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Agenda

Ʒ Introduction

Ʒ Integration

Ʒ RAPM

Ʒ Business Steering Concept

Ʒ Implementation & Tools
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Introduction
External and Internal Risk View

Net Income

Equity Capital
RoE = 

External View: Return on Equity Internal (Risk) View

Ʒ Risk taking is wv¤¡©Ċ business
Ʒ RoEy¥z© ¤¥ª ¨z{¢zxª v©©zª©ĉ v¤y ¢~vw~¢~ª~z©Ċ 

risk
Ʒ Limitations by regulators: e.g. min capital 

requirement to cover unexpected losses

Key indicator for investors &

common stockholders

Regulatory Requirements: 

ICAAP: Equity > Risk

ILAAP: Liqui Ratios

OpRisk/ Compliance etc.

Link Business and Risk (Strategy) through 

a) Risk Appetite Framework

b) Risk Adjusted Performance Measurement (RAPM)
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External and internal view

Challenges how to bring both views into balance among othersÿÿO

Ʒ Articulating Risk Appetite metrics at board level that are sufficiently robust and discriminatory , and
linked to the strategy ?

Ʒ How to translate these metrics in actionable guidance at BU/ department /desk level . And this for
both financial and non-financial risks.

Ʒ How to build robust aggregation reporting that provides assurance to the board that the actual risk 
profile is aligned with the desired one?

Ʒ Correctly incorporating cost of risk in pricing of services/ products . How to steer the business?

Ʒ How can a coherent view on stress scenarios be developed to drive ICAAP, ILAAP, Recovery and
forward looking planning?

Ʒ What impacts P2 capital buffers and hence influences my capacity to distribute dividends ?

Ʒ How to assesthe recapitalisation needs? 

Ʒÿ
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Risk Adjusted Performance Measurement
RAPM

Ʒ RAPM frameworks provide an alternative view to GAAP reporting, using economic driven metrics
rather than traditional accounting metrics .

Ʒ Consensus has emerged around the use of absolute metrics like Economic Profit (EP) / Economic
Value Added (EVA)* and relative metrics like RAROC(Risk-Adjusted Return on Capital), using a
bottom -up calculation of economic capital .

Financial 
Performance 

Metrics

Accounting Based 
Metrics

ROE

ROI

ROA

RAPM Metrics

Measures of Capital 
Adequacy

Performance 
Measurement

External Risk Capital 
Requirements

Internal Risk 
Economic Capital

Asset / Liability 
volatility

Economic profit

Earnings volatility

Regulatory

Rating Agency

Bottom -up Top-Down

EconomicGAAP

* EP (Economic Profit) and EVA (Economic Value Added) are used synonymous;

RAROC

Others (e.g., Shareholder value added (SVA))
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Ʒ Economic profit and RAROC are different 
measures of performance using the same 
components

Ʒ Return

Ʒ Economic Capital

Ʒ Cost of capital

Ʒ RAROC is a popularly used and well 
understood metric that when evaluated 
against the cost of capital:

Ʒ Indicates relative returns in excess of the cost of 
capital 

Ʒ Provides a useful comparative of performance across 
businesses in relative terms

Ʒ Economic profit is a useful metric in 
addition to RAROC, that:

Ʒ Measures absolute returns in excess of the 
cost of capital

Ʒ Provides an indicator of period on period 
growth in absolute terms

Ʒ Using the two metrics in tandem 
provides a sound understanding of 
business performance

Economic 
Profit

Economic 
Capital

Cost of Capital

RAROC

x-

Return
Economic 

Capital

Return

÷

Risk Adjusted Performance Measurement
RAPM
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RAROC (%)

Return Expected Loss Capital Benefit

Risk Capital

Economic 
Profit ($)

Return ąEL +Cap Ben Hurdle Rate Risk Capital=

=

Return = Revenue - Expenses Risk CapitalHurdle Rate Capital Benefit

- +

- x

Expected Loss

Ʒ Spread* / Net Interest 
Income

Ʒ Fee and Other Income

Ʒ Gains/Losses

Ʒ Operating Expenses: 
Direct vs. Allocated

Ʒ Taxes

Ʒ Accounting 
Adjustments

Á Revenue 
recognition

Á Expected loss

Á MTM/Accrual

Á Fair value

Á Transfer Pricing 
Framework 
Adjustments

Á Stranded capital

Á Future cost of 
capital 

Ʒ Risk Capital 
Measurement (e.g. 
EC or RC)

