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Performance 
Measurement

Current Issues in Performance Measurement

Just to check you’re in the right place:

• This workshop is about performance of financial firms

• Financial reporting, accounting ratios etc

• Not purely measuring market value returns on asset portfolios
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Workshop Overview

The Story of Risk Based Performance Measures

• Line-up of year end 2009 disclosures

• Arguments for risk adjustment

• Banking experience

• Dampeners

• Conclusions
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Performance Measurement

Line up of 2009
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Line-up of 2009 
Disclosures
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Risk-based Performance Measurement

• There was a rush of risk based performance disclosures in the 
early 2000’s

• Some firms developed a framework and then stopped 
publishing it

• Other firms went bust despite their risk based performance 
framework

• Reduced disclosure of “economic capital” post crisis• Reduced disclosure of economic capital  post crisis
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Performance Measurement

Arguments for Risk

Performance Measurement
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Arguments for Risk 
Sensitivity
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External Pressures for Risk Based performance 
measures

• Risk based performance measurement seeks to encourage and instil the 
right risk-related behaviours across the group  This can be facilitated using right risk-related behaviours across the group. This can be facilitated using 
a number of risk adjusted metrics which should be linked to performance 
measurement and awards.

• Over time as there is increasing clarity and focus on implementation of the 
wider risk management framework, risk appetite and Solvency II, risk 
based performance metrics will become an increasingly important metric, 
both in terms of running the business and rewarding performance.

• Regulators and external stakeholders such as rating agencies are 
increasingly interested in seeing how insurers consider risk in the planning increasingly interested in seeing how insurers consider risk in the planning 
and management of their business on a day-to-day basis. 

• They want to see that organisations understand the risks that they face, 
are aware of the interaction between risk and capital, factor this into 
decision making and measure performance against targets aligned with 
risk appetite.
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How it is Supposed to Work
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• Performance measures fall into 2 broad categories, ‘performance only’ and ‘risk adjusted’.

– ‘Performance only’ measures are the traditional measures such as profit, growth in
premiums, change in assets under management and at an enterprise level earnings per

Risk Based measures In Use

premiums, change in assets under management and at an enterprise level earnings per
share, EBITDA etc.

– ‘Risk adjusted’ measures seek to take into account the performance of the business relative
to the risk that has been taken to deliver that performance, i.e. better reflect the risk reward
trade off.

• In both ‘performance only’ and ‘risk adjusted’ measures nominal metrics can be used (e.g. profit,
value add, etc) or ratios (e.g. return on capital, RaRoRaC, etc)

.
Nominal              metrics Ratios

These metrics can be calculated 
relative to any desired accounting

Risk Based Performance Management (R2-6)

Nominal metrics better 
enable comparison of size 
and scale

Ratio metrics better enable 
application of common 
hurdle rates across 
multiple businesses

Performance 
only

Profit Return on equity (“ROE”)

Risk adjusted 
performance

Shareholder Value Add 
(e.g. economic profit)

Return on risk adjusted capital 
(“RORAC”)

Risk adjusted return on risk 
adjusted capital (“RARORAC”)
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relative to any desired accounting 
framework: IFRS, S2, MCEV etc. 

CEIOPS’ Advice for Level 2 Implementing Measures 
on Solvency II

Tests and Standards for Internal Model Approval

• 3.44 ... The internal model may be used for setting return on 
capital targets for different products, business lines and 
business units. This is all part of the undertaking’s business 
planning / strategy, and CEIOPS expects that undertakings will 
use the internal model to assess the riskiness of its future 
business strategy and the variation in possible outcomes ...
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Risk Margins and Cost of Capital

• Under MCEV and Solvency 2, stated net assets include a 
deduction for the future cost of capital (cost of non-market risk)

• This gives rise to a stream of potential profits as it unwinds. To 
what cost stream should it be matched?

– Notional charge for attributed capital (as per “economic 
profit”)

– Emerging frictional costs?Emerging frictional costs?

• Capital attribution can give negative numbers for units that 
reduce risk

– This makes sense in economic profit calculations but not 
when risk based capital is used as a denominator
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Performance Measurement

Banking Experience

Performance Measurement
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Banking Experience
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Increase in Bank Leverage prior to the Crisis

Extracts from the Turner review 14

• From about 2003 onwards, there were significant increases in 

What Turner has to say on Economic Capital

the measured on-balance sheet leverage of many commercial 
and investment banks, driven in some cases by dramatic 
increases in gross assets and derivative positions (Exhibit 1.11). 
This was despite the fact that ‘risk adjusted’ measures of 
leverage (e.g. weighted risk assets divided by tier one capital, 
or Value at Risk (VAR) relative to equity) showed no such rise.
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Performance Measurement

Dampeners

Performance Measurement
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Dampeners
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Turner doesn’t like Value at Risk

Source: Turner review
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Dampeners are mechanisms to smooth or defer the 
effect of bad news.

Regulatory purpose is to avoid procyclical behaviour, for 
example insurers being forced to sell assets as prices fall.

• Explicit dampener for equity risk where the size of the required 
equity stress test contracts after market falls

• Extension of time to repair SCR after exceptional market events

• Allowance for liquidity premiums has the effect of a credit 
dampenerdampener

• Entry point methodology and contraction of entry point in 
downward sloping yield curve environments is a form of interest 
rate dampener
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Effect of dampeners in performance measurement

Dampeners designed for solvency, not financial management

• Reduces the stated impact of favoured risks (equity and credit) 
but not others (longevity, property)

• Four dampeners have similar effects from a solvency 
perspective but all enter in different places in the formula.

• For performance measures it makes a difference whether 
dampeners are applied to numerator denominator or not at alldampeners are applied to numerator, denominator or not at all

• Dampeners create amortisation effects which can result in a 
drag on performance due to prior years.
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Conclusions

Increasing focus on nominal metrics rather than ratios

• After an initial burst of enthusiasm in the early 2000’s, few 
financial firms now disclose return on risk-adjusted capital; in 
the technical challenge, consistency of numerator and 
denominator has trumped risk sensitivity.

• Explicit recognition of frictional costs / risk margin / illiquidity 
premiums under MCEV / Solvency II balance sheets has a p y
useful counterpart in the income statement

• Dampeners are a helpful cushion against solvency in the event 
of loss but create amortisation effects that considerably 
complicate financial reporting.
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