TOPIC SIX
RISK CULTURE, APPETITE AND TOLERANCE
Risk appetite refers to the amount of risk a business is willing to take to achieve its objectives, encompassing both an upper limit (i.e., too much risk being taken to achieve objectives) and a lower limit (not enough risk being taken). In a more formal sense, the setting of risk appetite occurs when the business establishes a specific measurable threshold for the risk it is willing to take.
There are several different factors which will help determine the risk appetite of an organization. For example, a business that is more heavily regulated, such as financial institutions, will generally have a lower appetite for risk.
Appetite will also be influenced by the importance of objectives, as well as the organization’s risk maturity and its overall level of risk management capability. If achieving a certain objective or attaining a certain level of performance is a priority for an organization, it may be willing to take more risk in that area to ensure the goal is met.
Risk appetite ultimately reflects the two-sided nature of risk – while a risk can pose a threat to an organization, it may also present an opportunity.
For example, investing in a new product takes time, resources and money, presenting a financial risk. However, that product could open doors to new markets and customers for the business, which may be a risk worth taking. Keeping this balance in mind and using it to set the right upper and lower limits for risk-taking, is crucial to implementing risk appetite successfully.
Why is risk appetite important to a business
There are many reasons why a business may value risk appetite:
· Alignment
Risk appetite serves as a bridge between risk management and the desired outcomes of the business, connecting the two by highlighting how different levels of risk-taking can either support or hinder long-term objectives.
· Prioritization 
Risk appetite is a mechanism that allows for a more meaningful assessment of the risks that are relevant to the business. Without the framing provided by risk appetite, it is harder for the risk team to drive the right level of action needed within the business through reporting, while people around the business are left without the necessary information to make optimal decisions aligned with desired outcomes.
· Empowerment
By helping to drive action and ensure desired outcomes are met and by encouraging employees to take informed and appropriate risks and not just simply avoid risk altogether the stigma that risk managers are merely “policy police” can also be overcome, cultivating more cordial and valuable working relationships between the risk function and the rest of the organization.
· Guides Decision-Making. 
Knowing the level of risk the business is willing to accept helps management make informed decisions about investments, projects, or operational activities. For example, a business with a low risk appetite might avoid highly speculative ventures, while one with a high risk appetite may pursue aggressive growth strategies.  
· Aligns Strategy with Capacity
Risk appetite ensures that the business strategy matches the organization’s resources, capabilities, and stakeholder expectations. It prevents overextending the company into areas it cannot manage effectively. 
· Protects Stakeholders.
Clearly defining risk appetite helps protect shareholders, employees, customers, and regulators by avoiding decisions that could jeopardize the business’s stability. It creates confidence that the company operates within reasonable limits. 
· Supports Risk Management 
Risk appetite serves as a benchmark against which risks are assessed and monitored. It informs the development of risk management policies, internal controls, and contingency plans. 
· Improves Accountability
When risk appetite is documented, leaders and managers know the boundaries within which they must operate. This clarity reduces conflicts and ensures consistent decision-making across the organization. 
· Enhances Performance and Growth
Businesses that understand their risk appetite can take calculated risks to achieve competitive advantage, innovate, and grow sustainably. It balances risk and reward, avoiding reckless decisions while not stifling opportunity.
Who is responsible for risk appetite
· First there needs to be an understanding of who is responsible for what, so that clear roles and accountabilities can be assigned in the development and setting of risk appetite. If there are already structures in place within the business to assign accountabilities for risks themselves, it may be helpful to use these rather than creating another layer of bureaucracy.
· While some organizations may assign the setting and implementation of risk appetite to the risk team alone, if it is done within a silo it is unlikely to fulfil the needs of the business, nor will it support appropriate risk-taking or effective risk oversight.
· The risk team should engage and partner with the business to develop appropriate risk appetite which reflects the strategic and operational nature of the business. 
· Securing the buy-in and, more importantly, the involvement of executives is crucial, as this will encourage them to view risk appetite as a powerful business tool and an enabler, rather than an unnecessary administrative layer they would rather avoid.

Setting the Risk appetite in an entity
1. Determine principal/material risk categories
Before setting risk appetite, you need to determine what principal (or material) risk categories the business should focus on – these will typically be those overarching risks that have the potential to impact both the strategy and operations of the business.