Á Credit Risk

Á Market/ALM Risk

Á Operational Risk

Á Insurance Risk

Ʒ Risk Capital 
Aggregation

Á Correlation 
estimation

Á Aggregation 
methodologies

Á Diversification 
benefit 
allocation

Ʒ Business specific 
earnings 
volatility

Ʒ Capital cost 
components

Á Risk 
premium

Á Regulatory 
drag

Á Leverage

Ʒ Adjustments to 
market 
perspective

Á Framework 
return 
adjustments

Á Franchise 
Value

Á Investor 
expectations

Ʒ ć^¤x¥£z {¨¥£ xv¦~ªv¢7 

Ʒ Allocating capital to a LoB is 
different from investing the 
capital in the LoB or a 
transaction. 

Ʒ Typically, capital is held in 
addition to any assets 
invested in the LoB or 
transaction. 

Ʒ The capital is presumably 
invested somewhere, and ROC 
should reflect the extra 
income from that investment

Ʒ Since the capital is supporting 
a risky business line or 
transaction, it (hypothetically) 
should be invested in 
something risk free. 

Ʒ Long-run 
average loss

Ʒ The mean of 
the loss 
distribution 
associated with 
some activity

Ʒ Average loss 
rate for a 
portfolio over 
an economic 
cycle. 

Ʒ Most typically it 
represents 
expected loss 
from defaulting 
loans

* Cost of funds/credit for funds is incorporated within the net interest margin;  Some banks revisit and change their FTP 
curves;  Liquidity premiums are being added to reflect the banks' specific funding costs.

> Hurdle Rate

!

Risk Adjusted Performance Measurement
RAPM
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Group 

Business Lines 

Client/product

Integration into bank management

Risk taking capability analyses:

Ecap =S Risks <  disponible Equity

Ensures survival of bank

Risk-adjusted performance analyses :

RaRoC = Profit / Ecap

Capital allocation

Pricing and Product design

Ensures profitability of bank

Challenge: Management Attention Inclusion into renumeration concept (as incentive)!
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Reporting 

Implementation of Ex-Post Client Profiles

ÅKey Performance Indicators: Portfolio Quality Index, RaRoC, Ø-PD, Rating, ØCVaR in Tú

ÅBreakdown by Product Category and Client: Revenues, EL, eCap-Costs, OpRisk-Costs, Direct Costs, 
Funding costs, VCM

Steering

ÅConsideration of risk/return key indicators in individual target objectives and renumeration scheme (as
incentives)

Sales Steering Concept

Pricing

Implementation of Ex-Ante pricing tool at point of sales

ÅResults of Transaction: Value Contribution Margin

Å Transaction Indicators: RaRoC, eCap, RWA, Risk Concentration
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RegCap

ECap

Real Time Tool at Point of Sales

Value Contribution Margin Calculation

The trade N/A was calculated by Oliver Kaufmann on 16.04.20xx 17:03:46.

Client Details
Client Name/Client Number
Client Rating 3.4
Client Masterscale PD 1.500 %
VBKDNR New Client
Group Name
Group City/Country DE
Group LAD 0.0 Tú
Group EL 0.0 Tú

Current Transaction Details
Sign (1=New Credit; -1=Creditsale) 1
Product Type 001_Cash credit/Overdraft facility
Start Date 05-20xx
Lifetime (years) 1.0
Currency EUR
External Limit                                                                           0.0 Tú
Drawing                                                                                   1,000.0 Tú
Collateral                                                                                 0.0 Tú
Guarantee J/N N

Incomes
Gross Interest Margin 1.40 %
Commitment Fee p.a. 0.00 %
Provision Credit p.a. 0.00 %
Transaction Upfront Fee 0.00 %
Transaction Upfront Fee 0.00 Tú
Liquidity costs % 0.05 %

Results of Transaction
Revenues 13.0 Tú
- Expected Loss (EL) 4.0 Tú
- Direct Costs 3.3 Tú
= Gross Return 5.7 Tú
- eCap Costs 5.1 Tú
= Value Contribution Margin 0.6 Tú

Transaction Indicators
RoRaC 17.9 %
eCap 32.0 Tú
Basel II Capital 40.7 Tú
Risk Concentration 41.9 bp
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-- Country

