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Risk Appetite Road Map

Managers face important decisions every day, decisions

that may affect the future of the company. This is

especially true when business owners need to make risk

management decisions. Different management styles can

lead to avoiding, reducing, transferring, or accepting

these risks. For business owners, it is important to ask the

big question; could taking on this risk have a significant

material impact on my company, whether positive or

negative? Is it worth it?

 

A company’s risk appetite will determine how aggressive

or conservative it wants to be. Risk appetite can be

described as the amount and type of risk that an

organization is willing to take in order to meet its

strategic objectives. A company with a high risk appetite

will probably set goals that are more aggressive, and to

meet those goals, the company is willing to take on

higher risk to earn a higher profit, or to gain a

competitive advantage.
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While risk appetite is about the

pursuit of risk, risk tolerance is about

what an organization can actually

cope with.  According to the Institute

of Risk Management, risk tolerance

can be expressed in terms of

absolutes, for example “we will not

expose more than x% of our capital

to losses in a certain line of

business” or “we will not deal with

certain types of customer”.

After carefully assessing the risk, a

company must decide how to handle

the risk. Risk events can be placed into

one of four risk response categories:
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Recent Events Impacting Credit Risk
More and more negative items are popping up in the daily news cycle. The escalation in the U.S. and

China trade war is weighing on the global economy. ISM’s manufacturing index contracted in August

for the first time since 2016 and Fitch cut growth rates for China, US, and Eurozone. Meanwhile,

Moody’s downgraded its credit ratings on Ford and United States Steel Corporation.

 

In the month of August, ISM’s manufacturing index fell to 49.1 from 51.2 the previous month. This is

the first time in three years U.S. Manufacturing contracted (readings below 50 show a sign of

contraction). The report came after data of contracting manufacturing activity in the UK, Germany,

Japan, and South Korea. Executives surveyed in the report believe trade is the cause of this due to

companies having to move manufacturing from China. Another index for manufacturing activity from

IHS Markit showed U.S. manufacturing was at its lowest level since September 2009.

 

On September 9th, Fitch Ratings published a report cutting growth rates for China, U.S., and

Eurozone. Fitch states the primary cause for the decline is trade policy. Over the summer, the U.S.

raised rates on existing tariffs on Chinese imports. Fitch believes that this shock will reduce China’s

growth in 2020, which is one reason why the Eurozone growth is declining. Other causes for the

decline include the tightening of global dollar liquidity and significant risks of a no-deal Brexit. A

no-deal Brexit could cause a severe U.K. recession in 2020.

 

Moody’s recently downgraded its credit rating on Ford to junk status with a Ba1 rating. The

downgrade is due to “considerable operating and market challenges facing Ford” in addition to the

company’s long-term restructuring plan. The restructuring plan is expected to extend to at least

 

Reduce Risk Accept RiskTransfer RiskAvoid Risk

activities with a high

likelihood of occurring, but

financial impact is small. 

The best response is to use

management control

systems to reduce the risk of

potential loss.

activities with a high

likelihood of loss and large

financial impact. The best

response is to avoid the

activity.

activities with low probability

of occurring, but with a large

financial impact. The best

response is to transfer a

portion or all of the risk to a

third party by purchasing

insurance, hedging,

outsourcing, or entering into

partnerships.

if cost-benefit analysis

determines the cost to

mitigate risk is higher than

cost to bear the risk, then the

best response is to accept

and continually monitor the

risk.

Companies need to balance risk and reward; establishing and maintaining a risk appetite strategy will help

companies stay on track during difficult risk management decisions.



Sticking with automotive, the United Auto Workers strike

against General Motors has entered its third week. Workers

walked off their jobs on September 16th.  Already the strike

forced GM to shut down two Canadian factories that make

engines, older-model pickup trucks and two car models. If

the strike drags on much longer, GM likely will have to close

more factories in Mexico and Canada because engines,

transmissions and other components are built in the United

States. Companies that supply parts to GM also will have to

start cutting production. The longer this strike lasts, this

could have a significant ripple effect on the metals supply

chain.