Equally, you may want to look at the challenge from another angle and apply risk appetite to specific opportunities that the business wants to pursue – for example, if a company believes developing new technologies will support its strategic growth, it can decide how much risk in this area (e.g. cost of failed development) it is willing to accept.
It is also important to consider the stakeholder landscape and consult with key external parties such as regulators and major partners when developing risk appetite. 

2. Decide the upper and lower limits for each risk
It is important to remember that the risk appetite across a set of principal risks does not have to be entirely consistent – while there are risk categories such as health and safety for which there is usually no appetite for risk, there may be other areas in which the business wants to take more risk.
The question is: how do you know what thresholds to set for each risk? The key is finding a green zone for each risk category. This is the balance between too much risk being taken and not enough risk being taken.
3. Design approaches for managing risks
When setting risk appetite, it is important to outline the actions that the business will take when it is operating within risk appetite, approaching the edge of risk appetite and operating outside of risk appetite. Typically, breach procedures will fall into these three buckets:
· Expected – This means the business is operating within risk appetite; no immediate action is necessary, but it is important to monitor risks and keep an eye out for changes in the internal or external environment that could trigger changes.
· Shifting – When a change in performance is noted, with indicators suggesting that the business is moving closer towards appetite thresholds, it is time to investigate and understand why a risk is becoming harder to manage (e.g.: Is there a deterioration in trading conditions?; Are there changes in behaviour or performance of staff?; Are there unforeseen events occurring which make it more likely?; etc.).
· Out of comfort zone – In this scenario the appetite for a specific risk has been exceeded and immediate action is necessary to bring the risk back within acceptable levels.
To ensure the right level of response, risk responses and actions by risk owners should be defined to ensure effective communication and notification timelines for risks to the executive committee and the board – i.e., how long it will take to notify these parties once a breach has become known? Equally, procedures should also involve a clearly defined risk treatment action plan that indicates how the risk and business teams will report on progress as the issue is managed.
4. Draft risk appetite statements
Although there is no right way to draft a risk appetite statement, there are some fundamental areas that a clear, concise and effective statement may cover:
· Context; When preparing a risk appetite statement it is important to understand the context. For example, provide a brief explanation as to how this risk relates to, and may impact, the overall strategy of the business. Are there any external drivers that should be considered?
· The statement itself; This section should specify, in clear terms, what there is zero appetite for across different risk settings, what there is cautious appetite for, and why in some cases, circumstances or markets, there should be a higher level of risk appetite.
· Key risk indicators and limits; The risk appetite statement should outline the key risk indicators that will be used to assess whether the business is operating within, close to, or outside of risk appetite – these indicators will also help to determine a course of action regarding the management of different risks.
· Risk appetite setting; In order to develop an overall picture of how the business is performing in terms of risk appetite, some businesses may aggregate their key risk indicators to determine whether the business is mostly inside or outside of risk appetite.
Embedding Risk appetite in the business
1. Build a set of key risk indicators to monitor appetite
While key performance indicators (KPIs) look back at what has been achieved (to answer questions like, have set objectives been met?), KRIs look forward to the potential threats or opportunities that may, eventually, impact performance in the future and cause the business to exceed risk appetite.
2. Engage with the board on risk appetite
The board needs to set the tone for risk and risk taking. Senior leaders should also be aware of risk appetite and its role and purpose within the business. If senior leaders are risk-averse, then the organization’s appetite for key risks is likely to be low.
Alternatively, do executives proactively encourage people around the business as part of developing a more dynamic, risk-aware culture capable of taking on more risk? Whilst boards’ involvement in risk appetite is typically at the sign-off stage, it pays to understand the factors that influence board-level decisions.
3. Develop awareness of risk appetite within the business
According to research in our report, Risk Leaders’ Insight: Risk appetite, just under 10% of risk leaders said that appetite was currently used by a significant portion of their staff from executive through to the frontline. Drilling down further into the findings of the survey, 19% revealed that while the board and executive committee have approved risk appetite statements, these are not used by the business. There is a lot of work still to be done on risk appetite.
Therefore, aligning your risk appetite framework with the governance structure of the organisation is key – instead of chasing employees to carry out risk activity and think about risk appetite, it should be embedded as part of the processes they follow on a monthly, weekly or even daily basis.
4. Use risk appetite to support good decision-making
Arguably the most meaningful aspect of embedding risk appetite within the business is using it to make better decisions, as this will demonstrate the value of your risk appetite framework to the entire organisation.
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