainty effect,
contributes to the risk-averse in the choice that assumes certain benefits, and the risk-seeking that
involves certain loss, which is accordingly reflected in Figure 2.
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Figure 2
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Risk-seeking condition in Prospect Theory partially describes the moderate or high risk
appetite of an individual in the certainty conditions.

The modern concept of risk appetite was formulated in 2004 by the British Treasury in the
book “The Orange Book Management of Risk — Principles and Concepts” [HM Treasury, 2004], as
the amount of risk that an organisation is prepared to accept. Further development of the risk
appetite tool appeared in document “Enterprise Risk Management — Integrated Framework”
[Committee of Sponsoring Organizations of the Treadway Commission, 2004], issued by the
Committee of Sponsoring Organizations (COSO) in 2004, and identified risk appetite as an
important MNE management tool for evaluating strategic alternatives and projects, setting related
objectives, and developing mechanisms to manage related risks.

During the global financial crisis of 2008-2009, many companies around the world faced
unknown or underestimated risks. In addition, financial losses and negative economic impact were
multiplied by systemic risks associated with financial counterparties, business partners, as well as
macroeconomic and interstate relations. In response, governments and regulators have introduced
much higher regulatory standards and capital requirements. The focus was on the financial sector,
which appeared to be the most vulnerable to global financial turmoil. In particular, the Basel
Committee on Banking Supervision developed a regulatory framework Basel 111 [Basel Committee
on Banking Supervision, 2010], which regulates requirements for bank capital adequacy, stress
testing mechanisms and management of liquidity risk and sets binding definition of risk appetite
[Basel Committee on Banking Supervision, 2009]. Basel Il regulatory framework was introduced
alternately in the US and the European Union.
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Current stage of risk appetite concept development

Today, leading MNE, when forming a business development strategy and implementing key
projects, make decisions about the trade-offs and deviations they may encounter during
implementation. That is why it is extremely important for the successful implementation of the
developed strategy to have it mutually integrated with MNE's risk appetite, which is
comprehensively reflected in the Risk Appetite Statement.

Risk Appetite Statement determines the level and amount of risk that MNE can afford to
incur based on their financial and operational capabilities, and thus be able to achieve their goals.
This is necessary to protect MNE against potential damage with the threat level, under certain
circumstances, that could be fatal for the company, or cause large losses. Figure 3 below shows an
example of a combination of a MNE's strategy, potential risks and opportunities, and risk appetite
over time.

Figure 3
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On Figure 3:

segment OA reflects the strategic goals set by MNE;
zone BOA reflects potential positive opportunities that may arise;
zone AOC reflects potential risks and negative consequences that may arise;
zone BOC reflects uncertainty and potential changes in the operational environment of
MNE;
e zone DOF reflects MNE's risk appetite.

MNE's management must clearly define how the strategy will work in line with risk
appetite, how it will encourage the organization to set goals and ultimately allocate resources
effectively.

Although the main purpose of the Risk Appetite Statement is to establish limits on risk, it
also provides other important benefits, including [Institute of Management Accountants, 2015]:

e developing a common understanding and language for discussing risk at management and
business levels;
e promoting risk awareness and enforcing the desired risk culture throughout MNE;
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¢ aligning business strategy with risk management to provide a balance between financial
performance and risk control requirements;

e quantifying, monitoring and reporting risks to ensure that they are within acceptable and
manageable levels;

e embedding risk-oriented approach into strategic and operational decisions;

e integrating risk appetite with other risk management tools, including key performance
indicators (KPIs) and key risk indicators (KRIs), economic capital and stress-testing;

e meeting the needs of external stakeholders (e.g., regulators, investors, rating agencies and
business partners) for risk management system transparency, financial, economic and social
sustainability.

Current practice of Risk Appetite Statement utilization at MNE and in Ukraine

At the present stage more and more MNE of the US and the European Union are developing
and implementing the Risk Appetite Statements to protect themselves against systemic risks
associated with counterparties, partners, macroeconomic and international links in the framework of
implementation of their strategy and key projects. According to a survey of the National
Association of Corporate Directors (NACD) conducted by the international company PwC, in 2013-
2014 26% [National Association of Corporate Directors, 2013-2014] of the companies had
comprehensive Risk Appetite Statements. In 2015 this figure reached 35% [National Association of
Corporate Directors, 2015]. Among these companies leading MNE of financial and non-financial
sectors, for example, French financial conglomerate Société Générale [Société Générale, 2019],
transnational oil & gas company BP [BP, 2018], Nordic and Baltic countries development bank
Nordic Investment Bank [Nordic Investment Bank, 2019].

Best practices of corporate governance, including risk management, are being actively
implemented in the operations of large companies in Ukraine. In 2015, corporate governance
reform developed in line with the OECD principles started for state-owned enterprises. In
particular, one of the main tasks of the newly formed in 2016 Supervisory Board of the largest state-
owned company of Ukraine NJSC “Naftogaz of Ukraine”, was to establish a comprehensive risk
management function [Naftogaz of Ukraine, 2016]. One of the steps in the formation of the
vertically integrated risk management system at Naftogaz Group in 2018 was the development of
Risk Appetite Statement, which was approved by the Supervisory Board [Naftogaz of Ukraine,
2018]. This document defines risk appetite of Naftogaz Group in its main areas of operations:
production, transit and distribution of natural gas, implementation of the PSO regulations, corporate
governance and reform and unbundling, liquidity and currency risk management, meeting the
requirements of existing and new licenses for production and distribution of natural gas, etc.

Conclusions

The general concept of risk appetite emerged in the 20th century and began to develop
actively in the last two decades within the framework of development of risk management system
as an integral component of operations of successful MNE. Risk Appetite Statement is an
innovative risk management tool that allows to diagnose risk level across all operations of MNE,
identify the most problematic areas, and map actions that will reduce the risk of activity where it
exceeds the permitted levels, or maintain acceptable risk levels in those areas, where it is today. On
the other hand, Risk Appetite Statement is used as a single platform for discussing risks at the
management level, as well as in dialogue with the external stakeholders (regulators, investors, rating
agencies and business partners).

Today, more and more attention is being paid to the Risk Appetite Statement tool at both
MNE and government levels around the world, including Ukraine.
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