 

The Novelis acquisition of Aleris was expected to be

completed by October 2019. However, the US Department of

Justice (DOJ) filed a lawsuit to block the transaction on

September 4th in order to maintain competition for rolled

aluminum sheet in the U.S. The DOJ claims the acquisition

would cause aluminum sheet prices to rise. Novelis then

reaffirmed its commitment to acquire Aleris and expects to

complete the transaction by January 2020 now. Novelis

stated that the DOJ lawsuit disregards the fact that there is

competition from steel automotive body sheet as well.
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At the end of July, IPSCO Tubulars announced a mass layoff at its facilities in Wilder, KY. The layoff is

supposed to start at the end of September. Management said the layoffs are due to a downturn in

the oil and gas industry. In March, Tenaris entered into a definitive agreement to acquire IPSCO

Tubulars from PAO TMK for $1.2 billion. This acquisition is still expected to close by the end of this

year.

 

Rivore Metals, LLC of Troy, MI filed for chapter 11 bankruptcy protection on September 27, 2019 in the

Eastern District of Michigan.  Rivore is a metals trading and project management company. At the

time of the filing, the company listed 100-199 estimated creditors and estimated liabilities totaling

$1,000,001 - $10 million. We advise discussing any potential business transactions with a bankruptcy

attorney prior to shipping.

 

On a positive note, credit availability to business borrowers remains favorable despite record levels of

corporate debt and leverage. There seems to be plenty of capital available for companies who need

it. We believe this will support stability in the near term. The Senior Loan Officer Opinion Survey on 

2023 and comes at a time when auto markets are softening. Moody’s also downgraded its credit

rating on United States Steel Corporation as the steel industry faces headwinds. Moody’s decision

was based on weak end-user demand, lower steel prices, weakness in the company’s Europe and

Tubular operations, and an expected increase in the leverage position for the company.
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Bank Lending Practices surveys up to 80 large domestic banks and 24 U.S. branches and agencies of

foreign banks. Questions cover changes in the standards and terms of the banks' lending and the state

of business and household demand for loans. The July 2019 survey stated that regarding loans to

businesses, banks indicated that they left their standards basically unchanged on commercial and

industrial (C&I) loans to large and middle-market firms, while standards eased for such loans to small

firms. As the graph below shows, C&I loans remain at an all time high and continue to climb.

Chinese Policies Affecting U.S. Exports

Photo by Kevin Frayer

China recently released a revised draft that takes

a step back from last years proposed ban on all

solid waste imports by 2020. The revised draft

translates “The State shall gradually and basically

realize zero import of solid wastes.” Not only does

this indicate a concession on a hard 2020

deadline, but it also signifies that China’s demand

for manufacturing inputs remains strong.

 

Despite a step back, the Chinese government

continues to have an active role in shrinking

imports, promoting environmental health, and 
becoming self-sufficient.  To move these objectives forward, the revised draft also introduced new import quotas

on copper, aluminum, and ferrous scrap. The quotas range from just 15 to 30 percent of 2018 import levels.

 

In addition to the import quotas, the Chinese Government is also developing a set of standards for recycled raw

material imports. Standards released for recycled copper and brass requires imports to be 97 to 99 percent

copper and between 90 to 99 percent recoverable. There is also an emphasis on contracts for carrying out the

transaction and handling any disputes.

 

China's imports of U.S. scrap are already down significantly this year, largely as a result of tariffs and the 
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ongoing trade war. Through June 2019, China’s copper scrap imports from the U.S. decreased approx. 80

percent year over year, while aluminum imports were down 16 percent. China recently announced an extra 5

percent tariff on U.S. copper and aluminum scrap imports as part of retaliatory tariffs. These new tariffs are set

to take effect on December 15, 2019.

 

China also did not import a single piece of steel scrap for the first time this century. According to the data, the

world’s top steel producer bought no scrap at all from overseas in August.  Bloomberg also stated that purchases

have fallen this year despite high iron ore prices and a tight domestic scrap market. It expects China will

transform into a net exporter of scrap steel in the long run. This could have a significant impact on the global

steel industry moving forward.

 

The Trump administration stated it would increase tariffs from 10 percent to 15 percent on the remaining $300

billion worth of goods from China. The U.S. imported a record $539.5 billion in goods from China in 2018. By

contrast, the U.S. shipped a much smaller $120.3 billion in goods to China last year. Overall, U.S. exports are

already down through the first six months of 2019. The tariffs are also causing the U.S. economy to cool off more

quickly than expected.  According to Atradius, business investment is slowing from 6.9% year over year in 2018, to

an expected 3.1% in 2019.

 

The ongoing trade war clouds exactly how strong China’s demand for U.S. scrap remains. Recent developments

seem to leave the door open for some trade with China, despite its focus on zero solid waste imports and a self-

sufficient economy. However, import quotas and new standards set by the Chinese Government remain

challenging and scrap imports have already decreased substantially.
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