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Risk appetite and 
tolerance
What they mean and how to use them

David Vose, VP Risk Management, ArcherIRM
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Facebook says …
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Facebook says …
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We’re not all 
Tom Cruise
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What the words mean to non-risk people

appetite
/ˈæp·ɪˌtɑɪt/

a desire or need for something, esp. food

tolerance
/ˈtɑl·ər·əns/

the ability to bear something unpleasant or annoying, or to 
keep going despite difficulties

And, just for completeness …

an allowable amount of variation of a specified quantity, 
especially in the dimensions of a machine or part.
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And to ISO1

appetite
amount and type of risk that an organization is 
willing to pursue or retain

tolerance
readiness to bear the risk … in order to achieve 
objectives

1. ISO Guide 73:2009(en)

2. “Strengthening Enterprise Risk Management for Strategic Advantage”, COSO 2009

appetite
the amount of risk that an organization is willing 
to accept in pursuit of stakeholder value

And to COSO2

tolerance
acceptable levels of variation an entity is willing to 
accept around specific objectives

“For example, an entity that has set a target of a customer satisfaction rating of 90% may tolerate a range of outcomes 
between 88% and 95%. This entity would not have an appetite for risks that could put its performance levels below 88%.”

So ‘Tolerance’ is interpreted as a level of precision, like in building codes or engineering
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Other contributions …
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We need consistent definitions
Hopefully ones that can be used in decision-making
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I propose …

appetite
How much risk you’ll take against the 
expected reward (similar to COSO)

tolerance
The chances you’ll accept of 
experiencing great levels of damage
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Appetite is about balancing risk and reward

Tolerance is about not stretching yourself too far

“We should be willing to invest $20M in this 
project. It has a 20% chance of being a total loss, 
but an 80% chance of $100M profit, that’s a 20:1 
return:risk ratio, way above our 5:1 threshold”

-$20M

+$100M

20%

80%

“Normally, that would be a great investment, but 
we are already taking a lot of risk elsewhere. Put 
together, we would increase our chance of going 
bust to 5%, way above the agreed 1% threshold.”

Insolvent

Solvent

5%

95%
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Your own personal risk 
management
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Heads you win
$10

Tails you lose 
$1

10:1 
return:risk

OK!
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Heads you win
$1M

Tails you lose 
$100k

10:1 
return:risk

No!
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We’re not all 
Elon Musk
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Application to risk management
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 Risk appetite - dare to take chances to achieve your objectives
 Risk tolerance - keep a tally on the aggregate risk exposure not to push it too far

Market, credit, strategic risks

 Risk appetite – there is no risk-return tradeoff, so this does not apply
 Risk tolerance – OpRisks add to the tail risk exposure of the business. They need to be included in 

the aggregate risk exposure

Operational risks
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Colour regions for appetite, etc. are nonsense. Risks in a heat map are OpRisks
 They have no risk:reward tradeoff

− So ‘risk appetite’ doesn’t apply

 Tolerance and Capacity apply at an aggregate level, not individually

Risk heat maps, appetite and tolerance
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Defining your risk tolerance level

ENTITIES IMPACT TYPES SCALES

Lay out the entity structure
 Parent and child entity tree

 Reflects who ‘owns’ the risk impacts

List the types of impact you care about, e.g.
 Financial

 Environmental damage

 Reputation

 Safety

 Carbon footprint

 Human rights violations

 Delays (for projects)

Define scales appropriate to the entity
 Quantified units where appropriate

− E.g. Financial, Carbon, Delays

 Guiding descriptions otherwise

− E.g. Reputation, Safety, Human rights 

Some scales should be ubiquitous
 Because they represent moral values

− Environmental

− Safety

− Human rights
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A recent study by McKinsey found that the 
average life-span of companies listed in Standard 
& Poor’s 500 was 61 years in 1958. Today, it is 
less than 18 years. 

“
”

What is a reasonable probability of catastrophe?

Accepting zero risk is a myth. You 
might consider something around 1% 
chance per year to be reasonable.
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Other thresholds

If (say) your tolerance for catastrophe is 1% per year, 
then you should logically accept a higher probability for 
lower impacts.

First define those lower impact levels.

Then you can see the chance of exceeding them …
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Tolerance exceedance 
for individual risks

Tolerance exceedance 
by entity