-- Sales Unit

-- Segment

2006 2007 ȹ in %

Revenues 0,0 T ú 0,0 T ú + 0,0%

- Expected Loss (EL) 0,0 T ú 0,0 T ú + 0,0%

- eCap Costs 0,0 T ú 0,0 T ú + 0,0%

- Direct Costs 0,0 T ú 0,0 T ú + 0,0%

VCM 0,0 T ú 0,0 T ú + 0,0%

Country -- Segment -- 24% 61% 6% 3% 6%

Region -- ZFI --

2006 2007

PQI 0,00 0,00

RoRaC 0,0% 0,0%

Ø-PD -- --

CB-Rating -- --

Ï CVaR in Tú0,0 0,0

Comments 38% 50% 8% 3% 2%

0,00 0,00 0,00 0,00 0,00

0,0 0,0 0,0 0,0 --

/ p a r t n e r s h i p  m e e t s  e xp e r t i s e  /

Ï CVaR in Tú

Group

Revenue share

VCM share

PQI

--

Ranking VCM 2007

Key Performance Indicators

Client Profile

--

4

--

GBKdNr

SWIFT Code

VBKdNr

Revenues 2007 - Breakdown by Product Category (in Tú)

0,0

20.000,0

40.000,0

60.000,0

80.000,0

100.000,0

-10.000,0

0,0

10.000,0

20.000,0

30.000,0

40.000,0

50.000,0

Value Contribution Margin 2007 - Breakdown by Product Category (in Tú)

Total

VCM

Cash

Services

Trade

Services

Banking

Products

Market

Products

Others

Total

Revenues

Cash

Services

Trade

Services

Banking

Products

Market

Products

Others

Ex-Post Client Profile
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SWIFT NIBIET

Name NIB International Bank S.C.

GBKDNR 4008700148

Region Ethiopia

MP-EL + MP-eCap Costs only includes Money Market data as no further trusted income data is available.

For information only (TEUR):

EL eCap Cost

MP others 0,00 0,00

not attributable 0,00 0,00

/ p a r t n e r s h i p  m e e t s  e xp e r t i s e  /

VCM 2007 - Breakdown by Category (in TEUR)

64,1

1,23,56,5

156,5

81,1

0,0

20,0

40,0

60,0

80,0

100,0

120,0

140,0

160,0

180,0

Revenues EL eCap Cost op Risk Direct Costs VCM

VCM CS 2007 - Breakdown by Category (in TEUR)

3,2
0,10,00,0

31,7
28,4

0,0

5,0

10,0

15,0

20,0

25,0

30,0

35,0

Revenues EL eCap Cost op Risk Direct Costs VCM

VCM TS 2007 - Breakdown by Category (in TEUR)

52,3

124,0

6,5
3,5 1,1

60,8

0,0

20,0

40,0

60,0

80,0

100,0

120,0

140,0

Revenues EL eCap Cost op Risk Direct Costs VCM

VCM BP 2007 - Breakdown by Category (in TEUR)

0,00,0 0,0 0,0 0,0 0,00,0

0,1

0,2

0,3

0,4

0,5

0,6

0,7

0,8

0,9

1,0

Revenues EL eCap Cost op Risk Direct Costs VCM

VCM MP 2007 - Breakdown by Category (in TEUR)

0,5

0,7

0,0 0,0 0,0

0,2

0,0

0,1

0,2

0,3

0,4

0,5

0,6

0,7

0,8

Revenues EL eCap Cost op Risk Direct Costs VCM

VCM Others 2007 - Breakdown by Category (in TEUR)

0,00,00,00,00,0 0,00,0

0,1

0,2

0,3

0,4

0,5

0,6

0,7

0,8

0,9

1,0

Revenues EL eCap Cost op Risk Direct Costs VCM

VCM 2007 ïBreakdown by Category

(in TEUR)

Revenues eCapCost Direct Costs VCMEL

Ex-Post Client Profile
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Portfolio

Analyses

Scenario 

Analyses

e.g.

Impact of 

Hedging,

True sales,

Syndication,

New business

Portfolio - and Scenario Analyses
(in all risk dimensions )
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Economic Capital

(ātrueó risk profile)

Economic View:

Risk adjusted capital steering

Regulatory Capital

(simplified risk profile)

Regulatory View: 

Stability/Solvency

Side condition for capital steering

Equity Capital

View of Investors: Optimisation of RoE

(after all constraints)

Overall Picture

Constraints

Scenario analysis, 

Liquidity, Leverageé

Regulatory View:

To be embeddedé.e.g. RAF 
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Thank You

Dr. Oliver Kaufmann
FS Risk Associate Partner
Tel: +41 58 289 3884
Email: oliver.kaufmann@ch.ey.com


